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PUBLIC LAW 591 - CHAPTER 736
APPROVED AUGUST 16, 1954, 9:45 a. m., E. D. T.
H. R. 8300

Internal Revenue Code

of 1954

ENACTED DURING THE
SECOND SESSION OF THE EIGHTY-THIRD CONGRESS

OF THE UNITED STATES OF AMERICA

Begun and held at the City of Washington on
Wednesday, January 6, 1954,

An dAct

To revise the internal revenue laws of the United States.

Be it enacled by the Senate and House of Representatives of the United
States of America in Congress assembled, That (a) CiraTION.—

(1) The provisions of this Act set forth under the heading “Inter-
nal I}evenue Title” may be cited as the “Internal Revenue Code of
19547,

(2) The Internal Revenue Code enacted on February 10, 1939, as
amended, may be cited as the “Internal Revenue Code of 1939”.
(b) PusLication.—This Act shall be published as volume 68A of

the United States Statutes at Large, with a comprehensive table of
contents and an appendix; but without an index or marginal references.
The date of enactment, bill number, public law number, and chapter
number, shall be printed as a headnote.

(c) Cross RerFEreNcE.—For saving provisions, effective date provi-
sions, and other related provisions, see chapter 80 (sec. 7801 and
following) of the Internal Revenue Code of 1954.

(d) EnxacrmeEnT oF INTERNAL REvEnvue TirLe Inrto Law.—The
Internal Revenue Title referred to in subsection (a) (1) is as follows:
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INTERNAL REVENUE CODE OF 1954

INTERNAL REVENUE TITLE

Sustrrie A. Income taxes.

SusritLe B. Estate and gift taxes.

Surtrrie C. Employment taxes.

Sustrrie D. Miscellaneous excise taxes.

SuetiTLE E. Alecohol, tobacco, and certain other excise taxes.
SuvsTiTLE F. Procedure and administration.

SusriTLE G. The Joint Committee on Internal Revenue Taxation.

Subtitle A—Income Taxes

CuaprEr 1. Normal taxes and surtaxes.

CrarrEr 2. Tax on self-employment income.

CuapreEr 3. Withholding of tax on nonresident aliens and foreign
corporations and tax-free covenant bonds.

Cuaprer 4, Rules applicable to recovery of excessive profits on
government contracts.

Cuarrer 5. Tax on transfers to avoid income tax.

Caarrer 6. Consolidated returns.

CHAPTER 1—NORMAL TAXES AND SURTAXES

SuscHAPTER - A. Determination of tax liability.
SuscHapTER B. Computation of taxable income.

Suscaarrer C, Corporate distributions and adjustments.

SvecaaPTER D. Deferred compensation, ete.

SuscHAPTER E. Accounting periods and methods of aceounting.

SuecaAPTER F. Exempt organizations.

SuscaAPTER G, Cotxl'plodrations used to avoid income tax on share-
olders.

SuscearTER H. Banking institutions,

BupcaapreEr 1. Natural resources.

BuecEarTER J. Estates, trusts, beneficiaries, and decedents.

SvuscaEAPTER K. Partners and partnerships.

SuscHAPTER L. Insurance companies.

SuscaapTErR M. Regulated investment companies.

SuecaAPTER N, Tax based on income from sources within or with-
out the United States.

SuscEAPTER O. Gain or loss on disposition of property.

SupcaapTER P. Capital gains and losses. :

SuecHAPTER (. Readjustment of tax between years and special

*__ limitations.

SuscaaPrER R. Election of eertain partnerships and proprietor-

ships as to taxable status.

Subchapter A—Determination of Tax Liability

Part 1. Tax on individuals.

Part II. Tax on corporations.

Part ITI. Changes in rates during a taxable year.
Part IV. Credits against tax.

PART I—TAX ON INDIVIDUALS

Seec. 1. Tax imposed.

Sec. 2. Tax in case of joint return or return of surviving spouse.
Sec. 3. Optional tax if adjusted gross income is less than $5,000.
Sec. 4. Rules for optional tax.

Sec. 5. Cross references relating to tax on individuals.



CH. 1—NORMAL TAXES AND SURTAXES b

SEC. 1. TAX IMPOSED.

(a) Rares or Tax oN INpIvIDUALS.—A tax is hereby imposed for
each taxable year on the taxable income of every individual other
than a head of a household to whom subsection (b) applies. The
ar%?UDt of the tax shall be determined in accordance with the following
table:

If the taxable income is: The tax is:

Not over $2,000- - e 209, of the taxable income.

Over $2,000 but not over $4,000_ ... $400, plus 229, of excess over
Over $4,000 but not over $6,000_ . .- 8820: Ius 269 of excess over
Over $6,000 but not over $8,000__._______ 31,3(;0, Slus 309 of excess over
Over $8,000 but not over $10,000_____... $1,9(§0, Slus 349, of excess over
Over $10,000 but not over $12,000___.... 52:%]8'(](}5(}“ 389% of excess over
Over $12,000 but not over $14,000___._.-. $3,4I16, pl'us 439, of excess over
Over $14,000 but not over $16,000....... M;ﬂiﬁi’?ﬁus 479, of excess over
Over $16,000 but not over $18,000___._._. %,2100661&“ 50% of excess over
Over $18,000 but not over $20,000___..__ $6,200, plus 53% of excess over
Over $20,000 but not over $22,000_______ $7,26l5, pl;xs 56% of excess over
Over $22,000 but not over $26,000____... SS,E’E%?:E%?JE 59% of excess over
Over $26,000 but not over $32,000____... 810?21&48,03]115 629, of excess over
Over $32,000 but not over $38,000____._. $14,42(§3b (1)3-11:3 659% of excess over
Over $38,000 but not over $44,000_____._. $18,360, plus 699, of excess over
Over $44,000 but not over $50,000_____.-. 522,560, |:;lus 729, of excess over
Over $50,000 but not over $60,000_______ $26,802’0. p.lus 75% of excess over
Over $60,000 but not over $70,000______ ss;,s%égb&ms 789% of excess over
Over $70,000 but not over $80,000_______ S%gégh (r):.lua 819, of excess over
Over $80,000 but not over $90,000.___.___ $50,220, plus 849, of excess over
Over $90,000 but not over $100,000...___ %g:&g?%lus 879% of excess over
Over $100,000 but not over $150,000._.._ 36%3[‘}3;8? %lua 899, of excess over
Over $150,000 but not over $200,000..___ Slfi?gz,g?g.lus 909, of excess over
&y VL e oo (o RIS e 31%,5802’0003.!115 919, of excess over

$200,000.

§ 1(a)



INTERNAL REVENUE CODE OF 1954

(b) Rates or Tax oNn Huaps or HovsEHOLDS.—

(1) Rares or Tax.—A tax is hereby imposed for each taxable
year on the taxable income of every individual who is the head of
a household. The amount of the tax shall be determined in accord-

ance with the following table:

If the taxable income is:

Not over $2.000. . sai sl al? .
Over $2,000 but not over $4,000_ . __

Over $4,000 but not over $6,000. __ ..
Over $6,000 but not over $8,000_ ____
Over $8,000 but not over $10,000____
Over $10,000 but not over $12,000.- - _
Over $12,000 but not over $14,000_ _ _
Over $14,000 but not over $16,000_ - _
Over $16,000 but not over $18,000___
Over $18,000 but not over $20,000_ - _
Over 520,000 but not over $22,000- -
Over $22,000 but not over $24,000. .
Over $24,000 but not over $28,000. __
Over $28,000 but not over $32,000. _ .
Over $32,000 but not over $38,000_ __
Over $38,000 but not over $44,000. _ .
Over $44,000 but not over $50,000___
Over $50,000 but not over $60,000- - -
Over $60,000 but not over $70,000___
Over $70,000 but not over $80,000_ _ -
Over $80,000 but not over $90,000. - _
Over $90,000 but not over $100,000. -
Over $100,000 but not over $150,000. .
Over $150,000 but not over $200,000_ -
Over $200,000 but not over $300,000_ _

The tax is:

209, of the taxable income.
840(2], é)ﬁ}us 21% of excess

$820, plus 24% of excess
4°000

$1 36{). ]‘JIUB 269, of excess
§6,000 5

$1,820, plus
$8,000.
$2,420, plus
$10,000.
$3,060, plus
$12,000.
$3,780, plus
$14,000.
$4.560, plus
$16,000.
$5,400, plus
518,000.
$6,260, plus
20,000.
$7,200, plus
$22.000.
$8,180, plus
$24,000,
$10,260, plus
28,000.
$12,420, plus
$32,000.
$15,900, plus
$38,000.
$19,620, plus
$44,000.
$23,580, plus
$50,000.
$30,3§0, plus
$60,000.
$37,480, plus
00.

$60,480, plus

30%
329%
36%
30%
429
43%
47%
49%
529,
54%
58%
62%
66%
68%
1%
74%
76%

of
of
of
of
of
of
of
of

of

excess
excess
excess
excess
excess
excess
excess
excess

excess

of excess

of excess

of excess

of excess

of excess

of excess

of excess

of excess

80% of excess

83%

of excess

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

over

$100,000.
$1g1,980, lus 879% of excess over

15 ’
$l45,4é0, plus 90% of excess over
2

$200,000.
Over $300,000. - _ ... . ... $235,480, plus 91% of excess over
$300,000.

(2) DEFINITION OF HEAD OF HOUSEHOLD.—For purposes of this
subtitle, an individual shall be considered a head of a household if,
and only if, such individual is not married at the close of his taxable
year, is not a surviving spouse (as defined in section 2 (b)), and

either—
§ 1(b)



CH. 1—NORMAL TAXES AND SURTAXES 7

(A) maintains as his home a household which constitutes for
such taxable year the principal place of abode, as a member of
such household, of—

(i) a son, stepson, daughter, or stepdaughter of the tax-
payer, or a descendant of a son or daughter of the taxpayer,
but if such son, stepson, daughter, stepdaughter, or descendant,
is married at the (S?)se of the taxpayer’s taxable year, only if
the taxpayer is entitled to a deduction for the taxable year for
such person under section 151, or

(ii) any other person who is a dependent of the taxpayer,
if the taxpayer is entitled to a deduction for the taxable year
for such person under section 151, or
(B) maintains a household which constitutes for such taxable

vear the principal place of abode of the father or mother of the

taxpayer, if the taxpayer is entitled to a deduction for the taxable

year for such father or mother under section 151.

For purposes of this paragraph and of section 2 (b) (1) (B), an
individual shall be considered as maintaining a household only if
over half of the cost of maintaining the household during the taxable
year is furnished by such individual.

(3) DETERMINATION OF STATUS.—For purposes of this sub-
section—

(A) a legally adopted child of a person shall be considered a
child of such person by blood;

(B) an individual who is ieg&]ly separated from his spouse
under a decree of divorce or of separate maintenance shall not be
considered as married;

(C) a taxpayer shall be considered as not married at the close
of his taxable year if at any time during the taxable year his
spouse is a nonresident alien; and

(D) a taxpayer shall be considered as married at the close of
his taxable year if his spouse (other than a spouse described in
subparagraph (C)) died during the taxable year.

(4) Limrrarrons.—Notwithstanding paragraph (2), for purposes
of this subtitle a taxpayer shall not be considered to be a head of
a household—

(A) if at any time during the taxable year he is a nonresident
alien; or

(B) by reason of an individual who would not be a dependent
for the taxable year but for—

(i) paragraph (9) of section 152 (a),

(i1) paragraph (10) of section 152 (a), or

(ii1) subsection (c¢) of section 152.

(¢) Specian Runes.—The tax imposed by subsection (a), and the
tax imposed by paragraph (1) of subsection (b), consists of—

(1) a normal tax of 3 percent of the taxable income, and

(2) a surtax equal to (A) the amount determined in accordance
with the table in subsection (a) or paragraph (1) of subsection (b),
minus (B) the normal tax.

The tax shall in no event exceed 87 percent of the taxable income for
the taxable year.
(d) Cross REFERENCE.—

For definition of taxable income, see section 63.

§ 1(d)



8 INTERNAL REVENUE CODE OF 1954

SEC. 2. TAS%’(%?JS%ASE OF JOINT RETURN OR RETURN OF SURVIVING

(a) Rame or Tax.—In the case of a joint return of a husband and
wife under section 6013, the tax imposed by section 1 shall be twice the
tax which would be imposed if the taxable income were cut in half,
For purposes of this subsection and section 3, a return of a surviving
spouse (as defined in subsection (b)) shall be treated as a joint return
of a husband and wife under section 6013.

. (b) DEFINITION OF SURVIVING SPOUSE.—

(1) In eENERAL—For purposes of subsection (a), the term
“surviving spouse’” means a taxpayer—

(A) whose spouse died during either of his two taxable years
immediately preceding the taxable year, and

(B) who maintains as his home a household which constitutes
for the taxable year the principal place of abode (as a member of
such household) of a dependent (1) who (within the meaning of
section 152) is a son, stepson, daughter, or stepdaughter of the
taxpayer, and (ii) with respect to whom the taxpayer is entitled

to a deduction for the taxable year under section 151,

(2) Limrrarions.—Notwithstanding paragraph (1), for purposes
of subsection (a) a taxpayer shall not be considered to be a surviving
spouse—

(A) if the taxpayer has remarried at any time before the close
of the taxable year, or

(B) unless, for the taxpayer's taxable year during which his
spouse died, a joint return could have been made under the

provisions of section 6013 (without regard to subsection (a) (3)

thereof) or under the corresponding provisions of the Internal

Revenue Code of 1939,

SEC. 3. OPTIONAL TAX IF ADJUSTED GROSS INCOME IS LESS
THAN $5,000,

In lieu of the tax imposed by section 1, there is hereby imposed for
each taxable year, on the taxable income of each individual whese
adjusted gross income for such year is less than $5,000 and who has
elected for such year to pay the tax imposed by this section, the tax
shown in the following table:

§2(a)



CH. 1—NORMAL TAXES AND SURTAXES 9

Ifadjusted | And the num- {| If adjusted
gross in- | ber of exemp- || gross in- And the number of exemptions is—

come is— tions is— come is—

1 2 3

And tax-| And |And tax-| And | And (And tax-| And | And
payeris| tax- |payeris| lax- a |payeris| tax- a

4 0r i i01 8or
1]12|3 single or | payer |single or | payer | joinl | singleor | payer |joint| 4 | 5 | 6 (7
At 12:: more || At lng“g: marricd |is head| married [ishead re- | married |is head| re- more
least | {an least| yo | “filing | of | filing | of |furn| filing | of | turn

gepa- |house-| sepa- |house-| is gepa- | house-| is
rately | hold | rately | hold | filed | rately | hold

The tax ia—

§0 $2, 325($2, 350 $301)  $301 $0

675 2,350( 2,375 305 305 0

700 2,375 2, 400 3100 310 0

725 2,400( 2,425 314] 314 0

750 2, 425 2, 450 319) 319 0

775 450| 2,475 323 0

800, 2,475( 2,5 328 ]

825 , 500| 2, 525 3320 1332 0

850 2,525 2, 337 0

875 2, 5501 2, 575 341 341 0

900) 2, 575( 2, 600 346, 346 0

925 2,600 2, 625 350, 350, 0

950) 2,625( 2, 355 355 0

9751, 000 2,650( 2, 675 3501 259 0
1, 000(1, 2,675 2, 364 364 0
1,025(1, 2,700 2, 368 368 0
1, 05041, 075 2, 2,7 373 0
1,075(1, 2, 750( 2, 775 377l 377 0
1, 1001, 2, 775| 2,800 382 382 ]
1,1251, 2, 2, B25 386f 386 0
1, 150(1, 2,825/ 2,850 01 301 0
1,175]1, 2,850| 2,875 3051 395 0
1, 20011, 2,875( 2, 800 400| 0
1,2251, 2,000) 2,925 404 0
1,25011, 2,925( 2,050 409 0
1,271, ! 2,075 414 0
1, 3001, 2,.075| 3, 419) 0
1,325(1, 4 3,050 426 0
1,350(1, 3,050/ 3, 100 435 0
1,375(1, 3, 3,1 445 0
1,400]1, 3, 150| 3, 454 0
1,425]1, 3,200 3, 250 464 0
1, 45001, 475(1 : 3 473 0
1, 47511, 5001 3,300| 3,350 482 0
1,500 1, 5251 3, 350( 3,400 402 0
1, 5251, 5501 3, 3,450 501 [}
1, 55011, 5751 3 3, 500 511 0
1, 5751, 600]1 L 3, 550 520 0
1, 6001, 6251 3, 550/ 3, 600 [
1, 6251, 650/175 3, 600| 3, 0
1, 65001, 675(1 3, 650/ 3, 700 0
1, 6751, 7001 3,700/ 3,750 0
1, 700(1, 725/188 3, 760| 3, 800 0
1, 725/1, 750(193 3, 800] 3, 850 0
1,7501, 775/197 3,850{ 3, 900 0
1, 77511, 800 3,900{ 3, 950 0
1,800 1,82 3,950 4, 000 0
1, 8251, 850 4,000 4,050 0
1,850(1, 875 4,050/ 1, 100 0
1, 875/1, 000 4,100/ 4, 150, 0
1, 90011, 925 4,150/ 4,200 0
1, 923(1, 850 4,200] 4, 250 0
1, 95011, 975 4,250 4, 300 0
1, §75)2, 000 4,300/ 4, 350 0
2, 000.2, 025 4,350/ 4, 400 0
2.025[2.050 4,400 4,450 0
2,0502, 075 4, 450( 4, 500 0
2, 075/2, 100| 4, 500/ 4, 550 0
2, 100/2, 125 4, 550( 4, 600 0
2, 125/2, 150 4, 00| 4, 650 0
2,150/2, 17 4, 650( 4, 700 0
2, 175(2, 200 4,700| 4,750 0
2, 20012, 225 4, 750( 4,500 0
2, 22512, 250 4, 4, 850 783 0
2, 25012, 275 4, 4, 900 703 0
2, 27512, 300 4,000/ 4, 950 803 0
Zm'[?. 325' 4, 950|i 5, 000 B13 0

49012°—54——4



10 INTERNAL REVENUE CODE OF 1954

SEC. 4. RULES FOR OPTIONAL TAX,

(a) Numser or Exemprions.—For purposes of the table in section
3, the term “number of exemptions’’ means the number of the exemp-
tions allowed under section 151 as deductions in computing taxable
mcecome.

(b) Maxner oF ErLecrion.—The election referred to in section 3
shall be made in the manner provided in regulations preseribed by
the Secretary or his delegate.

(¢) HussanDp or WirE Fiuing SErarATE RETURN.—A husband or
wife may not elect to pay the optional tax imposed by section 3 if the
tax of the other spouse 1s determined under section 1 on the basis of
taxable income computed without regard to the standard deduction.
For purposes of the preceding sentence, determination of marital
status shall be made under section 143.

(d) CerraiNy OtHER TAxXPAYERS INELIGIBLE.—Section 3 shall not
apply to—

"~ (1) a nonresident alien individual;

(2) a citizen of the United States entitled to the benefits of
section 931 (relating to income from sources within possessions of
the United States); :

(3) an individual making a return under section 443 (a) (1) for
a period of less than 12 months on account of a change in his
acecounting period; or

(4) an estate or trust.

(e) TaxasLe Income CompureEp WritH STANDARD DEDUCTION.—
Whenever it is necessary to determine the taxable income of a tax-

ayer who made the election referred to in section 3, the taxable
income shall be determined under section 63 (b) (relating to definition
of taxable income for individuals electing standard deduction).

(f) Cross REFERENCES.—

(1) For other applicable rules (including rules as to the change of an
election under section 3), see section 144, ;

(2) For disallowance of certain credits against tax, see section 36.

SEC, 5. CROSS REFERENCES RELATING TO TAX ON INDIVIDUALS.
(a) Oraer Rates oF Tax ox IxpivipuaLs, BTC.—

(1) For rates of tax on nonresident aliens, see section 871.

(2) For doubling of tax on citizens of certain foreign countries, see
section 891,

(3) For alternative tax in case of capital gain, see section 1201 (b).

(é) Fg;“rlate of withholding in the case of nonresident aliens, see
section .

(b) Sepecian LimitaTtions on Tax.—

(1) For limitation on tax atiributable to receipt of lump sum under
annuity, endowment, or life insurance contract, see section 72 (e) (3).

(2) For limitation on surtax attributable to sales of oil or gas proper-
ties, see section 632. 1

(3) For limitation on tax in case of income of members of Armed
Forces on death, see section 692.

(4) For limitation on tax with respect to compensation for long-term
services, see section 1301.

(5) For limitation on tax with respect to income from artistic work or
inventions, see section 1302,

(6) For limitation on tax in case of back pay, see section 1303.

§4



CH. 1—NORMAL TAXES AND SURTAXES 11

(7) For computation of tax where taxpayer restores substantial
amount held under claim of right, see section 1341,

(8) For limitation on surtax attributable to claims against the United
States involving acquisitions of properiy, see section 1347,

PART II—TAX ON CORPORATIONS

Sec. 11. Tax imposed.
See. 12. Cross references relating to tax on corporations,

SEC. 11. TAX IMPOSED.

(a) CorroraTIONS IN GENERAL.—A tax is hereby imposed for each
taxable year on the taxable income of every corporation. The tax
shall consist of & normal tax computed under subsection (b) and a
surtax computed under subsection (c).

(b) NormarL Tax.—

(1) TAXABLE YEARS BEGINNING BEFORE APRIL 1, 1955.—In the
case of a taxable year beginning before April 1, 1955, the normal
tax is equal to 30 percent of the taxable income.

(2) TAXABLE YEARS BEGINNING AFTER MARCH 81, 1955.—In the
case of a taxable year beginning after March 31, 1955, the normal
tax is equal to 25 percent of the taxable income.

(c) SurTaAx.—The surtax is equal to 22 percent of the amount by
which the taxable income (computed without regard to the deduction,
if any, provided in section 242 for partially tax-exempt interest)
exceeds $25,000.

(d) Exceprrions.—Subsection (a) shall net apply to a corporation
subject to a tax impesed by— :

(1) section 594 (relating to mutual savings banks conducting
life insurance business),

(2) subchapter Li (sec. 801 and following, relating to insurance
companies),

(3) subehapter M (sec. 851 and following, relating to regulated
investment companies), or

4) section 881 (a) (relating to foreign corporations not engaged
in business in United States).

SEC. 12. CROSS REFERENCES RELATING TO TAX ON CORPORATIONS.

(1) For tax on the unrelated business income of certain charitable
glll:l other corporations exempt from tax under this chapier, see section

(2) For accumulated earnings tax and personal holding company
tax, see parts I and IT of subchapter G (sec. 531 and follewing).

(3) For doubling of tax on corporations of certain foreign couniries,
see section 891.

(4) For alternative tax in case of capital gains, see seclion 1201 (a).

(5) For rate of withholding in case of foreign corporations, see section

442,
(6) For withholding of tax on tax-free covenant bonds, see section
1451.
(7) For limitation on the $25,000 exemption from surtax provided in
section 11 (¢) see section 1551,

(8) For additional tax for corporations filing consolidated returns,
see section 1503.

§ 12(8)



12 INTERNAL REVENUE CODE OF 1954

PART III-CHANGES IN RATES DURING A TAXABLE YEAR
See. 21. Effect of changes.

SEC. 21. EFFECT OF CHANGES.

(a) GeneraL Rure.—If any rate of tax imposed by this chapter
changes, and if the taxable year includes the effective date of the
change (unless that date is the first day of the taxable year), then—

(1) tentative taxes shall be computed by applying the rate for
the period before the effective date of the change, and the rate for
the period on and after such date, to the taxa le income for the
entire taxable year; and

(2) the tax for such taxable year shall be the sum of that pro-
portion of each tentative tax which the number of days in each
period bears to the number of days in the entire taxable year.

(b) RepmaL oF Tax.—For purpeses of subgection (a)—

(1) if ; tax is repealed, the repeal shall be considered a change of
rate; an

(2) the rate for the period after the repeal shall be zero.

Eic)(_bEFFECTWE Dare or Ceance.—For purposes of subsections (a)
an —

(1; if the rate changes for taxable years ‘‘beginning after’” or

“ending after’’ a certain date, the following day shall be considered

the effective date of the change; and

(2) if a rate changes for taxable years “beginning on or after’” a
Zﬁrtain date, that date shall be considered the effective date of the

e.

(d) TaxaBLe YeArs BrcinNiNG BEFORE JANUARY 1, 1954, aAND
Expixae ArrEr DeceEMBER 31, 1953.—In the case of a taxable year
beginning before January 1, 1954, and ending after December 31,
1953—

(1) subsection (a) of this section does not apply; and

(2) in_the application of subsection (j) of section 108 of the

Internal Revenue Code of 1939, the provisions of such code referred

to in such subsection shall be considered as continuing in effect as

if this subtitle had not been enacted.

PART IV—CREDITS AGAINST TAX

See. 31. Tax withheld on wages.

Seec. 32. Tax withheld at source on nonresident aliens and foreign
corporations and on tax-free eovenant bonds,

Sec. 33. '.[‘asxes teqsf foreign countries and possessions of the United

tates.
Sec. 34. Dividends received by individuals. 4
Sec. 35. Partially tax-exempt interest received by individuals.
2 Seec. 36. Credits not allowed to individuals paying optional tax or
taking standard deduction.
Sec. 37. Retirement income,
Sec. 38. Overpayments of tax.

SEC. 31. TAX WITHHELD ON WAGES.
(a) Wace WrireHOLDING FOR INcoME TAx PuUrroses.—
(1) In ¢eNerAL—The amount withheld under gection 3402 as
tax on the wages of any individual shall be allowed to the recipient
of the income as a credit against the tax imposed by this subtitle.

§21



CH, 1—NORMAL TAXES AND SURTAXES 13

(2) Year oF crepit.—The amount so withheld during any
calendar year shall be allowed as a credit for the taxable year
beginning in such calendar year. If more than one taxable year
begins in a calendar year, such amount shall be allowed as a credit
for the last taxable year so beginning,

(b) Creprr ror SpeciaL RErunps oF Socian Security Tax.—

(1) In ceNeraL.—The Secretary or his delegate may prescribe
regulations providing for the crediting eafainat the tax imposed by
this subtitle of the amount determined by the taxpayer or the
Secretary (or his delegate) to be allowable under section 6413 (c)
as a special refund of tax imposed on wages. The amount allowed
as a credit under such regulations shall, for purposes of this subtitle,
be considered an amount withheld at source as tax under section
3402.

(2) Year oF creEpiT.—Any amount to which paragraph (1)

applies shall be allowed as a credit for the taxable year be%'ummg
in the calendar year during which the wages were received. If more
than one taxable year begins in the calendar year, such amount
shall be allowed as a credit for the last taxable year so beginning.
SEC. 32. TAX WITHHELD AT SOURCE ON NONRESIDENT ALIENS
AND FOREIGN CORPORATIONS AND ON TAX-.FREE
COVENANT BONDS,

There shall be allowed as credits against the tax imposed by this
chapter—

(1) the amount of tax withheld at source under subchapter A of
chapter 3 (relating to withholding of tax on nonresident aliens and
on foreign corporations), and

(2) the amount of tax withheld at source under subchapter B of
chapter 3 (relating to interest on tax-free covenant bonds).

SEC. 33. TAXES OF FOREIGN COUNTRIES AND POSSESSIONS OF
THE UNITED STATES.

The amount of taxes imposed by foreign countries and possessions
of the United States shall be allowed as a credit against the tax im-
posed by this chapter to the extent provided in section 901,

SEC. 34. DIVIDENDS RECEIVED BY INDIVIDUALS.

(a) GeneEraL Rune.—Effective with respect to taxable years ending
after July 31, 1954, there shall be allowed to an individual, as a credit
against the tax imposed by this subtitle for the taxable year, an amount
equal to 4 percent of the dividends which are received after July 31,
1954, from domestic corporations and are included in gross income.

(b) LamrraTion oN Amount ofF CreEprr.—The credit allowed by
subsection (a) shall not exceed whichever of the following is the lesser:

(1) the amount of the tax imposed by this chapter for the taxable
year, reduced by the credit allowable under section 33 (relating to
foreign tax credit); or

(2) the following percent of the taxable income for the taxable
year:

(A) 2 percent, in the case of a taxable year ending before
January 1, 1955.

(B) 4 percent, in the case of a taxable year ending after
December 31, 1954,

§ 34(b)(2)(B)
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(¢) No Crepir ArLowEp FOr Divipexos From Cerrain Cor-
PORATIONS.—Subsection (a) shall not apply to any dividend from—

(1) an insurance company subject to a tax imposed by part I or
I1 of subchapter L (seec. 801 and following);

(2) a corporation organized under the China Trade Act, 1922
(see see. 941); or

(3) a corporation which, for the taxable year of the corporation
in which the distribution is made, or for the next preceding taxable
year of the corporation, is—

(A) a corporation exempt from tax under section 501 (relating
to certain Ic’gun-it‘a,bla-, ete., organizations) or section 521 (relat-
ing to farmers’ cooperative associations); or

(B) a corporation to which section 931 (relating to income
from sources within possessions of the United States) applies.

(d) Speciar Rures For Cerraiy Distrisurions.—For purposes
of subsection (a)—

(1) Any amount allowed as a deduction under section 591 (relat-
mg to deduction for dividends paid by mutual savings banks, ete.)
shall not be treated as a dividend.

(2) A dividend received from a regulated investment company
shall be subject to the limitations prescribed in section 854.

(e) Cerrain NonresiDENT AL1eNs INeLiciBLE For Crepir.—No
credit shall be allowed under subsection (a) to a nonresident alien
individual with respect to whom a tax is imposed for the taxable year
under section 871 (a).

(f) Cross REFERENCES.—

: ‘(;1) For exclusion of certain dividends from gross income, see section

(2) For special rules relating to the credit provided by subsection (a),
see sections 642 (trusts and estates), 702 (partnerships), and 584 (com-
mon trust funds). !

(3) For disallowance of credit where tax is computed by Secretary or
his delegate, see section 6014.

SEC. 35. PARTIALLY TAX-EXEMPT INTEREST RECEIVED BY INDI-
VIDUALS.

(2) In GeneraL.—There shall be allowed to an individual, as a
credit against the tax imposed by this subtitle for the taxable year,
an amount equal to 3 percent of the amount received as interest on
obligations of the United States or on obligations of corporations
organized under Act of Congress which are instrumentalities of the
United States, but only if—

(1) such interest 1s included in gross income; and -
(2) such interest is exempt from normal tax under the Act
authorizing the issuance of such obligations,

(b) LiuraTion on Amount oF Creprr.—The credit allowed by
subsection (a) shall not exceed whichever of the following is the lesser:

(1) the amount of the tax imposed by this chapter for the taxable
year, reduced by the sum of the credits allowable under sections 33
and 34; or

(2) 3 percent of the taxable income for the taxable year.
(¢) Cross REFERENCE.—

For reduction of credit under this section on account of amortizable
bond premium, see section 171,

§34(c)
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SEC. 36. CREDITS NOT ALLOWED TO INDIVIDUALS PAYING OPTIONAL
TAX OR TAKING STANDARD DEDUCTION.

If an individual elects to pay the optional tax imposed by section 3,
or if he elects under section 144 to take the standard deduction, the
credits provided by sections 32, 33, and 35 shall not be allowed.

SEC. 37. RETIREMENT INCOME.

(a) Generan Rune.—In the case of an individual who has received
earned income before the beginning of the taxable year, there shall
be allowed as a credit against the tax imposed by this chapter for
the taxable year an amount equal to the amount received Ey such
individual as retirement income (as defined in subsection (e) and as
limited by subsection (d)), multiplied by the rate provided in section 1
for the first $2,000 of taxable income; gut. this eredit shall not exceed
such tax reduced by the credits allowable under section 32 (2) (relat-
ing to tax withheld at source on tax-free covenant bonds), section 33
(relating to foreign tax credit), section 34 (relating to credit for divi-
dends received by individuals), and section 35 (relating to partially
tax exempt interest).

(b) Inprivipvan Wro Has Receivep Earnep Ixcome.—For pur-
poses of subsection (a), an individual shall be considered to have
received earned income if he has received, in each of any 10 calendar
vears before the taxable year, earned income (as defined in subsee-
tion (g)) in excess of $600. A widow or widower whose spouse had
received such earned income shall be considered to have received
earned income.

(¢) Remimrement Income—For purposes of subsection (a), the term
“retirement income’” means—

(1) in the case of an individual who has attained the age of 65
before the close of the taxable year, income from—
(A) pensions and annuities,
(B) mterest,
(C) rents, and
(D) dividends, or
(2) in the case of an individual who has not attained the age of

65 before the close of the taxable year, income from pensions and

a_mmég;:s under a public retirement system (as defined in subsec-

tion ;
to the extent included in gross income without reference to this
section, but only to the extent such income does not represent com-
pensation for personal services rendered during the taxable year.

(d) Lamrrarion oN RerirementT Income.—For purposes of sub-
section (a), the amount of retirement income shall not exceed $1,200

(1) in the case of any individual, any amount received by the
individual as a pension or annuity—
(A) under title 1I 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 individuaﬁho 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.

§ 37(d)(2)
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(e) RuLe ror Apprication ofF SussscrioN (d) (1).—Subsection
(d) (1) shall not apply to any amount excluded from gross income
under section 72 (relating to annuities), 101 (relating to life insurance
proceeds), 104 (relating to compensation for injuries or sickness), 105
(relating to amounts received under accident and health plans), 402
(relating to taxability of beneficiary of employees’ trust), or 403
(relating to taxation of employee annuities),

(f) Pusric ReTiREMENT SysTEM DEFINED.—For purposes of sub-
section (c) (2), the term “public retirement system’’ means a pension,
annuity, retirement, or similar fund or system established by the
United étates, a State, a Territory, a possession of the United States,
any political subdivision of any of the foregoing, or the District of
Columbia; exeept 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.

(g) Earnep Income DerFiNnep.—For purposes of subsections (b)
ﬂ.ndg (d) (2), the term ‘“‘earned income’ has the meaning assigned to
such term in section 911 (b), except that such term does not include
any amount received as a pension or annuity.

(h) NoxrEsipENT ALIEN INELIGIBLE FOR UrREDIT.—No credit shall
be allowed under subsection (a) to any nonresident alien.

(i) Cross REFERENCE—

For disallowance of credit where tax is computed by Secretary or his
delegate, see section 6014 (a).
SEC. 38. OVERPAYMENTS OF TAX.

For credit against the tax imposed by this subtitle for overpayments
of tax, see section 6401.

§37(e)
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Subchapter B—Computation of Taxable Income

Part I. Definition of gross income, adjusted gross income, and
taxable income.

Part II. Items specifically included in gross income,

Part III. Items specifically excluded from gross income.

Part IV. Standard deduction for individuals.

Part V. Deductions for personal exemptions.

Part VI. Itemized deductions for individuals and corporations.

Part VII. Additional itemized deductions for individuals.

Part VIII. Special deductions for corporations.

Part IX. Items not deductible.

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

Bec. 61. Gross income defined.
See. 62. Adjusted gross income defined.
Sec. 63, Taxable income defined.

SEC. 61. GROSS INCOME DEFINED.

(a) Gexeran DEriNrrioN.—Except as otherwise provided in this
subtitle, gross income means all income from whatever source derived,
including (but not limited to) the following items:

1) Compensation for services, including fees, commissions, and
similar items;
(2) Gross income derived from business;
(3) Gains derived from dealings in property;
(4) Interest;
(5) Rents;
(6) Royalties;
(7) Dividends;
(8) Alimony and separate maintenance payments;
(9) Annuities;
(10) Income from life insurance and endowment contracts;
(1 13 Pensions;
Income from discharge of indebtedness;
(13) Distributive share of partnership gross income;
(14) Income in respect of a decedent; and
(15) Income from an interest in an estate or trust.
(b) Cross REFERENCES.—
For items specifically included in gross income, see part II (sec.
71 and following). For items specifically excluded from gross income,
see part III (sec. 101 and following).
SEC. 62. ADJUSTED GROSS INCOME DEFINED.

For purposes of this subtitle, the term “adjusted gross income”
means, in the case of an individual, gross income minus the following
deductions: '

(1) TraDE AND BUSINESS DEDUCTIONS.—The deductions allowed
by this chapter (other than by part VII of this subchapter) which
are attributable to a trade or business carried on by the taxpayer,

§ 62(1)
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if such trade or business does not consist of the performance of

services by the taxpayer as an employee.

(2) TRADE AND BUSINESS DEDUCTIONS OF EMPLOYEES.—

(A) RemvBursEDp ExPENsSES.—The deductions allowed by part
VI (sec. 161 and following) which consist of expenses paid or
incurred by the taxpayer, in connection with the performance
by him of services as an employee, under a reimbursement or
other expense allowance arrangement with his employer.

(B) EXPENSES FOR TRAVEL AWAY FROM HOME.—The deduc-
tions allowed by part VI (sec. 161 and following) which consist of
expenses of travel, meals, and lodging while away from home,
paid or incurred by the taxpayer in connection with the perform-
ance by him of services as an employee.

(C) TransPorTATION EXPENSES.—The deductions allowed by
part VI (sec. 161 and following) which consist of expenses. of
transportation paid or incurred by the taxpayer in connection
with the performance by him of services as an employee.

(D) Oursmoe sanesmeN.—The deductions allowed by part VI
(sec. 161 and following) which are attributable to a tra.cﬂa or busi-
ness carried on by the taxpayer, if such trade or business consists
of the performance of services by the taxpayer as an employee
and if such trade or business is to solicit, away from the employer’s
place of business, business for the ampioyer.

(3) Long-tErM cAPITAL GAINS.—The deduction allowed by sec-
tion 1202.

(4) LossEs FROM SALE OR EXCHANGE OF PROPERTY.—The deduc-
tions allowed by part VI (sec. 161 and following) as losses from the
sale or exchange of property.

(5) DEDUCTIONS ATTRIBUTABLE TO RENTS AND ROYALTIES.—The
deductions allowed by part VI (sec. 161 and following), by sec-
tion 212 (relating to expenses for production of income), and by
section 611 (relating to depletion) which are attributable to property
held for the production of rents or royalties. :

(6) CERTAIN DEDUCTIONS OF LIFE TENANTS AND INCOME BENE-
FICIARIES OF PROPERTY.—In the case of a life tenant of property, or
an income beneficiary of property held in trust, or an heir, legatee,
or devisee of an estate, the deduction for depreciation allowed by
section 167 and the deduction allowed by section 611.

Nothing in this section shall permit the same item to be deducted
more than once.
SEC. 63. TAXABLE INCOME DEFINED.

(a) GeneraL RuLe.—Except as provided in subsection (b), for
purposes of this subtitle the term *taxable income’” means gross in-
come, minus the deductions allowed by this chapter, other than the
standard deduction allowed by part (sec. 141 and following).

(b) Inpivipvars Erecring StaNpARDP DepuctioNn.—In the case
of an individual electing under section 144 to use the standard
deduction provided in part IV (see. 141 and following), for purposes
of this subtitle the term “taxable income’” means adjusted gross
income, minus—

(1) such standard deduetion, and :

(2) the deductions for personal exemptions provided in section
151.

§ 62(1)
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PART II—ITEMS SPECIFICALLY INCLUDED IN
GROSS INCOME

See. 71. Alimony and separate maintenance payments.

See. 72. Annuities; certain proceeds of endowment and life insurance
coniracts. .

See. 73. Services of child.

Sec. T4. Prizes and awards.

Sec. 75. Dealers in tax-exempt securities.

Sec. 76. Mgrt.gl?ges made or obligations issued by joint-stock land

anks.
Sec. 77. Commodity credit loans.

SEC. 71. ALIMONY AND SEPARATE MAINTENANCE PAYMENTS.

(a) GeNeEraL RuLe.—

(1) DECREE OF DIVORCE OR SEPARATE MAINTENANCE.—If 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 inter-
vals) received after such decree in discharge of (or attributable to
property transferred, in trust or otherwise, in discba.r%e of) a legal
obligation which, because 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.

(2) WRITTEN SEPARATION AGREEMENT.—If a wife is separated
from her husband and there is a written separation agreement
executed after the date of the enactment of this title, the wife's
gross income includes periodic payments (whether or not made at
regular intervals) received after such agreement is executed which
are made under such agreement and because of the marital or
family relationship (or which are attributable to property trans-
ferred, in trust or otherwise, under such agreement and because
of such relationship). This paragraph shall not apply if the hus-
band and wife make a single return jointly,

(3) DrcreE ror supportT.—If a wife is separated from her hus-
band, the wife's gross income includes periodic payments (whether
or not made at regular intervals) received by her after the date of
the enactment of this title from her husband under a decree entered
after March 1, 1954, requiring the husband to make the payments
for her support or maintenance, This paragraph shall not apply
if the husband and wife make a single return jointly.

(b) Payments To Suprort Minor CuiLprREN,—Subsection (a)
shall not apply to that part of any payment which the terms of the
decree, instrument, or agreement fix, in terms of an amount of money
or a part of the payment, as a sum which is payable for the support
of minor children of the husband. For purposes of the preceding
sentence, if any payment is less than the amount specified in the
decree, instrument, or agreement, then so much of such payment as
does not exceed the sum payable for support shall be considered a
payment for such support.

(¢) Princrean Sum Parp 1N INSTALLMENTS.—

(1) GeENERAL rULE.—For purposes of subsection (a), installment
payments discharging a part of an obligation the principal sum of
which is, either in terms of money or property, speciged in the
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decree, instrument, or agreement shall not be treated as periodic

payments.

(2) WHERE PERIOD FOR PAYMENT IS MORE THAN 10 YEARS.—If
by the terms of the decree, instrument, or agreement, the principai
sum referred to in paragraph (1) is to be paid or may be paid over a
period ending more than 10 years from the date of such decree,
mstrument, or agreement, then (notwithstanding paragraph (1))
the installment payments shall be treated as periodic payments for
purposes of subsection (a), but (in the case of any one taxable year
of the wife) only to the extent of 10 percent of the principal sum.
For purposes of the preceding sentence, the part of any principal
sum which is allocable to a period after the taxable year of the wife
in which it is received shall be treated as an i.nstal]‘.rment payment
for the taxable year in which it is received.

(d) RuLe ror HussBanp 1N CasE oF TrRANSFERRED PrOPERTY.—
The husband’s gross income dees not include amounts received which,
under subsection (a), are (1) includible in the gross income of the
wife, and (2) attributable to transferred property.

(e) Cross REFERENCES.—

(g For definitions of **husband’’ and ““wife”’, see section 7701 (a) (17),
(2) For deduction by husband of periodic payments not attributable
to transferred property, see section 215.

. (3) For taxable status of income of an estate or trust in case of
divorce, efc., see section 682,

SEC. 72. ANNUITIES; CERTAIN PROCEEDS OF ENDOWMENT AND
LIFE INSﬁRANCE CONTRACTS.

(a) GeneErAL RuLE For ANNUITIES.—Except as otherwise provided
in this chapter, gross income includes any amount received as an
annuity (Wﬁether for a period certain or during one or more lives)
under an annuity, endowment, or life insurance contract.

(b) ExcrusioNn Rario.—Gross income does not include that part
of any amount received as an annuity under an annuity, endowment,
or life insurance contraet which bears the same ratio to such amount
as the investment in the contract (as of the annuity starting date)
bears to the expected return under the contract (as of such date).
This subsection shall not apply to any amount to which subsection
(d) (1) (relating to certain employee annuities) applies.

(¢) DEFINITIONS,—

(1) INVESTMENT IN THE CONTRACT.—For purposes of subsection

(b), the investment in the contract as of the annuity starting date

is—

(A) the aggregate amount of premiums or other consideration
paid for the contract, minus .

(B) the aggregate amount received under the contract before
such date, to the extent that such amount was excludable from
gross income under this subtitle or prior income tax laws.

(2) ADJUSTMENT IN INVESTMENT WHERE THERE IS REFUND

FEATURE.—If—

(A) the expected return under the contract depends in whole
or in part on the life expectancy of one or more individuals;

(B) the contract provides for payments to be made to a
benefici: (or to the estate of an annuitant) on or after the
death of the annuitant or annuitants; and
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(C) such payments are in the nature of a refund of the con-
sideration paid,

then the value (computed without discount for interest) of such
payments on the annuity starting date shall be subtracted from
the amount determined under paragraph (1). Such value shall be
computed in accordance with actuarial tables prescribed by the
Secretary or his delegate. For purposes of this paragraph and of
subsection (e) (2) (A), the term “refund of the consideration paid”
includes amounts payable after the death of an annuitant by reason
of a provision in the contract for a life annuity with minimum
period of payments certain, but (if part of the consideration was
contributed by an employer) does not include that part of any pay-
ment to a beneficiary (or to the estate of the annuitant) which is
not attributable to the consideration paid by the employee for the
contract as determined under paragraph (1) (A).

(3) ExpecreEp RETURN.—For purposes of subsection (b), the

expected return under the contract shall be determined as follows:
(A) Lare sxrecraNcy.—If the expected return under the con-
- tract, for the period on and after the annuity starting date, de-
pends in whole or in part on the life expectancy of one or more
individuals, the expected return shall be computed with reference
to actuarial tables prescribed by the Secretary or his delegate.
(B) InstarumeNT PAYMENTS.—If subparagraph (A) does not
apply, the expected return is the aggregate of the amounts re-
- ceivable under the contract as an annuity.

(4) ANNUITY STARTING DATE.—For purposes of this section, the
annuity starting date in the case of any contract is the first day of
the first period for which an amount is received as an annuity under
the contract; except that if such date was before January 1, 1954,
then the annuity starting date is January 1, 1954,

(d) EmrroyEEs’ ANNUITIES.—

(1) EMPLOYEE’S CONTRIBUTIONS RECOVERABLE IN 8 YEARS.—

Where—
(A) part of the consideration for an annuity, endowment, or
life insurance contract is contributed by the employer, and
) during the 3-year period beginning on the date (whether
or not before January 1, 1954) on which an amount is first
received under the contract as an annuity, the aggregate amount
receivable by the employee under the terms ::fgt-he contract is
" equal to or greater than the consideration for the contract con-
tributed by the employee,
then all amounts received as an annuity under the contract shall be
excluded from gross income until there has been so excluded (under
this paragraph and prior income tax laws) an amount equal to the
consideration for the contract contributed by the employee. There-
after all amounts so received under the contract shall be included in
gross income.

(2) SPECIAL RULES FOR APPLICATION OF PARAGRAPH (1).—For
purposes of paragraph (1), if the employee died before any amount
was received as an annuity under the contract, the words “receivable
by the employee” shall be read as “receivable by a beneficiary of
the employee”. ;
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(3) Cross REFERENCE.—

For certain rules for determining whether amounts contributed b,
employer are includible in the srass income of the employee, see pard
of subchapter D (sec. 401 and following, relating to pension, profit-
sharing, and stock bonus plans, etc.).

(e) AMounTs Nor RECEIVED AS ANNUITIES.—

(1) GeneraL RULE~—If any amount is received under an annuity
endowment, or life insurance contract, if such amount is not, received
as an annuity, and if no other provision of this subtitle applies, then
such amount—

(A) if received on or after the annuity starting date, shall be
included in gross income; or

(B) if subparagraph (A) does not apply, shall be included in
gross income, but only to the extent that it (when added to
amounts previously received under the contract which were ex-
cludable from &Oﬁs income under this subtitle or prior income
tax dlaws) exceeds the aggregate premiums or other consideration

aid.

Folxj' purposes of this section, any amount received which is in the

nature of a dividend or similar distribution shall be treated as an

amount not received as an annuity.

(2) SPECIAL RULES FOR APPLICATION OF PARAGRAPH (1).—For
purposes of paragraph (1), the following shall be treated as amounts
not received as an annuity:

(A) any amount received, whether in a single sum or otherwise,
under a contract in full discharge of the obligation under the
contract which is in the nature of a refund of the consideration
paid for the contract; and

(B) any amount received under a contract on its surrender,
redemption, or maturity.

In the case of any amount to which the preceding sentence applies,

the rule of paragraph (1) (B) shall apply (and the rule of paragraph

(1) (A) shall not apply).

(3) ON TAX ATTRIBUTABLE TO RECEIPT OF LUuMP suM.—If a
lump sum is received under an annuity, endowment, or life insur~
ance contract, and the part which is includible in income is
determined under paragraph (1), then the tax attributable to the
inclusion of such part in gross income for the taxable {ear shall
not be greater than the aggregate of the taxes attributable to such
part had it been includegr in the gross income of the taxpayer
ratably over the taxable year in which received and the preceding
2 taxable years.

(f) SpeciaL Runes ror CompPuTING EMPLOYEES’ CONTRIBUTIONS.—
In computing, for purposes of subsection (¢) (1) (A), the aggregate
amount of premiums or other consideration paid for the contract, for

urposes of subsection (d) (1), the consideration for the contract
contributed by the employee, and for purposes of subsection (e) (1)
(B), the aggregate premiums or other consideration paid, amounts
cgntrihuteﬁy the employer shall be included, but only to the extent
that—

(1) such amounts were includible in the gross income of the
employee under this subtitle or prior income tax laws; or
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(2) if such amounts had been paid directly to the employee at
the time they were contributed, they would not have been includible
in the gross income of the employee under the law applicable at
the time of such contribution.

(2) Rures ror TraANsFEREE WHERE TRANSFER WaS ForR VALUE.—
Where any contract (or any interest therein) is transferred (by as-
signment or otherwise) for a valuable consideration, to the extent that
the contract (or interest therein) does not, in the hands of the trans-
feree, have a basis which is determined by reference to the basis in
the hands of the transferor, then—

(1) for purposes of this section, only the actual value of such
consideration, plus the amount of the premiums and other con-
sideration paid by the transferee after the transfer, shall be taken
into account in computing the aggregate amount of the premiums
or other consideration paid for the contract;

(2) for purposes of subsection (¢) (1) (B), there shall be taken
into account only the aggregate amount received under the contract
by the transferee before the annuity starting date, to the extent that
such amount was excludable from gross income under this subtitle
or prior income tax laws; and

3) the annuity starting date is January 1, 1954, or the first day
of the first period for which the transferee received an amount
under the contract as an annuity, whichever is the later.

For purposes of this subsection, the term *transferee’” includes a
beneficiary of, or the estate of, the transferee.

(h) OprroN T0o RECEIVE ANNUITY IN LiEv or Lump Sum.—If—

(1) a contract provides for payment of a lump sum in full dis-
charge of an obligation under the contract, subject to an option to
receive an annuity in lieu of such lump sum;

(2) the option 1s exercised within 60 days after the day on which
such lump sum first became payable; and

(3) part or all of such lump sum would (but for this subsection)
be includible in gross income by reason of subsection (e) (1),

then, for purposes of this subtitle, no part of such lump sum shall be
considered as includible in gross income at the time such lump sum
first became payable.

(i) Joint AND Survivor AnNurTies WeHEres Fmst ANNUITANT

Diep v 1951, 1952, or 1953.—Where an annuitant died after Decem-
ber 31, 1950, and before January 1, 1954, and the basis of a surviving
annuitant’s interest in the joint and survivor annuity contract was
determinable under section 113 (a) (5) of the Internal Revenue Code
of 1939, then—

(1) subsection (d) shall not apply with respect to such contract;

(2) for purposes of this section, the aggregate amount of premi-
ums or other consideration paid for the contract is the basis of the
contract determined under such section 113 (a) (5);

(3) for purposes of subsection (¢) (1) (B), there shall be taken
into account only the aggregate amount received by the surviving
annuitant under the contract before the annuity starting date, to
the extent that such amount was excludable from gross income
under this subtitle or prior income tax laws; and
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(4) the annuity starting date is January 1, 1954, or the first
day of the first period for which the surviving annuitant received
an amount under the contraet as an annuity, whichever is the later.
() InTEREsT.—Notwithstanding any other provision of this seetion,

if any amount is held under an agreement to pay interest thereon, the
interest payments shall be included in gross income.
(k) PaymenTs 1N DISCHARGE OF ALIMONY,—

(1) In eeneraL.—This section shall not apply to so much of
any payment under an annuity, endowment, or life insurance
contract (or any interest theremn) as is includible in the gross
income of the wife under section 71 or section 682 (relating to
income of an estate or trust in case of divoree, ete.).

(2) Cross REFBRENCEH.—

For definition of *‘wife’’, see section 7701 (a) (17).

(1) Face-Amount CeRTIFICATES.—For purposes of this section, the
term ‘‘endowment, contract” includes a face-amount certificate, as de-
fined in section 2 (a) (15) of the Investment Company Act of 1940
(15 U, S, C., sec, 80a-2), issued after December 31, 1954,

(m) Cross REFERENCE.—

For limitation on adjustments to basis of annuity contracts sold, see
section 1021,
SEC, 73. SERVICES OF CHILD.

(a) TrEATMENT OF AMoUNTS RECEIVED.—Amounts received in re-
spect of the services of a child shall be included in his gross income
and not in the gross income of the parent, even though such amounts
are not received by the child.

(b) TrearmeNT OF ExpENDITURES.—AIl expenditures by the parent
or the child attributable to amounts which are includible 1n the gross
income of the child (and not of the parent) solely by reason of sub-
section (a) shall be treated as paid or incurred by the child

(¢) Parent Durinep.—For purposes of this section, the term
“parent” includes an individual who is entitled to the services of a
%’13 by reason of having parental rights and duties in respect of the
child.

(d) Cross REFERENCE.—

For assessment of tax against parent in certain cases, see seclion
6201 (c). _
SEC. 74. PRIZES AND AWARDS,

(a) GenerAL Rune.—Except as provided in subsection (b) and in
section 117 (relating to scholarships and fellowship grants), gross
income includes amounts received as prizes and awards.

(b) Exceprion.—Gross income does not include amounts received
as prizes and awards made primarily in recognition of religious,
charitable, scientific, educational, artistic, literary, or civic achieve-
ment, 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.
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SEC. 75. DEALERS IN TAX-EXEMPT SECURITIES.

(a) ApjustmenT FOor Bonp PreEmium.—In computing the gross
income of a taxpayer who holds during the taxable year & short-term
municipal bond (as defined in subsection (b) (1)) primarily for sale to
customers in the ordinary course of his trade or business—

(1) if the gross income of the taxpayer from such trade or business
is computed by the use of inventories and his inventories are valued
on any basis other than cost, the cost of securities sold (as defined
in subsection (b) (2)) during such year shall be reduced by an
amount equal to the amortizable bond premium which would be
disallowed as a deduction for such year by section 171 (a) (2) (re-
lating to deduetion for amortizable {:ond premium) if the definition
in section 171 (d) of the term “bond” did not exclude such short-
term municipal bond ; or

(2) if the gross income of the taxpayer from such trade or business
is computed without the use of inventories, or by use of inventories
valued at cost, and the short-term municipal bond is sold or other-
wise disposed of during such year, the adjusted basis (computed
without re, to this paragraph) of the short-term municipal bond
shall be reduced by the amount of the adjustment which would be
required under section 1016 (a) (5) (relating to adjustment to basis
for amortizable bond premium) if the definition in section 171 (d)
of the term “bond"” di(j} not exclude such short-term municipal bond.
(b) DuriNiTions.—For purposes of subsection (a)—

(1) The term ‘‘short-term municipal bond’”” means any obligation
issued by a government or political subdivision thereof if the interest
on such obligation is excludable from gross income; but such term
does not iﬂ(‘.ﬁlﬁda such an obligation if—

(A) it is sold or otherwise disposed of by the taxpayer within

30 days after the date of its acquisition by ijm, or

(B) its earliest maturity or 221.1 date is a date more than 5 years
from the date on which it was acquired by the taxpayer.

(2) The term “‘cost of securities sold” means the amount ascer-
tained by subtracting the inventory value of the closing inventory
of a taxable year from the sum of—

&A) the mventory value of the opening inventory for such year,
an
(B) the cost of securities and other property purchased durin

such year which would properly be included 1n the inventory o

the taxpayer if on hand at the close of the taxable year.

SEC. 76. MORTGAGES MADE OR OBLIGATIONS ISSUED BY JOINT-
STOCK LAND BANKS. :

All income (except interest) derived from mortgages made, or obli-
gations issued, after May 28, 1938, by a joint-stock land bank shall
(notwithstanding section 26 of the Federal Farm Loan Act; 12 U. S. C.
931-3) be included in gross income.

SEC. 77. COMMODITY CREDIT LOANS.

(a) Eugcrion To INcrnupe Loans 1N INcomE.—Amounts received
as loans from the Commodity Credit Corporation shall, at the election
of the taxpa{ler, be considered as income and shall be included in gross
income for the taxable year in which received,

§ 77(a)
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(b) Errect or EvEcTiON ON ADJUSTMENTS FOR SUBSEQUENT
Yuoars—If a taxpayer exercises the election provided for in subsec-
tion (a) for any taxa%le year, then the method of computing income so
adopted shall be adhered to with respect to all subsequent taxable
years unless with the approval of the Secretary or his delegate a change
to a different method is authorized.

PART III—ITEMS SPECIFICALLY EXCLUDED FROM GROSS
INCOME

See. 101. Certain death payments.

Sec. 102. Gifts and inheritances.

Sec. 103. Interest on certain governmental obligations.

Sec. 104. Compensation for injuries or sickness.

See. 105, Amounts received under accident and health plans.

See. 106. Contributions by employer to accident and health plans.

See. 107. Rental value of parsonages.

Sec. 108. Income from discharge of indebtedness.

Seec. 109. Improvements by lessee on lessor’s property.

Seec. 110. Income taxes paid lzly lessee corporation.

Seec. 111. Recovery of %:\Jd ebts, prior taxes, and delinquency
amounts.

See. 112, Certain combat pay of members of the Armed Forces.

See. 113. M%stering-out payments for members of the Armed

orces.

Sec. 114. Sports programs conducted for the American National
Red Cross.

Sec. 115. Income of States, municipalities, ete.

See. 116, Partial exclusion of dividends received by individuals.

Sec. 117. Scholarships and fellowship grants.

Sec. 118. Contributions to the capital of a corporation.

See. 119. Meals or lodging furnished for convenience of employer,

Bec. 120. Statutory subsistence allowance received by police.

Sec. 121. Cross references to other Acts.

SEC. 101. CERTAIN DEATH BENEFITS.
(a) Procerps oF Lire INsurance ConNTrRACTS PAYABLE BY REASON
oF Duatn.—

(1) GeNprRAL RULE.—Except as otherwise provided in paragraph
(2) and in subsection (d), gross income does not include amounts
received (whether in a single sum or otherwise) under a life insurance
contract, if such amounts are paid by reason of the death of the
insured.

(2) TRANSFER FOR VALUABLE CONSIDERATION.—In the case of a
transfer for a valuable consideration, by assignment or otherwise,
of a life insurance contract or any interest therein, the amount
excluded from gross income by paragraph (1) shall not exceed an
amount equal to the sum of the actual value of such consideration
and the premiums and other amounts subsequently paid by the
transferee. The preceding sentence shall not apply in the case of
such a transfer—

(A) if such contract or interest therein has a basis for deter-
mining gain or loss in the hands of a transferee determined in
whole or in part by reference to such basis of such contract or
interest therein in the hands of the transferor, or

(B) if such transfer is to the insured, to a partner of the insured,
to a partnership in which the insured is a partner, or to a cor-
poration in which the insured is a shareholder or officer.
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(b) EmprLoyEEs’ DEATH BENEFITS.—

(1) GeneraL RULE.—Gross income does not include amounts
received (whether in a single sum or otherwise) by the beneficiaries
or the estate of an employee, if such amounts are paid by or on
behalf of an employer and are paid by reason of the death of the
employee.

(2) SPECIAL RULES FOR PARAGRAPH (1).—

(A) $5,000 Limiration.—The aggregate amounts excludable
under paragraph (1) with respect to the death of any employee
shall not exceed $5,000.

(B) NonrorrerraBLE rR1GETS.—Paragraph (1) shall not apply
to amounts with respect to which the employee possessed, 1m-
mediately before his death, a nonforfeitable right to receive the
amounts while living (other than total distributions payable, as
defined in section 402 (a) (3), which are paid to a distributee,
by a stock bonus, pension, or profit-sharing trust deseribed in
section 401 (a) which is exempt from tax under section 501 (a),
or under an annuity contract under a plan which meets the
requirements of paragraphs (3), (4), (5), and (6) of section 401
(a), within one t-sumb%a year of the distributee by reason of the
employee’s death).

(C) JoinT aND sURVIVOR ANNUITIES.—Paragraph (1) shall
not apply to amounts received by a surviving annuitant under a
joint a.ng survivor’s annuity contract after the first day of the
first period for which an amount was received as an annuity by
]tjhe s)mployee (or would have been received if the employee had

vea).

(D) OruER ANNuITIES.—In the case of any amount to which
section 72 (relating to annuities, etc.) applies, the amount which
is excludable under paragraph (1) (as modified by the preceding
subparagraphs of this paragraph) shall be determined by refer-
ence to the value of such amount as of the day on which the
emliwloyee died. Any amount g0 excludable under paragraph (1)
shall, for purposes of section 72, be treated as additional con-
sideration paid by the employee.

(¢) IntErREsT—If any amount excluded from gross income by
subsection (a) or (b) is held under an agreement to pay interest
thereon, the interest payments shall be included in gross income.

(d) PaymenT or Lire Insurance Proceeps AT A Dare LATER
TrAN DEATH.—

(1) Gexerau rRULE—The amounts held by an insurer with
respect to any beneficiary shall be prorated (in accordance with
such regulations as may be prescribed by the Secretary or his dele-
gate) over the period or periods with respect to which such payments
are to be made. There shall be excluded from the gross income of
such beneficiary in the taxable year received—

(A) any amount determined by such proration, and

(B) in the case of -the surviving spouse of the insured, that
portion of the excess of the amounts received under one or more
agreements specified in paragraph (2) (A) (whether or not pay-
ment of any part of such amounts is guaranteed by the insurer)
over the amount determined in subparagraph (A) of this para-
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graphdwhich is not greater than $1,000 with respect to any

msured.

Gross income includes, to the extent not excluded by the preceding

sentence, amounts received under agreements to which this sub-

section applies.

(2) AMOUNT HELD BY AN INSURER.—AnN amount held by an in-
surer with respect to any beneficiary shall mean an amount to which
subsection (afﬂpplies which is—

(A) held by any insurer under an agreement provided for in
the life insurance contract, whether as an option or otherwise,
to pay such amount on a date or dates later than the death of
the insured, and

(B) is equal to the value of such agreement to such beneficiary

(i) as of the date of death of the insured (as if any option
exercised under the life insurance contract were exercised at
such time), and

(i) as discounted on the basis of the interest rate and
mortality tables used by the insurer in calculating payments
under the agreement.

(3) Surviving spouskE.—For purposes of this subsection, the
term “surviving spouse’” means the s%ouse of the insured as of the
date of death, including a spouse legally separated but not under a
decree of absolute divorce.

(4) ArpLicATION OF 8UBSECTION.—This subsection shall not
nppIX to any amount to which subsection (¢) is applicable.

(e) AriMony, ETC., PAYMENTS.— ' -

(1) In ¢enEraL,—This section shall not apply to so much of any
payment as is includible in the gross income of the wife under section
71 (rvelating to alimony) or section 682 (relating to income of an
estate or trust in case of divorce, ete.).

(2) CrOSS REFERENCE.—

For definition of “‘wife”’, see section 7701 (a) (17).

(f) Errecrive DaTe oF Section.—This section shall apply only to
amounts received by reason of the death of an insured or an employee
occurring after the date of enactment of this title. Section 22 8}) (1)
of the Internal Revenue Code of 1939 shall apply to amounts received
by reason of the death of an insured or an employee occurring on or
before such date.

SEC. 102. GIFTS AND INHERITANCES.
(a) GenerAL Rure.—Gross income does not include the value of
property acquired by gift, bequest, devise, or inheritance.
(E) 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, devise, or inheritance is of income
from property, the amount of such income.
Where, under the terms of the gift, bequest, devise, or inheritance,
the payment, crediting, or distribution thereof is to be made at
intervals, then, to the extent that it is paid or credited or to be dis-
tributed out of income from roperty, 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
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beneficiary under subchapter J shall be treated for purposes of para-
graph (2) as a gift, bequest, devise, or inheritance of income from
property.

SEC. 103. INTEREST ON CERTAIN GOYERNMENTAL OBLIGATIONS.

(a) GevEraL 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

E3) 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) Exceprion.—Subsection (a) (2) shall not apply to interest on
obligations of the United States issued after Septemﬁer 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 imposed 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. 7486, T55);

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

(3) Bonds, notes, certificates of indebtedness, and Treasury bills
authorized by the Second Liberty Bond Act, see sections 4, 5 (b) and
Si). 7. 18 (b), and 2225;1} of that Act, as amended (40 Stat. 290; 46
7t§t.725?r. ;4775; 40 Stat. 291, 1310; 55 Stat. 8; 31 U. 8. C. 752a, 754, 747,

53, c);

(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 March 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 8, 1938 (52 Stat. 108; 15 U. S. C. T13a-5);

(9) Debentures issued by Federal Housing Administrator, see sec=
tions 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 seetion 1105 (¢) of the Merchant Marine Act, 1936,
as amended (52 Stat. 972; 46 U. S. C. 1275);

(11) Federal Deposit Insurance Corporation obligations, see section
}g 250; the Federal Deposit Insurance Act (64 Stat. 890; 12 U. 8. C.

(12) Federal Home Loan Bank obligations, see section 13 of the
f:gae)ral Home Loan Bank Act, as amended (49 Stat. 295, § 8; 12 1. S, C.
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(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 obligations,
%eesseatiolr'} 245()'2 (e) of the National Housing Act (48 Stat. 1257; 12

(15) Home Owners’ Loan Corporation bonds, see section 4 (¢) of the
Home Owners’ Loan Aect of 1933, as amended (48 Stat. 644, c. 168;
12 U. 8. C. 1463);

(16) Obligations of Central Bank for Cooperatives, production credit
corporations, production credit associations, and banks for cooperatives,
iiu;; stgct!on 63 of the Farm Credit Act of 1933 (48 Stat. 267; 12 U. S. C.

(17) Panama Canal bonds, see section 1 of the Act of December 21,
1904 (34 Stat. 5; 31 U. 8. C. 743), section 8 of the Act of June 28, 1902
§32 Stat. 484; 31 U. 8. C. 744), and section 39 of the Tariff Aect of 1909

36 Stat. 117; 31 U, 8. C. 745);

(18) Philippine bonds, etec., issued before the independence of ihe
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. S. C. 745);

(21) Treasury notes issued to retire national bank notes, see section
18 of the Federal Reserve Act (38 Stat. 268; 12 U. 8. 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 U. 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. S, C. 1403).

SEC. 104. COMPENSATION FOR INJURIES OR SICKNESS.

(a) In GeEnErAL.—Except in the case of amounts attributable to
(and not in excess of) deductions allowed under section 213 (relating
to medical, etc., expenses) for any prior taxable year, gross income
does not include—

(1) amounts received under workmen’s compensation acts as
compensation for personal injuries or sickness;

(219 the amount of any damages received (whether by suit or
agreement) on account of personal injuries or sickness;

(3) amounts received tﬁmugh accident or health insurance for
personal injuries or sickness (other than amounts received by an
employee, to the extent such amounts (A) are attributable to con-
tributions by the employer which were not includible in the gross
income of the employee, or (B) are paid by the employer); and

(4) amounts received as a pension, annuity, or similar allowance
for personal injuries or sickness resulting from active service in the
armed forces of any country or in the Coast and Geodetic Survey
or the Public Health Service.

(b) Cross REFERENCES.—
(1) For exclusion from employee’s gross income of employer con-
tributions to accident and health plans, see section 106.
(2) For exclusion of part of disability retirement pay from the appli-

cation of subsection (a) (4) of this section, see section 402 (h) of the
Career Compensation Act of 1949 (37 U, 8. C, 272 (h)).

SEC. 105. Al\g{)}g@s'l’s RECEIVED UNDER ACCIDENT AND HEALTH

(8) AmouNnTs ATTRIBUTABLE TO EMPLOYER CONTRIBUTIONS.—
Except as otherwise provided in this section, amounts received by an
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employee through accident or health insurance for personal injuries or
sickness shall be included in gross income to the extent such amounts
(1) are attributable to contributions by the employer which were not
includible in the gross income of the employee, or (2) are paid by the
employer.

(b) Amounts ExpeEnpED FOrR MEDICAL CARE,—Except in the case
of amounts attributable to (and not in excess of) deductions allowed
under section 213 (relating to medical, etec., expenses) for any prior
taxable year, gross income does not include amounts referred to in
subsection (a) if such amounts are paid, directly or indirectly, to the
taxpayer to reimburse the taxpayer for expenses incurred by him for
the medical care (as defined in section 213 (e)) of the taxpayer, his
spouse, and his dependents (as defined in section 152).

(¢) PaymENTS UNRELATED TO ABsSENcE From Work.—Gross in-
come does not include amounts referred to in subsection (a) to the
extent such amounts—

(1) constitute payment for the permanent loss or loss of use
of a member or function of the body, or the permanent disfigure-
ment, of the taxpayer, his spouse, or a dependent (as defined in
section 152), and

(2) are computed with reference to the nature of the injury
without regard to the period the employee is absent from work.
(d) Waee ConminvaTioN Prans.—GQGross income does not include

amounts referred to in subsection (a) 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; but this
subsection shall not a.pﬂy to the extent that such amounts exceed a
weekly rate of $100. the case of a period during which the em-
ployee is absent from work on account of sickness, the preceding
sentence shall not apply to amounts attributable to the first 7 calendar
days in such period unless the employee is hospitalized on account of
sickness for at least one day during such period. If such amounts
are not paid on the basis of a weekly pay period, the Secretary or his
delegate shall by re%lulations pre-scrige the method of determining the
weekly rate at which such amounts are paid.

(e) AccipENT AxD HeAvtH Praxs.—For purposes of this section
and section 104—

(1{ amounts received under an accident or health plan for
employees, and

(2) amounts received from a sickness and disability fund for
employees maintained under the law of a State, a Territory, or the
District of Columbia,

shall be treated as amounts received through accident or health
insurance.

(f) Rvies ror AppricaTioN oF SucmioN 213.—For purposes of
section 213 (a) (relating to medical, dental, etc., expenses) amounts
excluded from gross income under subsection (¢) or (d) shall not be
considered as compensation (by insurance or otherwise) for expenses
paid for medical care.
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SEC. 106. Cﬁﬁ%%IBUTIONS BY EMPLOYER TO ACCIDENT AND HEALTH

Gross income does not include contributions by the employer to
accident or health plans for compensation (through insurance or
otherwise) to his employees for personal injuries or sickness.

SEC. 107. RENTAL VALUE OF PARSONAGES.

In the case of a minister of the gospel, gross income does not
include—
(1) the rental value of a home furnished to him as part of his
compensation; or
(2) the rental allowance paid to him as part of his compensation,
to the extent used by him to rent or provide a home.

SEC. 108. INCOME FROM DISCHARGE OF INDEBTEDNESS.

(a) Sercian RurLe or Excrusion,—No amount shall be included
in gross income by reason of the discharge, in whole or in part, within
the taxable year, of any indebtedness for which the taxpayer is liable,
or subject to which the taxpayer holds property, if—

(1) the indebtedness was incurred or assumed—

(A) by a corporation, or
(B) by an individual in connection with property used in his
trade or business, and ;

(2) such taxpayer makes and files a consent to the regulations
prescribed under section 1017 (relating to adjustment of basis)
then in effect at such time and in such manner as the Secretary or
his delegate by regulations preseribes.

In such case, the amount of any income of such taxpayer attributable
to any unamortized premium (computed as of the first day of the
taxable year in which such discharge occurred) with respect to such
indebtedjlrless shall not be included in gross income, and the amount of
the deduction attributable to any unamortized discount (computed
as of the first day of the taxable year in which such discharge oceurred)
with respect to such indebtedness shall not be allowed as a deduction.

(b) RaiLroap CorroraTioNs.—No amount shall be included in
gross income by reason of the discharge, cancellation, or modification,
in whole or in part, within the taxable year, of any indebtedness of a
railroad corporation, as defined in section 77 (m) of the Bankruptcy
Act (11 U. 8. C. 205 (m)), if such discharge, cancellation, or modifica-
tion is effected pursuant to an order of a court in a receivership
proceeding or in a proceeding under section 77 of the Bankruptey
Act. In such cases, the amount of any income of the taxpayer
attributable to any unamortized premium (computed as of the first
day of the taxable year in which such discharge occurred) with
respect to such indebtedness shall not be 'mcludeg in gross income,
and the amount of the deduction attributable to any unamortized
discount (computed as of the first day of the taxable year in which
such discharge occurred) with respect to such indebtedness shall not
be allowed as a deduction. Subsection (a).of this section shall not
apgly with respect to any discharge of indebtedness to which this
subsection applies. This subsection shall not apply to any discharge
occurring in a taxable year beginning after December 31, 1955.
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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.

SEC. 110. INCOME TAXES PAID BY LESSEE CORPORATION.

Ift—

(1) a lease was entered into before January 1, 1954,

(2) both lessee and lessor are corporations, and

(3) under 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
%essor with respect to the rentals derived by the lessor from the
essee,

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

SEC. 111. RECOVERY OF BAD DEBTS, PRIOR TAXES, AND DELIN-

QUENCY AMOUNTS.

(a} GeNeErAL RuLe,—Gross income does not include income attrib-
utable to the recovery during the taxable year of a bad debt, prior
tax, or delinquency amount, to the extent of the amount of the re-
covery exclusion with respect to such debt, tax, or amount.

(b) Derinrrions.—For purposes of subsection (a)—

(1) Bap peEBT.—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) DerLiNnQUENCY AMOUNT.—The term “delinquency amount”
means an amount paid or accrued on account of wciaich a deduction
or credit was allowed for a prior taxable year and which is attrib-
utable 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 mxcrusioN.—The term “recovery exclusion”,
with respect to a bad debt, prior tax, or delinquency amount, means
the amount, determined in accordance with regulations preseribed
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
subtitle (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 E of chapter 2 of the Internal Revenue Code
of 1939, relating to World War ﬁ excess profits tax), reduced by the
amount excludable in previous taxable years with respect to such
debt, tax, or amount under this section.
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(¢) Seeciarn Runes ror AccumuraTep Eanrwives TAx AnND rFor
Personar Houpine CompaNy Tax.—In applying subsections (a)
and (b) for the purpose of determining the accumulated earnings tax
under section 531 or the tax under section 541 (relating to personal
holding companies)—

(1) a_recovery exclusion allowed for purposes of this subtitle
(other than section 531 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
gurﬂposes of this subtitle other than of section 531 or section 541

ut was allowable for the same taxable year under section 531 or
section 541, then a recovery exclusion shall be allowable if such
bad debt, prior tax, or delinquency amount did not result in a re-

duction of the tax under section 531 or the tax under section 541,

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

(a) EnvisTEp PERsoNNEL.—Gross income does not include com-
pensation 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—

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

(2) was hogpitalized as a result of wounds, disease, or injur
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 (¢) (3) of this section.

(b) CommissioneEp OrricErs.—QGross income does not include so
much of the compensation as does not exceed $200 received for active
gervice 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 inju
incurred while serving in a combat zone during an induction period;
but this paragraph Biall not apply for any month during any part
of which there are no combatant activities in any combat zone as
determined under subsection (¢) (3) of this section.

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

(1) The term “commissioned officer” does not include a com-
missioned 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.

(3) Serviceis 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 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
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such zone; except that June 25, 1950, shall be considered the date

of the commencing of combatant activities in the combat zone

designated in Executive Order 10195.

(4) The term ‘‘compensation” does not include pensions and
retirement 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 induction by reason of a prior deferment) are liable for
induction for such training and service.

SEC. 113. MUSTERING-OUT PAYMENTS FOR MEMBERS OF THE
ARMED FORCES.
Gross income does not include amounts received during the taxable
ear as mustering-out payments with respect to service in the Armed
%‘orces of the United States.
SEC. 114. SPORTS PROGRAMS CONDUCTED FOR THE AMERICAN
NATIONAL RED CROSS.

(a) GexeralL Rune.—In the case of a tnx;myer which is a corpo-
ration 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;

(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

(3) 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 pro-
gram, plus all proceeds received by the taxpayer from such program
or activities carried on in connection therewiti.

(b) TreEaTMENT oF Expunsps.—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.,

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

(a) GEnERAL RuLne.—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
Territory, or any political subdivision thereof, or the District of
Columbia; or

(2) income accruing to the government of any possession of the
United States, or any political subdivision thereofl.)
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(b) ContrACTS MADE BEForRE SEPTEMBER 8, 1916, RELATING TO
Pusric Urinrtres.—Where a State or Territory, or any political
subdivision thereof, or the District of Columbia.,lzefore 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
ma.in(tla.)inI? public utility—

(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
between the person and the State, Territory, political subdivi-
sion, or the District of Columbia, and

(B) a part of such proceeds for the taxable year would (but
for the imposition of the tax im%osed by this subtitle) accrue
directly to or for the use of such State, Territory, political sub-
division, 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
refunded to such State, Territory, political subdivision, or the

District of Columbia (under regulations prescribed by the Secre-

tary 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
District 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 pre-
scribed in this subtitle.

(¢) ConTrACTs MaDE Brerore May 29, 1928, REratine To
Bripee Acquisitions.—Where a State or political subdivision thereof,
pursuant to a contract entered into before May 29, 1928, to which it
18 not)a ﬁ&rty, is to acquire a bridge—

(1) Ii—

(A) by the terms of such contract the tax imposed by this sub-
title 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 prescribed

by the Secretary or his delegate) an amount which bears the same
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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 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 ﬁnr 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 subdivision,
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.

SEC. 116. PARTIAL EXCLUSION OF DIVIDENDS RECEIVED BY INDI-
VIDUALS.

(a) Excrusion From Gross Income.—Effective with respect to any
taxable year ending after July 31, 1954, gross income does not include
amounts received by an individual as dividends from domestic cor-
porations, to the extent that the dividends do not exceed $50. If the
dividends received in a taxable {e&r exceed $50, the exclusion provided
by the preceding sentence shall apply to the dividends first received
in such year.

(b) Cerrany Divinenps Excrupep.—Subsection (a) shall not apply
to any dividend from—

(y{ ) an insurance company subject to a tax imposed by part I or 1T
of subchapter Li (sec. 801 and following);

(2) a corporation organized under the China Trade Act, 1922
(see sec. 941); or

(3) a corporation which, for the taxable year of the corporation
in which the distribution is made, or for the next preceding taxable
year of the corporation, is—

(A) a corﬁmmtion exempt from tax under section 501 Ere.lating
to certain charitable, etc., organizations) or section 521 (relating
to farmers’ cooperative associations); or

(B) a corporation to which section 931 (relating to income from
sources within possessions of the United States) applies.

(¢) SeeciaL Runes ror CerraiNy DisTriBuTiOoNs.—For purposes of
subsection (a)—

(1) Any amount allowed as a deduction under section 591 (relat-
ing to deduction for dividends paid by mutual savings banks, etc.)
shall not be treated as a dividend.

(2) A dividend received from a regulated investment company
shall be subject to the limitations prescribed in section 854.

(d) Cerrain NonresipeENT ALieNs INpuieisLe ror Excrusion.—
Subsection (a) does not apply to a nonresident alien individual with
lé%alli?c;« to whom & tax is imposed for the taxable year under section

a).
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SEC. 117. SCHOLARSHIPS AND FELLOWSHIP GRANTS.
(a) GeneErAL Rure.—In the case of an individual, gross income
does not include—

(1) any amount received—

(A) as a scholarship at an educational institution (as defined
in section 151 (e) (4)), or

(B) as a fellowship grant,

inc‘}uding the value of contributed services and accommodations;
an

(2) any amount received to cover expenses for—

(A) travel,

(B) research,

(C) clerical help, or

(D) equipment,

which are incident to such a scholarship or to a fellowship grant, but
only to the extent that the amount is so expended by the recipient,
(b) LiMrraTions.—

(1) INDIVIDUALS WHO ARE CANDIDATES FOR DEGREES.—In the
case of an individual who is a candidate for a degree at an educa-
tional institution (as defined in section 151 (e) (4)), subsection (a)
shall not apply to that portion of any amount received which repre-
sents payment for teaching, research, or other services in the nature
of part-time employment required as a condition to receiving the
scholarship or the fellowship grant. If teaching, research, or other
services are required of all candidates (whether or not recipients of
scholarships or fellowship grants) for a particular degree as a con-
dition to receiving such degree, such teaching, research, or other
services shall not be regarded as part-time employment within the
meaning of this paragraph.

(2) INDIVIDUALS WHO ARE NOT CANDIDATES FOR DEGREES.—In
the case of an individual who is not a candidate for a degree at
an educational institution (as defined in section 151 (e) (4)),
subsection (a) shall apply only if the condition in subparagraph(A)
is satisfied and then only within the limitations provided in sub-
paragraph (B).

(A) ConpiTions For ExcLUsION.—The grantor of the scholar-
ship or fellowship grant is an organization described in section
501 (¢) (3) which is exempt from tax under section 501 (a), the
United States, or an instrumentality or agency thereof, or a
State, a Territory, or a possession of the United States, or any
political subdivision thereof, or the District of Columbia.

(B) Exrent or gxcrLusioN.—The amount of the scholarship
or fellowship grant exeluded under subsection (a) (1) in any
taxable year shall be limited to an amount equal to $300 times
the number of months for which the recipient received amounts
under the scholarship or fellowship grant during such taxable
year, except that no exclusion shall be allowed under subsection
(a) after the recipient has been entitled to exclude under this
section for a period of 36 months (whether or not consecutive)
amounts received as a scholarship or fellowship grant while not
a candidate for a degree at an educational institution (as defined
in section 151 (e) (4)).
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SEC. 118. CONTRIBUTIONS TO THE CAPITAL OF A CORPORATION.

(a) GeneranL Rune.—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 corporation through a contribution
to its capital, see section 362.
SEC. 119. MEALS OR LODGING FURNISHED FOR THE CONVENIENCE
OF THE EMPLOYER.

There shall be excluded from oss income of an employee the value
of any meals or lodging furnished to him by his empﬁ)yer for the
convenience of the emp oyer, 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 lodging are furnished for the con-
venience of the employer, the provisions of an employment contract
or of a State statute fixing terms of employment shall not be determi-
native of whether the meals or lodging are intended as compensation.

SEC, 120. STIJ)L(')I‘IIJJTC%RY SUBSISTENCE ALLOWANCE RECEIVED BY

(2) GeneErAL Rune.—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 bﬂe foregoing,
or by the District of Columbia.

(b) LamrraTions.—

( lc% Amounts to which subsection (a) applies shall not exceed $5
per day.

(2) {f 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.

SEC. 121. CROSS REFERENCES TO OTHER ACTS.

E ; For exemptiion of—

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

(2) Allowances and expenditures io meet losses sustained by persons
serving the United States abroad, due to appreciation of foreign cur-
rencies, see the Acts of March 6, 1934 (48 Stat. 466; 5 U. S. C. 118¢) and
April 25, 1938 (52 Stat. 221; 5 U. 8. C. 118¢-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, S. C. App. 1742);

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

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

(B) 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. 51d);
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(7) Earnings of ship contraciors deposited in special reserve funds,
see section 607 (h) of the Merchant Marine Act, 1936, as amended
(52 Stat. 961, § 28; 46 U. S, C. 1177);

(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
zl’isi;e? 2s)ee section 4 of the Act of June 14, 1933, as amended (54 Stat.

(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. S. C. 36);

(13) 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. 2281);

(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 Bills,
issned 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).

(b) For extension of military income-tax-exemption benefits to com~
missioned officers of Public Health Service in certain circumstances,
%eess%ctgig} 212 of the Public Health Service Act (58 Stat. 689; 42

PART IV—STANDARD DEDUCTION FOR INDIVIDUALS

Seec. 141. Standard deduetion.

Sec, 142. Individuals not eligible for standard deduction.
See, 143, Determination of marital status.

See. 144, Election of standard deduction.

Sec. 145. Cross reference.

SEC, 141, STANDARD DEDUCTION,

The standard deduection referred to in section 63 (b) (defining tax-
able income in case of individual electing standard deduction) shall be
an amount equal to 10 percent of the adjusted gross income or $1,000,
whichever is the lesser, except that in the case of a separate return by
a married individual the standard deduction shall not exceed $500.
SEC, 142, INDIVIDUALS NOT ELIGIBLE FOR STANDARD DEDUCTION.

(a) HusBanp aNDp Wire.—The standard deduction shall not be
allowed to a husband or wife if the tax of the other spouse is determined
under section 1 on the basis of the taxable income computed without
regard to the standard deduction.

(b) Cerrain OrEER Taxpavers InevicisLeE.—The standard de-
duction shall not be allowed in computing the taxable income of—

(1) a nonresident alien individual; :
(2) a citizen of the United States entitled to the benefits of section

331 {re)lating to income from sources within possessions of the United

tates);
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(3) an individual making a return under section 443 (a) (1) for a
period of less than 12 months on account of a change in his annual
accounting period; or

(4) an estate or trust, common trust fund, or partnership.

SEC. 143, 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 year; 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
decree of divorece or of separate maintenance shall not be considered
as married.

SEC. 144, ELECTION OF STANDARD DEDUCTION.

(a) MuraOD AND EFFEcT oF ELECTION.—

(1) If the adjusted gross income shown on the return is $5,000
or more, the standard deduction shall be allowed if the taxpayer
so elects in his return, and the Secretary or his delegate shall by
regulations prescribe the manner of si ying such eﬁ::tion in the
return. If the adjusted gross income shown on the return is $5,000
or more, but the correct adjusted gross income is less than $5,000,
then an election by the taxpayer under the preceding sentence to
take the standard deduction shall be considered as his election to
pay the tax imposed by section 3 (relating to tax based on tax
table); and his failure to make under the preceding sentence an
election to take the standard deduction shall be considered his
election not to pay the tax imposed by section 3.

(2) If the adjusted gross income shown on the return is less than
$5,000, the standard deduction shall be allowed only if the tax-

ayer elects, in the manner provided in section 4, to pay the tax
mmposed by seetion 3. If the adjusted gross income shown on the
return is less than $5,000, but the correct adjusted gross income is
$5,000 or more, then an election by the taxpayer to pay the tax
imposed by section 3 shall be considered as his election to take the
standard deduction; and his failure to elect to pay the tax imposed
by section 3 shall be considered his election not to take the standard
deduection.

(3) If the taxpayer on making his return fails to signify, in the
manner prcovidec}iJ by paragraph (1) or (2), his election to take the
standard deduction or to pay the tax imposed by section 3, as the
case may be, such failure s{all be considered his election not to
take the standard deduction.

(b) Cuance or Evrection.—Under regulations preseribed by the
Secretary or his delegate, a change of an election for any taxable year
to take, or not to take, the standard deduction, or to pay, or not to

ay, the tax under section 3, may be made after the filing of the return
})or such year. If the spouse of the taxpayer filed a separate return
for any taxable year corresponding, for purposes of section 142 (a), to
the taxable year of the taxpayer, the change shall not be allowed
unless, in accordance with such regulations—

(1) the spouse makes a change of election with respect to the
standard deduction for the taxable year covered in such separate
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return, consistent with the change of election sought by the tax-
payer, and
(2) the taxpayer and his spouse consent in writing to the assess-
ment, within such period as may be agreed on with the Secreta
or his delegate, of any deficiency, to the extent attributable to suc
change of election, even though at the time of the filing of such
consent the assessment of such deficiency would otherwise be pre-
vented by the operation of any law or rule of law.
This subsection shall not apply if the tax liability of the taxpayer’s
spouse, for the taxable year corresponding (for purposes of section
142 (a)) to the taxable year of the taxpayer, has been compromised
under section 7122,

SEC. 145. CROSS REFERENCE.

For disallowance of certain credits against the tax in the case of
individuals electing the standard deduction, see section 36.

PART V—DEDUCTIONS FOR PERSONAL EXEMPTIONS

Sec. 1561, Allowance of deductions for personal exemptions.
Sec. 152. Dependent defined.

Sec. 153. Determination of marital status,

Seec. 154. Gross references.

SEC. 151. Al:rligg’é\NCE OF DEDUCTIONS FOR PERSONAL EXEMP-

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

(b) TaxpavyeEr AND Srpouse.—An exemption of $600 for the tax-
payer; and an additional exemption of $600 for the spouse of the tax-

ayer if a separate return is made by the taxpayer, and if the spouse,
or the calendar year in which the taxable year of the taxpayer begins,
has no gross income and is not the dependent of another taxpayer.

(¢) ApprrioNan ExemprioNn roR TAXPAYER orR Srouse AGED 65
orR More.— . 1

(1) For raxpaymr.—An additional exemption of $600 for the
tslt)xltpayar if he has attained the age of 65 before the close of his tax-
able year.

(2) For srouse.—An additional exemption of $600 for the
spouse of the taxpayer if a separate return is made by the taxpayer,
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 depend-
ent of another taxpayer.

(d) ApprTioNnanL Exemprion For BrLinpNess oF TAXPAYER OR
Spouse.—

(1) For Taxpaver.—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 taxpayer if a separate return is made by the taxpayer, and
if the spouse is blind and, for the calendar year in which the tax-
able year of the taxpayer f)egins, has no gross income and is not the
dependent of another taxpayer. For purposes of t.hls;]i)&ragraph,
the determination of whether the spouse is blind shall be made
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as of the close of the taxable year of the taxpayer; except that
if the spouse dies during such taxable year such determination shall
be made as of the time of such death.

(3) Brinpnuss pEFINED.—For purposes of this subsection, an
individual is blind only if his central visual acuity does not exceed
20/200 in the better eye with correcting lenses, or if his visual
acuity is greater than 20/200 but is accompanied i)y 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) ApprrroNaL ExEMprioN FOR DEPENDENTS.—

(1) In cenERAL—AD exemption of $600 for each dependent (as
defined in section 152)—

(A) whose gross income for the calendar year in which the tax-
able year of the taxpayer begins is less than $600, or

(Bgr 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 tax-
able year of the taxpayer begins, or (i) is a student.

(2) EXEMPTION DENIED 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) CuiLp peFNED.—For purposes of paragraph (1) (B), the
term ‘‘child” means an individual who (within the meaning of sec-
tion 152) is a son, stepson, daughter, or stepdaughter of the tax-
payer.

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

(A) is a full-time student at an educational institution; or
(B) is pursuing a full-time course of institutional on-farm
training under tﬁe supervision of an accredited agent of an

gducational institution or of a State or political subdivision of a

tate.
For purposes of this paragraph, the term ‘“‘educational institution”
means only an educational institution which normally maintains &
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.

SEC. 152. DEPENDENT DEFINED.

(a) GeNERAL DreriNitioN.—For purposes of this subtitle, the
term “dependent’” means any of the following individuals over half
of whose support, for the calendar year in which the taxable year of
the taxpayer begins, was received from the taxpayer (or is treated
under subsection (c) as received from the taxpayer):

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

(3) A brother, sister, stepbrother, or stepsister of the taxpayer,
(4) The father or mother of the l;axgayer, 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,
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(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 institutional
care required by reason of a physical or mental disability, and

(C) before receiving such institutional care, was a member of
the same household as the taxpayer.

(b) Rures Revaring 1o GENErRAL DErFiNrrioN.—For purposes of
this section—

(R\ 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 legall
adopted child of an individual shall be treated as a child of suc]y:n
individual by blood.

(3) 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 pre-
ceding 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 July 5, 1946, 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 Wh'c]{ is includible in the gross income
of the wife under section 71 or 682 shall not be treated as a payment
by her hushand for the support of any dependent.

(¢) MurrieLe 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 elaim such individual as a
dependent for a taxable year beginning in such calendar year;

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

(4) each person described in paragraph (2) (other than the tax-
payer) 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 beginning in
such calendar year.

(d) SeeciaL SurporT TEsT IN CaseE oF STupENTS.—For purposes
of subsection (a), in the case of any individual who is—
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(1) a son, stepson, daughter, or stepdaughter of the taxpayer
(within the meaning of this section), and

(2) a student (within the meaning of section 151 (e) (4)),

amounts received as scholarships for study at an educational institu-
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. 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 year; 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
decree of divorce or of separate maintenance shall not be considered
as married.

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 exemptions
under section 151, see section 642 (b).

(3) 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).

PART VI—ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND
CORPORATIONS

See. 161. Allowance of deductions.

See. 162, Trade or business expenses.

See. 163. Interest.

Sec. 164. Taxes.

See. 1656. Losses,

Sec. 166. Bad debts.

See. 167. Depreciation.

Sec. 168, Amortization of emergency facilities.
Sec. 169. Amortization of grain-storage facilities.
Sec. 170. Charitable, ete., contributions and gifta.
Sec. 171. Amortizable bond premium.

Sec. 172. Net operating loss deduction.

See. 173. Circulation expenditures.

Sec. 174. Research and experimental expenditures.
Sec. 175. Soil and water conservation expenditures.

SEC, 161. ALLOWANCE OF DEDUCTIONS.

In computing taxable income under section 63 (a), there shall be
allowed as deductions the items specified in this part, subject to the
exceptions provided in part IX (sec. 261 and following, relating to
items not deduectible).

SEC. 162. TRADE OR BUSINESS EXPENSES.

(a) In GeneErarL.—There shall be allowed as a deduction all the
ordinary and necessary expenses paid or inecurred during the taxable
year in carrying on any trade or business, including—

(1) a reasonable allowance for salaries or other compensation for
personal services actually rendered;
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(2) traveling expenses (including the entire amount expended for
meals and lodging) while away from home in the pursuit of a trade
or business; and

(3) rentals or other payments required to be made as a condition
to the continued use or possession, for purposes of the trade or busi-
ness, of property to which the taxpayer has not taken or is not
taking title or in which he has no equity.

For purposes of the preceding sentence, the place of residence of a
Member of Congress ?including any Delegate and Resident Commis-
sioner) within the State, congressional distriet, Territory, or possession
which he represents in Congress shall be considered his home, but
amounts expended by such Members within each taxable year for
living expenses shall not be deductible for income tax purposes in
excess of $3,000.
(b) CruaritaBLE ConTrIBUTIONS AND GiFrs Exceprep.—No de-
duction shall be allowed under subsection (a) for any contribution or
ift which would be allowable as a deduction under section 170 were
1t not for the percentage limitations, or the requirements as to the time
of payment, set forth in such section.
(¢) Cross REFERENCE.—
For special rule relating to expenses in connection with subdividing
real property for sale, see section 1237.

SEC, 163. INTEREST.

(a) GEnErRAL Rurnm.—There shall be allowed as a deduction all
interest paid or accrued within the taxable year on indebtedness.

(b) InstaLLmENT PUurcHAses WaHERE INTeErEsT CHArRGE Is Not
SEPARATELY STATED.— )

(1) GenEraL RULE.—If personal property is purchased under a
contract—

(A) which provides that payment of part or all of the purchase
price is to he 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
interest equal to 6 percent of the average unpaid balance under
the contract during the taxable year. For purposes of the precedin
sentence, the average unpaid balance is the sum of the unpaig
balance outstanding on the first day of each month beginning dur-
ing the taxable year, divided by 12. .

(2) LimirarioNn.—In the case of any contract to which para-
graph (1) applies, the amount treated as interest for any taxable
vear shall not exceed the aggregate carrying charges which are
properly attributable to such taxa%le 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 chargeable
to capital account, see section 266.

(4) For disallowance of interest with respect to transactions between
related taxpayers, see section 267.
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SEC. 164. TAXES.

(a) GeneErAL Rune.—Except as otherwise provided in this section,
there shall be allowed as a deduction taxes paid or accrued within the
taxable year.

(b) Depuction Duniep 1N Case oF CerraiNy Taxus.—No deduc-
tion shall be allowed for the following taxes:

(1) Federal income taxes, incIurﬁng——

(A) the tax imposed by section 3101 (relating to the tax on em-
ployees under the Federal Insurance Contributions Act);

(%) the taxes imposed by sections 3201 and 3211 (relating to
the taxes on railroad employees and railroad employee representa-
tives); and

(C) the tax withheld at source on wages under section 3402,

and corresponding provisions of prior revenue laws.

(2) Federal war profits and excess profits taxes.

(3) Federal import duties, and Federal excise and stamp taxes
(not described in paragraph (1), (2), (4), or (5)); but this paragraph
shall not prevent such duties and taxes from being deducted under
section 162 (relating to trade or business expenses) or section 212
(relating to expenses for the production of income).

(4) Estate, inheritance, legacy, succession, and gift taxes.

(5) Taxes assessed against local benefits of a ilind tending to
increase the value of the property assessed; but this paragraph shall
not prevent—

(A) the deduction of so much of such taxes as is properly
allocable to maintenance or interest charges; or
. (B) the deduction of taxes levied by a special taxing district
l —

(i) the district covers the whole of at least one county;

(i1) at least 1,000 persons are subject to the taxes levied by
the district; and

(iii) the district levies its assessments annually at a uniform
rate on the same assessed value of real property, including
improaiiamenbs, a8 is used for purposes of the real property tax
generally.

(6) Income, war profits, and excess profits taxes imposed by the
authority of any foreign country or possession of the United States,
if the taxpayer chooses to take to any extent the benefits of section
901 (relating to the foreign tax credit).

(7) Taxes on real property, to the extent that subsection (d)
requires such taxes to be treated as imposed on another taxpayer.
(¢) Cerraiy Reramn Sanes Taxes anp Gasonine TAaxes.—

(1) GeNerAL RULE.—In the case of any State or local sales tax,
if the amount of the tax is separately stated, then, to the extent that
the amount so stated is paid by the consumer (otherwise than in
connection with the consumer’s trade or business) to his seller, such
amount shall be allowed as a deduction to the consumer as if it
constituted a tax imposed on, and paid by, such consumer.

(2) Dermvirion.—For purposes of paragraph (1), the term
“State or local sales tax’ means a tax imposed by a State, a Terri-
tory, a possession of the United States, or a political subdivision
of any of the foregoing, or by the District of Columbia, which tax—
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(A) is imposed on persons engaged in selling tangible personal
property at retail (or on persons selling gasoline or other motor
vehicle fuels at wholesale or retail) and is a stated sum per unit
of property sold or is measured either by the gross sales price
or g the gross receipts from the sale; or

(B) is imposed on persons engaged in furnishing services at
retail and is measured by the gross receipts for furnishing such
Bervices.

(d) ArporrioNnMENT oF TAxEs oN REearn Properry Burween

SELLER AND PURCHASER.—

(1) GenERAL RULE.—For purposes of subsection (a), if real

property is sold during any real property tax year, then—

(A) so much of the real property tax as is properly allocable
to that part of such year which ends on the day before the date
of the sale shall be treated as a tax imposed on the seller, and

(B) so much of such tax as is properly allocable to that part
of such year which begins on the date of the sale shall be treated
as a tax imposed on the purchaser.

(2) SPECIAL RULES.—

(A) In the case of any sale of real property, if—

(1) a taxpayer may not, by reason of his method of account-

ing, deduct any amount for taxes unless paid, and

1i) the other party to the sale is (under the law imposing the

real property tax) liable for the real property tax for the real

property tax year

then for purposes of subsection (a) the taxpayer shall be treated
as having paid, on the date of the sale, so much of such tax as,
under paragraph (1) of this subsection, is treated as imposed on
the taxpayer. For purposes of the preceding sentence, if neither
party is hiable for the tax, then the party holding the property
at t-ﬂe time the tax becomes a lien on the property shall be
considered liable for the real property tax for the real property
tax year.

) Paragraph (1) shall apply to taxable years ending after
December 31, 1953, but only in the case of saﬁas after December
31, 1953.

(C) Paragraph (1) shall not apply to any real property tax, to
the extent that such tax was allowable as a deduction under the
Internal Revenue Code of 1939 to the seller for a taxable year
which ended before January 1, 1954,

(D) In the case of any sale of real property, if the taxpayer's
taxable income for the taxable year during which the sale occurs
is computed under an accrual method of accounting, and if no
election under section 461 (¢) (relating to the accrual of real
property taxes) applies, then, for purposes of subsection (a), that
portion of such tax which—

(i) is treated, under paragraph (1) of this subsection, as

imposed on the taxpayer, and

(ii) may not, by reason of the taxpayer’s method of account-

ing, be deducted by the taxpayer for any taxable year,
shall be treated as having accrued on the date of the sale.
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(e) Taxrs or SuarvroLDER Parp By CorroraTioN.—Where a
corporation pays a tax imposed on a shareholder on his interest as a
shareholder, and where the shareholder does not reimburse the
corporation, then—

(1) the deduetion allowed by subsection (a) shall be allowed to
the corporation; and

(2) no deduction shall be allowed the shareholder for such tax.
(f) Cross REFERENCE.—

For provisions disallowing any deduction for the payment of the
tax imposed by subchapter B of chapter 3 (relating to fax-free covenant
bonds) see section 1451 (f).
SEC. 165. LOSSES.

(a) Generan Rure.—There shall be allowed as a deduction any
loss sustained during the taxable year and not compensated for by
insurance or otherwise.

(b) Amount oF DepuctioNn,—For purposes of subsection (a), the
basis for determining the amount of the deduction for any loss shall
be the adjusted basis provided in section 1011 for determining the loss
from the sale or other disposition of property.

(e) LimrratioNn oN Losses or INpivipuars.—In the case of an
individual, the deduection under subsection (a) shall be limited to—

(1) losses incurred in a trade or business;

(2) losses incurred in any transaction entered into for profit,
though not connected with a trade or business; and

(3) losses of property not connected with a trade or business, if
such losses arise from fire, storm, shipwreck, or other casualty, or
from theft. No loss described in this paragraph shall be allowed
if, at the time of the filing of the return, such loss has been claimed
for estate tax purposes in the estate tax return.

(d) Waeerine Losses.—Losses from wagering transactions shall
be allowed only to the extent of the gains from such transactions.

(e) Tasrr Lossus.—For purposes of subsection (a), any loss arising
from theft shall be treated as sustained during the taxable year in
which the taxpayer discovers such loss.

(f) Carrrar Losses.—Losses from sales or exchanges of capital as-
sets shall be allowed only to the extent allowed in sections 1211 and 1212.

(g) WoORTHLESS SECURITIES.—

(1) GenerAL RULE.—If any security which is a capital asset be-
comes worthless during the taxable year, the loss resulting there-
from shall, for purposes of this subtitle, be treated as a loss from the
sale or exchange, on the last day of the taxable year, of a capital
asset.

(2) SeEcuriTY DEFINED.—For purposes of this subsection, the
term ‘‘security’”’ means—

(A) a share of stock in a corporation;

(B) a right to subscribe for, or to receive, a share of stock in a
corporation; or

(C) a bond, debenture, note, or certificate, or other evidence
of indebtedness, issued by a corporation or by a government or

Folitcica.l subdivision thereof, with interest coupons or in registered

orm.
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(3) SECURITIES IN AFFILIATED CORPORATION.—For purposes of
paragraph (1), any security in a corporation affiliated with a tax-
payer which is a domestic corporation shall not be treated as a
capital asset. For purposes of the preceding sentence, a corporation
shall be treated as affiliated with the taxpayer only if—

(A) at least 95 percent of each class of its stock is owned di-
rectly by the taxpayer, and

(B) more than 90 percent of the aggregate of its gross receipts
for all taxable years has been from sources other than royalties,
rents (exce}i:; rents derived from rental from properties to em-

Eloyees of the corporation in the ordinary course of its operating

usiness), dividends, interest (except interest received on de-
ferred purchase price of operating assets sold), annuities, and
gains from sales or exchanges of stocks and securities.

In computing gross receipts for purposes of the preceding sentence,

oss receipts from sales or exchanges of stocks and securities shall
gl{; taken into account only to the extent of gains therefrom.

(h) Cross REFERENCES.—

(1) For special rule for banks with respect to worthless securities.
see section 582,
(2) For disallowance of deduction for worthlessness of securities to
which subsection (g) (2) (C) applies, if issued by a political party or
similar organization, see gection 271.
SEC. 166. BAD DEBTS.

(a) GeneEraL RunLe.—

(1) WrorLY worTHLESS DEBTS.—There shall be allowed as a
deduction any debt which becomes worthless within the taxable

ear.

4 (2) PArRTIALLY WORTHLESS DEBTS.—When satisfied that a debt

is recoverable only in part, the Secretary or his delegate may allow

such debt, in an amount not in excess of the part charged off within
the taxable year, as a deduction.

(b) Amount or Debpuction.—For purposes of subsection (a), the
basis for determining the amount of the deduction for any bad debt
shall be the adjustedgbasis provided in section 1011 for determining the
loss from the sale or other disposition of property.

() Reserve For Bap Desrs.—In lieu of any deduction under
subsection (a), there shall be allowed (in the discretion of the Secretary
or his delegate) a deduction for a reasonable addition to a reserve for
bad debts.

(d) Noxsusingss DusTs.—

(1) GenerAL RULE.—In the case of a taxpayer other than a
corporation—

(A) subsections (a) and (¢) shall not apply to any nonbusiness
debt; and
(B) where any nonbusiness debt becomes worthless within the

taxable year, the loss resulting therefrom shall be considered a

loss from the sale or exchange, during the taxable year, of a capital

asset held for not more than 6 months.

(2) NonNBUSINESS DEBT DEFINED.—For purposes of paragraph
(1), the term ‘““nonbusiness debt’’ means a debt other than—

(A) a debt created or acquired (as the case may be) in con-
nection with a taxpayer’s trade or business; or
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(B) a debt the loss from the worthlessness of which is incurred
in the taxpayer’s trade or business.

(e) WorTaLEss SecuriTiES.—This section shall not apply to a
((ie)thCv;hich is evidenced by a security as defined in section 165 (g)
2 i

(f) GuaranTor oF CrrraiN NoncorroraTE OBLIGATIONS.—A
payment by the taxpayer (other than a corporation) in discharge of
part or all of his obligation as a guarantor, endorser, or indemnitor of
a noncorporate obligation the proceeds of which were used in the
trade or business of the borrower shall be treated as a debt becoming
worthless within such taxable year for purposes of this section (except
that subsection (d) shall not apply), but only if the obligation of the
borrower to the person to whom such payment was made was worth-
less (without regard to such guaranty, endorsement, or indemnity) at
the time of such payment,.

(g) Cross REFERENCES.—

1) For disallowance of deduction for worthlessness of debis owed by
political parfies and similar organizations, see section 271.

(ﬁ) Fgr 82l;.l:uec'hll rule for banks with respect to worthless securities, see
section

(3) For special rule for bad debt reserves of cerfain mutual savings
banks, domestie building and lean associations, and cooperative banks,
see section 593.

SEC. 167. DEPRECIATION.

(a) GeneEraL Runm.—There shall be allowed as a depreciation
deduction a reasonable allowance for the exhaustion, wear and tear
(ineluding a reasonable allowance for obsolescence)—

(lg of property used in the trade or business, or
(2) of property held for the production of income.

(b) Use or CerrAlIN METHODS AND RaTEs.—For taxable years
ending after December 31, 1953, the term ‘‘reasonable allowance” as
used m subsection (a) shall include (but shall not be limited to) an
allowance computed in accordance with regulations preseribed by the
Secretary or his delegate, under any of the following methods:

(1) the straight line method,

(2) the declining balance method, using a rate not exceeding
twice the rate which would have been used had the annual allow-
ance been computed under the method described in paragraph (1),

3; the sum of the years-digits method, and

E4 any other consistent method productive of an annual allow-
ance which, when added to all allowances for the period commencing
with the taxpayer’s use of the property and intﬁuding the taxable
year, does not, during the first two-thirds of the useful life of the

Eroperty, exceed the total of such allowances which would have

een used had such allowances been computed under the method

described in paragraph (2).

Nothing in this subsection shall be construed to limit or reduce an
allowance otherwise allowable under subsection (a).

(¢) Limirarions on Use or Cerrain MerHODS AND RATES. —
Paragraphs (2), (3), and (4) of subsection (b) shall apply only in the
case of property (other than intangible property) described in sub-
section (a) with a useful life of 3 years or more—
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(1) the construction, reconstruction, or erection of which is com-
pleted after December 31, 1953, and then only to that portion of
the basis which is properly attributable to such construction, recon-
struction, or erection after December 31, 1953, or

(2) acquired after December 31, 1953, if the original use of such
gmperty commences with the taxpayer and commences after such

ate.

(d) AgreEMENT A8 TOo UseErun Lire oN Waice DEPRECIATION
RareIs Basep.—Where, under regulations prescribed by the Secretary
or his delegate, the taxpayer and the Secretary or his delegate have,
after the date of enactment of this title, entered into an agreement in
writing specifically dealing with the useful life and rate of eprecigtion
of any property, the rate so agreed upon shall be binding on both
the taxﬁayer and the Secretary in the absence of facts or circumstances
not taken into consideration in the adoption of such eement,
The responsibility of establishing the existence of such facts and
circumstances shall rest with the party initiating the modification.
A.n{]ch&nge in the agreed rate and useful life specified in the agreement
shall not be effective for taxable years before the taxable year in which
notice in writing by registered mail is served by the party to the agree-
ment initiating such change.

(e) Cuance 1N MerHOD.—In the absence of an agreement under
subsection (d) containing a provision to the contrary, a taxpayer may
at any time elect in accordance with regulations preseribed by the
Secretary or his delegate to change from the method of depreciation
((i_t??c(ril))ed in subsection (b) (2) to the method deseribed in subsection

1).

(f) Basis ror DeprucraTioN.—The basis on which exhaustion,
wear and tear, and obsolescence are to be allowed in respect of any
property shall be the adjusted basis provided in section 1011 for the
puiﬁose of determining the gain on the sale or other disposition of
such property.

(g) Lire TeEnaNTs AND BENEFICIARIES OF TRUSTS AND ESTATES.—
In the case of property held by one person for life with remainder to
another person, the deduction shall be computed as if the life tenant
were the absolute owner of the property and shall be allowed to the
life tenant. In the case of property held in trust, the allowable deduc-
tion shall be apportioned between the income beneficiaries and the
trustee in accordance with the pertinent provisions of the instrument
creating the trust, or, in the absence of such provisions, on the basis
of the trust income allocable to each. In the case of an estate, the al-
lowable deduction shall be apportioned between the estate and the
heirs, legatees, and devisees on the basis of the income of the estate al-
locable to each.

(h) DepreciaTioN oF ImproveEMeENTs IN THE CAsE oF MINEs,
ETC.—

For additional rule applicable to depreciation of improvements in the
case of mines, oil and gas wells, other natural deposits, and timber, see
section 611.
SEC. 168. AMORTIZATION OF EMERGENCY FACILITIES.

(a) GexeraL Rune.—Every person, at his election, shall be en-

titled to a deduction with respect to the amortization of the adjusted
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basis (for determining gain) of any emergency facility (as defined
in subsection (d)), based on a period of 60 months. Such amor-
tization deduction shall be an amount, with respect to each month
of such period within the taxable year, equal to the adjusted basis of
the facility at the end of such month divided by the number of months
(ineluding the month for which the deduetion is computed) rema.mlnﬁ
in the period. Such adjusted basis at the end of the month sha
be computed without regard to the amortization deduction for such
month. The amortization deduction above provided with respeet to
any month shall, except to the extent provided in subsection (f), be
in lieu of the depreciation deduction with respect to such facility for
such month provided by section 167. The 60-month period shall
begin as to any emergency facility, at the election of the taxpayer,
with the month following the month in which the facility was com-
pleted or acquired, or with the succeeding taxable year.

) ErecrtioN oF AmoRTizATION.—The election of the taxpayer to
take the amortization deduction and to begin the 60-month period
with the month following the month in which the facility was com-
pleted or acquired, or with the taxable year succeeding the taxable

ear in which such facility was completed or acquired, shall be made

y filing with the Secretary or his delegate, in such manner, in such
form, and within such time, as the Secretary or his delegate may by
regulations prescribe, a statement of such election.

(¢) TerMINATION OF AmoORTIZATION DEDUCTION.—A taxpayer
which has elected under subsection (b) to take the amortization
deduection provided in subsection (2) may, at any time after making
such election, discontinue the amortization deduction with respect to
the remg.inﬁierbof the amo;‘timtion peﬁiod, S;fli(é}tll tll)iscglll:ttinuance to be-
gin as of the beginning of any month speci v the taxpayer in a
notice in writing filed with tlym Secretary or his delegut:;xgezare the
beginning of such month. The depreciation deduction provided under
section 167 shall be allowed, beginning with the first month as to which
the amortization deduction does not apply, and the taxpayer shall
not be entitled to any further amortization deduction with respect to
such emergency facility.

DErINITIONS.—

(1) EmercENcY PAciLITY.—For purposes of this section, the
term “emergency facility’”” means any facility, land, building, ma-
chinery, or equipment, or any part thereof, the construction, recon-
struetion, erection, installation, or acquisition of which was com-
pleted after December 31, 1949, and with respect to which a certifi-
cate under subsection (e) has been made. In no event shall an
amortization deduction be allowed in respect of any emergency
facility for any taxable year unless a certificate in respect thereof
under this paragraph shall have been made before the filing of the
taxpayer’s return for such taxable year.

(2) EmereeNcy pEriop.—For purposes of this section, the term
‘““emergency period” means the period beginning January 1, 1950,
and ending on the date on which the President proclaims that the
utilization of a substantial portion of the emergency facilities with
respect to which certifications under subsection (e) have been made
is no longer required in the interest of national defense.
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(e) DErerMiNATION OF ApjusTED Basis oF EmerGeEncy Facin-
1TYy.—In determining, for purposes of subsection (a) or (g), the
adjusted basis of an emergency facility—

(1) There shall be included only so much of the amount of the
adjusted basis of such facility (computed without regard to this
section) as is properly attributable to such construction, recon-
struction, erection, installation, or acquisition after December 31,
1949, as the certifying authority, designated by the President by
Executive Order, has certified as neces in the interest of na-
tional defense during the emergency period, and only such portion
of such amount as such authority has certified as attributable to
defense purposes. Such certification shall be under such regula-
tions as may be prescribed from time to time by such certifying
authority with the approval of the President. An application for
a certificate must be ﬁjrlled at such time and in such manner as may
be prescribed by such certifying authority under such regulations,
but in no event shall such certificate have any effect unless an
application therefor is filed before March 24, 1951, or before the
expiration of 6 months after the beginning of such econstruction,
reconstruction, erection, or installation or the date of such acqui-
sition, whichever is later,

(2) After the completion or acquisition of any emergencﬁ' facility
with respect to which a certificate under paragraph (1) has been
made, any expenditure (attributable to such acSity and to the
period after such completion or acquisition) which does not repre-
sent construction, reconstruction, erection, installation, or acqui-
sition included in such certificate, but with respect to which a
separate certificate is made under paragraph (1), shall not be
applied in adjustment of the basis of such facility, but a separate
basis shall be computed therefor pursuant to paragraph (1) as if it
were a new and separate emergency facility.

(f) DeprEciATION DupucrioNn.—If the adjusted basis of the
emergency facility (computed without regard to this section) is in
excess of the adjusted basis computed under subsection (e), the depre-
ciation deduction provided by section 167 shall, despite the provisions
of subsection (a) of this section, be allowed with respect to such emer-
gency facility as if its adjusted basis for the purpose of such deduction
were an amount equal to the amount of such excess.

(g) Payment BY UnNireEp Srtares oF UnamortizEp CosT OF
Faciuiry.—If an amount is properly includible in the gross income of
the taxpayer on account of a payment with respect to an emergency
facility and such payment is certified as provhfed in pa.mgra? (1),
then, at the election of the taxpayer in its return for the taxable year
in which such amount is so includible—

(1) The amortization deduction for the month in which such
amount is so includible shall (in lieu of the amount of the deduction
for such month computed under subsection (a)) be equal to the
amount so includible but not in excess of the adjusted basis of the
emergency facility as of the end of such month (computed without
regard to any amortization deduetion for such month). Payments
referred to in this subsection shall be payments the amounts of
which are certified, under such regulations as the President may
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prescribe, by the certifying authority designated by the President
as compensation to the taxpayer for the unamortized cost of the
emergency facility made because—
(A) a contract with the United States involving the use of the
facility has been terminated by its terms or by cancellation, or
(B) the taxpayer had reasonable ground (either from provisions
of a contract with the United States involving the use of the
facility, or from written or oral representations made under
authority of the United States) for anticipating future contracts
involving the use of the facility, which future contracts have not
been made.

(2) In case the taxpayer is not entitled to any amortization
deduection with respect to the emergency facility, the depreciation
deduction allowable under section 167 on account of the month in
which such amount is so includible shall be increased by such
amount, but such deduction on account of such month shall not be
in excess of the adjusted basis of the emergency facility as of the
end of such month (computed without regard to any amount allow-
able,h ;m account of such month, under section 167 or this para-

aph).
ﬁ)meE TeENANT AND REMAINDERMAN.—In the case of property

held by one person for life with remainder to another person, the
deduction B}lfg.l be computed as if the life tenant were the absolute
owner of the property and shall be allowable to the life tenant.
(i) Cross REFERENCE.—
For special rule with respect to gain derived from the sale or exchange

of property the adjusted basis of which is determined with regard to
this section, see section 1238.

SEC. 169. AMORTIZATION OF GRAIN-STORAGE FACILITIES.
(a) ArLowAaNce oF DEpUCTION. —

(1) OriGiNAL OWNER.—Any person who constructs, reconstructs,
or erects a %rain—storage facility (as defined in subsection (d))
shall, at his election, be entitled to a deduction with respect to the
amortization of the adjusted basis (for determining gain) of such
facility based on a period of 60 months. The 60-month period
shall begin as to any such facility, at the election of the taxpayer,
with the month following the month in which the facility was com-
pleted, or with the succeeding taxable year.

(2) SussEQUENT OWNERS.—Any person who acquires a grain-
storage facility from a taxpayer who—

(A) elected under subsection (b) to take the amortization
deduction provided by this subsection with respect to such
facility, and

(B) did not discontinue the amortization deduction pursuant
to subsection (c),

shall, at his election, be entitled to a deduction with respect to
the adjusted basis (determined under subsection (e) (2)) of such
facility based on the period, if any, remaining (at the time of
acquisition) in the 60-month period elected under subsection (b)
})y cﬂii:he person who constructed, reconstructed, or erected such
aciity.
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(3) AMounT oOF DEDUCTION.—The amortization deduction
provided in paragraphs (1) and (2) shall be an amount, with respect
to each month of the amortization period within the taxable year,
equal to the adjusted basis of the facility at the end of such month,
divided by the number of months (including the month for which
the deduction is computed) remaining in the period. Such adjusted
basis at the end of the month shall be computed without regard
to the amortization deduction for such month. The amortization
deduction above provided with respect to any month shall be in
lieu of the depreciation deduction with respect to such facility for
such month provided by section 167.

(b) ErecTioN oF AmorTizaTioN.—The election of the taxpayer
under subsection (a) (1) to take the amortization deduction and to
begin the 60-month period with the month following the month in
which the facility was completed shall be made only by a statement to
that effect in the return for the taxable year in which the facility was
completed. The election of the taxpayer under subsection (a) (1)
to take the amortization deduction and to begin such period with
the taxable year succeeding such year shall be made only by a state-
ment to that effect in the return for such succeeding taxable year.
The election of the taxpayer under subsection (a) (2) to take the
amortization deduction shall be made only by a statement to that
effect in the return for the taxable year in which the facility was
acquired. Notwithstanding the preceding three sentences, the
election of the taxpayer under sugsection (a) (1) or (2) may be
made, under such regulations as the Secretary or his delegate may
prescribe, before the time prescribed in the applicable sentence.

(¢) TERMINATION OF XMOHTIZATION DepucrioNn.—A taxpayer
which has elected under subsection (b) to take the amortization de-
duction provided in subsection (a) may, at any time after making such
election, discontinue the amortization deduction with respect to the
remainder of the amortization period, such discontinuance to begin
as of the bgfi.mlin of any month specified by the taxpayer in a notice
in writing filed m%h the Secretary or his delegate before the beginning
of such month. The depreciation deduction provided under section
167 shall be allowed, beginning with the first month as to which the
amortization deductioneg(l)es not apply, and the taxtiayer shall not be
?ntiillgled to any further amortization deduction with respect to such
aciity.

(d) yDEFINITION oF GrAIN-StoragE Faciuiry.—For purposes of
this section, the term “grain-storage facility” means—

(1) any corn crib, grain bin, or grain elevator, or any similar
structure suitable primarily for the storage of grain, which crib,
bin, elevator, or structure 1s intended by the taxpayer at the time
of his election to be used for the storage of grain produced by him
(or, if the election is made by a partnership, produced by the mem-
bers thereof) ; and

(2) any public grain warehouse permanently equipped for receiv-
ing, elevating, conditioning, and loading out grain,

the construction, reconstruction, or erection of which was completed
after December 31, 1952, and on or before December 31, 1956. If any
structure described in clause (1) or (2) of the preceding sentence is
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altered or remodeled so as to increase its capacity for the storage of
grain, or if any structure is converted, through alteration or remodel-
g, into a structure so described, and if such alteration or remodeling
was completed after December 31, 1952, and on or before December
31, 1956, such alteration or remodeling shall be treated as the construc-
tion of a frain-storage facility. e term ‘“‘grain-storage facility”
shall include only property of a character which is subjeet to the allow-
ance for depreciation provided in section 167. The term “grain-
storage facility” shall not include any facility any part of which is an
emergency faeility within the meaning of section 168 of this title.

() DeTERMINATION OF ADJUSTED BAsis.—

(1) OricinaL ownNEeErs.—For purposes of subsection (a) (1)—

(A) in determining the adjusted basis of any grain-storage facil-
ity, the construction, reconstruction, or erection of which was be-
gun before January 1, 1953, there shall be included only so much
of the amount of the adjusted basis (computed without regard to
this subsection) as is properly attributable to such construction,
reconstruction, or erection after December 31, 1952; and

(B) in determining the adjusted basis of any facility which is
a grain-storage facility within the meaning of the second sentence
of subsection (d), there shall be included only so much of the
amount otherwise included in such basis as is properly attribut-
able to the alteration or remodeling.

If any existing grain-storage facility as defined in the first sen-

tence of subsection (d) is altered or remodeled as provided in the

second sentence of subsection (d), the expenditures for such re-
modeling or alteration shall not be applied in adjustment of the
basis of such existing facility but a separate basis shall be computed
in respect of such facility as if the part altered or remodeled were

a new and separate grain-storage facility.

(2) SussequENT oWNERS.—For purposes of subsection (a) (2),
the adjusted basis of any grain-storage facility shall be whichever
of the }nllowing amounts is the smaller:

(A) The basis (unadjusted) of such facility for purposes of this
section in the hands of the transferor, donor, or grantor, adjusted
as if such facility in the hands of the taxpayer had a substituted
basis within the meanin‘f of section 1016 (b), or

(B) so much of the adjusted basis (for determining gain) of the
facility in the hands of the taxpayer (as computed wibﬁout regard
to this subsection) as is properg attributable to construction, re-
construection, or erection after December 31, 1952.

(f) DepreciatioNn Depuction.—If the adjusted basis of the grain-
storage facility (computed without regard to subsection (e)) exceeds
the adjusted basis computed under subsection (e), the depreciation
deduction provided by section 167 shall, despite the provisions of sub-
section (a) (3) of this section, be allowed with respect to such grain-
storage facility as if the adjusted basis for the purpose of such
deduction were an amount equal to the amount of such excess.

(5) Lire TeENANT AND REMAINDERMAN.—In the case of property
held by one gerson for life with remainder to another person, the
amortization deduction provided in subsection (a) shall be computed
as if the life tenant were the absolute owner of the property and shall
be allowed to the life tenant.
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SEC. 170. CHARITABLE, ETC., CONTRIBUTIONS AND GIFTS.
(a) Arrowance oF DepuctioN,—

(1) GeneraL RULE.—There shall be allowed as a deduction any
charitable contribution (as defined in subsection (c¢)) payment of
which is made within the taxable year. A charitable contribution
shall be allowable as a deduction only if verified under regulations
prescribed by the Secretary or his delegate.

(2) CORPORATIONS ON ACCRUAL BASIS,—In the case of a corpora-
tion reporting its taxable income on the accrual basis, if—

(A) the board of directors authorizes a charitable contribution
during any taxable year, and

(B) payment of such contribution is made after the close of
such taxable year and on or before the 15th day of the third
month following the close of such taxable year,

then the taxpayer may elect to treat such contribution as paid

during such taxable year. The election may be made only at the

time of the filing of the return for such taxable year, and shall be

signified in such manner as the Secretary or his delegate shall by
lations prescribe,

(b) LimrraTioNs.—

(1) Inpivipvars.—In the case of an individual the deduction
provided in subsection (a) shall be limited as provided in sub-
paragraphs (A), (B), (C), and (D).

SpeciAL RULE.—Any charitable contribution to—
(i) a church or a convention or association of churches,
(i1) an educational organization referred to in section

503 (b) (2), or

(i) a hospital referred to in section 503 (b) (5),

shall be allowed to the extent that the aggregate of such con-

tributions does not exceed 10 percent of the taxpayer’s adjusted

gross income computed without regard to any net operating loss

carryback to the taxable year under section 172.

(B) GeneraL nimiTaTioN.—The total deductions under sub-
section (a) for any taxable year shall not exceed 20 percent of the
taxpayer’s adjusted gross mcome computed without regard to
any net operating loss carryback to the taxable year under
section 172. For purposes of this subparagraph, the deduction
under subsection (a) shall be computed without regard to any
deduction allowed under subparagraph (A) but sh:ﬁ] take into
account any charitable contributions to the organizations
described i clauses (i), (i), and (iii) which are in excess of the
amount allowable as a deduction under subparagraph (A).

(C) UNLIMITED DEDUCTION FOR CERTAIN INDIVIDUALS.—The
limitation in subparagraph (B) shall not apply in the case of an
individual if, in the taxable year and in 8 of the 10 preceding
taxable years, the amount on the charitable contributions, plus
the amount of income tax (determined without regard to chapter
2, relating to tax on self-employment income) paid during such
year in respect of such year or preceding taxable years, exceeds
90 percent of the taxpayer’s taxable income for such year, com-
puted without regard to—

(i) this section,
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(ii) section 151 (allowance of deduetions for personal exemp-
tions), and

(iii) any net operating loss carryback to the taxable year
under section 172.

(D) DENIAL OF DEDUCTION IN CASE OF CERTAIN TRANSFERS
N TrusT.—No deduction shall be allowed under this section for
the value of any interest in property transferred after March 9,
1954, to a trust if—

(i) the grantor has a reversionary interest in the corpus or
income of that portion of the trust with respect to which a
deduction would (but for this subparagraph) be allowable
under this section; and

(ii) at the time of the transfer the value of such reversionary
interest exceeds 5 percent of the value of the property con-
stituting such portion of the trust.

For purposes of this subparagraph, a power exercisable by the

grantor or a nonadverse party (within the meaning of section

672 (b)), or both, to revest in the grantor property or income

therefrom shall be treated as a reversionary interest.

(2) CorroraTions.—In the case of a corporation, the total
deductions under subsection (a) for any taxable year shall not
exceed 5 percent of the taxpayer’s taxable income computed without
regard to—

(A) this section,

(B) part VIII (except section 248),

(C) any uet operating loss carryback to the taxable year under
section 172, and

(D) section 922 (special deduction for Western Hemisphere
trade corporations).

Any contribution made by a corporation in a taxable year to which

this section applies in excess of &m amount deductible in such year

under the foregoing limitation shall be deductible in each of the two
succeeding taxable years in order of time, but only to the extent of
the lesser of the two following amounts: (i) the excess of the maxi-
mum amount deductible for such succeeding taxable year under the
foregoing limitation over the contributions made in such year; and

(ii) in the case of the first succeeding taxable year the amount of

such excess contribution, and in the case of the second succeeding

taxable year the portion of such excess contribution not deductible
in the first succeeding taxable year.

(¢) CrariTaBLE CoNtriBUTION DEFiNED.—For purposes of this
section, the term ‘“‘charitable contribution” means a contribution or
gift to or for the use of—

(1) A State, a Territory, a possession of the United States, or any
political subdivision of any of the foregoing, or the United States
or the District of Columbia, but only EO the contribution or gift is
made for exclusively public purposes.

* (2) A corporation, trust, or community chest, fund, or founda-

ion—

(A) created or organized in the United States or in any pos-
session thereof, or under the law of the United States, any State
or Territory, the District of Columbia, or any possession of the
United States;
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(B) organized and operated exelusively for religious, charitable,
scientifie, literary, or educational purposes or for the prevention
of cruelty to chflY ren or animals;

(C) no part of the net earnings of which inures to the benefit
of any private shareholder or individual ; and

(D) no substantial part of the activities of which is carrying
on propaganda, or otherwise attempting, to influence legislation.

A contribution or gift by a corporation to a trust, chest, fund, or
foundation shall be deduetible by reason of this paragraph only if
it is to be used within the United States or any of its possessions
exclusively for purposes specified in subparagraph (B).

(3) A post or organization of war veterans, or an auxiliary unit
or society of, or trust or foundation for, any such post or organi-
zation—

(A) organized in the United States or any of its possessions, and

(B) no part of the net earnings of which inures to the benefit
of any private shareholder or individual.

(4) In the case of a contribution or gift by an individual, a
domestic fraternal society, order, or association, operating under
the lodge system, but only if such contribution or gift is to be used
exclusively for religious, charitable, scientific, literary, or educational
purposes, or for the prevention of cruelty to children or animals.

(5) A cemetery company owned and operated exelusively for the
benefit of its members, or any corporation chartered solely for burial
purposes as a cemetery corporation and not permitted by its charter
to engage in any business not necessarily incident to that purpose,
if such company or corporation is not operated for profit and no
part of the net earnings of such company or corporation inures to
the benefit of any private shareholder or individual.

(d) DisarLowance oF Depucrions N Cerrain Casps.—

(1) For disallowance of deduciions in case of contributions or gifis
:io chsa:]r:litszb;e organizations engaging in prohibited transactions, see sec-
on e).
(2) For disallowance of deduetions for contributions to or for the use
of communist controlled organizations, see section 11 (a) of the Internal
Security Act of 1950 (64 Stat. 996; 50 U, S. C. 790).

(e) Oraer Cross REFERENCES.—
(1) For charitable contributions of estates and trusts, see section

£).

(2) For nondeductibility of contributions by common trust funds, see

section 584.

(3% For charitable contributions of partners, see section 702,

875(54 For charitable contributions of nonresident aliens, see section
(5) For ireatment of gifis for benefit of or use in connection with the
Naval Academy as gifts to or for the use of the United States, see section
3 of the Act of March 31, 1944 (58 Stat. 135; 34 U, S. C. 1115b).

(6) For treatment of gifis for benefit of the library of the Post Office
Department as gifts to or for the use of the United States, see section 2
of the Act of August 8, 1946 (60 Stat. 924; 5 U. 8. C. 393).

(7) For freatment of gifts accepted by the Secretary of State under
the Foreign Service Aet of 1946 as gifts to or for the use of the United
States, see section 1021 (e) of that Act (60 Stat. 1032; 22 U, S. C. 809

e)).
88) For ireatment of gifis of money accepled by the Aftorney General
for credit to the **“Commissary Funds Federal Prisons’’ as gifts to or

§ 170(c) (2)(B)



CH, 1—NORMAL TAXES AND SURTAXES 61

for the use of the United States, see section 2 of the Act of May 15, 1952
66 Stat. 73, as amended by the Act of July 9, 1952, 66 Stat, 479, 31
. 8. C. 7255-4).
SEC. 171. AMORTIZABLE BOND PREMIUM,

(a) GexerAaL Rune.—In the case of any bond, as defined in sub-
section (d), the following rules shall apply to the amortizable bond
premium (c'let.ermined under subsection 8))) on the bond:

(1) INTEREST WHOLLY OR PARTIALLY TAXABLE.—In the case of a
bond (other than a bond the interest on which is excludable from
gross income), the amount of the amortizable bond premium for the
taxable year shall be allowed as a deduction.

(2) InTEREST WHOLLY TAX-EXEMPT.—In the case of any bond
the interest on which is excludable from gross income, no deduction
shall be allowed for the amortizable bond premium for the taxable

ear,

i (3) ADJUSTMENT OF CREDIT OR DEDUCTION FOR INTEREST PAR-

TIALLY TAX-EXEMPT.—

A) Inpivipuans.—In the case of any bond the interest on
which is allowable as a credit under section 35, the amount which
would otherwise be taken into account in computing such credit
shall be reduced by the amount of the amortiza%le bond premium
for the taxable year.

(B) CorporaTions.—In the case of any bond the interest on
which is allowable as a deduction under section 242, such deduc-
tion shall be reduced by the amount of the amortizable bond
premium for the taxable year.

(4) CROSS REFERENCE.—

For adjustment to basis on account of amortizable bond premium, see

section 1016 (a) (5).

(b) AmorTiZABLE BoND PrEMIUM.—

(1) AmounT OoF BOND PREMIUM.—For purposes of paragraph (2),
the amount of bond premium, in the case of the holder of any bond,
shall be determined—

(A) with reference to the amount of the basis (for determining
loss on sale or exchange) of such bond,

(B) with reference to the amount payable on maturity or on
earlier call date (but in the case of bonds described in subsection
(¢) (1) (B) issued after January 22, 1951, and acquired after
January 22, 1954, only if such earlier call date is a date more than
3 years after the date of such issue), and

(C) with adjustments proper to reflect unamortized bond
premium, with respect to the bond, for the period before the date
as of which subsection (a) becomes applicable with respect to the
taxpayer with respect to such bond.

In no case shall the amount of bond premium on a convertible bond

iﬁnclgde any amount attributable to the conversion features of the

ond.

(2) AMoUNT AMORTIZABLE.—The amortizable bond premium of
the taxable year shall be the amount of the bond premium attrib-
utable to such year. In the case of a bond described in subsection
(¢) (1) (B) issued after January 22, 1951, and acquired after Jan-
uary 22, 1954, which has a csfﬂ date not more than 3 years after
the date of such issue, the amount of bond premium attmbutable to
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the taxable year in which the bond is called shall include an amount

equal to the excess of the amount of the adjusted basis (for deter-

mining loss on sale or exchange) of such bond as of the beginni
of the taxable year over the amount received on redemption of the
bond or (if greater) the amount payable on maturity.

(3) METHOD OF DETERMINATION.—The determinations required
under paragraphs (1) and (2) shall be made—

(A) in accordance with the method of amortizing bond premium
ragula.rlg' employed by the holder of the bond, if such method is
reasonable;

(B) in all other cases, in acecordance with regulations preseribing
reasonable methods of amortizing bond premium prescribed by
the Secretary or his delegate.

(¢) ELEctioN A8 TO TAXABLE AND PArTIALLY TAaxABLE BoONDS.—

(1) ELIGIBILITY TO ELECT; BONDS WITH RESPECT TO WHICH ELEC-
TI0N PERMITTED.—This section shall apply with respect to the
following classes of taxpayers with respect to the following classes of
bonds only if the taxpayer has elected to have this section apply:

(A) ParriarLy Tax-exempr.—In the case of a taxpayer other
than a corporation, bonds with respect to the interest on which
the credit provided in section 35 is allowable; and

(B) WroLLY TaxaBLE.—In the case of any taxpayer, bonds the
interest on which is not excludable from gross income but with
respect to which the credit provided in section 35, or the deduc-
tion provided in section 242, is not allowable.

(2) MANNER AND EFFECT OF BLECTION.—The election authorized
under this subsection shall be made in accordance with such regula-
tions as the Secretary or his delegate shall prescribe. If such
election is made with respect to any bond (described in paragraph
(1)) of the taxpayer, it shall also apply to all such bonds held by the
taxpayer at the begginninlf of the first taxable year to which the
election applies and to all such bonds thereafter acquired by him
and shall be binding for all subsequent taxable years with respect to
all such bonds of the taxpayer, unless, on application by the tax-
payer, the Secret or his delegate permits him, subjeet to such
conditions as the Secretary or %us delegate deems necessary, to
revoke such election. In the case of bonds held by a common trust
fund, as defined in section 584 (a), or by a foreign personal holding
company, as defined in section 552, the election authorized under
this subsection shall be exercisable with respect to such bonds only
by the common trust fund or foreign personal holding company.
In case of bonds held by an estate or trust, the election authorized
under this subsection shall be exercisable with respect to such
bonds only by the fiduciary.

(d) Bonp Duringp.—For purposes of this section, the term
“bond” means any bond, debenture, note, or certificate or other
evidence of indebtedness, issued by any corporation and bearing
interest (including any like obligation issued by a government or
political subdivision thereof), but ﬁoes not include any such obligation
which constitutes stock in trade of the taxpayer or any such obligation
of a kind which would properly be included in the mventory of the
taxpayer if on hand at the close of the taxable year, or any such
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obligation held by the taxpayer primarily for sale to customers in the
ordinary course of his trade or business.

(e) DeaLers 1N TAx-ExeMpT SECURITIES.—

For special rules applicable, in the case of dealers in securities, with
respect to preminm attributable to certain wholly tax-exempt securities,
see section 75.
SEC. 172, NET OPERATING LOSS DEDUCTION.

(a) Depverion Arnnowep.—There shall be allowed as a deduction
for the taxable year an amount equal to the aggregate of (1) the net
operating loss carryovers to such year, plus (2) the net operating loss
carrybacks to such year. For purposes of this subtitle, the term “net
operating loss deduction” means the deduction allowed by this sub-
section.

(b) Ner Opprarine Loss CARRYBACKS AND CARRYOVERS.—

(1) YnArs TO WHICH LOSS MAY BE CARRIED.—A net opemhi.nﬁ
ll:ms for any taxable year ending after December 31, 1953, sha

s

(A) a net operating loss carryback to each of the 2 taxable
years preceding the taxable year of such loss, and

(B) a net operating loss carryover to each of the 5 taxable
years following the taxable year of such loss.

(2) AMOUNT OF CARRYBACKS AND CARRYOVERS.—Ixcept as pro-
vided in subsection (f), the entire amount of the net operating loss
for any taxable year (hereinafter in this section referred to as the
“losa;n y({laa’;) shaﬁ be f(:tl,rll;iecl to th% e&(:.il;est ci)f( ]gl)le f7 taxable gfé&;;}
to whie y reason of subparagraphs an ol paragra 1
such loss may be carried. Thgmport.ion of such loss which alljmll be
carried to each of the other 6 taxable years shall be the excess, if
any, of the amount of such loss over the sum of the taxable income
for each of the prior taxable years to which such logs may be carried.
For purposes of the precedin% sentence, the taxable income for any
such prior taxable year shall be computed—

(A) with the modifications specified in subsection (d) other
than paragraphs (1), (4), and (6) thereof; and

(B) by determining the amount of the net operating loss
deduetion without reFa.rd to the net operating loss for the loss
year or for any taxable year thereafter,

and the taxable income so computed shall not be considered to

be less than zero.

(¢) Ner OperaTiNG Loss DeEriNep.—For purposes of this seetion,
the term “net operating loss” means (for any taxable year ending
after December 31, 1953) the excess of the deductions allowed by this
chapter over the gross income. Such excess shall be computed with
the modifications specified in subsection (d).

(d) MobiricaTions.—The modifications referred to in this section
are as follows:

1) NET OPERATING LOss DEDUCTION.—No net operating loss
deduction shall be allowed.

(2) CAPITAL GAINS AND LOSSES OF TAXPAYERS OTHER THAN
E_ORPORATIONS.—IH the case of a taxpayer other than a corpora-

ion—
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(A) the amount deductible on account of losses from sales or
exchanges of capital assets shall not exceed the amount includible
on account of)ga.ina from sales or exchanges of capital assets; and

(B) the deduction for long-term capital gains provided by
section 1202 shall not be allowed.

(;’.ﬁ DEepucTioN FOR PERSONAL EXEMPTIONS.—No deduction shall
be allowed under section 151 (relating to personal exemptions). No
deduction in lieu of any such deduction shall be a}.lowedl.)

(4) NONBUSINESS DEDUCTIONS OF TAXPAYERS OTHER THAN
corPORATIONS.—In the case of a taxpayer other than a corporation,
the deductions allowable by this chapter which are not attributable
to a taxpayer’s trade or business be allowed only to the extent
of the amount of the gross income not derived from such trade
or business. For purposes of the preced.inﬁlsentence*—

(A) any gain or loss from the sale or other disposition of—

(i) property, used in the trade or business, of a character
which is subject to the allowance for depreciation provided in
section 167, or

(ii) real property used in the trade or business,

shall be treated as attributable to the trade or business;

(B) the modifications specified in paragraphs (1), (2) (B), and
(3) shall be taken into account; and

(C) any deduction allowable under section 165 (¢) (3) (relating
to casualty losses) shall not be taken into account.

(5) SPECIAL DEDUCTIONS FOR CORPORATIONS.—No deduction
shall be allowed under section 242 (relating to partially tax-exempt
interest) or under section 922 (relating to Western Hemisphere
trade corporations).

(6) COMPUTATION OF DEDUCTION FOR DIVIDENDS RECEIVED,
etrc.—The deductions allowed by sections 243 (relating to divi-
dends received by corporations), 244 (relating to dividends received
on certain preferred stock of public utilities), and 245 (relating to
dividends received from certam foreign corporations) shall be com-
puted without regard to section 246 (b) (relating to limitation on
aggregate amount of deductions); and the deduction allowed by
section 247 (relating to dividends paid on certain preferred stock of
public utilities) shall be computed without regard to subsection
(a) (1) (B) of such section.

(e) Law ArppricaBLE TO0 ComrpuraTions.—In determining the
amount of any net operating loss carryback or carryover to any taxable
year, the necessary computations involving any other taxable year
shall be made under the law applicable to such other taxable year.
The preceding sentence shall apply with respect to all taxable years,
whether the]s?rgbegin before, on, or after January 1, 1954.

(f) TaxaBrLe YEArs BrGINNING IN 1953 AND ENDING IN 1954.—
In the case of a taxable year beginning in 1953 and ending in 1954—

(1) In lieu of the amount specified in subsection (c), the net
operating loss for such year shall be the sum of—

(A) that portion of the net operating loss for such year com-
puted without regard to this subsection which the number of
days in the loss year after December 31, 1953, bears to the total
number of days in such year, and
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(B) that portion of the net operating loss for such year com=
puted under section 122 of the Internal Revenue Code of 1939
as if this section had not been enacted which the number of days
in the loss year before January 1, 1954, bears to the total number
of days in such year.

(2) The amount of any net operating loss for such year which
shall be ecarried to the second preceding taxable year is the amount
which bears the same ratio to such net operating loss as the number
of days in the loss year after December 31, 1953, bears to the total
number of days in such year. In determining the amount carried
to any other taxable year, the reduction for the second taxable year
preceding the loss year shall not exceed the portion of the net
operating loss which is carried to the second preceding taxable year.
(g) SpeciaL TRANSITIONAL RULES.—

(1) LossEs FOR TAXABLE YEARS ENDING BEFORE JANUARY 1,
195¢.—For purposes of this section, the determination of the taxable

ears ending after December 31, 1953, to which a net operating loss
or any taxable year ending before January 1, 1954, may be carried
shall be made under the Internal Revenue Code of 1939.

(2) LosseEs FOR TAXABLE YEARS ENDING AFTER DECEMBER 381,
1953.—For purposes of section 122 of the Internal Revenue Code of
1939—

(A) the determination of the taxable years ending before
January 1, 1954, to which a net operating loss for any taxable
year ending after December 31, 1953, may be carried shall be
made under subsection (b) (1) (A) of this section; and

(B) in determining the amount of the carryback to the first
taxable year preceding the first taxable year ending after De-
cember 31, 1953, the portion of the net operating loss carried to
such year shall be such net operating loss reduced by—

1) the net income for the second preceding taxable year
comfuted as if the second sentence of section 122 (b) (2) (B) of
the Internal Revenue Code of 1939 applied, or

(i1) if smaller, the portion of the net operating loss which by
reason of subsection (f) of this section is carried to the second
preceding taxable year.

(3) EXcEss PROFITS TAX NOT AFFECTED.—For purposes of sub-
chapter D of chapter 1 of the Internal Revenue Code of 1939, excess
profits net income shall be computed as if this seetion had not been
enacted and as if section 122 of such Code continued to apply to
taxable years to which this subtitle applies.

(h) Cross REFERENCES.—
(1) For treatment of net operating loss carryovers in certain corporate
acquisitions, see section 381,

2) For special limitation on net operating loss carryovers in case of
a corporate change of ownership, see section 382. :

SEC. 173. CIRCULATION EXPENDITURES.

Notwithstanding section 263, all expenditures (other than expendi-
tures for the purchase of land or depreciable property or for the acquisi-

tion of circulation through the purchase of any part of the business of

another publisher of a newspaper, magazine, or other periodical) to

establish, maintain, or increase the circulation of a newspaper, maga-
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zine, or other periodical shall be allowed as a deduction; except that
the deduction shall not be allowed with respect to the portion of such
expenditures as, under regulations prescribed by the Secretary or his
delegate, is chargeable to capital account if the taxpayer elects, in
accordance with such regulations, to treat such portion as so charge-
able. Such election, if made, must be for the total amount of such
portion of the expenditures which is so chargeable to eapital account,
and shall be binding for all subsequent taxable years unless, upon
application by the taxpayer, the Secretary or his delegate permits a
revocation of such election subject to such conditions as he deems
necessary.

SEC. 174. RESEARCH AND EXPERIMENTAL EXPENDITURES.

(a) TrEATMENT As ExpensBs.—

(1) INn GENERAL.—A taxpayer may treat research or experimental
expenditures which are paid or incurred by him during the taxable
year in connection with his trade or business as expenses which
are not chargeable to capital account. The expenditures so treated
shall be allowed as a deduction.

(2) WHEN METHOD MAY BE ADOPTED,—

(A) WrirtHouT coNsENT.—A taxpayer may, without the con-
sent of the Secretary or his delegate, adopt the method provided
in this subsection for his first taxable year—

(i) which begins after December 31, 1953, and ends after
the date on which this title is enacted, and

(ii) for which expenditures described in paragraph (1) are
paid or incurred.

(B) Wira consENT.—A taxpayer may, with the consent of the
Secretary or his delegate, adopt at any time the method provided
in this subsection,

(3) Score.—The method adopted under this subseetion shall
apply to all expenditures described in paragraph (1). The method
adopted shaﬂxge adhered to in computing taxable income for the
taxable year and for all subsequent taxab%e 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.
(b) AmontizATiON OF CpRrTAIN RESEARCH AND EXPERIMENTAL

ExXPENDITURES.—

(1) In ceNErAL—At the election of the taxpayer, made in
accordance with regulations prescribed by the Secretary or his
delegate, research or experimental expenditures which are—

(A) paid or incurred by the taxpayer in connection with his
trade or business,

(B) not treated as expenses under subsection (a), and

(C) chargeable to capital account but not chargeable to
property a(;IFa character which is subject to the allowance under
section 167 (relating to allowance for depreciation, ete.) or
section 611 (relating to allowance for depletion),

may be treated as deferred expenses. In computing taxable income,
such deferred expenses shall be allowed as a deduction ratably over
such period of not less than 60 months as may be selected by the
taxpayer (beginning with the month in Whicl‘; the taxpayer first
realizes benefits from such expenditures). Such deferred expenses
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are expenditures properly chargeable to capital account for purposes
of section 1016 (a) (1) (relating to adjustments to basis of property).

(2) Tive ﬂm(a ;Nn accln)m OFdELfECTION.-—Th% 1ialeact;i‘:mbprv:wi ed
by paragraph (1) may be made for any taxable year beginning
aﬁeg Degg:mbar 31, 1y953, but only if I};ladﬁ not later than the
time prescribed by law for filing the return for such taxable year

(including extensions thereof). The method so elected, and the

period selected by the taxpa{er, shall be adhered to in computing

taxable income for the taxable year for which the election is made
and for all subsequent taxable years unless, with the a}])lproval of
the Secretary or his delegate, a change to a different method (or to

a different period) is authorized with respect to part or all of such

expenditures. The election shall not apply to any expenditure

paid or incurred during any taxable year before the taxable year
for which the taxpayer makes the election.

(¢) Lanp Anp Oraer PropERTY.—This section shall not apply to
any expenditure for the acquisition or improvement of land, or for
the acquisition or improvement of property to be used in connection
with the research or experimentation and of a character which is sub-
ject to the allowance under section 167 (relating to allowance for
depreciation, etc.) or section 611 (relating to allowance for deple-
tion); but for purposes of this section allowances under section 167,
and allowances under section 611, shall be considered as expenditures.

(d) ExproraTion ExpEnpiTUrRES.—This section shall not apply to
any expenditure paid or incurred for the purpose of ascertaining the
existence, location, extent, or quality of any deposit of ore or other
mineral (including oil and gas).

(e) Cross REFERENCE.—

For adjustments to basis of property for amounts allowed as deduc-
tions as deferred expenses under subsection (b), see section 1016 (a)

-

SEC. 175. SOIL AND WATER CONSERVATION EXPENDITURES.

(a) In GeNerAL.—A taxpayer engaged in the business of farming
may treat expenditures which are paid or incurred by him during 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 charﬁea.ble to capital account.
The expenditures so treated shall be allowed as a deduction.

(b) LimrrarioN.—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 account 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 taxable year (includin,
the expenditures actually paid or incurred during the taxable year
shall not exceed 25 percent of the gross income derived from farming
during the taxable year.

(¢) DeriniTioNs.—For purposes of subsection (a)—

(1) The term “expenditures which are paid or incurred by him
during the taxable year for the purpose o? soil or water conserva-
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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, control, and protection of diversion channels, drain-
age ditches, earthen dams, watercourses, outlets, and ponds, the
eradication of brush, and the planting of windbreaks, Such term
does not include—

(A) the purchase, construction, installation, or improvement
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 deduc-
tion 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 district which, if paid or incurred by the taxpayer, would with-
out 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 produets or for the sustenance of livestock,

(d) Waeny Mersop May Be Apoprep.—

(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) Wira conseENT.—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 suc expenditures.
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PART VII—ADDITIONAL ITEMIZED DEDUCTIONS FOR
INDIVIDUALS

Sec. 211. Allowance of deductions.

Sec. 212. Expenses for production of income.

Sec. 213. Medical, dental, ete., e.fxrt:nm

Seec. 214. Expenses for care of certain dependents.

See. 215. Alimony, ete., payments.

Sec. 216. Amounts representing taxes and interest paid to co-
operative housing corporation.

Sec. 217. Cross references.

SEC. 211. ALLOWANCE OF DEDUCTIONS.

In computing taxable income under section 63 (a), there shall be
allowed as deductions the items specified in this part, subjeet to the
exceptions provided in part IX (section 261 and following, relating to
items not deductible).

SEC. 212, EXPENSES FOR PRODUCTION OF INCOME.

In the case of an individual, there shall be allowed as a deduction
all the ordinary and necessary expenses paid or incurred during the
taxable year—

(1) for the production or collection of income;
(2) for the management, conservation, or maintenance of prop-
erty held for the production of income; or
é) in connection with the determination, collection, or refund of
any tax.
SEC. 213. MEDICAL, DENTAL, ETC., EXPENSES,

(a) ArLowance oF DepucrioN.—There shall be allowed as a
deduction the expenses paid during the taxable year, not compensated
for by insurance or otherwise, for medical care of the taxpayer, his
spouse, or a dependent (as defined in section 152)—

(1) if neither the taxpayer nor his spouse has attained the age
of 65 before the close of the taxable year, to the extent that such
expenses exceed 3 percent of the adjusted gross income; or

(2) if either the taxpayer or his spouse has attained the age of
65 before the close of tEe taxable year—

(A) the amount of such expenses for the care of the taxpayer
and his spouse, and

(B) the amount by which such expenses for the care of such
dependents exceed 3 percent of the adjusted gross income.

(b) Limrrarion Wira RespeEctr 1o MgEbpIcINE AND DRuGs.—
Amounts paid during the taxable year for medicine and drugs which
(but for this subsection) would be taken into account in computing
the deduction under subsection (a) shall be taken into account only
to the extent that the aggregate of such amounts exceeds 1 percent
of the adjusted gross income.

(¢) Maxmmum Limirarmions.—The deduction under this section
shall not exceed $2,500, multiplied by the number of exemptions
allowed for the taxable year as a deduction under section 151 Eother
than exemptions allowed by reason of subsection (¢) or (d), relating
to additional exemptions for age or blindness); except that the maxi-
mum deduction under this section shall be—

(1) $5,000, if the taxpayer is single and not the head of a house-
hold (as defined in section 1 (b) (2)) and not a surviving spouse
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(as defined in section 2 (b)) or is married but files a separate return;

or

(2) $10,000, if the taxpayer files a joint return with his spouse
under section 6013, or is the head of a household (as defined in
section 1 (b) g)) or a surviving spouse (as defined in section 2 (b)).
(d) Seecian RuLeE vor DECEDENTS.—

(1) TREATMENT OF EXPENSES PAID AFTER DEATH.—For purposes
of subsection (a), expenses for the medical care of the taxpayer
which are paid out of his estate during the 1-year period beginning
with the day after the date of his death shall be treated as paid by
the taxpayer at the time incurred.

(2) Limirarion.—Paragraph (1) shall not apply if the amount
paid is allowable under section 2053 as a deduction in computing
the taxable estate of the decedent, but this paragraph shall not
apply if (within the time and in the manner and form prescribed
by the Secretary or his delegate) there is filed—

(A) a statement that such amount has not been claimed or
allowed as a deduction under section 2053, and

(B) a waiver of the right to have such amount allowed at any
time as a deduction under section 2053.

(e) DuriniTions.—For purposes of this section—

(1) The term “medical care’” means amounts paid—

(A) for the diagnosis, cure, mitigation, treatment, or preven-
tion of disease, or for the purpose of affecting any structure or
function of the body (including amounts paid for accident or
health insurance), or

(B) for transportation primarily for and essential to medical
care referred to in subparagraph (A).

(2) The determination of whether an individual is married at any
time during the taxable year shall be made in accordance with the
provisions of section 6013 (d) (relating to determination of status
as husband and wife).

(f) Excrusion oF AMoUNTS ALLowED FOR CArE or CERTAIN
DerEnDENTS.—Any expense allowed as a deduction under section
214 shall not be treated as an expense paid for medical care.

SEC. 214. EXPENSES FOR CARE OF CERTAIN DEPENDENTS

(a) GexEraL RuLe.—There shall be allowed as a deduction ex-
penses paid during the taxable year by a taxpayer who is a woman
or a widower for the care of one or more dependents (as defined in
subsection (¢) (1)), but only if such care is for the purpose of enabling
the taxpayer to be gainfully employed.

(b) LaMiTaTIONS.—

(1) In eeEnErRAL.—The deduction under subsection (a)—

(A) shall not exceed $600 for any taxable year; and

(B) shall not apply to any amount paid to an individual with
respect to whom tge taxpayer is allowed for his taxable year a
deduction under section 151 (relating to deductions for personal

exemptions).
(2) VBORKING wivEs.—In the case of a woman who is married,
the deduction under subsection (a)—
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(A) shall not be allowed unless she files a joint return with her
husband for the taxable year, and
(B) shall be reduced by the amount (if any) by which the
a;ijustad gross income of the taxpayer and her spouse exceeds
$4,500.
This paragraph shall not apply if the taxpayer’s husband is incapable
of self-support because mentally or physically defective.
(¢) Derintrrons.—For purposes of this section—

(1) DerenpeENT,—The term ‘““dependent” means a person with
respect to whom the taxpayer is entitled to an exemption under
section 151 (e) (1)—

(A) who has not attained the age of 12 years and who (within
the meaning of section 152) is a son, stepson, daughter, or step-
daughter of the taxpayer; or

1%%) who is physically or mentally incapable of caring for him-
sell,

(2) Wipower.—The term ‘“widower” includes an unmarried
individual who is legally separated from his spouse under a decree
of divoree or of separate maintenance.

(3) DETERMINATION OF STATUS.—A woman shall not be con-
sidered as married if she is legally separated from her spouse under
a decree of divorce or of separate maintenance at the close of the
taxable year.

SEC. 215. ALIMONY, ETC., PAYMENTS.

(a) GeneraL Rune.—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. No cﬂa‘fl-lrgt.ion shall be allowed
under the preceding sentence with respect to any payment if, by reason
of section 71 (d) or 682, the amount thereof is not includible in the
husband’s gross income.

(b) Cross REFERENCE.—

For definitions of ‘“husband’’ and “‘wife’’, see section 7701 (a) (17).

SEC. 216. AMOUNTS REPRESENTING TAXES AND INTEREST PAID TO
COOPERATIVE HOUSING CORPORATION.

(a) ALLowance oF Depuction.—In the case of a tenant-stock-
holder (as defined in subsection (b) (2)), there shall be allowed as a
deduction amounts (not otherwise deductible) paid or accrued to a
cooperative housing corporation within the taxable year, but only to
the extent that sﬁ amounts represent the tenant-stockholder’s pro-
portionate share of—

(1) the real estate taxes allowable as a deduction to the corpora-
tion under section 164 which are paid or incurred by the corporation
on the houses or apartment building and on the land on which such
houses (or building) are situated, or

(2) the interest allowable as a deduction to the corporation under
section 163 which is paid or incurred by the corporation on its
indebtedness contracted—

(A) in the acquisition, construction, alteration, rehabilitation,
or maintenance of the houses or apartment building, or

(B) in the acquisition of the land on which the houses (or
apartment building) are situated.
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(b) DuriniTions.—For purposes of this section—

(1) COOPERATIVE HOUSING CORPORATION.—The term ‘‘cooper-
ative housing corporation’’ means a corporation—

(A) having one and only one class of stock outstanding,

(B) each of the stockholders of which is entitled, solely by
reason of his ownership of stock in the corporation, to occupy
for dwelling purposes a house, or an apartment in a building,
owned or leased by such corporation,

(C) no stockholder of which is entitled (either conditionally or
unconditionally) to receive any distribution not out of earnings
and profits of the corporation except on a complete or partial
liquidation of the corporation, and

(D) 80 percent or more of the gross income of which for the
taxable year in which the taxes and interest described in sub-
section (a) are paid or incurred is derived from tenant-
stockholders.

(2) TENANT-STOCKHOLDER.—The term ‘“‘tenant-stockholder”
means an individual who is a stockholder in a cooperative housing
corporation, and whose stock is fully paid-up in an amount not less
than an amount shown to the satisfaction of the Secretary or his
delegate as bearing a reasonable relationship to the portion of the
value of the corporation’s equity in the houses or apartment build-
ing and the land on which situated which is attributable to the house
or apartment which such individual is entitled to oceupy.

(3) The term ‘‘tenant-stockholder’s proportionate share’’ means
that proportion which the stock of the cooperative housing corpo-
ration owned by the tenant-stockholder is of the total outstanding
stock )of the corporation (including any stock held by the corpo-
ration).

SEC, 217. CROSS REFERENCES.

(1) For deduction for long-term capital gains in the case of a tax-
payer other than a corporation, see section 1202,
(2) For deductions in respect of a decedent, see section 691.

PART VHI—SPECIAL DEDUCTIONS FOR CORPORATIONS

Sec. 241, Allowance of special deduetions

Sec. 242, Partially tax-exempt interest.

See. 243. Dividends received by corporations.

Sec. 244, Dividends received on certain preferred stock.

Sec. 245. Dividends received from certain foreign corporations.
See. 246, Rules applying to deductions for dividends reeeived.

Bee. 247. Dividends paid on certain preferred stock of public utili-

ties.
Sec. 248. Organizational expenditures.

SEC. 241. ALLOWANCE OF SPECIAL DEDUCTIONS.

In addition to the deductions provided in part VI (sec. 161 and fol-
lowing), there shall be allowed as deductions in computing taxable in-
ecome the items specified in this part.

SEC. 242, PARTIALLY TAX-EXEMPT INTEREST.

(a) ArLowance oF DepvcrioN.—There shall be allowed to a cor-

poration as a deduction the amount received as interest on obligations
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of the United States or on obligations of corporations organized under
&I?Ih off Congress which are instrumentalities of the United States, but
only if—
¥ (1) such interest is included in gross income; and
(2) such interest is exempt from normal tax under the Act au-
thorizing the issuance of such obligations,
(b) Cross REFERENCE.—

For reduction of deduction under subsection (a) on account of amor-
tizable bond premium, see seetion 171.

SEC. 243. DIVIDENDS RECEIVED BY CORPORATIONS.

(a) GeneraL Rune.—In the case of a corporation, there shall be
allowed as a deduction an amount equal to 85 percent of the amount
received as dividends (other than dividends described in paragraph
(1) of section 244, relating to dividends on the preferred stock of a
public lltl]lbﬁ) from a domestic corporation which is subjeect to taxa-
tion under this chapter.

(b) SpeciaL Rures Por CerTAIN DistriBurions.—For purposes
of subsactmn (a)—

amount allowed as a deduction under section 591 (relat-
mg to deg ction for dividends paid by mutual savings banks, ete.)
shall not be treated as a dividend.

(2) A dividend received from a regulated investment company
shall be subject to the limitations prescribed in section 854.

SEC. 244, DIVIDENDS RECEIVED ON CERTAIN PREFERRED STOCK.

In the case of a corporation, there shall be allowed as a deduction
an amount computed as follows:

(1) First determine the amount received as dividends on the
preferred stock of a public utility which is subject to taxation under
this chapter and with respect to which the C{eductmn provided in
section 247 for dividends paid is allowable.

(2) Then multiply the amount determined under paragraph (1)
by the fraction—

(A) the numerator of which is 14 percent, and
(B) the denominator of which is that percentage which equals
the sum of the normal tax rate and the surtax rate for the taxable

year prescribed by section 11.

(3) Finally ascertain the amount which is 85 percent of the excess

(A) the amount determined under paragraph (1), over
(B) the amount determined under paragraph (2).
SEC. 245. DIVIDENDS RECEIVED FROM CERTAIN FOREIGN CORPO-
RATIONS.

In the case of dividends received from a foreign corporation (other
than a foreign personal holding company) which is subject to taxa-
tion under this chapter, if, for an uninterrupted period of not less
than 36 months ending with the close of such foreign corporation’s
taxable year in which such dividends are paid (or, if the corporation
has not been in existence for 36 months at the close of such taxable
year, for the period the foreign corporation has been in existence as
of the close of such taxable year) such foreign corporation has heen
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engaged in trade or business within the United States and has
derived 50 percent or more of its gross income from sources within
the United States, there shall be allowed as a deduction in the case
of a corporation—

(1) An amount equal to the percent (specified in section 243 for
the taxable year) of the dividends received out of its earnings and
profits specified in paragraph (2) of the first sentence of section
316 (a), but such amount shall not exceed an amount which bears
the same ratio to such percent of such dividends received out of
such earnings and profits as the gross income of such foreign cor-

oration for the taxable year from sources within the United
tz(mltes bearstoitsgrossincome from all sources for such taxable year,
an

(2) An amount equal to the percent (specified in section 243 for
the taxable year) ot(‘l the dividends received out of that part of its
earnings amf, profits specified in paragraph (1) of the first sentence
of section 316 (a) accumulated after the beginning of such uninter-
rupted period, but such amount shall not exceed an amount which
bears the same ratio to such percent of such dividends received out
of such accumulated earnings and profits as the gross income of
such foreign corporation from sources within the United States for
the portion of such uninterrupted period ending at the beginning
of such taxable year bears to its gross income from all sources for
such portion of such uninterrupted period.

SEC. 246. R%%?%EBPPLYING TO DEDUCTIONS FOR DIVIDENDS RE-

(a) Depuction Nor Arnowep ror Divipenps From Currain
CorroraTions.—The deductions allowed by sections 243, 244, and
245 ghall not apply to any dividend from—

(1) a corporation organized under the China Trade Act, 1922
(see sec. 941); or

(2) a corporation which, for the taxable year of the corporation
in which the distribution is made, or for the next preceding taxable
year of the corporation, is—

(A) a corporation exempt from tax under section 501 (relating
to certain charitable, etc., organizations) or section 521 (relating
to farmers’ cooperative associations); or

(B) a corporation to which section 931 (relating to income from
sources within possessions of the United States) applies.

(b) LimrraTioN oN AGGREGATE AMOUNT OF DEDUCTIONS.—

(1) GENERAL RULE.—Except as provided in paragraph (2), the
ageregate amount of the deductions allowed by sections 243, 244,
and 245 shall not exceed 85 percent of the taxable income computed
without regard to the deductions allowed by sections 172, 243, 244,
245, and 247,

(2) EFFECT OF NET OPERATING LOss.—Paragraph (1) shall not
apply for any taxable year for which there is a net operating loss (as
determined under section 172).
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SEC. 247. DIVIDENDS PAID ON CERTAIN PREFERRED STOCK OF
PUBLIC UTILITIES.
(a) AmounT oF DEpUcTION.—In the case of a public utility, there
shall be allowed as a deduction an amount computed as follows:
(1) First determine the amount which is the lesser of—
(A) the amount of dividends paid during the taxable year on
its preferred stock, or
) the taxable income for the taxable year (computed with-
out the deduction allowed by this section).
(2) Then multiply the amount determined under paragraph (1)
by the fraction—
%g the numerator of which is 14 percent, and
the denominator of which is that percentage which equals
the sum of the normal tax rate and the surtax rate for the taxable
year specified in section 11.
For purposes of the deduection provided in this section, the amount
of dividends paid shall not include any amount distributed in the
current taxable year with respect to dividends unpaid and accumulated
in any taxable year ending before October 1, 1942. Amounts dis-
tributed in the current taxable year with respect to dividends unpaid
and accumulated for a prior taxable year shall for purposes of this
subsection be deemed to be distributed with respect to the earliest
year or years for which there are dividends unpaid and accumulated.
(b) DerFintrioNs.—For purposes of this section and section 244—
(1) Pusric uriurry.—The term “public utility’” means a corpo-
ration engaged in the furnishing of telephone service or in the sale
of electric:F energy, gas, or water, if the rates for such furnishing
or sale, as the case ma i)e, have been established or approved by a
State or political subdivision thereof or by an agency or instrumen-
tality of the United States or by a public utility or public service
commission or other similar body of the District of Columbia or
of any State or political subdivision thereof.
(2) Prererrep stock.—The term “preferred stock” means stock
issued before October 1, 1942, which during the whole of the taxable
ear (or the part of the taxable year after its issue) was stock the
ividends in respect of which were cumulative, limited to the same
amount, and payable in preference to the payment of dividends on
other stock. Stock issued on or after October 1, 1942, shall be
deemed for purposes of this paragraph to have been issued before
October 1, 1942, if it was issued (including issuance either by
the same or another corporation in a transaction which is a reor-
ganization (as defined in section 368 (a)), a transaction to which
section 371 (relating to insolvency reorganizations) applies, or a
transaction subject to part VI of subchapter O (relating to exchanges
in SEC obedience orders), or the respectively corresponding provi-
sions of the Internal Revenue Code of 1939) to refund or replace
bonds or debentures issued before October 1, 1942, or to refund or
replace other preferred stock (including stock which is preferred
stock by reason of this sentence), but only to the extent that the par
or stated value of the new stock does not exceed the par, stated, or
face value of the bonds or debentures issued before October 1, 1942,
or the other preferred stock, which such new stock is issued to refund
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or replace. The determination of whether stock was issued to
refund or replace bonds or debentures issued before October 1, 1942,
or to refund or replace other preferred stock, shall be made under
regulations prescribed by the Secretary or his delegate.

SEC. 248. ORGANIZATIONAL EXPENDITURES.

(a) Errcrion To AmorrizE.—The organizational expenditures of a
corporation may, at the election of the corporation (made in accord-
ance with regulations prescribed by the Secretary or his delegate), be
treated as deferred expenses. In computing taxable ineome, such
deferred expenses shall be allowed as a deduction ratably over such
period of not less than 60 months as may be selected by the corpora-
tion (beginning with the month in which the corporation begins
business).

(b) OrcanizaTIONAL ExpENDITURES DEFINED.—The term “organi-
zational expenditures” means any expenditure which—

(1) is incident to the creation of the corporation;

(2) is chargeable to capital account; and

(3) is of a character which, if expended incident to the creation of
ﬁfcorporation having a limited life, would be amortizable over such

e.

(¢) Trvme ror AND Score oF ErrcrioN.—The election provided by
subsection (a) may be made for any taxable year beginning after
December 31, 1953, but only if made not later than the time prescribed
by law for filing the return for such taxable E‘Ire:amr (including extensions
thereof). The period so elected shall be adhered to in computing the
taxable income of the corporation for the taxable year for which the
election is made and all subsequent taxable years. The election shall
apply only with respect to expenditures paid or incurred on or after
the date of enactment of this title.

PART IX—ITEMS NOT DEDUCTIBLE

See. 261. General rule for disallowance of deductions.

See. 262. Personal, living, and family expenses.

Sec. 263. Capital expenditures.

Sec. 264, Certain amounts paid in connection with insurance con-
tracts.

See. 265. Expenses and interest relating to tax-exempt income.

Sec. 266. Carrying charges.

Sec. 267. Losses, expenses, and interest with respeet to transactions
between related taxpayers.

Sec. 268. Sale of land with unharvested crop.

See. 269. Acquisitions made to evade or avoid income tax.

Sec. 270. Limitation on deductions allowable to individuals in cer-
tain cases.

See. 271. Debts owed by political parties, ete.

See. 272, Disposal of coal.

See. 273. Holders of life or terminable interest.

SEC. 261. GENERAL RULE FOR DISALLOWANCE OF DEDUCTIONS.

In computing taxable income no deduction shall in any case be
allowed in respect of the items specified in this part.
SEC, 262, PERSONAL, LIVING, AND FAMILY EXPENSES.

Except as otherwise expressly provided in this chapter, no deduction
shall be allowed for personal, living, or family expenses.
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SEC. 263. CAPITAL EXPENDITURES.

(a) GeneEraL RuLe.—No deduction shall be allowed for—

(1) Any amount paid out for new buildings or for permanent
improvements or betterments made to increase the value of any
property or estate. This paragraph shall not apply to—

(A) expenditures for the development of mines or deposits

deductible under section 616,

(B) research and experimental expenditures deductible under
gection 174, or
(C) soil and water conservation expenditures deductible under

section 175.

(2) Any amount expended in restoring property or in making
go;((li the exhaustion thereof for which an allowance is or has been
made.

(b) ExpenprTurEs FOR ADVERTISING AND Goop Winn.—If a cor-
poration has, for the purpose of computing its excess profits tax credit
under chapter 2E or subchapter D of chapter 1 of the Internal Rev-
enue Code of 1939 claimed the benefits of the election provided in
section 733 or section 451 of such code, as the case may be, no deduction
shall be allowable under section 162 to such corporation for expendi-
tures for advertising or the promotion of good will which, under the
rules and regulations prescribed under section 733 or section 451 of
such code, as the case may be, may be regarded as capital investments.

(¢) InrangiBLeE DriLLing aAND DEvELoPMENT Costs 1N THE CAsE
orF O1n. AND Gas WeLLs.—Noetwithstanding subsection (a), regulations
shall be prescribed by the Secretary or his delegate under this subtitle
corresponding to the regulations which granted the option to deduct
as expenses intangible drilling and development costs in the case of
oil and gas wells and which were recognized and approved by the
Congress in House Concurrent Resolution 50, Seventy-ninth Congress.
SEC. 264. CERTAIN AMOUNTS PAID IN CONNECTION WITH INSUR-

ANCE CONTRACTS.

(a) Generan Rune—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 (25 shall apply in respect of annuity contracts only as
to contracts purchased after March 1, 1954.

(b) ConTrAcTs TrREATED As SiNneLE Premium Contracrs.—For
purposes of subsection (a) (2), a contract shall be treated as a single
premium contract—

(1) if substantially all the premiums on the conftract 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 insurer
for payment of a substantial number of future premiums on the
contract.
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SEC. 265. EXPENSES AND INTEREST RELATING TO TAX-EXEMPT
INCOME.

No deduction shall be allowed for—

(1) ExpeEnsEs.—Any amount otherwise allowable as a deduc-
tion which is allocable to one or more classes of income other than
interest (whether or not any amount of income of that class or
classes is received or accrued) wholly exempt from the taxes im-
posed by this subtitle, or any amount otherwise allowable under
section 212 (relating to expenses for production of income) which
is allocable to interest (whether or not any amount of such interest
is received or acerued) wholly exempt from the taxes imposed by
this subtitle.

(2) InTEREST.—Interest on indebtedness incurred or continued
to purchase or carry obligations (other than obligations of the
United States issued after September 24, 1917, and originally sub-
scribed for by the taxpayer) the interest on which is wholly exempt
from the taxes imposed %y this subtitle.

SEC. 266. CARRYING CHARGES.

No deduction shall be allowed for amounts paid or acerued for such
taxes and carrying charges as, under regulations prescribed by the
Secretary or his delegate, are chargeable to capital account with re-
spect to property, if the taxpayer elects, in accordance with such regu-
lations, to treat such taxes or charges as so chargeable.

SEC, 267. LOSSES, EXPENSES, AND INTEREST WITH RESPECT TO
TRANSACTIONS BETWEEN RELATED TAXPAYERS.

(a) Depucrions DisanLowep.—No deduction shall be allowed—

(1) Losses.—In respect of losses from sales or exchanges of
Erogerty (other than losses in cases of distributions in corporate

quidations), directly or indirectly, between persons specified

within any one of the paragraphs of subsection (b).

(2) UNPAID EXPENSES AND INTEREST.—In respect of expenses,
otherwise deductible under section 162 or 212, or of interest, other-
wise deductible under section 163,—

(A) If within the period consisting of the taxable year of the
taxpayer and 2% months after the close thereof (i) such expenses
or interest are not paid, and (ii) the amount thereof is not includ-
ible in the gross income of the person to whom the payment is
to be made; and

(B) If, by reason of the method of accounting of the person to
whom the payment is to be made, the amount thereof is not,
unless paid, includible in the gross income of such person for the
taxable year in which or with which the taxable year of the
taxpayer ends; and

(C) If, at the close of the taxable year of the taxpayer or at any
time within 2% months thereafter, both the taxpayer and the
person to whom the payment is to be made are persons specified
within any one of the paragraphs of subsection (E)

(b) Rerarronsairs.—The persons referred to in subsection (a) are:
(1; Members of a family, as defined in subsection (¢) (4);

(2) An individual and a corporation more than 50 percent in
value of the outstanding stock of which is owned, directly or in-
directly, by or for such individual;
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(3) Two corporations more than 50 percent in value of the out-
standing stock of each of which is owned, directly or indirectly, b
or for the same individual, if either one of such corporations, wit
respect to the taxable year of the corporation preceding the date of
the sale or exchange was, under the law applicable to such taxable
year, a personal holding company or a foreign personal holding
company;

4) A Ers,ntor and a fiduciary of any trust;

(5) A fiduciary of a trust and a fiduciary of another trust, if the
same person is a grantor of both trusts;

(6) A -fiduciary of a trust and a beneﬁciary of such trust;

(7) A fiduciary of a trust and a beneficiary of another trust, if
the same person 1s a grantor of both trusts;

(8) A fiduciary of a trust and a corporation more than 50 percent
in value of the outstanding stock of which is owned, directly or in-
directly, by or for the trust or by or for a person who is a grantor
of the trust; or

(9) A person and an organization to which section 501 (relating
to certain educational and charitable organizations which are ex-
empt from tax) applies and which is controlled directly or indirectly
by such person or (if such person is an individual) by members of
the family of such individual.

(¢) ConstructivE OWNERsSHIP OF STocK.—For purposes of deter-
mining, in applying subsection (b), the ownership of stock—

(1) Stock owned, directly or indirectly, by or for a corporation,
partnership, estate, or trust shall be considered as being owned pro-
portionately by or for its shareholders, partners, or beneficiaries;

(2) An individual shall be considered as owning the stock owned,
directly or indirectly, by or for his family;

(3) An individual owning (otherwise than by the application of
paragraph (2)) any stock m a corporation shall be considered as
owning the stock owned, directly or indirectly, by or for his
partner;

(4) The family of an individual shall include only his brothers
and sisters (whether by the whole or half blood), spouse, ancestors,
and lineal descendants; and

(5) Stock constructively owned by a person by reason of the
application of paragraph (1) shall, for the purpose of applying para-
graph (1), (2), or (3), be treated as actually owned by such person,

ut stock consbructiveli owned by an individual by reason of the
application of paragraph (2) or (3) shall not be treated as owned
by him for the purpose of again applying either of such paragraphs
in order to make another the constructive owner of such stock.
(d) AmounT oF GAalN WaHERE Loss PreEviousLy DisALLOWED.—

If—

(1) in the case of a sale or exchange of property to the taxpayer
a loss sustained by the transferor is not a.lf:;able to thaxt?}ajrfls-
feror as a deduction by reason of subsection (a) (1) (or by reason

of section 24 (b) of the Internal Revenue Code of 1939); and
(2) after December 31, 1953, the taxpayer sells or otherwise dis-
Eoses of such property (or of other property the basis of which in
is hands is determined directly or indirectly by reference to such

property) at a gain,
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then such gain shall be recognized only to the extent that it exceeds
so much OF such loss as is properly allocable to the property sold or
otherwise disposed of by the taxpayer. This subsection applies with
respect to taxable years ending after December 31, 1953. E‘his sub-
section shall not apply if the %oss sustained by the transferor is not
allowable to the transferor as a deduction by reason of section 1091
(relating to wash sales) or by reason of section 118 of the Internal
Revenue Code of 1939.

SEC. 268. SALE OF LAND WITH UNHARVESTED CROP,

Where an unharvested crop sold by the taxpayer is considered
under the provisions of section 1231 as “property used in the trade or
business”, in computing taxable income no deduction (whether or not
for the taxable year of the sale and whether for expenses, depreciation,
or otherwise) attributable to the production of such crop shall be
allowed.

SEC. 269. ACQUISITIONS MADE TO EVADE OR AVOID INCOME TAX.

(a) In GENERAL—If—

(1) any person or persons acquire, or acquired on or after October
8, 1940, directly or indirectly, control of a corporation, or

(2) any corporation acquires, or acquired on or after October 8,
1940, directly or indirectly, property of another corporation, not
controlled, directly or indirectly, immediately before such acquisi-
tion, by such acquiring corporation or its stockholders, the basis
of which property, in the hands of the acquiring corporation, is
determine(f by ref)érenca to the basis in the hands of the transferor
corporation,

and the principal purpose for which such acquisition was made is
evasion or avoidance of Federal income tax by securing the benefit
of a deduction, credit, or other allowance which such person or cor-
poration would not otherwise enjoy, then such deduction, credit, or
other allowance shall not be allowed. For purposes of paragraphs (1)
and (2), control means the ownership of stock possessing at least
50 percent of the total combined voting power of all classes of stock
entitled to vote or at least 50 percent of the total value of shares of
all classes of stock of the corporation.

(b) Power or SecrETARY OR His DeLecaTe To Arrow Depuc-
TION, ETC., IN PART.—In any case to which subsection (a) applies the
Secretary or his delegate is authorized—

(1) to allow as a deduction, credit, or allowance any part of an;
amount disallowed by such subsection, if he determines that suc
allowance will not result in the evasion or avoidance of Federal
income tax for which the acquisition was made; or

(2) to distribute, apportion, or allocate gross income, and dis-
tribute, apportion, or allocate the deductions, credits, or allowances
the benefit of which was sought to be secured, between or among the
corporations, or properties, or parts thereof, involved, and to allow
such deduections, credits, or allowances so distributed, apportioned,
or alloeated, but to give effect to such allowance only to such extent
as he determines will not result in the evasion. or avoidance of
Federal income tax for which the acquisition was made; or

(3) to exercise his powers in part under paragraph (1) and in
part under paragraph (2).
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(¢) PresumprioNn 1N Case oF DiISPROPORTIONATE PURCHASE
Price.—The fact that the consideration paid upon an aecquisition by
any person or corporation described in subsection (a) is substantially
disproportionate to the aggregate—

(1) of the adjusted %&BIB of the property of the corporation (to
the extent attributable to the interest acquired specilg?d in para-
graph (1) of subsection (a)), or of the property acquired specified
in paragraph (2) of subsection (a); and

(2) of the tax benefits (to the extent not reflected in the adjusted
basis of the property) not available to such person or corporation
otherwise than as a result of such acquisition,

shall be prima facie evidence of the principal purpose of evasion or

avoidance of Federal income tax. This subsection shall apply only

with respect to aequisitions after March 1, 1954.

SEC, 270, LIMITATION ON DEDUCTIONS ALLOWABLE TO INDIVIDUALS
IN CERTAIN CASES.

(a) RecompuraTion orF TaxaBrLE INcome.—If the deductions
allowed by this chapter or the corresponding provisions of prior reve-
nue laws (other than specially treated deductions, as defined in sub-
section (b)) allowable to an individual (except for the provisions of this
section or the corresponding provisions of prior revenue laws) and
attributable to a trade or business carried on by him for 5 consecutive
taxable years have, in each of such years (including at least one year
to whic.lf this subtitle applies), exceeded by more than $50,000 the

oss income derived from such trade or business, the taxable income
%{]':omputed under section 63 or the corresponding provisions of prior
revenue laws) of such individual for each of such years shall be recom-
puted. For the purpose of such recomputation in the case of any
such taxable year, such deductions shall be allowed only to the extent
of $50,000 plus the gross income attributable to such trade or business,
except that the net operating loss deduetion, to the extent attributable
to such trade or business, shall not be allowed.

(b) Seeciarny TreaTEp Depucrions.—For the purpose of sub-
section (a) the specially treated deductions shall be taxes, interest,
casualty and abandonment losses connected with a trade or business
deduectible under section 165 (¢) (1), losses and expenses of the trade
or business of farming which are directly attributable to drought,
the net operating loss deduction allowed by section 172, and expendi-
tures as to which taxpayers are given the option, under law or regu-
lations, either (1) to deduct as expenses when incurred or (2) to defer
or capitalize.

(¢) ReEperErMINATION OF T'AX.—On the basis of the taxable income
computed under the provisions of subsection (a) for each of the 5
consecutive taxable years specified in such subsection, the tax imposed
by this subtitle or the corresponding provisions of prior revenue laws
shall be redetermined for each such taxable year, If for any such
taxable year assessment of a deficiency is prevented (except for the
provisions of section 1311 and following) by the operation of any law
or rule of law (other than section 7122, relating to compromises), an
increase in the tax previously determined for such taxable year shaﬁ
be considered a deficiency for purposes of this section. For purposes
of this section, the term “tax previously determined” shall Eave the
meaning assigned to such term by section 1314 (a) (1). o
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(d) ExteEnsioN oF StATuTE OF Limrtarions.—Notwithstanding
any law or rule of law (other than section 7122, relating to compro-
mises), any amount determined as a deficiency under subsection (e),
or which would be so determined if assessment were prevented in the
manner described in subsection (¢), with respect to any taxable year
may be assessed as if on the date of the expiration of the time prescribed
by law for the assessment of a deficiency for the fifth taxable year of
the 5 consecutive taxable years specified in subsection (a), 1 year
remained before the expiration of the period of limitation upon assess-
ment for any such taxable year.

SEC. 271. DEBTS OWED BY POLITICAL PARTIES, ETC.

(a) GenerAL Rure.—In the case of a taxpayer (other than a bank
as defined in section 581) no deduction shall be allowed under section
166 (relating to bad debts) or under section 165 (g) (relating to
worthlessness of securities) by reason of the worthlessness of any debt
owed by a political party.

(b) DErFINITIONS.—

(1) Porrrican pArRTY.—For purposes of subsection (a), the term
“political party’’ means—

(A) a political party;

(B) anational, State, or local committee of a political party; or

(C) a committee, association, or organization which accepts
contributions or makes expenditures for the purpose of influencing
or attempting to influence the election of presidential or vice-
presidential electors or of any individual whose name is presented
for election to any Federal, State, or local elective public office,
whether or not such individual is elected.

(2) ContriBuTions.—For purposes of paragraph (1) (C), the
term ‘“‘contributions” includes a gift, subscription, loan, advance, or
deposit, of money, or anything of value, and includes a contract,
Fromise, or agreement to make a contribution, whether or not
egally enforceable.

(3) Expenbprrures.—For purposes of paragraph (1) (C), the
term “expenditures”’ includes a payment, distribution, loan, ad-
vance, deposit, or gift, of money, or anything of value, and includes
a contract, promise, or agreement to make an expenditure, whether
or not legally enforceable.

SEC. 272, DISPOSAL OF COAL.

Where the disposal of coal is covered by section 631, no deduction
shall be a]lowec{) for expenditures attributable to the making and
administering of the contract under which such disposition occurs and
to the preservation of the economic interest retained under such
contract, except that if in any taxable year such expenditures plus
the adjusted depletion basis of the coal disposed of in such taxable year
exceed the amount realized under such contract, such excess, to the
extent not availed of as a reduction of gain under section 1231, shall
be a loss deductible under section 165 (a). This section shall not
apply to any taxable year during which there is no income under the
conftract.
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SEC. 273. HOLDERS OF LIFE OR TERMINABLE INTEREST.

Amounts paid under the laws of a State, a Territory, the District
of Columbia, a possession of the United States, or a foreign country
as income to the holder of a life or terminable interest acquired by
gi.ft, bequest, or inheritance shall not be reduced or diminished by any

eduction for shrinkage (by whatever name called) in the Vﬂl{le of
such interest due to the lapse of time.
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Subchapter C—Corporate Distributions and Adjustments

Part 1. Distributions by corporations.

Part II. Corporate liquidations.

Part I11. Corporate organizations and reorganizations.
Part TV. Insolvency reorganizations.

Part V. Carryovers.

Part VI. Effective date of subchapter C.

PART I-DISTRIBUTIONS BY CORPORATIONS

Subpart A. Effects on recipients.
Subpart B. Effects on corporation.
Subpart C. Definitions; construetive ownership of stock.

Subpart A—Effects on Recipients

See. 301. Distributions of property.

Sec. 302. Distributions in redemption of stock.

See. 303. Distributions in redemption of stock to pay death taxes.
Sec. 304. Redemption through use of related corporations.

Sec. 305. Distributions of stock and stock rights.

Sec. 306. Dispositions of certain stock.

Sec. 307. Basis of stock and stock rights acquired in distributions.

SEC. 301. DISTRIBUTIONS OF PROPERTY.

(a) In GeEnErAL.—Except as otherwise provided in this chapter, a
distribution of property (as defined in section 317 (a)) made by a
corporation to a shareholder with respect to its stock shall be treated
in the manner provided in subsection (c).

(b) Amount DISTRIBUTED.—

(1) GeneraL ruLeE—For purposes of this section, the amount
of any distribution shall be—

(A) Noxcorporare pisTrIBUTEES.—If the shareholder is not
a corporation, the amount of money received, plus the fair market
value of the other property received.

(B) Corrorate pisTriBUTEEsS.—If the sharcholder is a corpo-
ration, the amount of money received, plus whichever of the
following is the lesser:

(i) the fair market value of the other property received; or
(i1) the adjusted basis (in the hands of the distributing cor-
poration immediately before the distribution) of the other
property received, increased in the amount of gain to the dis-

tributing corporation which is recognized under subsection (b)

or (c) of section 311.

(2) Repverion ror nLiaBiLiTies.— The amount of any distribu-
tion determined under paragraph (1) shall be reduced (but not
below zero) by—

(A) the amount of any liability of the corporation assumed by
the shareholder in connection with the distribution, and

(B) the amount of any liability to which the property received
by the shareholder is subject immediately before, and immediately
after, the distribution.

§ 301



CH. 1—NORMAL TAXES AND SURTAXES 85

(3) DETERMINATION OF FAIR MARKET VALUE.—For purposes of
this section, fair market value shall be determined as of the date of
the distribution.

(¢) Amount TaxasrLe—In the case of a distribution to which sub-
section (a) applies—

(1) AmouNnT coNsTITUTING DIVIDEND.—That portion of the dis-
tribution which is a dividend (as defined in section 316) shall be
included in gross income.

(2) AMOUNT APPLIED AGAINST BAsIs.—That portion of the dis-
tribution which is not a dividend shall be applied against and reduce
the adjusted basis of the stock.

(3) AMOUNT IN EXCESS OF BASIS.—

(A) In ceEnNErRAL.—Except as provided in subparagraph (B),
that portion of the distribution which is not a dividend, to the
extent that it exceeds the adjusted basis of the stock, shall be
treated as gain from the sale or exchange of property.

(B) DisTRIBUTIONS OUT OF INCREASE IN VALUE ACCRUED BE-
FORE MARCH 1, 1913 —That portion of the distribution which is
not a dlwdend to the extent that it exceeds the adjusted basis of
the stock and to the extent that it is out of increase in value ac-
crued before March 1, 1913, shall be exempt from tax.

(d) Basis.—The basis of property received in a distribution to
which subsection (a) applies shall be—

(1) NoncorroraTE DIsTRIBUTEERS.—If the shareholder is not a
corporation, the fair market value of such property.

(2) CorroraTeE pisTRIBUTEES.—If the shareholder is a corpora-
tion, whichever of the following is the lesser:

(A) the fair market value of such property; or

(B) the adjusted basis (in the hands of the distributing cor-
poration immediately before the distribution) of such property,
increased in the amount of gain to the distributing corporation
which is recognized under subsection (b) or (e) of section 311.

(e) Exceprion ror Cwerrain DistrriBurions BY PBRSONAL
Survice CorroraTioNs.—Any distribution made by a corporation,
which was classified as a personal service corporation under the pro-
visions of the Revenue Act of 1918 or the Revenue Act of 1921, out
of its earnings or profits which were taxable in accordance with the
provisions of section 218 of the Revenue Act of 1918 (40 Stat. 1070),
or section 218 of the Revenue Act of 1921 (42 Stat. 245), shall be
exempt from tax to the distributees.

(f) Seecian Rures.—

(l; For distributions in redemption of stock, see section 302.
(2) For distributions in partial or complete liquidation, see part II
(sec. 331 and following).

(3) For distributions in corporate organizations and reorganizations,

Beeﬁlart III (sec. 351 and following).

For partial exclusion from gross income of dividends received
by individuals, see section 116.

SEC. 302. DISTRIBUTIONS IN REDEMPTION OF STOCK,

(a) GeneraL Rune—If a corporation redeems its stock (within
the meaning of section 317 (b)), and if paragraph (1), (2), (3), or (4)
of subsection (b) applies, such redemption shaﬁ be treated as a dis-
tribution in part or full payment in exchange for the stock.
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(b) RepemprioNns TrREATED A8 ExcHANGES.—

(1) REDEMPTIONS NOT EQUIVALENT TO DIVIDENDS.—Subsection
(a) shall apply if the redemption is not essentially equivalent to a
dividend.

(2) SUBSTANTIALLY DISPROPORTIONATE REDEMPTION OF STOCK.—

(A) In cENERAL.—Subsection (a) shall apply if the distribution
is substantially disproportionate with respect to the shareholder.

(B) Limrrarron.—This paragraph shall not apply unless imme-
diately after the redemption the shareholder owns less than 50
percent of the total combined voting power of all classes of
stock entitled to vote,

(C) DeriniTions.—For purposes of this paragraph, the dis-
tribution is substantially disproportionate if—

(i) the ratio which the voting stock of the corporation owned
by the shareholder immediately after the redemption bears
to all of the voting stock of the corporation at such time,

is less than 80 percent of—

(ii) the ratio which the voting stock of the corporation owned
by the shareholder immediately before the redemption bears
to all of the voting stock of the corporation at such time.

For purposes of this paragraph, no distribution shall be treated
as substantially disproportionate unless the shareholder’s owner-
ship of the common stock of the corporation (whether voting or
nonvoting) after and before redemption also meets the 80 percent
requirement of the preceding sentence. For purposes of the
preceding sentence, if there is more than one class of common
stock, the determinations shall be made by reference to fair
market value.

(D) Series oF REDEMPTIONS.—This paragraph shall not apply
to any redemption made pursuant to a plan the purpose or effect
of which is a series of redemptions resulting in a distribution
which (in the regate) is not substantially disproportionate
with respect to the shareholder.

(3) TERMINATION OF SHAREHOLDER'S INTEREST.—Subsection (a)
shall apply if the redemption is in complete redemption of all of the
stock ofp tﬁe corporation owned by the shareholder.

(4) STock ISSUED BY RAILROAD CORPORATIONS IN CERTAIN
REORGANIZATIONS.—Subsection (a) shall apply if the redemption
is of stock issued by a railroad corporation (as defined in section
77 (m) of the Bankruptcy Act, as amended) pursuant to a plan of
reorganization under section 77 of the Bankruptey Act.

(5) APPLICATION OF PARAGRAPHS.—In determining whether a
redemption meets the requirements of paragraph (1), the fact that
such redemption fails to meet the requirements of paragraph (2),
(3), or (4) shall not be taken into account. If a redemption meets
the requirements of paragraph (3) and also the requirements of
paragraph (1), (2), or (4), then so much of subsection (c) (2) as
would (Eut for this sentence) apply in respect of the acquisition of
an interest in the corporation within the 10-year period beginning
on the date of the distribution shall not apply.

(¢) ConsTrRUCTIVE OWNERSHIP OF STOCK.—
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(1) In geExErAL—Except as provided in paragraph (2) of this
subsection, section 318 (a) shall apply in determining the ownership
of stock for purposes of this section.

(2) For DETERMINING TERMINATION OF INTEREST.—

(A) In the case of a distribution described in subsection (b)

(3), section 318 (a) (1) shall not apply if—

(1) immediately after the distrigut,ion the distributee has
no interest in the corporation (including an interest as officer,
director, or employee), other than an interest as a creditor,

(ii) the distributee does not acquire any such interest (other
than stock acquired by bequest or inheritance) within 10
years from the date of such distribution, and

(iii) the distributee, at such time and in such manner as the
Secretary or his delegate by regulations prescribes, files an
agreement to notify the Secretary or his delegate of any
acquisition deseribed in clause (ii) and to retain such records
as may be necessary for the application of this paragraph.

If the distributee acquires such an interest in the corporation

(other than by bequest or inheritance) within 10 years from the

date of the distribution, then the periods of limitation provided

in sections 6501 and 6502 on the making of an assessment and
the collection by levy or a proceeding in court shall, with respect
to any deficiency (including interest and additions to the tax)
resulting from such acquisition, include one year immediatel
following the date on which the distributee (in aceordance wit
regulations prescribed by the Secretary or his delegate) notifies
the Secretary or his delegate of such acquisition; zmeg such assess-
ment and collection may be made notwithstanding any provision
of law or rule of law which otherwise would prevent such assess-
ment and collection,

(B) Subparagraph (A) of this paragraph shall not apply if—

(i) any portion of the stock redeemed was acquired, directly
or indirectly, within the 10-year period ending on the date of
the distribution by the distriﬂutee from a person the ownership
of whose stock would (at the time of distribution) be attribut-
able to the distributee under section 318 (a), or

(ii) any person owns (at the time of the distribution) stock
the ownership of which is attributable to the distributee under
section 318 (a) and such person acquired any stock in the cor-
poration, directly or indirectly, from the distributee within the
10-year period ending on the date of the distribution, unless
such stock so acquired from the distributee is redeemed in the
same transaction,

The preceding sentence shall not apply if the acquisition (or, in

the case of clause (ii), the disposition) by the distributee did not

have as one of its principal purposes the avoidance of Federal
mcome tax.

(d) Repemprions TreaTep aAs DISTRIBUTIONS OF PROPERTY.—
Except as otherwise provided in this subchapter, if a corporation
redeems its stock (within the meaning of section 317 (b)), and if sub-
section (a) of this section does not apply, such redemption shall be
treated as a distribution of property to which section 301 applies.
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(e) Cross REFERENCES.—

For special rules relating to redemption— )
(1) Death Taxes.—Of stock to pay death taxes, see section 303,
(2) Section 306 Stock.—Of section 306 stock, see section 306.
(3) Liquidations.—OT stock in partial or complete liguidation, see
section 331.
SEC. 303. DISTRIBUTIONS IN REDEMPTION OF STOCK TO PAY DEATH

TAXES.

(a) In GeneraL.—A distribution of li)rt::perty' to a shareholder by
a corporation in redemption of part or all of the stock of such corpora-
tion which (for Federal estate tax purposes) is included in determining
the gross estate of a decedent, to the extent that the amount of such
distribution does not exceed the sum of—

(1) the estate, inheritance, legacy, and succession taxes (including
any interest collected as a part of such taxes) imposed because of
such decedent’s death, and

(2) the amount of funeral and administration expenses allowable
as deductions to the estate under section 2053 (or under section
2106 in the case of the estate of a decedent nonresident, not a
citizen of the United States),

shall be treated as a distribution in full payment in exchange for the
stock so redeemed.
(b) LamrTaTIONS ON APPLICATION OF SUBSECTION (a).—

(1) Periop ror DISTRIBUTION.—Subsection (a) shall apply only
to amounts distributed after the death of the decedent and—

(A) within the period of limitations provided in section 6501 (a)
for the assessment of the Federal estate tax (determined without
the application of any provision other than section 6501 (a)), or
within 90 days after the expiration of such period, or

(B) if a petition for redetermination of a deficiency in such
estate tax has been filed with the Tax Court within the time
prescribed in section 6213, at any time before the expiration of
60 days after the decision of the Tax Court becomes final,

(2) RELATIONSHIP OF STOCK TO DECEDENT'S ESTATE.—

(A) In genErAL—Subsection (a) shall apply to a distribution
by a corporation only if the value (for Federal estate tax purposes)
of all of the stock of such corporation which is included in deter-

ining the value of the decedent’s gross estate is either—

(i; more than 35 percent of the value of the gross estate of
such decedent, or

(i) more than 50 percent of the taxable estate of such
decedent,

(B) SPECIAL RULE FOR STOCK OF TWO OR MORE CORPORATIONS.—
For purposes of the 35 percent and 50 percent requirements of
subparagraph (A), stock of two or more corporations, with respect
to each of which there is included in determining the value of
the decedent’s gross estate more than 75 percent in value of the
outstanding stock, shall be treated as the stock of a single cor-
poration. For the purpose of the 75 percent requirement of the
preceding sentence, stock which, at the decedent’s death, repre-
sents the surviving spouse’s interest in property held by the
decedent and the surviving spouse as community property shall
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be treated as having been included in determining the value of

the decedent’s gross estate.

(¢) Srock Wire Suestirurep Basis.—If—

(1) a shareholder owns stock of a corporation (referred to in this
gsubsection as “new stock’) the basis of which is determined by
reference to the basis of stock of a corporation (referred to in this
subsection as “old stock™),

(2) the old stock was ineluded (for Federal estate tax purposes)
in determining the gross estate of a decedent, and

(3) subsection (a) would apply to a distribution of property
to such shareholder in redemption of the old stock,

then, subject to the limitation specified in subsection (b) (1), sub-
section (a) shall apply in respect of a distribution in redemption of
the new stock.

SEC. 304. REDEMPTION THROUGH USE OF RELATED CORPORATIONS.
(a) TrEATMENT OF CERTAIN STOCK PURCHASES.—

(1) AcQUISITION BY RELATED CORPORATION (OTHER THAN SUB-
8IDIARY).—For purposes of sections 302 and 303, if—
(A) one or more persons are in control of each of two corpo-
rations, and
(B) in return for property, one of the corporations acquires
stock 1ln the other corporation from the person (or persons) so in
control,
then (unless paragraph (2) applies) such property shall be treated
as a distribution in redemption of the stock of the corporation
acquiring such stock. In any such case, the stock so acquired shall
be treated as having been transferred by the person from whom
acquired, and as having been received by the corporation acquiring
it, as a contribution to the ecapital of such corporation.

(2) AcquisiTioN BY SUBSIDIARY.—HFor purposes of sections 302
and 303, if—

(A) in return for property, one corporation acquires from a
shareholder of another corporation stock in such other corpora-
tion, and

(15w) the issuing corporation controls the acquiring corporation,

then such Ero erty shall be treated as a distribution in redemption
of the stock of the issuing corporation.
(b) SpeciarL RuLEs FOR APPLICATION OF SUBSECTION (a).—

- (1) RuLE FOR DETERMINATIONS UNDER srctioN 802 (b).—In the
case of any acquisition of stock to which subsection (a) of this sec-
tion applies, determinations as to whether the acquisition is, by
reason of section 302 (b), to be treated as a distribution in part or
full payment in exchange for the stock shall be made by reference
to the stock of the issuing corporation. In applying section 318 (a)
(relating to constructive ownership of stock) with respect to section
302 (b) for purposes of this paragraph, section 318 (a) (2) (C) shall
be applied without regard to the 50 percent limitation contained

erein.
(2) AMOUNT CONSTITUTING DIVIDEND.—

(A) WaeRrE sussECcTION (a) (1) appLies.—In the case of any
acquisition of stock to which paragraph (1) (and not paragraph
(2% of subsection (a) of this section applies, the determination of

§ 304(b)(2)(A)
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the amount which is a dividend shall be made solely by reference

to the earnings and profits of the acquiring corporation.

(B) WaERrE suBsEcTION (a) (2) AppLiEs.—In the case of any
acquisition of stock to which subsection (a) (2) of this section
applies, the determination of the amount which is a dividend
shall be made as if the property were distributed by the acquiring
corporation to the issuing corporation and immediately thereafter
distributed by the issuing corporation.

(¢) ConTROL.—

(1) In eenBrAL.—For purposes of this section, control means
the ownership of stock possessing at least 50 percent of the total
combined voting power of all classes of stock entitled to vote, or at
least 50 percent of the total value of shares of all classes of stock.
If a person (or persons) is in control (within the meaning of the
preceding sentence) of a corporation which in turn owns at least 50
percent of the total combined voting power of all stock entitled to
vote of another corporation, or owns at least 50 percent of the total
value of the shares of all classes of stock of another corporation, then
such person (or persons) shall be treated as in control of such other
corporation,

(2) ConsTRUCTIVE OWNERSHIP,—Section 318 (a) (relating to the
constructive ownership of stock) shall apply for purposes of deter-
mining control under paragraph (1). For purposes of the preceding
sentence, section 318 (a) (2) (C) shall be applied without regard to
the 50 percent limitation contained therein,

SEC. 305. DISTRIBUTIONS OF STOCK AND STOCK RIGHTS.

(a) General RuLe—Except as provided in subsection (b), gross
income does not include the amount of any distribution made by a
corporation to its shareholders, with respect to the stock of such
corporation, in its stock or in rights to acquire its stock.

(b) Disrrisurions ¥ Lieu or Moxney.—Subsection (a) shall not
apply to a distribution by a corporation of its stock (or rights to
acquire its stock), and the distribution shall be treated as a distribution
of property to which section 301 applies—

(1) to the extent that the distribution is made in discharge of
preference dividends for the taxable year of the corporation in
which the distribution is made or for the preceding taxable year; or

(2) if the distribution is, at the election of any of the shareholders
(whether exercised before or after the declaration thereof), payable
either—

(A) in its stock (or in rights to acquire its stock), or

(B) in property.

(¢) Cross REFERENCES.—

For special rules—

(1) Relating to the receipt of stock and stock righis in corporate
organizations and reorganizations, see part 1II (sec. 351 and following).
(2) In the case of a distribution which results in a gift, see section

2501 and following.
(3) In the case of a distribution which has the effect of the payment

of compensation, see section 61 (a) (1).
SEC. 306. DISPOSITIONS OF CERTAIN STOCK.,
(a) Genpran Rune.—If a shareholder sells or otherwise disposes
of section 306 stock (as defined in subsection (¢))—
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(1) Dispositions oTHER THAN REDEMPTIONS.—If such disposi-
tion is not a redemption (within the meaning of section 317 (b))—
(A) The amount realized shall be treated as gain from the
sale of property which is not a capital asset. This subparagraph
shall not apply to the extent that—

(i) the amount realized, exceeds

(i1) such stock’s ratable share of the amount which would
have been a dividend at the time of distribution if (in lieu of
section 306 stock) the corporation had distributed money in
an amount equal to the fair market value of the stock at the
time of distribution.

(B) Any excess of the amount realized over the sum of—

(i) the amount treated under subparagraph (A) as gain
from the sale of property which is not a capital asset, plus

(ii) the adjusted basis of the stock,

shall be treated as gain from the sale of such stock.

(C) No loss shall be recognized.

(2) Repemerion.—If the disposition is a redemption, the amount
realized shall be treated as a distribution of property to which
section 301 applies.

(b) Exceprrons.—Subsection (a) shall not apply—

(1) TERMINATION OF SHAREHOLDER'S INTEREST.—

(A) Nor 1xv repemerioN.—If the disposition—

(i) is not a redemption;

(i1) is not, directly or indirectly, to a person the ownership
of whose stock would (under section 318 (a)) be attributable
to the shareholder; and

(iii) terminates the entire stock interest of the shareholder
in the corporation (and for purposes of this clause, section 318
(a) shall apply).

In reEpeEmpTiON.—If the disposition is & redemption and
section 302 (b) (3) applies.

(2) Liquiparrons.—If the seetion 306 stock is redeemed in a
distribution in partial or complete liquidation to which part II
(sec. 331 and following) applies.

(3) WHERE GAIN OR LOSS Is NOT REcoGNIzED.—T0 the extent
that, under any provision of this subtitle, gain or loss to the share-
holder is not recognized with respect to the disposition of the section
306 stock.

(4) TRANSACTIONS NOT IN AvOIpANCE.—If it is established to the
satisfaction of the Secretary or his delegate—

(A) that the distribution, and the disposition or redemption, or
(B) in the case of a prior or simultaneous disposition (or re-
demption) of the stock with respect to which the section 306 stock
disposed of (or redeemed) was issued, that the disposition (or
redemption) of the section 306 stock,
was not in pursuance of a plan having as one of its principal purposes
the avoidance of Federal income tax.
(e) SecTiOoN 306 STock DEFINED.—

(1) In eeNERAL—For purposes of this subchapter, the term
“section 306 stock” means stock which meets the requirements of
subparagraph (A), (B), or (C) of this paragraph.
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(A) DisTrRIBUTED T0 SELLER.—Stock (other than common stock
issued with respect to common stoek) which was distributed to the
shareholder selling or otherwise disposing of such stock if, by rea-
son of section 305 (a), any part of such distribution was not in-
cludible in the gross income of the shareholder.

(B) RECEIVED IN A CORPORATE REORGANIZATION OR SEPARA-
TioN.—Stock which is not common stock and—

(i) which was received, by the shareholder selling or other-
wise disposing of such stock, in pursuance of a plan of reorgan-
ization (within the meaning of section 368 (a)), or in a dis-
tribution or exchange to which section 355 (or so much of sec-
tion 356 as relates to section 355) applied, and

(i1) with respect to the receipt o? which gain or loss to the
shareholder was to any extent not recognized by reason of part
111, but only to the extent that either the effect of the transac-
tion was substantially the same as the receipt of a stock
dividend, or the stock was received in exchange for section
306 stock.

For purposes of this section, a receipt of stock to which the

foregoing provisions of this subparagraph apply shall be treated

as a distribution of stock.

(C) STOCK HAVING TRANSFERRED OR SUBSTITUTED BASIS.—
Except as otherwise provided in subparagraph (B), stock the
basis of which (in the hands of the shareholder selling or otherwise
disposing of such stock) is determined by reference to the basis
(in the hands of such shareholder or any other person) of section
306 stock.

(2) EXCEPTION WHERE NO EARNINGS AND PROFITS,—For purposes
of this section, the term “section 306 stock’ does not include any
stock no part of the distribution of which would have been a
dividend at the time of the distribution if money had been dis-
tributed in lieu of the stock. -

(d) Stock Rigars.—For purposes of this section—

(1) stock rights shall be treated as stock, and

(2) stock acquired through the exercise of stock rights shall be
treated as stock distributed at the time of the distribution of the
stock rights, to the extent of the fair market value of such rights at
the time of the distribution.

(e) ConvertiBLE Stock.—For purposes of subsection (¢)—

(1) if section 306 stock was issued with respect to common stock
and later such section 306 stock is exchanged for common stock in
the same corporation (whether or not such exchange is pursuant
to a conversion privilege contained in the section 306 stock), then
(except as provided in paragraph (2)) the common stock so received
shall not be treated as section 306 stock; and

(2) common stock with respect to which there is a privilege of
converting into stock other than common stock (or into property),
whether or not the conversion privilege is contained in such stock,
shall not be treated as common stock.

(f) Source or Gary.—The amount treated under subsection (a) (1)
(A) as gain from the sale of property which is not a capital asset shall,
for purposes of part I of subchapter N (sec. 861 and following, relating
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to determination of sources of income), be treated as derived from
the same source as would have been the source if money had been
received from the corporation as a dividend at the time of the dis-
tribution of such stock. If under the preceding sentence such amount
is determined to be derived from sources within the United States,
such amount shall be considered to be fixed or determinable annual or
periodical gains, profits, and income within the meaning of section
871 (a) or section 881 (a), as the case may be.

(g) Cuanee 1N TerMs AnD ConpiTioNs oF Stock.—If a substan-
tial change is made in the terms and conditions of any stock, then,
for purposes of this section—

(1) the fair market value of such stock shall be the fair market
value at the time of the distribution or at the time of such change,
whichever such value is higher;

(2) such stock’s ratable share of the amount which would have
been a dividend if money had been distributed in lieu of stock
shall be determined as of the time of distribution or as of the time
of such change; whichever such ratable share is higher; and

(3) subsection (¢) (2) shall not apply unless the stock meets the
requirements of such subsection both at the time of such distribu-
tion and at the time of such change.

(h) Stock REcEiveED 1IN DistriBurioNs AND REORGANIZATIONS TO
Waica 1939 Cope Arpriep.—If stock—

(1) was received in a distribution or reorganization to which
the Internal Revenue Code of 1939 (or the corresponding provisions
of prior law) applied,

(2) such stock would have been section 306 stock if this Code
applied to such distribution or reorganization, and

(3) such stock is disposed of or redeemed on or after June 22,
1954

then the foregoing subsections of this section shall not apply in
respect of such disposition or redemption. The extent to which such
disposition or redemption shall be treated as a dividend shall be deter-
mined as if the Internal Revenue Code of 1939 (as modified by the
provisions of this Code other than the foregoing subsections of this
section) continued to apply in respect of such disposition or redemp-
tion.

SEC. 307. BASIS OF STOCK AND STOCK RIGHTS ACQUIRED IN DIS-

TRIBUTIONS.

(2) GeneraL Rure.—If a shareholder in a corporation receives
its stock or rights to acquire its stock (referred to in this subsection
as ‘“new stock’) in a distribution to which section 305 (a) applies,
then the basis of such new stock and of the stock with respect to
which it is distributed (referred to in this section as “old stock’),
respect.ivelg, shall, in the shareholder’s hands, be determined by
allocati etween the old stock and the new stock the adjusted basis
of the old stock. Such allocation shall be made under regulations
prescribed by the Secretary or his delegate. 2

(b) ExceprioN ror CerrTaIN Stock Ricars—

(1) IN GENERAL—If—

(A) a corporation distributes rights to acquire its stock to a
ahadreholder in a distribution to which section 305 (a) applies,
an
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(B) the fair market value of such rights at the time of the
distribution is less than 15 percent of the fair market value of
the old stock at such time,
then subsection (a) shall not apply and the basis of such rights
shall be zero, unless the taxpayer elects under paragraph (2) of this
subsection to determine the basis of the old stoeck and of the stock
rights under the method of allocation provided in subsection (a).

(2) Erecrion.—The election referred to in paragraph (1) shall
be made in the return filed within the time prescribed%: law (includ-
ing extensions thereof) for the taxable year in Whicg such rights
were received. Such election shall be made in such manner as the
Secretary or his delegate may by regulations preseribe, and shall be
irrevocable when made.
(¢) Cross REFERENCE.—

For basis of stock and stock rights distributed before June 22, 1954,
see section 1052.

Subpart B—Effects on Corporation

Sec. 311. Taxability of corporation on distribution.
Sec. 312, Effect on earnings and profits,

SEC. 311. TAXABILITY OF CORPORATION ON DISTRIBUTION.

(a) GeneraL Rune—Except as provided in subsections (b) and
(c) of this section and section 453 (d), no gain or loss shall be recog-
n%zed to a corporation on the distribution, with respect to its stock,
0 —_—

(1) its stock (or rights to acquire its stock), or

(2) property.

(b) LIFO INVENTORY.—

(1) RecoanitioN oF carN.—If a corporation inventorying goods
under the method provided in section 472 (relating to last-in, first--
out inventories) distributes inventory assets (as defined in para-
graph (2) (A)), then the amount (if any) by which—

(A) the inventory amount (as defined in paragraph (2) (B))
of such assets under a method authorized by section 471 (relat-
ing to general rule for inventories), exceeds

(B) the inventory amount of such assets under the method
provided in section 472,

shall be treated as gain to the corporation recognized from the sale

of such inventory assets.

(2) DeriniTioNs.—For purposes of paragraph (1)—

(A) InveNTORY ASsETS.—The term “Inventory assets’” means
stock in trade of the corporation, or other property of a kind
which would properly be included in the inventory of the cor-
poration if on hand at the close of the taxable year.

(B) InvENTORY AMOUNT.—The ferm “inventory amount”
means, in the case of inventory assets distributed during a tax-
able year, the amount of such inventory assets determined as
if the taxable year closed at the time of such distribution.

(3) METHOD OF DETERMINING INVENTORY AMOUNT.—For pur-
poses of this subsection, the inventory amount of assets under a
method authorized by section 471 shall be determined—
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(A) if the corporation uses the retail method of valuing inven-
tories under section 472, by using such method, or

(B) if subparagraph (A) does not apply, by using cost or
market, whichever is lower.

(¢) Liapiuity ixv Excrss or Basis —If—

(1) a corporation distributes property to a shareholder with re-
spect to its stock,

(2) such property is subject to a liability, or the shareholder
assumes a liability of the corporation in connection with the dis-
tribution, and

(3) the amount of such liability exceeds the adjusted basis (in the
hands of the distributing corporation) of such property,

then gain shall be recognized to the distributing corporation in an
amount equal to such excess as if the property distributed had been
sold at the time of the distribution. In the case of a distribution of
property subject to a liability which is not assumed by the share-
holder, the amount of gain to be recognized under the preceding sen-
tence shall not exceed the excess, if any, of the fair market value of such
property over its adjusted basis.

SEC. 312. EFFECT ON EARNINGS AND PROFITS.

(a) GeneraL RuLe.—Except as otherwise provided in this section,
on the distribution of property by a corporation with respect to its
stock, the earnings and profits of the corporation (to the extent thereof)
shall be decreased by the sum of—

(1) the amount of money,

l'dZ) the principal amount of the obligations of such corporation,
an

(3) the adjusted basis of the other property,

so distributed.

(b) CErRTAIN INVENTORY ASSETS.—

(1) I~ eeNeraL.—On the distribution by a corporation, with
respect to its stock, of inventory assets (as deﬁnedp in paragraph
(2) (A)) the fair market value of which exceeds the adjusted basis
thereof, the earnings and profits of the corporation—

(A) shall be increased by the amount of such excess; and

1 (B) shall be decreased by whichever of the following is the

esser:

(i) the fair market value of the inventory assets distributed,
or
(ii%1 t.(]}f))earnings and profits (as increased under subpara-

gra L
@) DI;:FINITIONS.'—

(A) InveNnTory AssETS.—For purposes of paragraph (1), the
term “inventory assets’” means—

(i) stock in trade of the corporation, or other property of a
kind which would properly be included in the inventory of the
corporation if on hand at the close of the taxable year;

(i1) property held by the corporation primarily for sale to
customers in the ordinary course of its trade or business; and

(iii) unrealized receivables or fees, except receivables from
sales or exchanges of assets other than assets described in
this subpamgrﬂ;}%.

§312(b) (2) (A) (iid)
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(B) UNREALIZED RECEIVABLES OR FEES.—For purposes of
subparagraph (A) (iii), the term ‘‘unrealized receivables or
fees” means, to the extent not previously includible in income
under the method of accounting used by the corporation, any
rights (contractual or otherwise) to payment for—

(i) goods delivered, or to be delivered, to the extent that the
proceeds therefrom would be treated as amounts received from
the sale or exchange of property other than a capital asset, or

(i1) services rendered or to be rendered.

(¢) ApjustmMENTs FOR Liamiuities, Erc.—In making the adjust-
ments to the earnings and profits of a corporation under subsection
(a) or (b), proper adjustment shall be made for—

g (1)}J the amount of any liability to which the property distributed

is subject,

(2) the amount of any liability of the corporation assumed by a
shareholder in connection with the distribution, and

(3) any gain to the corporation recognized under subsection (b)
or (e¢) of section 311.

(d) CerTAIN DISTRIBUTIONS OF STOCK AND SECURITIES.—

(1) In eenErAL—The distribution to a distributee by or on
behalf of a corporation of its stock or securities, of stock or securities
in another corporation, or of property, in a distribution to which
this Code applies, shall not ﬁe considered a distribution of the
earnings and profits of any corporation—

(A) if no gain to such distributee from the receipt of such stock
or securities, or property, was recognized under this Code, or

(B) if the distribution was not subject to tax in the hands of
such distributee by reason of section 305 (a).

(2) Prrior pisTrIBUTIONS.—In the case of a distribution of stock
or securities, or property, to which section 115 (h) of the Internal
Revenue Code of 1939 (or the corraspondjn% provision of prior law)
applied, the effect on earnings and profits of such distribution shall
be determined under such section 115 (h), or the corresponding
provision of prior law, as the case may be.

(3) Stock or sEcurrTiEs.—For purposes of this subsection, the
term “stock or securities” includes rights to acquire stock or
securities.

(e) Specia. Rune rFor Partrian LiquinaTions AND CErTAIN
Repemprions.—In the case of amounts distributed in partial liquida-
tion (whether before, on, or after June 22, 1954) or in a redemption
to which section 302 (a) or 303 applies, the part of such distribution
which is properly chargeable to capital account shall not be treated
as a distribution of earnings and profits..

(f) Errecr on EArNINGS AND ProriTs oF GAIN OR Loss AND oF
Recerer or Tax-FrEE DISTRIBUTIONS.—

(1) EFFECT ON EARNINGS AND PROFITS OF GAIN OR Loss.—The

ain or loss realized from the sale or other disposition (after

%‘ebruary 28, 1913) of property by a corporation—

(A) for the purpose of the computation of the earnings and
profits of the corporation, shall (exeept as provided in subpara-
graph (B)) be determined by using as the adjusted basis the ad-
justed basis (under the law applicable to the year in which the
sale or other disposition was made) for determining gain, except

§ 312(b)(2) (B)
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that no regard shall be had to the value of the property as of

March 1, 1913; but

(B) for purposes of the computation of the eal'n_i_u%? and profits
of the corporation for any period beginning after February 28,
1913, shall be determined by using as the adjusted basis the ad-
justed basis (under the law applicable to the year in which the
sale or other disposition was made) for determining gain.

Gain or loss so realized shall increase or decrease the earnings and
profits to, but not beyond, the extent to which such a realized gain
or loss was recognized in computing taxable income under the law
applicable to the year in which such sale or dispesition was made.
Where, in determining the adjusted basis used in computing such
realized gain or loss, the adjustment to the basis differs from the
adjustment proper for the purpose of determining earnings and
profits, then the latter adjustment shall be used in determining the
inerease or decrease above provided. For purposes of this sub-
section, a loss with respect to which a deduction is disallowed under
section 1091 (relating to wash sales of stock or securities), or the
corresponding provigion of prior law, shall not be deemed to be
recognized.

(2) EFrFecT ON EARNINGS AND PROFITS OF RECEIPT OF TAX-FRER
pisTrIBUTIONS.— Where a corporation receives (after February 28,
1913) a distribution from a second corporation which (under the
law applicable to the year in which the distribution was made) was
not a taxable dividend to the shareholders of the second corporation,
the amount of such distribution shall not increase the earnings and
profits of the first corporation in the following cases:

(A) no such increase shall be made in respect of the part of
such distribution which (under such law) is directly applied in
reduction of the basis of the stock in respeet of which the distribu-
tion was made; and

(B) no such increase shall be made if (under such law) the dis-
tribution causes the basis of the stock in respect of which the
distribution was made to be allocated between such stock and the
Empert received (or such basis would, but for section 307 (b),

e so allocated).
(g) Earnings aAnp Prorrrs—INcrEaseE 18 Vanuve Accruep
Berore MarcH 1, 1913.—

(1) If any increase or decrease in the earnings and profits for
any period Keginning after February 28, 1913, with respect to any
matter would be different had the adjusted basis of the property
involved been determined without regard to its March 1, 1913,
value, then, except as provided in paragraph (2), an increase
(properly reflecting such difference) shall be made in that part of
the earnings and profits consisting of increase in value of property
accrued before March 1, 1913.

(2) If the application of subsection (f) to a sale or other disposi-
tion after February 28, 1913, results in a loss which is to be applied
in decrease of earnings and profits for any period beginning after
February 28, 1913, then, notwithstanding subsection (f) and in
lieu of the rule provided in paragraph (1) of this subsection, the
amount of such loss so to be applied shall be reduced by the amount,
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if any, by which the adjusted basis of the property used in deter-

mining the loss exceeds the adjusted basis computed without regard

to the value of the property on March 1, 1913, and if such amount
so applied in reduction of the decrease exceeds such loss, the excess
over such loss shall increase that part of the earnings and profits

consisting of increase in value of property accrued before March 1,

1913.

(h) Earnings AND Prorirs or Prrsonan Serviece CoRPORA-
rT10N8.—In the case of a personal service corporation subject for any
taxable year to supplement S of the Internal Revenue Code of 1939,
an amount equal to the undistributed supplement S net income of the
personal service corporation for its taxable year shall be considered as
paid in as of the close of such taxable year as paid-in surplus or as a
contribution to capital, and the accumulated earnings and profits as
of the close of such taxable year shall be correspondingly reduced, if
such amount or any portion thereof is required to be included as a
dividend in the gross income of the shareholders.

(1) ArrocaTioN 1IN CERTAIN CORPORATE SEPARATIONS.—In the
case of a distribution or exchange to which section 355 (or so much of
section 356 as relates to section 355) applies, proper allocation with
respect to the earnings and profits of the distributing corporation and
the controlled corporation (or corporations) shall be made under
regulations prescribed by the Secretary or his delegate.

(j) DistriBUTION OF PROCEEDS OF LoAN INSURED BY THE UNITED
StraTEs.—

(1) In guENErAL—If a corporation distributes property with
respect to its stock, and if, at the time of the distribution—

(A) there is outstanding a loan to such corporation which was
made, guaranteed, or insured by the United States (or by any
agency or instrumentality thereof), and

(B) the amount of such loan so outstanding exceeds the
adjusted basis of the property constituting security for such loan

then the earnings and prof?ts of the corporation shall be increase

by the amount of such excess, and (immediately after the distribu-
tion) shall be decreased by the amount of such excess. For pur-
oses of subparagraph (B) of the preceding sentence, the adjusted
asis of the property at the time of distribution shall be determined
without regard to any adjustment under section 1016 (a) (2) (relat-
ing to adjustment for depreciation, ete.). For purposes of this
paragraph, a commitment to make, guarantee, or insure a loan shall
be treated as the making, guaranteeing, or insuring of a loan.
(2) EFFECTIVE DATE.—garagmph (1) shall apply only with re-
spect to distributions made on or after June 22, 1954,

Subpart C—Definitions; Constructive Ownership of Stock

See. 316. Dividend defined.
See. 317. Other definitions.
Sec. 318. Constructive ownership of stock. e

SEC. 316. DIVIDEND DEFINED.

(a) Generan Rune.—For purposes of this subtitle, the term
“dividend” means any distribution of property made by a corporation
to its shareholders—

§312(2) (2)
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(1) out of its earnings and profits accumulated after February 28,
1913, or

(2) out of its earnings and profits of the taxable year (computed
as of the close of the taxable year without diminution by reason of
any distributions made during the taxable year), without regard to
the amount of the earnings and profits at the time the distribution
was made.

Except as otherwise provided in this subtitle, every distribution is
made out of earnings and profits to the extent thereof, and from the
most recently accumulated earnings and profits. To the extent that
any distribution is, under any provision of this subchapter, treated
as a distribution of property to which section 301 applies, such dis-
tribution shall be treated as a distribution of property for purposes
of this subsection.
(b) SercraL RuLes—

(1) CERTAIN INSURANCE COMPANY DIVIDENDS.—The definition
in subsection (a) shall not apply to the term “dividend” as used
in sections 803 (e), 821 (a) (2), 823 (2), and 832 (¢) (11) (where the
reference is to dividends of insurance companies paid to policy-
holders).

(2) DISTRIBUTIONS BY PERSONAL HOLDING COMPANIES.—In the
case of a corporation which—

(A) under the law applicable to the taxable year in which the
distribution is made, is a personal holding company (as defined
in section 542), or

(B) for the taxable year in respect of which the distribution
is made under section 563 (b) (relating to dividends paid after
the close of the taxable year), or section 547 (relating to deficiency

dividends), or the corresponding provisions of prior law, is a per-
sonal holding company under the law applicable to such taxable
year,

the term ‘dividend” also means any distribution of property

(whether or not a dividend as defined in subsection (&I))) made

by the corporation to its shareholders, to the extent of its undis-

tributed personal holding company income (determined under sec-
tion 545 without regard to distributions under this paragraph) for
such year.

SEC. 317. OTHER DEFINITIONS.

(a) PropmrTY.—For purposes of this part, the term ‘“property”
means money, securities, and any other property; except that such
term does not include stock in the corporation making the distribution
(or rights to acquire such stock).

(b) RepeEMrriON OF Srock.—For purposes of this part, stock shall
be treated as redeemed by a corporation if the corporation acquires
its stock from a shareholder in exchange for property, whether or not
the stock so acquired is cancelled, retired, or held as treasury stock.

SEC. 318. CONSTRUCTIVE OWNERSHIP OF STOCK.

(a) GeneraL RunLe.—For purposes of those provisions of this sub-
chapter to which the rules contained in this section are expressly made
applicable— 3
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(1) MEMBERS OF FAMILY.—

(A) I~ gENERAL.—AN individual shall be considered as owning
the stock owned, directly or indirectly, by or for—

(i) his spouse (other than a spouse who is legally separated
from the individual under a decree of divorce or separate main-
tenance), and

(i) his children, grandchildren, and parents.

(B) Errrct oF apoprion.—Hor purposes of subparagraph (A)
(ii), a legally adopted child of an individual shall be treated as a
child of such individual by blood.

(2) PARTNERSHIPS, HSTATES, TRUSTS, AND CORPORATIONS.—

(A) PARTNERSHIPS AND ESTATES.—Stock owned, directly or
indirectly, by or for a partnership or estate shall be considered as
being owned proportionately by its partners or beneficiaries.
Stock owned, directly or indirectly, by or for a partner or a
beneficiary of an estate shall be considered as being owned by
the partnership or estate.

(B) Trusrs.—Stock owned, directly or indirectly, by or for a
trust shall be considered as being owned by its beneficiaries in
proportion to the actuarial interest of such beneficiaries in such
trust. Stock owned, directly or indirectly, by or for a beneficiary
of a trust shall be considered as being owned by the trust, unless
such beneficiary’s interest in the trust is a remote contingent
interest. For purposes of the preceding sentence, a contingent
interest of a beneficiary in a trust shall be considered remote if,
under the maximum exercise of discretion by the trustee in favor
of such beneficiary, the value of such interest, computed actuari-
ally, is 5 percent or less of the value of the trust property. Stock
owned, directly or indirectly, by or for any portion of a trust of
which a person is considered the owner under subpart E of part I
of subchapter J (relating to grantors and others treated as sub-
stantial owners) shall be considered as being owned by such
person; and such trust shall be treated as owning the stock
owned, directly or indirectly, by or for that person. This sub-
paragraph shaﬁ not apply with respect to any employees’ trust
described in section 401 (a) which is exempt from tax under
section 501 (a).

(C) CorroraTions.—If 50 percent or more in value of the
stock in a corporation is owned, directly or indirectly, by or
for any person, then—

(i) such person shall be considered as owning the stock
owned, directly or indirectly, by or for that corporation, in
that proportion which the wvalue of the stock which such
person so owns bears to the value of all the stock in such
corporation; and

(1i) such corporation shall be considered as owning the stock
owned, directly or indirectly, by or for that person.

(3) Oprions.—If any person has an option to acquire stock,

such stock shall be considered as owned by such person. For
purposes of this paragraph, an option to acquire such an option,
and each one of a series of such options, shall be considered as an
option to acquire such stock.

§ 318(a) (1)
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(4) CONSTRUCTIVE OWNERSHIP AS ACTUAL OWNERBHIP.—

(A) In generaL.—Except as provided in subparagraph (B),
stock constructively ownecF by a person by reason of the appli-
cation of paragraph (1), (2), or (3) shall, for purposes of apply-
ing paragraph (1), (2), or (3), be treated as actually ownedpby
such person.

(B) Mumsrrs oF FAMILY.—Stock constructively owned b
an individual by reason of the application of paragraph (1) shalvi
not be treated as owned by him for purposes of again applying
paragraph (1) in order to make anotEer the constructive owner
of such stock.

(C) OpTION RULE IN LIBU OF FAMILY RULE.—For purposes of
this par:%raph, if stock may be considered as owned by an
individual under paragraph (1) or (3), it shall be considered as
owned by him under paragraph (3).

(b) Cross REFERENCES.—
For provisions to which the rules contained in subsection (a) apply,
see—
(1) section 302 (relaling to redemption of stock);
(2) section 304 (relating to redemption by related corForatiPns);
o Jéil)‘) flectiun 306 (b) (1) (A) (relating to disposition of section 306
(4) :!ection 334 (b) (3) (C) (relating to basis of property received
in eertain liquidations of subsidiaries) ; and

(5) section 382 (a) (3) (relating to special limitations on net operat-
ing loss carryovers).

PART II--CORPORATE LIQUIDATIONS

Subpart A. Effects on recipients.

Subpart B. Effects on corporation.

Subpart C. Collapsible ecorporations; foreign personal holding
companies.

Subpart D. Definition.

Subpart A—Effects on Recipients

Sec. 331. Gain or loss to shareholder in corporate liquidations.
Sec. 332. Complete liquidations of subsidiaries.

Sec. 333. Election as to recognition of gain in eerfain liquidations,
Sec. 334. Basis of property received in liquidations.

SEC. 331. GAIN OR LOSS TO SHAREHOLDERS IN CORPORATE LIQUI-
DATIONS.
(a) GenErRAL RULB.—

(1) CompLETE L1QUIDATIONS.—Amounts distributed in complete
liquidation of a corporation shall be treated as in full payment in
exchange for the stock.

(2) PartiaL riquipATions,—Amounts distributed in partial
liquidation of a corporation (as defined in section 346) shall be
treated as in part or full payment in exchange for the stock.

(b) NownarprrLicaTION OF SperioNn 301.—Section 301 (relating to
effects on shareholder of distributions of property) shall not apply to
any distribution of property in partial or complete liquidation.
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(¢) Cross REFERENCES.—

(1) For general rule for determination of the amount of gain or loss
to the distributee, see section 1001.

(2) For general rule for determination of the amount of gain or loss
recognized, see section 1002.

SEC. 332. COMPLETE LIQUIDATIONS OF SUBSIDIARIES.

(a) GenerAn Rune.—No gain or loss shall be recognized on the
receipt, by a corporation of property distributed in complete liquida-
tion of another corporation.

(b) Liquiparions To Waica SecrioN Appries.—For purposes of
subsection (a), a distribution shall be considered to be in complete
liquidation only if—

(1) the corporation receiving such property was, on the date of
the adoption of the plan of liquidation, and has continued to be at
all times until the receipt of the property, the owner of stock (in
such other corporation) possessing at least 80 percent of the total
combined vobin% power of all classes of stock entitled to vote and
the owner of at least 80 percent of the total number of shares of all
other classes of stock (except nonvoting stock which is limited and
preferred as to dividends); and either

(2) the distribution is by such other corporation in complete
cancellation or redemption of all its stock, and the transfer of all the
Emperty occurs within the taxable year; in such case the adoption

y the shareholders of the resolution under which is authorized the
distribution of all the assets of such corporation in complete cancel-
lation or redemption of all its stock shall be considered an adoption
of a plan of liquidation, even though no time for the completion of
the transfer of the property is specified in such resolution; or

(3) such distribution is one of a series of distributions by such
other corporation in complete cancellation or redemption of all its
stock in accordance with a plan of liquidation under which the
transfer of all the property under the liquidation is to be eompleted
within 3 years from the close of the taxable year during which is
made the first of the series of distributions under the plan, except
that if such transfer is not ecompleted within such period, or if the
taxpayer does not continue qualified under paragraph (1) until the
completion of such transfer, no distribution under the plan shall
be considered a distribution in complete liquidation.

If such transfer of all the property does not occur within the taxable
{ear, the Secretary or his delegate may require of the taxpayer such

ond, or waiver of the statute of limitations on assessment and
collection, or both, as he may deem necessary to insure, if the transfer
of the property is not completed within such 3-year period, or if the
taxpayer does not continue qualified under paragraph (1) until the
completion of such transfer, the assessment and collection of all
income taxes then imposed by law for such taxable year or subsequent
taxable years, to the extent attributable to property so received. A
distribution otherwise constituting a distribution in complete liquida-
tion within the meaning of this subsection shall not be considered
as not constituting such a distribution merely because it does not
constitute a distribution or liquidation within the meaning of the
corporate law under which the distribution is made; and for purposes
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of this subsection a transfer of property of such other corporation
to the taxpayer shall not be considered as not constituting a distribu-
tion (or one of a series of distributions) in complete cancellation or
redemption of all the stock of such other corporation, merely because
the carrying out of the plan involves (A) the transfer under the plan
to the taxpayer by such other corporation of property, not attributable
to shares owned by the taxpayer, on an exchange described in section
361, and (B) the complete cancellation or redemption under the plan,
as a result of exchanges deseribed in section 354, of the shares not
owned by the taxpayer.

(¢) SeecranL RuLE ror INDEBTEDNESS OF SUBSIDIARY TO PARENT.—

(1) a corporation is liquidated and subsection (a) applies to such

liquidation, and

(2) on the date of the adoption of the plan of liquidation, such
corporation was indebted to the corporation which meets the 80
percent stock ownership requirements speeified in subsection (b),

then no gain or loss shall ?Je recognized to the corporation so indebted

because of the transfer of property in satisfaction of such indebtedness.

SEC. 333. ELECTION AS TO RECOGNITION OF GAIN IN CERTAIN LIQUI-
DATIONS.

(a) GenerAL Rune.—In the case of property distributed in com-
plete liquidation of a domestic corporation (other than a collapsible
corporation to which section 341 (a) applies), if—

(1) the liquidation is made in pursuance of a plan of liquidation
adopted on or after June 22, 1954, and

(2) the distribution is in complete cancellation or redemption of
all the stock, and the transfer of all the property under the liquida-
tion oceurs within some one calendar mont.%,

then in the case of each qualified electing shareholder (as defined in
subsection (¢)) gain on the shares owned by him at the time of the
adoption of the plan of liquidation shall be recognized only to the
extent provided in subsections (e) and (f).

(b) Excrupep CorrorATiON.—For purposes of this section, the
term “exeluded corporation” means a corporation which at any time
between Janu 1, 1954, and the date of the adoption of the plan of
liquidation, both dates inclusive, was the owner of stock possessing
50 pereent or more of the total combined voting power of all classes
of stock entitled to vote on the adoption of such plan.

(¢) Quaririep EiucTiNG SHAREHOLDERS.—For purposes of this
section, the term “qualified electing shareholder’” means a shareholder
(other than an excluded corporation) of any class of stock (whether or
not entitled to vote on the adoption of the plan of liquidation) who is a
shareholder at the time of the adoption of such plan, and whose
written election to have the benefits of subsection (a) has been made
and filed in accordance with subsection (d), but—

(1) in the case of a shareholder other than a corporation, only if
written elections have been so filed by shareholders (other than
corporations) who at the time of the adoption of the plan of liquida-
tion are owners of stock possessing at least 80 percent of the total
combined voting power (exclusive of voting power possessed by
stock owned by corporations) of all classes of stock entitled to vote
on the adoption of such plan of liquidation; or CoRsas
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(2) in the case of a shareholder which is a corporation, only if
written elections have been so filed by eorporate shareholders (other
than an excluded corporation) which at the time of the adoption
of such plan of liquidation are owners of stock possessing at least
80 percent of the total combined voting power (exclusive of votin
power possessed by stock owned by an excluded corporation a,ng
by shareholders who are not corporations) of all classes of stock
entitled to vote on the adoption of such plan of liquidation.

(d) Making anp I'ming or Enmcrions.—The written elections
referred to in subsection (¢) must be made and filed in such manner
as to be not in contravention of regulations prescribed by the Secretary
or his delegate. The filing must be within 30 days after the date of
the adoption of the plan of liquidation.

(e) No~ncorroraTE SHAREHOLDERS.—In the case of a qualified
electing shareholder other than a corporation—

(1) there shall be recognized, and treated as a dividend, so much
of the gain as is not in excess of his ratable share of the earnings
and profits of the corporation acecumulated after February 28, 1913,
such earnings and profits to be determined as of the close of the
month in which the transfer in liquidation occurred under sub-
section (a) (2), but without diminution by reason of distributions
made during such month; but by including in the computation
thereof all amounts accrued up to the date on which the transfer
of all the property under the liquidation is completed; and

(2) there shall be recognized, and treated as short-term or long-
term capital gain, as the case may be, so much of the remainder of
the gain as is not in excess of the amount by which the value of that
portion of the assets received by him which consists of money,
or of stock or securities acquired by the corporation after December
31, 1953, exceeds his mt,a.b(ie share of such earnings and profits.

() CorroraTE SHAREHOLDERS.—In the case of a qualified electing
shareholder which is a corporation, the gain shall be recognized only
to the extent of the greater of the two following—

(1) the portion of the assets received bi it which consists of
money, or of stock or securities acquired by the liquidating corpora~
tion after December 31, 1953; or

(2) its ratable share of the earnings and profits of the liquidating
corporation accumulated after February 28, 1913, such earnings
anl('lpproﬁts to be determined as of the close of the month in which
the transfer in liquidation occurred under subsection (a) (2), but
without diminution by reason of distributions made during such
month; but by including in the computation thereof all amounts
accrued up to the date on which the transfer of all the property
under the liquidation is completed.

SEC. 334. BASIS OF PROPERTY RECEIVED IN LIQUIDATIONS.

(a) GeneEraL Rune.—If property is received in a distribution in
partial or complete liquidation (other than a distribution to which
section 333 appliies), and if gain or loss is recognized on receipt of such
property, then the basis of the property in the hands of the distributee
sh:{e)ll be the fair market value of such property at the time of the dis-
tribution.
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(b) LiQuipATION OF SUBSIDIARY.—

(1) In geNerAn.—If property is received by a corporation in a
distribution in complete liquidation of another corporation (within
the meaning of section 332 (b)), then, except as provided in para-
graph (2), the basis of the property in the hands of the distributee
sha,ﬁ be the same as it would be in the hands of the transferor.
If property is received by a corporation in a transfer to which section
332 (c) applies, and if paragraph (2) of this subsection does not
apply, then the basis of the property in the hands of the transferee
shall be the same as it would be in the hands of the transferor.

(2) Exceprion.—If property is received by a corporation in a
distribution in complete liquidation of another corporation (within
the meaning of section 332 (b)), and if—

(A) the distribution is pursuant to a plan of liquidation
adopted—

(i) on or after June 22, 1954, and

(i1) not more than 2 years after the date of the transaction
described in subparagraph (B) (or, in the case of a series of
transactions, the date of the last such transaction); and

(B) stock of the distributing corporation possessing at least
80 percent of the total combined voting power of all classes of
stock entitled to vote, and at least 80 percent of the total number
of shares of all other classes of stock (except nonvoting stock which
is limited and preferred as to dividends), was acquired by the
distributee by purchase (as defined in paragraph (3)) during a
period of not more than 12 months,

then the basis of the property in the hands of the distributee shall
be the adjusted basis of the stock with respect to which the distribu-
tion was made. For purposes of the preceding sentence, under
regulations preseribed by the Secretary or his delegate, proper
adg]ustmeut in the adjusted basis of any stock shall be made for any
distribution made to the distributee with respect to such stock
before the adoption of the plan of liquidation, for any money re-
ceived, for any liabilities assumed or subject to which the property
was received, and for other items. : ;

(3) PurcHAsE periNED.—For purposes of pa %-aph (2) (B), the
term ‘“‘purchase’” means any acquisition of stock, but only if —

(A) the basis of the stock in the hands of the distributee is not
determined (i) in whole or in part by reference to the adjusted
basis of such stock in the hands of the person from whom acquired,
or (i1) under section 1014 (a) (relating to property acquired from
a decedent),

(B) the stock is not acquired in an exchange to which section
351 applies, and

(C) the stock is not acquired from a person the ownership of
whose stock would, under section 318 (a), be attributed to the
person acquiring such stock.

(4) DisTriBuTEE DEFINED. —For purposes of this subsection, the
term ‘‘distributee’” means only the corporation which meets the 80
percent stock ownership requirements specified in section 332 (b).

§ 334(b)(4)
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(¢) ProrerTy RECEIVED IN Liguipation Unxper Skerion 333.—
(1) property was acquired by a sharcholder in the liquidation of
a corporation in cancellation or redemption of stock, and
(2) with respect to such acquisition—
(A) gain was realized, but
(B) as the result of an election made by the shareholder under
section 333, the extent to which gain was recognized was deter-
mined under section 333,
then the basis shall be the same as the basis of such stock cancelled or
redeemed in the liquidation, decreased in the amount of any money
received by the shareholder, and inereased in the amount of gain
recognized to him.

Subpart B—Effects on Corporation

Sec. 336. General rule.

Heec. 337. Gain or loss on sales or exchanges in connection with
certain liguidations.

Sec. 338. Effect on earnings and profits.

SEC. 336. GENERAL RULE.

Except as provided in section 453 (d) (relating to disposition of
installment obligations), no gain or loss shall be recognized to a cor-
Eoration on the distribution of property in partial or complete liqui-

ation.
SEC. 337. GAIN OR LOSS ON SALES OR EXCHANGES IN CONNECTION
WITH CERTAIN LIQUIDATIONS.
(a) GexerAL Rune.—If—
(1) a corporation adopts a plan of complete liquidation on or
after June 22, 1954, and
(2) within the 12-month period beginning on the date of the
adoption of such plan, all of the assets of the corporation are
d]is_tributed in complete liquidation, less assets retained to meet
claims,
then no gain or loss shall be recognized to such corporation from the
sale or exchange by it of property within such 12-month period.

(b) ProrERTY DEFINED.—

(1) In cenEraL.—For purposes of subsection (a), the term

“property’”’ does not include—

(A) stock in trade of the corporation, or other property of a
kind which would properly be included in the inventory of the
corporation if on hand at the close of the taxable year, and
pm&ert.y held by the corporation primarily for sale to customers
in the ordinary course of its trade or business,

(B) installment obligations acquired in respect of the sale or
exchange (without regard to whether such sale or exchange
occurred before, on, or after the date of the adoption of the plan
referred to in subsection (a)) of stock in trade or other property
described in subpar ph (A) of this paragraph, and

(C) installment obligations acquired in respect of property
(other than property described in subparagraph (A)) sold or
gxchanged before the date of the adoption of such plan of liqui-

ation.
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(2) NONRECOGNITION WITH RESPECT TO INVENTORY IN CERTAIN
cases.—Notwithstanding paragraph (1) of this subseetion, if sub-
stantially all of the property described in subparagraph (A) of
such paragraph (1) which is attributable to a trade or business of
the corporation is, in accordance with this section, sold or exchanged
to one person in one transaction, then for purposes of subsection
(a) the term “property’” includes—

(A) such property so sold or exchanged, and
(B) installment obligations acquired in respect of such sale or
exchange.
(¢) LaMiTATiONs.— :

(1) COLLAPSIBLE CORPORATIONS AND LIQUIDATIONS TO WHICH
sECTION 333 Apprirs.—This section shall not apply to any sale or
exchange—

(A) made by a collapsible corporation (as defined in section

341 (b)), or

(B) following the adoption of a plan of complete liquidation,
if section 333 applies with respeet to such liquidation.

(2) LIQUIDATIONS TO WHICH SECTION 332 APPLIES.—In the case of
a sale or exchange following the adoption of a plan of complete
li];;uidation, if section 332 applies with respect to such liquidation,
then—

(A) if the basis of the property of the liquidating corporation

in the hands of the distributee is determined under section 334

(b) (1), this section shall not apply; or

(B) if the basis of the property of the liquidating corporation

in the hands of the distributee is determined under section 334
(b) (2), this section shall apply only to that portion (if any) of
the gain which is not greater &an the excess of (i) that portion
of the adjusted basis (adjusted for any adjustment required
under the second sentence of section 334 (b) (2)) of the stock of
the liquidating corporation which is allocable, under regulations
prescribed by the Secretary or his delegate, to the property sold
or exchanged, over (ii) the adjusted basis, in the hands of the
liquidating corporation, of. the property sold or exchanged.

SEC. 338, EFFECT ON EARNINGS AND PROFITS.

For special rule relating to the effect on earnings and profits of certain
distributions in partial liquidation, see section 312 (e).

Subpart C—Collapsible Corporations; Foreign Personal Holding
Companies

Sec. 341. Collapsible corporations.
Sec. 342. Liquidation of certain foreign personal holding companies.

SEC. 341. COLLAPSIBLE CORPORATIONS.
(a) TrEATMENT OF GAIN TO SHAREHOLDERS.—(Gain from—

(1) the sale or exchange of stock of a collapsible corporation,

(2) adistribution in partial or complete liquidation of a collapsible
corporation, which distribution is treated under this part as in part
or full payment in exchange for stock, and

(3) a distribution made by a collapsible corporation which, under
section 301 (¢) (3) (A), is treated, to the extent it exceeds the basis
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of the stock, in the same manner as a gain from the sale or exchange

of property,
to the extent that it would be considered (but for the provisions of this
section) as gain from the sale or exchange of a capital asset held for
more than 6 months shall, exeept as provided in subsection (d), be
considered as gain from the sale or exchange of property which is not
a capital asset.

(b) DuriniTIONS.—

(1) CorraPsiBLE CORPORATION.—For purposes of this section, the
term “‘collapsible corfporation” means a corporation formed or
availed of principally for the manufacture, construction, or produc-
tion of property, for the purchase of property which (in the hands of
the corporation) is property described in paragraph (3), or for the
holding of stock in a corporation so formed or availed of, with a
view to—

(A) the sale or exchange of stock by its shareholders (whether
in liquidation or otherwise), or a distribution to its shareholders,
before the realization by the corporation manufacturing, con-
structing, producing, or purchasing the property of a substantial
part of the taxable income to be derived from such property, and

(B) the realization by such shareholders of gain attributable to
such property.

(2) PropucTIiON OR PURCHASE OF PROPERTY.—For purposes of
paragraph (1), a corporation shall be deemed to have manufactured,
constructed, produced, or purchased property, if—

(A) it engaged in the manufacture, construction, or production
of such property to any extent,

(B) it holds property having a basis determined, in whole or
in part, by reference to the cost of such property in the hands of
a person who manufactured, constructed, produced, or purchased
the property, or

(é]) it holds property having a basis determined, in whole or
in part, by reference to the cost of property manufactured, con-
gtructed, produced, or purchased by the corporation.

(3) Smcrion 341 AssETs.—For purposes of this section, the term
““section 341 assets’”” means property held for a period of less than
3 years which is—

(A) stock in trade of the corporation, or other property of a
kind which would properly be included in the inventory of the
corporation if on hand at the close of the taxable year;

(B) property held by the corporation primarily for sale to
customers in the ordinary course of its trade or business;

(C) unrealized receivables or fees, except receivables from sales
of property other than property described in this paragraph; or

) property described in section 1231 (b) (without regard to
any holIc)ling period therein provided), except such property which
is or has been used in connection with the manufacture, construc-

’E,L:g)n, pr(-%d)uction, or sale of property described in subparagraph
or -
In determining whether the 3-year holding period specified in this
paragragh has been satisfied, section 1223 shall apply, but no such
eriod shall be deemed to begin before the completion of the manu-
acture, construction, production, or purchase.
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(4) UnrEALIZED RECEIVABLES.—For purposes of paragraph
(3) (C), the term ‘‘unrealized receivables or fees’”” means, to the
extent not previously includible in income under the method of
accounting used by the corporation, any rights (contractual or
otherwise) to payment for—

(A) goods delivered, or to be delivered, to the extent the pro-
ceeds therefrom would be treated as amounts received from the
sale or exchange of property other than a capital asset, or

(B) services rendered or to be rendered.

(¢) PrusumprioNn IN CerrAiN CAsEs.—

(1) In eexeran.—For purposes of this section, a corporation
shall, unless shown to the contrary, be deemed to be a collapsible
corporation if (at the time of the sale or exchange, or the distribu-
tion, deseribed in subsection (a)) the fair market value of its section
341 assets (as defined in subsection (b) (3)) is—

(A) 50 percent or more of the fair market value of its total
assets, and

(B) 120 percent or more of the adjusted basis of such section
341 assets.

Absence of the conditions deseribed in subparagraphs (A) and (B)

shall not give rise to a presumption that the corporation was not a

collapsible corporation.

(2) DETERMINATION OF TOTAL AssETS.—In determining the fair
market value of the total assets of a corporation for purposes of
paragraph (1) (A), there shall not be taken into account—

(A) cash,

(B) obligations which are capital assets in the hands of the
corporation (and governmental obligations described in seetion
1221 (5)), and

(C) stoek in any other corporation.

(d) LamrraTions oN AppricaTioN oF SecrioN.—In the case of gain
realized by a sharecholder with respect to his stock in a collapsible
corporation, this section shall not apply—

(1) unless, at any time after the commencement of the manu-
facture, construection, or production of the property, or at the time
of the purchase of the property described in subsection (b) (3) or at
any time thereafter, such shareholder (A) owned (or was considered
as owning) more than 5 percent in value of the outstanding stock
of the corporation, or (B) owned stock which was considered as
owned at such time by another shareholder who then owned (or
was considered as owning) more than 5 percent in value of the
outstanding stock of the corporation;

(2) to the gain recognized during a taxable year, unless more than
70 percent of such gain is attributable to the property so manu-
factured, constructed, produced, or purchased; and

(3) to gain realized after the expiration of 3 years following the
completion of such manufacture, construction, production, or
purchase.

For purposes of paragraph (1), the ownership of stock shall be deter-
mined in accordance with the rules prescribed in paragraphs (1), (2),
(3), (5), and (6) of section 544 (a) (relating to personal holding com-
panies) ; except that, in addition to the persons prescribed by paragraph
(2) of that section, the family of an individual shall include the spouses
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of that individual’s brothers and sisters (whether by the whole or half

blood) and the spouses of that individual’s lineal descendants.

SEC. 342. LIQUIDATION OF CERTAIN FOREIGN PERSONAL HOLDING
COMPANIES.

(a) In GeneraL—If any distribution—

(1) is, within the meaning of the Internal Revenue Code of 1939,

a distribution in Ipa.rt.ial liquidation or in complete liquidation (in-

cluding any one of a series of distributions made by the corporation
in complete cancellation or redemption of all its stock) and
(2) is made by a foreign corporation which, with respect to any
taxable year beginning on or before, and ending after, August 26,
1937, was a foreign personal helding company, and with respect to
which a United States group (as defined in seetion 552 (a) (2))
existed after August 26, 1937, and before January 1, 1938,
then the distribution shall be treated as a distribution in full or part
payment in exchange for the stock, and the amount of the gain
recognized (determined under section 1002 without regard to this
part% resulting from such distribution shall be considered as a gain
from the sale or exchange of a capital asset held for not more than
6 months,

b) SpeciaL Rurk For CerraIN LiquipaTions Burore 1956.—
Subsection (a) shall not apply in the case of a series of distributions
in complete liquidation deseribed in subsection (a) if—

(1) the first distribution is made on or after June 22, 1954, and
(2) the final distribution is made before January 1, 1956;
and the amount of the gain recognized (determined under section
1002 without regard to t%]is part) resulting from such distributions
shall be considered as a gain from the sale or exchange of a capital
asset, or of property which is not a capital asset, as the case may be.

Subpart D—Definition

Sec. 346. Partial liquidation defined.
SEC. 346. PARTIAL LIQUIDATION DEFINED.

(a) In GexerarL.—For purposes of this subchapter, a distribution
shall be treated as in partial liquidation of a corporation if—

(1) the distribution is one of a series of distributions in redemp-
tion of all of the stock of the corporation pursuant to a plan; or

(2) the distribution is not essentially equivalent to a dividend, is
in redemption of a part of the stock of the corporation pursuant to

a plan, and occurs within the taxable year in which the plan is

adopted or within the succeeding taxable year, including (but not

limited to) a distribution which meets the requirements of sub-

section (b).

For purposes of section 562 (b) (relating to the dividends paid deduc-
tion) and section 6043 (relating to information returns), a partial
liquliid&tion includes a redemption of stock to which section 302
applies.

(b) TermiNaTIiON OF A Business.—A distribution shall be treated
as a distribution described in subsection (a) (2) if the requirements of
paragraphs (1) and (2) of this subsection are met.

(1) The distribution is attributable to the corporation’s ceasing
to conduct, or consists of the assets of, a trade or business which has

§ 341(d)



CH. 1—NORMAL TAXES AND SURTAXES i1t

been actively conducted throughout the 5-year period immediately

before the distribution, which trade or business was not acquired by

the corporation within such period in a transaction in which gain or
loss was recognized in whole or in part.

(2) Immediately after the distribution the liquidating corporation
is actively engaged in the conduet of a trade or business, which
trade or business was actively conducted throughout the 5-year
period ending on the date of the distribution and was not acquired
by the corporation within such period in a transaction in which gain
or loss was recognized in whole or in part.

Whether or not a distribution meets the requirements of paragraphs
(1) and (2) of this subsection shall be determined without regard to
whether or not the distribution is pro rata with respect to all of the
shareholders of the corporation.

(¢) TrearmenT oF Cerraiy ReEpemerions.—The fact that, with
respect to a shareholder, a distribution qualifies under section 302 (a)
(relating to redemptions treated as distributions in part or full pay-
ment in exchange for stock) by reason of section 302 (b) shall not be
taken into account in determining whether the distribution, with
respect to such shareholder, is also a distribution in partial liquida-
tion of the corporation.

PART III—CORPORATE ORGANIZATIONS AND
REORGANIZATIONS

Subpart A. Corporate organizations.
Subpart B. Effects on shareholders and security holders.
Subpart C. Effects on corporations.
Subpart D. Special rule; definitions.

Subpart A—Corporate Organizations
Sec. 351. Transfer to corporation controlled by transferor.

SEC. 351. TRANSFER TO CORPORATION CONTROLLED BY TRANS-
FEROR.

(a) GeneraL Rune—No gain or loss shall be recognized if property
is transferred to a corporation by one or more persons soleEp' in ex-
change for stock or securities in such corporation and immediately
after the exchange such person or persons are in control (as defined
in section 368 (c¢)) of the corporation. For purposes of this section,
stock or securities issued for services shall not be considered as issued
in return for property.

(b) RecErer oF ProperTY.—If subsection (a) would apply to an
exchange but for the fact that there is received, in addition to the
stock or securities permitted to be received under subsection (a), other
property or money, then—

(1) gain (if any) to such recipient shall be recognized, but not in
excess of—
(A) the amount of money received, plus
(B) the fair market value of such other property received; and
(2) no loss to such recipient shall be recognized.

(¢) Sprcian Rune—In J:atarmining control, for purposes of this

section, the fact that any corporate transferor distributes part or all
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of the stock which it receives in the exchange to its shareholders shall
not be taken into account.
(d) Cross REFERENCES.—
(1) For special rule where another party to the exchange assumes a
liability, or acquires property subject to a liability, see section 357.
(2) For the basis of stock, securities, or property received in an
exchange to which this section applies, see sections 358 and 362.
(3) For special rule in the case of an exchange deseribed in this
section but which resulis in a gift, see section 2501 and following.
(4) For special rule in the case of an exchange described in this
section but which has the effect of the payment of compensation by
the corporation or by a transferor, see section 61 (a) (1).

Subpart B—Effects on Shareholders and Security Holders

Spc. 354, Exchanges of stock and securities in certain reorganiza-
tions.

Sue. 355. Distribution of stock and securities of a controlled cor-
poration.

Src. 356. Receipt of additional consideration.

Spe. 357, Assumption of liability.

Suc. 358, Basis to distributees.

SEC. 354. EXCHANGES OF STOCK AND SECURITIES IN CERTAIN RE-
ORGANIZATIONS. .
(a) GexveraL Rune—

(1) In genEraL.—No gain or loss shall be recognized if stock or
securities in a corporation a party to a reorganization are, in pur-
suance of the plan of reorganization, exchanged solely for stock or
securities in such corporation or in another corporation a party
to the reorganization.

(2) Limrrarion.—Paragraph (1) shall not apply if—

(A) the principal amount of any such securities received
exceeds the principal amount of any such securities surrendered, or

(B) any such securities are received and no such securities are
surrendered.

(3) CrossS REFERENCE.—

For treatment of the exchange if any property is received which is
not permitted to be received under this subsection (including an excess

principal amount of securities received over securities surrendered),
see section 356,

(b) ExcerrioNn.—

(1) I~ eExErRAL.—Subsection (a) shall not aﬁl;:lly to an exchange
in pursuance of a plan of reorganization within the meaning of
section 368 (a) (1) (D), unless— ¢

A) the corporation to which the assets are transferred acquires
substantially all of the assets of the transferor of such assets; and

(B) the stock, securities, and other properties received by such
transferor, as well as the other properties of such transferor, are
distributed in pursuance of the plan of reorganization.

(2) Cross REFERENCE.—

For special rules for certain exchanges in pursuance of plans of reor-

ganization within the meaning of section 368 (a) (1) (D), see section 355.

(¢) CerTaiy Ramnroap Ruoreanizarions.—Notwithstanding any
other provision of this subchapter, subsection (a) (1) (and so much of
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section 356 as relates to this section) shall apply with respect to a
plan of reorganization (whether or not a reorganization within the
meaning of section 368 (a)) for a railroad approved by the Interstate
Commerce Commission under section 77 of the Ban]}':ruptcy Act, or
under section 20b of the Interstate Commerce Act, as being in the
public interest.
SEC. 355. DISTRIBUTION OF STOCK AND SECURITIES OF A CON-

TROLLED CORPORATION.

(a) Errecr oN DISTRIBUTEES.—

(1) GENERAL RULE.—If—

(A) a corporation (referred to in this section as the “distribut-

ing corporation’’)—
(1) distributes to a shareholder, with respect to its stock, or
(ii) distributes to a security holder, in exchange for its
securities,
solely stock or securities of a corporation (referred to in this
section as “‘controlled corporation’) which it controls immediately
before the distribution,

(B) the transaction was not used principally as a device for
the distribution of the earnings and profits of the distributing
corporation or the controlled corporation or both (but the mere
fact that subsequent to the distribution stock or securities in
one or more of such corporations are sold or exchanged by all or
some of the distributees (other than pursuant to an arrangement
negotiated or agreed upon prior to such distribution) shall not
be construed to mean that the transaction was used principally
as such a device),

(C) the requirements of subsection (b) (relating to active
businesses) are satisfied, and

(D) as part of the distribution, the distributing corporation
distributes—

(i) all of the stock and securities in the controlled corporation
held by it immediately before the distribution, or
(ii) an amount of stock in the controlled corporation con-
stituting control within the meaning of section 368 (c¢), and
it is established to the satisfaction of the Secretary or his
delegate that the retention by the distributin%l corporation of
stock (or stock and securities) in the controlled corporation
was not in pursuance of a plan having as one of its prinecipal
purposes the avoidance of Federal income tax,
then no gain or loss shall be recognized to (and no amount shall
be ineludible in the income of) such shareholder or security holder
on the receipt of such stock or securities.
(2) NoN PRO RATA DISTRIBUTIONS, ETc.—Paragraph (1) shall be
applied without regard to the following:

(A) whether or not the distribution is pro rata with respect to
all of the sharcholders of the distributing corporation,

(B) whether or not the shareholder surrenders stock in the
distributing corporation, and

(C) whether or not the distribution is in pursuance of a plan
of reorganization (within the meaning of section 368 (a) (1) (D)).

§ 355(a) (2)(C)



114 INTERNAL REVENUE CODE OF 1954

(3) Limrrarion.—Paragraph (1) shall not apply if—

(A) the principal amount of the securities in the controlled
corporation which are received exceeds the principal amount of
the securities which are surrendered in connection with such
distribution, or

(B) securities in the controlled corporation are received and no
securities are surrendered in connection with such distribution.

For purposes of this section (other than paragraph (1) (D) of this
subsection) and so much of section 356 as relates to this section,
stock of a controlled corporation acquired by the distributing cor-
poration by reason of any transaction which occurs within 5 years
of the distribution of such stock and in which gain or loss was
recognized in whole or in part, shall not be treated as stock of such
controlled corporation, but as other property.
(4) CrOSS REFERENCE.—

For treatment of the distribution if any property is received which
is not permitted to be received under this subsection (including an
excess principal amount of securities received over securities sur=
rendered), see section 356.

(b) RreqQuireMENTS As TO Acrive Business.—

(1) In geNErAL.—Subsection (a) shall apply only if either—

(A) the distributing corporation, and the controlled corpora-
tion (or, if stock of more than one controlled corporation is dis-
tributed, each of such eorporations), is engaged immediately after
the distribution in the active conduct of a trade or business, or

(B) immediately before the distribution, the distributing
corporation had no assets other than stock or securifies in the
controlled corporations and each of the controlled corporations
is engaged immediately after the distribution in the active con-
duct of a trade or business.

(2) DeriniTion.—For purposes of paragraph (1), a corporation
shall be treated as engaged in the active conduct of a trade or
business if and only if—

(A) it is engaged in the active conduct of a trade or business,
or substantially all of its assets consist of stock and securities of a
corporation controlled by it (immediately after the distribution)
which is so engaged,

(B) such trade or business has been actively conducted
throughout the 5-year period ending on the date of the distribu-
tion,

(C) sueh trade or business was not acquired within the period
«described in subparagraph (B) in a transaction in which gain or
loss was recognized in whole or in part, and

(D) control of a corporation which (at the time of acquisition
of control) was conducting such trade or business—

(i) was not acquired directly (or through one or more cor-
porations) by another corporation within the period described
in subparagraph (B), or

(ii) was so acquired by another corporation within such
period, but such control was so acquired only by reason of
transactions in which gain or loss was not recognized in
whole or in part, or only by reason of such transactions com-
bined with acquisitions before the beginning of such period.
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SEC. 356. RECEIPT OF ADDITIONAL CONSIDERATION.
(a) Gainy on ExcHANGES.—
(1) RecoeniTioN oF GAIN.—If—
(A) section 354 or 355 would apply to an exchange but for
the fact that
(B) the property received in the exchange consists not only
of property permitted by section 354 or 355 to be received with-
out the recognition of gain but also of other property or money,
then the gain, if any, to the recipient shall be recognized, but in
an amount not in excess of the sum of such money and the fair
market value of such other property.

(2) TREATMENT AS mwnmm.—]% an exchange is described in
paragraph (1) but has the effect of the distribution of a dividend,
then there shall be treated as a dividend to each distributee such
an amount of the gain recognized under paragraph (1) as is not in
excess of his ratable share of the undistributed earnings and profits
of the corporation accumulated after February 28, 1913. The
remainder, if any, of the gain recognized under paragraph (1) shall
be treated as gain from tﬁe exchange of property:

(b) Appirronarn ConNsipErRATION REcEivep 1IN Cerrain DisTri-
BUTIONS.—If— :

h(l) section 355 would apply to a distribution but for the fact

that
(2) the property received in the distribution consists not only
of property permitted by section 355 to be received without the
recognition of gain, but also of other property or money,
then an amount equal to the sum of suc]? money and the fair market
value of such other property shall be treated as a distribution of
property to which section 301 applies.

(¢) Loss.—If—

(1) section 354 would apply to an exchange, or section 355
would apply to an exchange or distribution, but for the fact that

(2) the property receiveg in the exchange or distribution consists
not only of property permitted by section 354 or 355 to be received
without the recognition of gain or loss, but also of other property
or money,

then no loss from the exchange or distribution shall be recognized.
(d) Securrries as- Orer ProperrTy.—For purposes of this
section—

(1) In euneran.—Exeept as provided in paragraph (2), the
term “other property’ includes securities.

(2) Exceprions.—

(A) SECURITIES WITH RESPECT TO WHICH NONRECOGNITION OF

GAIN WOULD BE PERMITTED.—The term ‘“other property” does

not include securities to the extent that, under section 354 or 355,

such securities would be permitted to be received without the

recognition of gain.
(B) GREATER PRINCIPAL AMOUNT IN SECTION 354 EXCHANGE,—
(i) in an exchange desecribed in section 354 (other than sub-
section (c) thereof), securities of a corporation a party to the
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reorganization are surrendered and securities of any corpora-
tion a party to the reorganization are received, and

(ii) the principal amount of such securities received exceeds
the principal amount of such securities surrendered,

then, with respect to such securities received, the term “other

property’’ means only the fair market value of such excess. For

purposes of this subparagraph and subparagraph (C), if no
securities are surrendered, the excess shall %e the entire principal
amount of the securities received.

(C) GREATER PRINCIPAL AMOUNT IN SECTION 855 TRANSAC-
rron.—If, in an exchange or distribution deseribed in section 355,
the principal amount of the securities in the controlled corpora-
tion which are received exceeds the principal amount of the
securities in the distributing corporation which are surrendered,
then, with respect to such securities received, the term ‘‘other

roperty’’ means only the fair market value of such excess.

(e{ Excuances ror SEcrioNn 306 Stock.—Notwithstanding any
other provision of this section, to the extent that any of the other
property (or money) is received in exchange for section 306 stock, an
amount equal to the fair market value of such other property (or the
amount of such money) shall be treated as a distribution of property
to which section 301 applies.

(f) Transacrions InvoLviNg Girr or COMPENSATION.—

For special rules for a transaction described in section 354, 355, or
this section, but which—
(1) results in a gift, see section 2501 and following, or
(2) has the effect of the payment of compensation, see section
61 (a) (1).
SEC. 357. ASSUMPTION OF LIABILITY.
( )(a_)f GenErAL Rune.—Except as provided in subsections (b) and
c), if—

(1) the taxpayer receives property which would be permitted to
be received under section 351, 361, or 371 without the recognition of
gain if it were the sole consideration, and

(2) as part of the consideration, another party to the exchange
assumes a liability of the taxpayer, or acquires from the taxpayer
property subject to a liability,

then such assumption or acquisition shall not be treated as money or
other property, and shall not prevent the exchange from being within
the provisions of section 351, 361, or 371, as the case may be.

(b) Tax Avorpance Purrose.—

(1) In ceneraL.—If, taking into consideration the nature of the
liability and the circumstances in the light of which the arrange-
ment for the assumption or acquisition was made, it appears that
the principal purpose of the taxpayer with respect to the assumption
or acquisition desecribed in subsection (a)—

(A) was a purpose to avoid Federal income tax on the exchange,
or

(B) if not such purpose, was not a bona fide business purpose,

then such assumption or acquisition (in the total amount of the

liability assumed or acquired pursuant to such exchange) shall, for
purposes of section 351, 361, or 371 (as the case may be), be con-
sidered as money received by the taxpayer on the exchange.
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(2) BurpeEN oF prooF.—In any suit or proceeding where the
burden is on the taxpayer to prove such assumption or acquisition
is not to be treated as money received by the taxpayer, such burden
shall not be considered as sustained unless the taxpayer sustains
such burden by the clear preponderance of the evidence.

(¢) Liapiuimies 1N Excrss or Basis.—
(1) In ceneEraL.—In the case of an exehange—
(A) to which section 351 applies, or
(B) to which section 361 applies by reason of a plan of reor-

ganization within the meaning of section 368 (a) (1) (D),
if the sum of the amount of the habilities assumed, plus the amount
of the liabilities to which the property is subject, exceeds the total
of the adjusted basis of the pm})erby transferred pursuant to such
exchange, then such excess shall be considered as a gain from the
sale or exchange of a capital asset or of property which is not a
capital asset, as the case may be.

(2) Excrprions.—Paragraph (1) shall not apply to any exchange
to which—

(A) subsection (b) (1) of this section applies, or
(B) section 371 applies.
SEC. 358. BASIS TO DISTRIBUTEES.
(a) GeneraL Rune.—In the case of an exchange to which section
351, 354, 355, 356, 361, or 371 (b) applies—

(1) NonrecoaNITION PROPERTY.—The basis of the property
permitted to be received under such section without the recognition
of gain or loss shall be the same as that of the property exchanged—

(A) decreased by—

(i) the fair market value of any other property (except
money) received by the taxpayer, and

(ii) the amount of any money received by the taxpayer, and
(B) increased by—

(i) the amount which was treated as a dividend, and

(i1) the amount of gain to the taxpayer which was recognized
on such exchange (not including any portion of such gain which
was treated as a dividend). )

(2) Oraer PrOPERTY.—The basis of any other property (except
money) received by the taxpayer shall be'its fair market value.
(b) ArLrocaTioNn oF Basis.—

(1) In eenerAL—Under regulations prescribed by the Secretar
or his delegate, the basis determined under subsection (a) (1) s_haﬁ
be allocated among the properties permitted to be received without
the recognition of gain or loss,

(2) SPECIAL RULE FOR SucTION 355.—In the case of an exchange
to which section 355 (or so much of section 356 as relates to section
355) applies, then in making the allocation under paragraph (1) of
this subsection, there shall be taken into account not only the
property so permitted to be received without the recognition of
gain or loss, but also the stock or securities (if any) of the distributing
corporation which are retained, and the allocation of basis shall be
made among all such properties.

(e) Secrron 355 Transacrions WaIcH ArRE Nor ExXcHANGES,—
For purposes of this section, a distribution to which section 355 (or so
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much of section 356 as relates to section 355) applies shall be treated
as an exchange, and for such purposes the stock and securities of the
distributing corporation which are retained shall be treated as
surrendered, and received back, in the exchange,

(d) Assumprion oF LiaBmrry.—Where, as part of -the considera-
tion to the taxpayer, another party to the exchange assumed a liability
of the taxpayer or acquired from the taxpayer property subject to a
liability, such assumption or acquisition (in the amount of the liability)
shall, for purposes of this section, be treated as money received by the
taxpayer on the exchange.

(e) Excmprion.—This section shall not apply to property acquired
by a corporation by the issuance of its stock or securities as considera-
tion in whole or in part for the transfer of the property to it.

Subpart C—Effects on Corporation

Seec. 361. Nonrecognition of gain or loss to eorporations.
Sec. 362. Basis to corporations.
Sec. 363. Effect on earnings and profits.

SEC. 361. NONRECOGNITION OF GAIN OR LOSS TO CORPORATIONS.

(a) GExErAaL Rune—No gain or loss shall be recognized if a
corporation a party to a reorganization exchanges property, in pur-
suance of the plan of reorganization, solely for stock or securities in
another corporation a party to the reorganization.

(b) Excuaxges Nor Sonsny in Kinp.—

(1) Gain—If subsection (a) would apply to an exchange but for
the fact that the property received in exchange consists not only
of stock or securities permitted by subsection (a) to be received
without the recognition of gain, but also of other property or
money, then—

(A) if the corporation receiving such other property or money
distributes it in pursuance of the plan of reorganization, no gain
to the corporation shall be recognized from the exchange, but

(B) if Lﬁa corporation receiving such other property or money
does not distribute it in pursuance of the plan of reorganization,
the gain, if any, to the corporation shall be recognized, but in an
amount not in execess of the sum of such money and the fair
market value of such other property so received, which is not so
distributed.

(2) Loss.—If subsection (a) would apply to an exchange but for
the fact that the property received in exchange consists not only
of property permitted by subsection (a) to be received without the
recognition of gain or loss, but also of other property or money,
then no loss from the exchange shall be recognized.

SEC. 362. BASIS TO CORPORATIONS.

(a) ProPeERTY ACQUIRED BY ISSUANCE OF STOCK OR AS Pamp-In
SurrLus.—If property was acquired on or after June 22, 1954, by a
corporation—

(1) in connection with a transaction to which section 351 (relating
to transfer of property to corporation controlled by transferor)
applies, or

(2) as paid-in surplus or as a contribution to capital,
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then the basis shall be the same as it would be in the hands of the
transferor, increased in the amount of gain recognized to the trans-
feror on such transfer.

(b) TransrErs To CorroraTIONS.—If property was acquired by a
corporation in connection with a reorganization to which this part
applies, then the basis shall be the same as it would be in the hands
of the transferor, inereased in the amount of gain recognized to the
transferor on such transfer. This subsection shall not apply if the
property acquired consists of stock or securities in a corporation a
party to the reorganization, unless acquired by the issuance of stock
or securities of the transferee as the consideration in whole or in part
for the transfer.

(¢) Seecian Ruie ror Cerrain CoNTRIBUTIONS TO CAPITAL.—

(1) ProPERTY OTHER THAN MONEY.—Notwithstanding subsec-
tion (a) (2), if property other than money—
(A) is acquired by a corporation, on or after June 22, 1954,
as a contribution to capital, and
(B) is not contributed by a shareholder as such,
then the basis of such property shall be zero.
(2) Money.—Notwithstanding subsection (a) (2), if money—
(A) is received by a corporation, on or after June 22, 1954,
as a contribution to capital, and
(B) is not contributed by a shareholder as such,

then the basis of any property acquired with such money during

the 12-month period beginning on the day the contribution is

received shall be reduced by the amount of suech contribution,

The excess (if any) of the amount of such contribution over the

amount of the reduction under the preceding sentence shall be

applied to the reduction (as of the last day of the period specified
in the preceding sentence) of the basis of any other property held
by the taxpayer. The particular properties to which the redue-
tions required by this paragraph shall be allocated shall be deter-
mined under regulations prescribed by the Secretary or his delegate.

SEC. 363. EFFECT ON EARNINGS AND PROFITS.

For rules relating to the effect on earnings and profits of transactions
to which this part applies, see sections 312 and 381.

Subpart D—Special Rule; Definitions

See. 367. Foreign corporations.
Sec. 368. Definitions relating to eorporate reorganizations.

SEC. 367. FOREIGN CORPORATIONS,

In determining the extent to which gain shall be recognized in the
case of any of the exchanges deseribed in section 332, 351, 354, 355,
356, or 361, a foreign corporation shall not be considered as a corpora-
tion unless, before such exchange, it has been established to the satis-
faction of the Secretary or his delegate that such exchange is not in
pursuance of a plan having as one of its principal purposes the avoid-
ance of Federal income taxes. For purposes of this section, any dis-
tribution described in section 355 (or so much of section 356 as relates
to section 355) shall be treated as an exchange whether or not it is an

.exchange. '
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SEC. 368. D]FI‘EBN;EIDNS RELATING TO CORPORATE REORGANIZA-

(a) REORGANIZATION.—
(1) In geNErAL—For purposes of parts I and II and this part,
the term ‘“‘reorganization’” means—

(A) a statutory merger or consolidation;

(B) the acquisition by one corporation, in exchange solely for
all or a part of its voting stock, of stock of another corporation if,
immediately after the acquisition, the acquiring corporation has
control ot such other corporation (whether or not such acquiring
corporation had control immediately before the acquisition);

(C) the acquisition by one corporation, in exchange solely for
all or a 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 acquiring corporation), of substantially all of the properties
of another corporation, but in determining whether the exchange
is solely for stock the assumption by the acquiring corporation
of a liability of the other, or the fact that property acquired is
subject to a liability, shall be disregarded;

(D) a transfer by a corporation of all or a part of its assets to
another corporation if immediately after the transfer the trans-
feror, or one or more of its shareholders (including persons who
were shareholders immediately before the transfer), or any com-
bination thereof, is in control of the corporation to which the
assets are transferred ; but only if, in pursuance of the plan, stock
or securities of the corporation to which the assets are transferred
are distributed in a transaction which qualifies under section 354,
355, or 356;

(E) a recapitalization; or

(F) a mere change in identity, form, or place of organization,
however effected.

(2) SPECIAL RULES RELATING TO PARAGRAPH (1).—

(A) REORGANIZATIONS DESCRIBED IN BOTH PARAGRAPH (1) (C)
AND PARAGRAPH (1) (p).—If a transaction is described in both
paragraph (1) (C) and paragraph (1) (D), then, for purposes of

is subchapter, such transaction shall be treated as deseribed
only in paragraph (1) (D).

(%) ADDITIONAL CONSIDERATION IN CERTAIN PARAGRAPH (1) (C)
casgs.—If—

(i) one corporation acquires substantially all of the properties

of another corporation,

(i1) the acquisition would qualify under paragraph (1) (C) but
for the fact that the acquiring corporation exchanges money or
other property in addition to voting stock, and

(i) the acquiring corporation acquires, solely for voting
stock described in paragraph (1) (C), property of the other
corporation having a fair market value wll)nicg is at least 80 per-
cent of the fair market value of all of the property of the other
corporation,

then such acquisition shall (subject to subparagraph (A) of this
garagraph) be treated as qualifying under paragraph (1) (C).
olely for the purpose of determining whether clause (iii) of the
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receding sentence applies, the amount of any liability assumed
E the acquiring corporation, and the amount of any liability to
which m;ﬁ* &ﬁ)roparty acquired by the acquiring corporation is
subject, be treated as money paid for the property.

(C) TRANSFERS OF ASSETS TO SUBSIDIARIES IN CERTAIN PARA-
GrapH (1) (A) anp (1) (¢) cases.—A transaction otherwise
qualifying under paragraph (1) (A) or paragraph (1) (C) shall
not be djsqua.liﬁeg by reason of the fact that part or all of the
assets which were acquired in the transaction are transferred to
a corporation controlled by the corporation acquiring such assets.

(b) Parry 1o A REORGANIZATION.—For purposes of this part, the
term ‘‘a party to a reorganization’ includes—

(1) a corporation resulting from a reorganization, and
(2) both corporations, in the case of a reorganization resulting
from the acquisition by one corporation of stock or properties of
another.
In the case of a reorganization qualifying under paragraph (1) (C)
of subsection (a), if the stock exchanged for the properties is stock of
a corporation which is in control of the acquiring corporation, the
term ‘‘a party to a reorganization” includes the corporation so con-
trolling the acquiring corporation. In the case of a reorganization
qualifying under paragraph (1) (A) or (1) (C) of subsection (a) by
reason of paragraph (2?( ) of subsection (&), the term “a party to a
reorganization” includes the corporation controlling the corporation
to which the acquired assets are transferred.

(¢) ContronL.—For purposes of part I (other than section 304),
part IT, and this part, the term “control’”’ means the ownership of stock
possessing at least 80 percent of the total combined voting power of all
classes of stock entitled to vote and at least 80 percent of the total
number of shares of all other classes of stock of the corporation.

PART IV—INSOLVENCY REORGANIZATIONS

Bec. 371. Reorganization in certain receivership and bankruptey
proceedings.

Sec. 372. Basis in connection with certain receivership and bank-
ruptey proceedings.

Sec. 373. Loss not recognized in certain railroad reorganizations.

SEC. 371. REORGANIZATION IN CERTAIN RECEIVERSHIP AND BANK-
RUPTCY PROCEEDINGS.
(a) ExcarancEs BY CORPORATIONS.—

(1) In eexEraL—No gain or loss shall be recognized if property
of a corporation (other than a railroad corporation, as defined in
section 77 (m) of the Bankruptey Act (49 Stat. 922; 11 U. 8. C.
205)) is transferred in pursuance of an order of the court having
jurisdiction of such corporation—

(A) in a receivership, foreclosure, or similar proceeding, or
(B) in a proceeding under chapter X of the Bankruptey Act

(52 Stat. 883-905; 11 U. 8. C., chapter 10) or the corresponding

provisions of prior law,
to another corporation organized or made use of to effectuate a plan
of reorganization approved by the court in such proceeding, in
exchange solely for stock or securities in such other corporation.

§371a) (1)
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(2) GAIN FROM EXCHANGES NOT SOLELY IN KIND.—If an exchange
would be within the provisions of paragraph (1) if it were not for
the fact that the property received in exchange consists not only of
stock or securities permitted by paragraph (1) to be received with-
Olllll‘r the recognition of gain, but also of other property or money,
then—

(A) if the corporation receiving such other property or money
distributes it in pursuance of the plan of reorganization, no gain
to the corporation shall be recognized from the exchange, but

(B) if the corporation receiving such other property or money
does not distribute it in pursuance of the plan of reorganization,
the gain, if any, to the corporation shall be recognized, but in an
amount not in excess of the sum of such money and the fair
market value of such other property so received, which is not so
distributed.

(b) Excuanaes By Securiry HoLpurs—

(1) In ceEneErAL.—No gain or loss shall be recognized on an
exchange consisting of the relinquishment or extinguishment of
stock or securities in a corporation the plan of reorganization of
which is approved by the court in a proceeding deseribed in sub-
section (a), in consideration of the acquisition solely of stock or
securities in a corporation organized or made use of to effectuate
such plan of reorganization.

(2) GAIN FROM EXCHANGES NOT SOLELY IN KiND.—If an exchange
would be within the provisions of paragraph (1) if it were not for
the fact that the property received in exchange consists not only
of property permitted by paragraph (1) to be received without the
recognition of gain, but also of other property or money, then the
gain, if any, to the recipient shall be recognized, but in an amount
not in excess of the sum of such money and the fair market value
of such other property.

(¢) Loss From Excuanaes Nor Soneny in Kinp.—If an exchange
would be within the provisions of subsection (a) (1) or (b) (1) if it were
not for the fact that the property received in exchange consists not
only of property permitted Ey subsection (a) (1) or (b) (1) to be
received without the recognition of gain or loss, but also of other
property or money, then no loss from the exchange shall be recognized.

(d) AssumprioN oF Liasrurries.—In the case of a transaction in-
volving an assumption of a liability or the acquisition of property
subject to a liability, the rules provided in section 357 shall apply.
SEC. 372. BASIS IN CONNECTION WITH CERTAIN RECEIVERSHIP AND

BANKRUPTCY PROCEEDINGS.

(a) CorroraTion.—If property was acquired by a corporation in a
transfer to which—

(1) section 371 (a) applies,

(2) so much of section 371 (c) as relates to section 371 (a) (1)
applies, or

(3) the corresponding provisions of prior law apply,

then notwithstanding the provisions of section 270 of the Bankruptey
Act (54 Stat. 709; 11 U. 8. C. 670), the basis in the hands of the
acquiring corporation shall be the same as it would be in the hands of
the corporation whose property was so acquired, increased in the
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amount of gain recognized to the corporation whose property was so
acquired under the law applicable to the year in which the acquisition
occurred, and such basis shall not be adjusted under section 1017 by
reason of a discharge of indebtedness in pursuance of the plan of
reorganization under which such transfer was made.

(b) Stock or SeEcuriTY HOoLDER.—

For basis of stock or securities acquired under section 371 (b), see
section 358.

SEC. 373. L?gETliIggSRECOGMZED IN CERTAIN RAILROAD REORGAN-

(a) NonrecoGaNITION OF Lo0ss.—No loss shall be recognized if
property of a railroad corporation, as defined in section 77 (m) of
the Bankruptey Aect (49 Stat. 922; 11 U. S. C. 205), is transferred in
pursuance of an order of the court having jurisdietion of such cor-
poration—

(1) in a receivership proceeding, or

(2) in a proceeding under section 77 of the Bankruptey Act,

to a railroad corporation (as defined in section 77 (m) of the Bank-
ruptey Act) organized or made use of to effectuate a plan of reorgan-
ization approved by the court in such proceeding.

(b) Basis.—

(1) Ramuroap corroraTioNs.—If the property of a railroad cor-
poration (as defined in section 77 (m) of the Bankruptey Act) was
acquired after December 31, 1938, in pursuance of an order of
the court having jurisdiction of such eorporation—

E%) in & receivership proceeding, or
) in a proceeding under section 77 of the Bankruptey Act,
and the acquiring corporation is & railroad corporation (as defined
in section 77 (mg of the Bankruptey Aet) organized or made use
of to effectuate a plan of reorganization approved by the court in
such proceeding, the basis shall be the same as it would be in the
hands of the railroad corporation whose property was so aequired.

(2) PROPERTY ACQUIRED BY STREET, SUBURBAN, OR INTERURBAN
ELECTRIC RAILWAY CORPORATION.—If the property of any street,
suburban, or interurban electric railway corporation engaged as a
common carrier in the transportation of persons or property in
interstate commerce was acquired after December 31, 1934, in pur-
suance of an order of the court having jurisdiction of such corpora-
tion in a proceeding under section 77B of the Bankruptcy Aect (48
Stat. 912), and the acquiring corporation is a street, suburban, or
interurban electric railway engaged as a common carrier in the
transportation of persons or property in interstate commerce,
organized or made use of to effectuate a plan of reorganization
approved by the court in such proeceeding, then, notwiﬁlstanding
the provisions of section 270 of the Bankruptey Act (52 Stat. 904 ;
11 U. S. C. 670), the basis shall be the same as it would be in the
hands of the corporation whose property was so acquired.
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PART V—CARRYOVERS

Sec. 381. Carryovers in certain corporate acquisitions.
Sec. 382. Special limitations on net operating loss carryovers.

SEC. 381. CARRYOVERS IN CERTAIN CORPORATE ACQUISITIONS.

(a) GeneraL Rune.—In the case of the acquisition of assets of a
corporation by another corporation—
(1) in a distribution to such other corporation to which section
332 (relating to liquidations of subsidiaries) applies, except in a case
in which the basis of the assets distributed is determined under
‘section 334 (b) (2); or
(2) in a transfer to which section 361 (relating to nonrecognition
of gain or loss to corporations) applies, but only if the transfer is
in connection with a reorganization described in subparagraph (A),
(C), (D) (but only if the requirements of subparagraphs (A) and
(B) of section 354 (b) (1) are met), or (F) of section 368 (a) (1),
the acquiring corporation shall succeed to and take into account, as
of the close of the (‘124.{;'l of distribution or transfer, the items deseribed
in subsection (¢) of the distributor or transferor corporation, subject
to the conditions and limitations specified in subsections (b) and (c¢).

(b) OperaTiNgG Rurnes.—Except in the case of an acquisition in
connection with a reorganization described in subparagraph (F) of
section 368 (a) (1)—

(1) The taxable year of the distributor or transferor corporation
shall end on the date of distribution or transfer.

(2) For purposes of this section, the date of distribution or trans-
fer shall be the day on which the distribution or transfer is com-
pleted; except that, under regulations prescribed bir the Secretary
or his delegate, the date when substantially all of the property has
been distributed or transferred may be used if the distributor or
transferor corporation ceases all operations, other than liquidating
activities, after such date.

(3) The corporation acquiring property in a distribution or trans-
fer described in subsection (a) shall not be entitled to carry back a
net operating loss for a taxable year ending after the date of dis-
tribution or transfer to a taxable year of the distributor or transferor
corporation.

(e) Items or THE DisTrRIBUTOR OR TRANSFEROR CORPORATION.—
The items referred to in subsection (a) are:

(1) NET OPERATING LOSS CARRYOVERS.—The net operating loss
carryovers determined under section 172, subject to the following
conditions and limitations:

(A) The taxable year of the acquiring corporation to which
the net operating loss carryovers of the distributor or transferor
corporation are first carried shall be the first taxable year ending
after the date of distribution or transfer,

(B) In determining the net operating loss deduetion, the
portion of such deduction attributable to the net operating loss
carryovers of the distributor or transferor corporation to the first
taxable year of the acquiring corporation ending after the date
of distribution or transfer shall be limited to an amount which
bears the same ratio to the taxable income (determined without
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regard to a net operating loss deduction) of the acquiring corpora-
tion in such taxable vear as the number of days in the taxable
year after the date of distribution or transfer bears to the total
number of days in the taxable year.

(C) For the purpose of determining the amount of the net
operating loss carryovers under section 172 (b) (2), a net operat-
ing loss for a taxable year (hereinafter in this subparagraph
re%erred to as the “loss year”) of a distributor or transferor cor-
poration which ends on or before the end of a loss year of the
acquiring corporation shall be considered to be a net operating
loss for a year prior to such loss year of the acquiring corpora-
tion. For the same purpose, the taxable income for a “prior
taxable year’” (as the term is used in section 172 (b) (2)) shall
be computed as provided in such section; except that, if the date
of distribution or transfer is on a day other than the last day of
a taxable year of the acquiring corporation—

(i) such taxable year shall (for the purpose of this subpara-
graph only) be considered to be 2 taxable years (hereinafter in

is subparagraph referred to as the “‘pre-acquisition part year”
and the “post-acquisition part year”);

(ii) the pre-acquisition part year shall begin on the same
day as such taxable year begins and shall end on the date of
distribution or transfer;

iii) the post-acquisition part year shall begin on the day
following the date of distribution or transfer and shall end on
the same day as the end of such taxable year;

(iv) the taxable income for such taxable year (computed
with the modifications specified in section 172 (b) (2) (A) but
without a net operating loss deduction) shall be divided be-
tween the pre-acquisition part year and the post-acquisition
part year in proportion to the number of days in each;

(v) the net operating loss deduction for the pre-acquisition
part year shall %e determined as provided in section 172 (b)
(2) (B), but without regard to a net operating loss year of
the distributor or transferor corporation; and

(vi) the net ogerating loss deduection for the post-acquisition
{);)ﬂ( I{}ear shall be determined as provided in section 172 (b)

(2) EaArNiNGs AND PROFITS.—In the case of a distribution or
transfer described in subsection (a)—

(A) the earnings and profits or deficit in earnings and profits,
as the case may Ee, of the distributor or transferor corporation
shall, subject to subparagraph (B), be deemed to have been
received or incurred by the aequiring corporation as of the close
of the date of the distribution or transfer; and

(B) a deficit in earnings and profits of the distributor, trans-
feror, or acquiring corporation sﬁa]] be used only to offset earn-
ings and profits accumulated after the date of transfer. For
this purpose, the earnings and profits for the taxable year of the
acquiring corporation in which the distribution or transfer
occurs shall be deemed to have been accumulated after such
distribution or transfer in an amount which bears the same ratio
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to the undistributed earnings and profits of the acquiring cor-
poration for such taxable year (computed without regard to any
earnings and profits received from the distributor or transferor
corporation, as described in subparagraph (A) of this paragraph)
as the number of days in the t-axa;ﬁa year after the date of dis-
tribution or transfer bears to the total number of days in the
taxable year,

(3) Caprran Loss CARRYOVER.—The capital loss carryover deter-
mined under section 1212, subject to the following conditions and
limitations:

(A) The taxable year of the acquiring corporation to which
the capital loss carryover of the distributor or transferor cor-
poration is first carried shall be the first taxable year ending
after the date of distribution or transfer.

(B) The capital loss carryover shall be a short-term capital
loss in the taxable year determined under subparagraph (A) but
shall be limited to an amount which bears the same ratio to the
net capital gain (determined without regard to a short-term
capital loss attributable to capital loss carryover), if any, of the
acquiring corporation in such taxable year as the number of days
in the taxable year after the date of distribution or transfer bears
to the total number of days in the taxable year.

(C) For purposes of determining the amount of such capital
loss carryover to taxable years following the taxable year deter-
mined under subparagraph (A), the net capital gain in the taxable

ear determined under subparagraph (A) shalfabe considered to
e an amount equal to the amount determined under sub-

paragraph (B).

(4) MeTHOD OF ACCOUNTING.—The acquiring corporation shall
use the method of accounting used by the distributor or transferor
corporation on the date of distribution or transfer unless different
methods were used by several distributor or transferor corporations
or by a distributor or transferor corporation and the acquiring
corporation. If different methods were used, the acquiring corpora-
tion shall use the method or combination of methods of computing
taxable income adopted pursuant to regulations prescribed by the
Secretary or his delegate.

(5) InvenToriEs.—In any case in which inventories are received
by the aequiring corporation, such inventories shall be taken by
such corporation (in determining its income) on the same basis on
which such inventories were taken by the distributor or transferor
corporation, unless different methods were used by several dis-
tributor or transferor corporations or by a distributor or transferor
corporation and the acquiring corporation. If different methods
were used, the acquiring corporation shall use the method or com-
bination of methods of taking inventory adopted pursuant to
regulations prescribed by the Secretary or his delegate.

(6) METHOD OF COMPUTING DEPRECIATION ALLOWANCE.—The
acquiring corporation shall be treated as the distributor or trans-
feror corporation for purposes of computing the depreciation allow-
ance under paragraphs (2), (3), and (4) of section 167 (b) on property
acquired in a distribution or transfer with respect to that part or
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all of the basis in the hands of the acquiring corporation as does not
exceed the basis in the hands of the distributor or transferor
corporation. '

(7) Prupaip income.—If the acquiring corporation assumes the
liability deseribed in seetion 452 (e) (2) with respect to prepaid
income of a distributor or transferor corporation which had elected,
under section 452 (d), to report such income as provided in section
452, the acquiring corporation shall be treated, for this purpose, as
if it were the distributor or transferor corporation, unless the
acquiring corporation, after the date of distribution or transfer,
uses the cash receipts and disbursements method of accounting. In
the latter case, tﬁe acquiring corporation shall include in gross
income for the first taxable year ending after the date of distribu-
tion or transfer, so much of such prepaid income as was not includible
in gross income of the distributor or transferor corporation under
section 452 for preceding taxable years.

(8) InsraLLMENT METHOD.—If the acquiring corporation acquires
installment obligations (the income from which the distributor or
transferor corporation has elected, under section 453, to report on
the installment basis) the acquiring corporation shall, for purposes
of section 453, be treated as if it were the distributor or transferor
corporation.

(9) AMORTIZATION OF BOND DISCOUNT OR PREMIUM.—If the ac-
quiring corporation assumes liability for bonds of the distributor or
transferor corporation issued at a discount or premium, the acquir-
ing corporation shall be treated as the distributor or transferor
corporation after the date of distribution or transfer for purposes
of determining the amount of amortization allowable or includible
with respect to such discount or premium,

(10) TREATMENT OF CERTAIN EXPENSES DEFERRED BY THE
ELECTION OF DISTRIBUTOR OR TRANSFEROR CORPORATION.—The
acquiring eorporation shall be entitled to deduct, as if it were the
distributor or transferor corporation, expenses deferred under
sections 615 and 616 (relating to exploration and development
expenditures, respectively) if the distributor or transferor corpora-
tion has so elected. For the purpose of applying the limitation
provided in section 615, if, for any taxable year, the distributor or
transferor corporation was allowed the deduction in section 615 (a)
or made the election in section 615 (b), the acquiring corporation
shall be deemed to have been allowed such deduction or to have
made such election, as the case may be.

(11) CONTRIBUTIONS TO PENSION PLANS, EMPLOYEES ANNUITY
PLANS, AND STOCK BONUS AND PROFIT-SHARING PLANS.—The acquir-
ing corporation shall be considered to be the distributor or trans-
feror corporation after the date of distribution or transfer for the
purpose of determining the amounts deduetible under section 404
with respect to pension plans, employees’ annuity plans, and stock
bonus and profit-sharing plans.

(12) RECOVERY OF BAD DEBTS, PRIOR TAXES, OR DELINQUENCY
AmounTs.—If the acquiring corporation is entitled to the recovery
of bad debts, prior taxes, or delinquency amounts previously de-
ducted or credited by the distributor or transferor corporation, the
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acquiring corporation shall include in its income such amounts as
would have been includible by the distributor or transferor corpo-
ration in accordance with section 111 (relating to the recovery of
bad debts, prior taxes, and delinquency amounts).

(13) INVOLUNTARY CONVERSIONS UNDER sSECTION 1033.—The ac-
quiring corporation shall be treated as the distributor or transferor
corporation after the date of distribution or transfer for purposes of
applyin%section 1033.

(14) D1vIDEND CARRYOVER TO PERSONAL HOLDING COMPANY.—
The dividend earryover (described in section 564) to taxable years
ending after the date of distribution or transfer,

(15) INDEBTEDNESS OF CERTAIN PERSONAL HOLDING COMPANIES.—
The acquiring corporation shall be considered to be the distributor
or transferor corporation for the purpose of determining the applica-
bility of section 545 (b) (7), relating to a deduction for payment of
certain indebtedness incurred before January 1, 1934,

(16) CDRTAIN OBLIGATIONS OF DISTRIBUTOR OR TRANSFEROR
corrorATION.—If the acquiring corporation—

(A) assumes an obligation of the distributor or transferor cor-
poration which, after the date of the distribution or transfer,
gives rise to a liability, and

(B) such liability, if paid or acerued by the distributor or trans-
feror corporation, would have been deductible in computing its
taxable income, ;

the acquiring corporation shall be entitled to deduct such items
when paid or accrued, as the case may be, as if such corporation
were the distributor or transferor corporation. A ecorporation
which would have been an acquiring corporation under this section
if the date of distribution or transfer had occurred on or after the
effective date of the provisions of this subchapter applicable to a
liguidation or reorganization, as the case may be, shall be entitled,
even though the date of distribution or transfer oceurred before such
effective date, to apply this paragraph with respect to amounts
paid or acerued in taxable years beginning after December 31, 1953,
on aceount of such obligations of the distributor or transferor cor-
poration. This paragraph shall not apply if such obligations are
reflected in the amount of stock, securities, or property transferred
by the acquiring corporation to the transferor corporation for the
property of the transferor corporation.

(17) DEFICIENCY DIVIDEND OF PERSONAL HOLDING COMPANY.—
If the acquiring corporation pays a deficiency dividend (as defined
in section 547 (d)) with respect to the distributor or transferor
corporation, such distributor or transferor corporation shall, with
respect to such payments, be entitled to the deficiency dividend
deduction provided in section 547.

(18) PERCENTAGE DEPLETION ON EXTRACTION OF ORES OR MIN-
ERALS FROM THE WASTE OR RESIDUE OF PRIOR MINING.—The acquir-
ing corporation shall be considered to be the distributor or transferor
corporation for the purpose of determining the applicability of sec-
tion 613 (e) (3) (relating to extraction of ores or minerals {rom the

ground).
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(19) CHARITABLE CONTRIBUTIONS IN EXCESS OF PRIOR YEARS'
LivrrATION.—Contributions made in the taxable year ending on
the date of distribution or transfer and the prior taxable year by
the distributor or transferor corporation in excess of the amount
deductible under section 170 (b) (2) in such taxable years shall be
deductible by the acquiring corporation in its first two taxable
years which begin after the date of distribution or transfer, subject
to the limitations imposed in section 170 (b) (2).

SEC. 382. SPCIJE%%%IE‘E LIMITATIONS ON NET OPERATING LOSS CARRY-

(a) PurcuasE oF A CorrorATION AND CHANGE IN ITs TrRADE OR
Busingss.—

(1) In geEneraL—If, at the end of a taxable year of a corpora-
tion—

(A) any one or more of those persons described in paragraph (2)
own a percentage of the total fair market value of the outstanding
stock of such corporation which is at least 50 percentage points
more than such person or persons owned at—

(i) the beginning of such taxable year, or

(i1) the beginning of the prior taxable year,

(B) the increase in percentage points at the end of such taxable
year is attributable to—

(i) a purchase by such person or persons of such stock, the
stock of another corporation owning stock in such corporation,
or an interest in a partnership or trust owning stock in such
corporation, or

(i1) a decrease in the amount of such stock outstanding or
the amount of stock outstanding of another corporation owning
stock in such corporation, except a decrease resulting from a
rec}lemption to pay death taxes to which section 303 applies,
an
(C) such corporation has not continued to carry on a trade or

business substantially the same as that conducted before any

change in the percentage ownership of the fair market value of
such stock,
the net operating loss carryovers, if any, from prior taxable years
of such corporation to such taxable year and subsequent taxable
years shall not be included in the net operating loss deduction for
such taxable year and subsequent taxable years.

(2) DESCRIPTION OF PERSON OR PERSONS.—The person or persons
referred to in paragraph (1) shall be the 10 persons (or such lesser
number ag there are persons owning the outstanding stock at the
end of such taxable year) who own the greatest percentage of the fair
market value of such stock at the end of such taxable year; except
that, if any other person owns the same percentage of such stock at
such time as is owned by one of the 10 persons, such person shall
also be included. If any of the persons are so related that such
stock owned by one is attributed to the other under the rules
specified in paragraph (3), such persons shall be considered as only
one person solely for the purpose of selecting the 10 persons (more
or less) who own the greatest percentage of the fair market value of
such outstanding stock.
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(3) ATTRIBUTION OF OWNERSHIP,—Section 318 (relating to con-
structive ownership of stock) shall apply in determining the owner-
ship of stock, except that section 318 (a) (2) (C) shall be applied
without regard to the 50 percent limitation contained therein.

(4) DerFINITION OF PURCHASE.—For purposes of this subsection,
the term ‘“‘purchase” means the acquisition of stock, the basis of
which is determined solely by reference to its cost to the holder
thereof, in a transaction from a person or persons other than the
person or persons the ownership of whose stock would be attributed
to the holder by application of paragraph (3).

(b) Cuance oF OwNErsHIP AS THE RESULT OoF A REORGANIZA-
TION.—

(1) Ixn geneErAL—If, in the case of a reorganization specified in
paragraph (2) of section 381 (a), the transferor corporation or the
acquiring corporation—

(A) has a net operating loss which is a net operating loss
carryover to the first taxable year of the acquiring corporation
ending after the date of transfer, and

(B) the stockholders (immediately before the reorganization)
of such corporation (hereinafter in this subsection referred to as
the “loss corporation’), as the result of owning stock of the loss
corporation, own (immediately after the reorganization) less than
20 percent of the fair market value of the outstanding stock of
the acquiring corporation,

the total net operating loss carryover from prior taxable years of
the loss corporation to the first taxable year of the acquiring cor-
poration ending after the date of transfer shall be reduced by the
percentage determined under paragraph (2).

(2) REDUCTION OF NET OPERATING LOSS CARRYOVER.—The reduc-
tion applicable under paragraph (1) shall be the percentage deter-
mined by subtracting from 100 percent—

(A) the percent of the fair market value of the outstanding
stock of the acquiring corporation owned (immediately after the
reorganization) by the stockholders (immediately Eefore the
reorganization) of the loss corporation, as the result of owning
stock of the loss corporation, multiplied by

(B) five.

(3) EXCEPTION TO LIMITATION IN THIS SUBSECTION.—The limita-
tion in this subsection shall not apply if the transferor corporation
and the acquiring corporation are owned substantially by the same
persons in the same proportion.

(4:) NET OPERATING LOSS CARRYOVERS TO SUBSEQUENT YEARS.—
In computing the net operating loss carryovers to taxable years
subsequent to a taxable year in which there was a limitation appli-
cable to a net operating loss carryover by operation of this sub-
section, the income in such taxable year, as computed under section
172 (b) (2), shall be increased by the amount of the reduction of the
total net operating loss carryover determined under paragraph (2).

(5? ArTrRIBUTION OF owNERsHIP,—If the transferor corporation
or the acquiring corporation owns (immediately before the reor-
ganization) any of the outstanding stock of the loss corporation, such
transferor corporation or acquiring corporation shall, for purposes
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of this subsection, be treated as owning (immediately after the
reorganization) a percentage of the fair market value of the acquir-
ing corporation’s outstanding stock which bears the same ratio to
the percentage of the fair market value of the outstanding stock of
the loss corporation (immediately before the reorganization) owned
by such transferor corporation or acquirini corporation as the fair
market. value of the total outstanding stock of the loss corporation
(immediately before the reorganization) bears to the fair market
value of the total outstanding stock of the acquiring corporation
(immediately after the reorganization).

(6) STOCK OF CORPORATION CONTROLLING ACQUIRING CORPORA-
rioN.—If the stockholders of the loss corporation (immediately
before the reorganization) own, as a result of the reorganization,
stock in a corporation controlling the acquiring corporation, such
stock of the controlling corporation shall, for purposes of this sub-
section, be treated as stock of the acquiring corporation in an
amount valued at an equivalent fair market value.

(¢) Drrmvrrion oF Stock.—For purposes of this section, “stock’’
means all shares except nonvoting stock which is limited and preferred
as to dividends.

PART VI—EFFECTIVE DATE OF SUBCHAPTER C

Sec. 391. Effective date of part 1.

Sec. 392, Effective date of part 11.

See. 393. Effective dates of parts I1I and IV.

Sec. 394. Effective date of part V.

Seec. 395. Special rules for application of this subchapter.

SEC. 391. EFFECTIVE DATE OF PART 1.

Except as otherwise provided in this subehapter, part I shall take
effect on June 22, 1954. Section 306 shall apply only with respect to
dispositions (or redemptions) oceurring on or after June 22, 1954.
SEC. 392. EFFECTIVE DATE OF PART II,

(2) GonurAL Rune—Except as otherwise provided in this sub-
chapter, part II shall apply with respect to a plan of liquidation
only if the first distribution in pursuance of such plan oceurs on or
after June 22, 1954. Section 341 shall apply only with respeet to
sales, exchanges, and distributions on or after June 22, 1954,

(b) Serciar Rune ror CeErTAIN Sanes During 1954, —

(1) NONRECOGNITION OF GAIN OR LOSS.—If—

(A) all of the assets of a corporation (less assets retained to
meet claims) are distributed before January 1, 1955, in complete
liquidation of such corporation; and

(B) the corporation elects (at suech time and in such manner
as the Secretary or his delegate may by regulations prescribe) to
have this subsection apply,

then no gain or loss sha g'e recognized to such corporation from

tlégfale or exchange by it of property during the calendar year

x .

(2) CERTAIN PROVISIONS OF SECTION 337 MADE APPLICABLE.—For

purposes of paragraph (1)—

(A) the term “property’” has the meaning given to such term
by section 337 (b); except that any determination required by
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section 337 (b) to be made by reference to the date of the adoption

of the plan of liquidation shall be made by reference to January 1,

1954; and

(B) the limitations of section 337 (¢) shall apply.

For purposes of section 453 (d) (4) (B) (relating to disposition of
installment obligations), nonrecognition of gain or loss under para-
graph (1) of this subsection shall be treated as nonrecognition of
gain or loss under section 337.

(3) PLANS OF LIQUIDATION ADOPTED AFTER DECEMBER 381, 1953,
AND BEFORE JUNE 22, 1954,—If the plan of complete liquidation was
adopted after December 31, 1953, and before June 22, 1954, then,
at the election of the corporation (made at such time and in such
manner as the Secretary or his delegate may by regulations
prescribe)—

(A) the 12-month period beginning on the date of the adoption
of such plan shall be (i) the period for distribution (in lieu of the
requirement in paragraph (1) (A) of this subsection that the
assets be distributed before January 1, 1955), and (i) the period
during which, by reason of paragraph (1) of this subsection, gain
or loss to the corporation is not recognized (in lieu of nonrecogni-
tion of gain or loss during the calendar year 1954); and

(B) notwithstanding paragraph (2) (A) of this subsection, any
determination required by section 337 (b) to be made by reference
to the date of the adoption of the plan of liquidation shall be
made b)y reference to such date (and not by reference to January
1, 1954).

SEC. 393. EFFECTIVE DATES OF PARTS II1 AND 1IV.

(a) Generan Rune.—Except as otherwise provided in this sub-
chapter, parts II1 and IV shaﬁ) take effect on June 22, 1954.
(b) SepeciAL RuLEs For PLANs oF REORGANIZATION.—

(1) In cENERAL—Except as provided in paragraphs (2) and (3),
parts I1T and IV shall apply only in respect of plans of reorganiza-
tion adoEted on or after June 22, 1954. For purposes of this
paragraph and paragraphs (2) and (3), a plan to make a transfer to
a controlled corporation desecribed in section 351, or a plan to make
an exchange or distribution which is deseribed in section 355 (or so
much of section 356 as relates to section 355) shall be treated as a
plan of reorganization,

(2) ELECTION TO HAVE 1939 CODE APPLY.—If—

(A) a plan of reorganization was submitted to the Secretary
or his delegate before June 22, 1954, but such plan was not adopted
before such date,

(B) the Secretary or his delegate issues (whether before, on, or
after such date) a ruling with respeet to such plan, and

(C) the corporations which are parties to the reorganization
elect (at such time and in such manner as the Secretary or his
delelg&te may by regulations prescribe) to have this paragraph
apply,

then, if such reorganization is completed in accordance with the
plan so submitted, the tax treatment of such reorganization (as to
the corporations which are parties to the reorganization and as to
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their shareholders and security holders) shall be determined under
the Internal Revenue Code of 1939 (in accordance with the contents
of such ruling) and not under this Code.
(3) ELECTION TO HAVE 1954 CODE APPLY.—If—
(A) a plan of reorganization—
(i) was adopted after March 1, 1954, and before June 22,
1954, or
(ii)) was adopted before June 22, 1954, in pursuance of a
court order and all distributions under the plan occur after
March 1, 1954, and before July 1, 1954, and
(B) the corporations which are parties to the reorganization
elect (at such time and in such manner as the Secretary or his
delefgate may by regulations presecribe) to have this paragraph
apply,
then the tax treatment of such reorganization (as to the corporations
which are parties to the reorganization and as to their shareholders
and security holders) shall be determined under this Code and not
under the Internal Revenue Code of 1939.

SEC. 394. EFFECTIVE DATE OF PART V. )

(a) Smerion 381.—Except as otherwise provided in this subehapter,
section 381 shall apply to liquidations and reorganizations, the tax
treatment of which is determined under this Code.

(b) Smerion 382 (a).—For purposes of applying the special limita-
tion on net operating loss carryovers in section 382 (a), the beginning
of the taxable ﬂﬁears specified in clauses (i) and (ii) of section 382
(a) (1) (A) shall be considered to be the beginning of such taxable
years or June 22, 1954, whichever occurs later.

(¢) Secrron 382 (b).—Section 382 (b) shall apgly to reorganiza-
tions, the tax treatment of which is determined under this Code.
SEC. 395. SPECIAL RULES FOR APPLICATION OF THIS SUBCHAPTER.

(a) Taxapre YeArs AFFECTED,—Any provision of this subchapter
the applicability of which is stated in terms of a specific date shall
apply with respect to taxable years ending after such date, Each

rovision shall, in the case of a taxable year subject to the Internal

evenue Code of 1939, be deemed to be included in the Internal Reve-
nue Code of 1939, but shall apply only to taxable years ending after
such specific date.

(b) Repear axp CoNTINUANCE OF INTERNAL REVENUE CoODE OF
1939.—To the extent that the provisions of this subchapter supersede
the provisions of the Internal ﬁevenue Code of 1939, such provisions
of the Internal Revenue Code of 1939 are hereby repealed. The pro-
visions of the Internal Revenue Code of 1939 shall continue to apply
with respect to transactions for which rules are provided in this sub-
chapter until such rules take effect.
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Subchapter D— Deferred Compensation, Etc.

Part I. Pension, profit-sharing, stock bonus plans, ete.
Part II. Miscellaneous provisions.

PART I—PENSION, PROFIT-SHARING, STOCK BONUS
PLANS, ETC.

Sec. 401. Qualified pension, profit-sharing, and stock bonus plans.

Sec. 402, Taxability of beneficiary of employees’ trust.

See. 403. Taxation of employee annuities,

Sec. 404, Deduetion for contributions of an employer to an em-
ployees’ trust or annuity plan and compensation under
a deferred-payment plan,

SEC. 401. Q%ﬁlﬁéﬁ[) PENSION, PROFIT-SHARING, AND STOCK BONUS

(a) REQUIREMENTS FOR QUALIFICATION.—A trust created or organ-
ized in the United States and forming part of a stock bonus, pension,
or profit-sharing plan of an employer for the exclusive benefit of his
employees or their beneficiaries shall constitute a qualified trust
under this section—

(1) if contributions are made to the trust by such employer, or
employees, or both, or by another employer who is entitled to
deduct his contributions under section 404 (a) (3) (B) (relating to
deduction for contributions to profit-sharing and stock bonus
plans), for the purpose of distributing to such employees or their
beneficiaries the corpus and income of the fund accumulated by the
trust in accordance with such plan;

(2) if under the trust instrument it is 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 taxable year or thereafter) used for, or
diverted to, purposes other than for the exclusive benefit of his
employees or their beneficiaries;

3) if the trust, or two or more trusts, or the trust or trusts and
annuity plan or plans are designated by the employer as constitut-
ing parts of a plan intended to qualify under this subsection which
benefits either—

(A) 70 percent or more of all the employees, or 80 percent or
more of all the employees who are eligible to benefit under the
lan if 70 percent or more of all the employees are eligible to
enefit under the plan, excluding in each case employees who
have been employeg not more than a minimum period prescribed
by the plan, not exceeding 5 years, employees whose customary
employment is for not more than 20 hours in any one week, and
employees whose customary employment is for not more than

5 months in any calendar year, or

(B) such employees as qualify under a classification set up by
the employer and found by the Secretary or his delegate not to
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be discriminatory in favor of employees who are officers, share-
holders, persons whose principal tfutles consist in supervising the

:lvork of other employees, or highly compensated employees;
an

(4) if the contributions or benefits provided under the plan do
not diseriminate in favor of employees who are officers, shareholders,
persons whose principal duties consist in supervising the work of
other employees, or highly compensated employees.

(5) A classification s%'m not be considered diseriminatory within
the meaning of paragraph (3) (B) or (4) merely because it excludes
employees the whole of whose remuneration constitutes “wages”
under section 3121 (a) (1) (relating to the Federal Insurance Con-
tributions Aet) or merely because it is limited to salaried or clerical
employees. Neither shall a plan be considered diseriminatory
mtEm the meaning of such provisions merely because the contribu-

tions 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, or merely
because the contributions or benefits based on that part of an
employee’s remuneration which iz excluded from “wages” by
section 3121 (a) (1) differ from the contributions or benefits based
on employee’s remuneration not so excluded, or differ because of
any retirement benefits created under State or Federal law.

(6) A plan shall be considered as meeting the requirements of
paragraph (3) during the whole of an taxaEIe year of the plan if
on one day in each quarter it satisfied such requirements.

(b) Cerrain Rurroscrive CHaxams 1y Pran.—A stock bonus,
pension, profit-sharing, or annuity plan shall be considered as satisfy-
ing the requirements of paragraphs (3), (4), (5), and (6) of subsection
(a) for the period beginning with the date on which it was put into
effect and ending with the 15th day of the third month following the
close of the taxlgﬁle year of the employer in which the plan was put in
effect, if all provisions of the plan which are necessary to satisfy such
requirements are in effect by the end of such period and have been
made effective for all purposes with respect to the whole of such period.

() Cross REFERENCE.—

For exemption from tax of a trust qualified under this section, see
section 501 Fa).
SEC. 402, TAXABILITY OF BENEFICIARY OF EMPLOYEES’ TRUST.

(a) Taxasriurry or Benerictary or Exempr TrusT.—

(1) GENERAL RULE.—Except as provided in paragraph (2), the
amount actually distributed or made available to any distributee
by any employees’ trust described in section 401 (a) which is exempt
from tax under section 501 (a) shall be taxable to him, in the year
in which so distributed or made available, under section 72 (relating
to annuities) except that section 72 (e) (3) shall not apply. The
amount actuaﬂg distributed or made available to any distributee
shall not include net unrealized appreciation in securities of the
employer corporation attributable to the amount contributed by the
employee. Such net unrealized appreciation and the resulting ad-
justments to basis of such securities shall be determined in accord-
ance with regulations prescribed by the Secretary or his delegate.
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(2) CAPITAL GAINS TREATMENT FOR CERTAIN DISTRIBUTIONS.—

In the case of an employees’ trust deseribed in section 401 (a),

which is exempt from tax under section 501 (a), if the total distri-

butions payable with respect to any employee are paid to the
distributee within 1 taxable year of the distributee on account of
the employee’s death or other separation from the service, or on
account of the death of the employee after his separation from the
service, the amount of such distribution, to the extent exceeding
the amounts contributed by the employee (determined by applying
section 72 (f)), which employee contributions shall be reduced by
any amounts theretofore distributed to him which were not includi-
ble in gross income, shall be considered a gain from the sale or
exchange of a capital asset held for more than 6 months. Where
such total distributions include securities of the employer corpora-
tion, there shall be excluded from such excess the net unrealized
appreciation attributable to that part of the total distributions
which consists of the securities of the employer corporation so
distributed. The amount of such net unrealized appreciation and
the resulting adjustments to basis of the securities of the employer
corporation so distributed shall be determined in accordance with
regulations prescribed by the Secretary or his delegate.

(3) DeriNiTions.—For purposes of this subsection—

(A) The term ‘securities’” means only shares of stock and
bonds or debentures issued by a corporation with interest coupons
or in registered form.

(B) The term ‘‘securities of the employer corporation” in-
cludes securities of a parent or subsidiary corporation (as defined
in section 421 (d) (2) and (3)) of the employer corporation.

(C) The term “‘total distributions payable’’ means the balance
to the credit of an employee which becomes payable to a dis-
tributee on account of the employee’s death or other separation
from the service, or on account of his death after separation from
the service.

(b) Taxasiurty oF Bexericiary oF NonN-Exemer Trusr.—Contri-
butions to an employees’ trust made by an employer during a taxable
year of the employer which ends within or with a taxable year of the
trust for which the trust is not. exempt from tax under section 501 (a)
shall be included in the gross income of an employee for the taxable
year in which the contribution is made to the trust in the case of an
employee whose beneficial interest in such contribution is nonfor-
feitable at the time the contribution is made. The amount actually
distributed or made available to any distributee by any such trust
shall be taxable to him, in the year in which so distributed or made
available, under section 72 (relating to annuities) except that section
72 (e) (3) shall not apply.

(¢) TAXABILITY OF %ENEFICIARY oF Cerraiy Forpiey Situs
Trusrs.—For purposes of subsections (a) and (b), a stock bonus,

ension, or profit-sharing trust which would qualify for exemption
rom tax under section 501 (a) except for the fact that it is a trust
created or organized outside the United States shall be treated as if
it were a trust exempt from tax under seetion 501 (a).
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(d) Cerrain Esmrrovens’ Axnurries.—Notwithstanding subseec-
tion (b) or any other provision of this subtitle, a contribution to
a trust by an employer shall not be included . in the gross income of
the employee in the year in which the contribution is made if—

(1) such contribution is to be applied by the trustee for the
purchase of annuity contracts for the benefit of such employee;

(2) such contribution is made to the trustee pursuant to a written

reement, entered into prior to October 21, 1942, between the em-

P t:frer and the trustee, or between the employer and the employee;

an

(3{ under the terms of the trust agreement the employee is not

entitled during his lifetime, except with the consent of the trustee,

to any payments under annuity contracts purchased by the trustee

other than annuity payments.
The employee shall include in his gross income the amounts received
under such contracts for the year received as provided in seection 72
&gelatin to annuities) except that section 72 (e) (3) shall not apply.

his subsection shall have no application with respeet to amounts
contributed to a trust after June 1, 1949, if the trust on such date
was exempt under section 165 (a) of the Internal Revenue Code of
1939. For purposes of this subsection, amounts paid by an employer
for the purchase of annuity contracts which are transferred to the
trustee shall be deemed to be contributions made to a trust or trustee
and eontributions applied by the trustee for the purchase of annuity
contracts; the term “annuity contracts purchased by the trustee”
shall include annuity contracts so purchased by the employer and
transferred to the trustee; and the term ‘“‘employee’ shall include
only a person who was in the employ of the employer, and was covered
by %he agreement referred to in paragraph (2), prior to October 21,
1942.

(e) CerraIN PrAN TErMINATIONS.—For purposes of subsection (a)
(2), distributions made after December 31, 1953, and before January
1, 1955, as a result of the complete termination of a stock bonus,
pension, or profit-sharing plan of an employer which is a corporation,
if the termination of the plan is incident to the complete liquidation,
oceurring before the date of enactment of this title, of the ecorporation,
whether or not such liquidation is incident to a reorganization as
defined in section 368 (a), shall be considered to be distributions on
account of separation from service.

SEC. 403. TAXATION OF EMPLOYEE ANNUITIES,
3 (a) TaxasiLiry oF BeNerictARY UxpeErR A QUArniFiep ANNUITY

LAN,—

(1) GeNBRAL RULE.—Except as provided in paragraph (2), if an
annuity contract is purchased by an employer for an employee under

a plan with respect to which the employer’s contribution is deduct-

ible under section 404 (a) (2), or if an annuity contract is pur-

chased for an employee by an employer described in section 501

(¢) (3) which is exempt from tax umrer section 501 (a), the employee

shall include in his gross income the amounts received under such

contract for the year received as provided in section 72 (relating to
annuities) except that section 72 (e) (3) shall not apply.

§ 403(a) (1)
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(2) CAPITAL GAINS TREATMENT FOR CERTAIN DISTRIBUTIONS.—

(A) GENERAL RULE.—I{—

(i) an annuity contract is purchased by an employer for an
employee under a plan which meets the requirements of section
401 (a) (3), (4), (5), and (6); : .

(ii) such plan requires that refunds of contributions with
respect to annuity contracts purchased under such plan be
used to reduce subsequent premiums on the contraects under
the plan; and

(i) the total amounts payable by reason of an employee’s
death or other separation from the service, or by reason of the
death of an employee after the employee’s separation from the
service, are paid to the payee within one taxable year of the
payee,

then the amount of such payments, to the extent exceeding the
amount contributed by the employee (determined by applying
section 72 (f)), which employee contributions shall be reduceﬁy
any amounts theretofore paid to him which were not includible in
gross income, shall be considered a gain from the sale or exchange
of a eapital asset held for more than 6 months.

(B) Derinrrion.—For purposes of subparagraph (A), the term
“total amounts’” means the balance to the credit of an employee
which becomes payable to the payee by reason of the employee’s
death or other separation from the service, or by reason of his
death after separation from the service,

(b) Taxamiuiry or BENEriciARY UNpER A NoNQUALIFIED AN-
~nurry.—If an annuity contract purchased by an employer for an
employee is not subject to subsection (a) and the employee’s rights
under the contract are nonforfeitable, except for failure to pay future
premiums, the amount contributed by the employer for such annuity
contract on or after such rights become nonforfeitable shall be included
in the gross income of the employee in the year in which the amount is
contributed. The employee shall include in his gross income the
amounts received under such contract for the year received as pro-
vided in section 72 (relating to annuities) except that section 72 (e) (3)
shall not apply.

SEC. 404. DEDUCTION FOR CONTRIBUTIONS OF AN EMPLOYER TO
AN EMPLOYEES' TRUST OR ANNUITY PLAN AND COM-
PENSATION UNDER A DEFERRED-PAYMENT PLAN.

(a) GenerAL RuLe.—If econtributions are paid by an employer to
or 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 deductible under section 162 (relating to
trade or business expenses) or section 212 (relating to expenses for the
production of income) but if they satisfy the conditions of either of
such sections, they shall be deductible under this section, subject,
however, to the following limitations as to the amounts deductible in
any year:

(1) Penston TrUsTs.—In the taxable year when paid, if the
contributions are paid into a pension trust, and if such taxable year
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ends within or with a taxable year of the trust for which the trust is
exempt under section 501 (a), in an amount determined as follows:

(A) an amount not in excess of 5 percent of the compensation
otherwise paid or sccrued during the taxable year to all the
employees under the trust, but such amount may be reduced for
future years if found by the Secretary or his delegate upon periodi-
cal examinations at not less than 5-year intervals to be more than
the amount reasonably necessary to provide the remaining un-
funded cost of past and current service credits of all employees
under the plan, plus

(B) any excess over the amount allowable under subparagraph
(A) necessary to provide with respeet to all of the employees
under the trust the remaining unfunded cost of their past and
current service credits distributed as & level amount, or a level
percentage of compensation, over the remaining future service
of each such employee, as determined under regulations pre-
scribed by the Secretary or his delegate, but if such remaining
unfunded cost with respect to any 3 individuals is more than 50
perecent of such remaining unfunded cost, the amount of such
unfunded cost attributable to such individuals shall be distributed
over a period of at least 5 taxable years, or

(C) in lieu of the amounts allowable under subparagraphs (A)
and (B) above, an amount equal to the normal cost c?ig the plan,
as determined under regulations preseribed by the Secretary or
his delegate, plus, if past service or other supplementary pension
or annuity credits are provided by the plan, an amount not in
excess of 10 percent of the cost which would be required to com-
pletely fund or purchase such pension or annuity credits as of
the date when they are included in the plan, as determined under
regulations prescribed by the Secretary or his delegate, except
that in no case shall a deduction be allowed for any amount
(other than the normal cost) paid in after such pension or
annuity credits are completely funded or purchased.

Any amount paid in a taxable year in excess of the amount
deductible in such year under the foregoing limitations shall be
deduetible in the succeeding taxable years in order of time to
the extent of the difference between the amount paid and deduct-
ible in each such succeeding year and the maximum amount
deductible for such year in accordance with the foregoing limita-
tions.

(2) Emproyers’ annurries.—In the taxable year when paid, in
an amount determined in accordance with paragraph (1), if the
contributions are paid toward the purchase 0? retirement annuities
and such purchase is a part of a plan which meets the requirements
of section 401 (a) (3), (4), (5), and (6), and if refunds of premiums,
if any, are applied within the current taxable year or next succeed-
ing taxable year towards the purchase of such retirement annuities.

(3) STOCK BONUS AND PROFIT-SHARING TRUSTS.—

(A) LiMiTs oN DEDUCTIBLE CONTRIBUTIONS.—In the taxable
year when paid, if the contributions are paid into a stock bonus
or profit-sharing trust, and if such taxable year ends within or
with a taxable year of the trust with respect to which the trust
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is exempt under section 501 (a), in an amount not in excess of
15 percent of the compensation otherwise paid or acerued during
the taxable year to all employees under the stock bonus or profit-
sharing plan. If in any taxable year there is paid into the trust,
or a similar trust then in effect, amounts less than the amounts
deductible under the preceding sentence, the excess, or if no
amount is paid, the amounts deductible, shall be carried forward
and be deductible when paid in the succeeding taxable years in
order of time, but the amount so deduectible under this sentence
in any such succeeding taxable year shall not exceed 15 percent
of the compensation otherwise paid or acerued during such suc-
ceeding taxable year to the beneficiaries under the plan. In
addition, any amount paid into the trust in any taxable year in
excess of the amount allowable with respect to such year under
the preceding provisions of this subparagraph shall be deduetible
in the succeeding taxable years in order of time, but the amount
so deductible under this sentence in any one such succeeding
taxable year together with the amount allowable under the first
sentence of this subparagraph shall not exceed 15 percent of the
compensation otherwise paid or acerued during such taxable year
to the beneficiaries under the plan, The term “stock bonus or
profit-sharing trust”’, as used in this subparagraph, shall not
include any trust designed to provide benefits upon retirement
and covering a period of years, if under the plan the amounts to
be contributed by the employer can be determined actuarially as
provided in paragraph (1). If the contributions are made to 2
or more stock bonus or profit-sharing trusts, such trusts shall be
considered a single trust for purposes of applying the limitations
in this subparagraph.

(B) PROFIT-SHARING PLAN OF AFFILIATED GROUP.—In the case
of a profit-sharing plan, or a stock bonus plan in which contribu-
tions are determined with reference to profits, of a group of corpo-
rations which is an affiliated group within the meaning of section
1504, if any member of such affiliated dgmu is prevented from
making a contribution which it would otherwise have made
under the plan, by reason of having no current or accumulated
earnings or profits or because such earnings or profits are less
than the contributions which it would otherwise have made, then
so much of the contribution which such member was so prevented
from making may be made, for the benefit of the employees of
such member, by the other members of the group, to the extent
of eurrent or acecumulated earnings or profits, except that such
contribution by each such other member shall be limited, where
the group does not file a consolidated return, to that proportion
of its total current and accumulated earnings or profits remainin,
after adjustment for its contribution deductible without reg
to this subparagraph which the total prevented contribution
bears to the total current and accumulated earnings or profits of
all the members of the group remaining after adjustment for all
contributions deductible without regard to this subparagraph.
Contributions made under the preceding sentence shall be
deductible under subparagraph (A) of this paragraph by the
employer making such contribution, and, for the purpose of
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determining amounts which may be carried forward and deducted

under the second sentence of subparagraph (A) of this paragraph

in succeeding taxable years, shall be deemed to have been made
by the employer on behalf of whose employees such contributions
were made.

(4) TRUSTS CREATED OR ORGANIZED OUTSIDE THE TUNITED
sraTes.—If a stock bonus, pension, or profit-sharing trust would
qualify for exemption under section 501 (a) except for the fact that
it is a trust created or organized outside the United States, con-
tributions to such a trust by an employer which is a resident, or
corporation, or other entity of the Unmited States, shall be deductible
under the preceding paragraphs.

(5) Oraer praNs.—In the taxable year when paid, if the plan is
not one included in paragraph (1), (2), or (3), if the employees’
rights to or derived from such employer’s contribution or such com-
pensation are nonforfeitable at the time the contribution or compen-
sation is paid.

(6) TAXPAYERS ON ACCRUAL BAsis.—For purposes of paragraphs
(1), (2), and (3), a taxpayer on the accrual basis shall be deemed to
have made a payment on the last day of the year of acerual if the
payment is on account of such taxable year and is made not later
than the time prescribed by law for filing the return for such
taxable year (including extensions thereof). -

(7) Limit or pmpucrioNn.—If amounts are deductible under
paragraphs (1) and (3), or (2) and (3), or (1), (2), and (3), in
connection with 2 or more trusts, or one or more trusts and an
annuity plan, the total amount deductible in a taxable year under
such trusts and plans shall not exceed 25 percent of the compensa-
tion otherwise paid or accrued during the taxable year to the
persons who are the beneficiaries of the trusts or plans. In addi-
tion, any amount paid into such trust or under such annuity plans
in any taxable year in excess of the amount allowable with respect
to such year under the preceding provisions of this paragraph shall
be deduectible in the succeeding taxable years in order of time, but
the amount so deductible under this sentence in any one such
succeeding taxable year together with the amount allowable under
the first sentence of this paragraph shall not exceed 30 percent of
the compensation otherwise paid or accrued during such taxable
years to the beneficiaries under the trusts or plamns. This para-

aph shall not have the effect of reducing the amount otherwise

eductible under paragraphs (1), (2), and (3), if no employee is a
bianeﬁciary under more than one trust, or a trust and an annuity
plan,

(b) MerHOD OF GonTRIBUTIONS, Brc., HAVvING THE EFFECT OF A
Pran.—If there is no plan but a method of employer contributions or
compensation has the effect of a stock bonus, pension, profit-sharing,

or annuity plan, or similar plan deferring the receipt of compensation,
subsection (a) shall apply as if there were such a plan.

(¢) CerTAIN NEGOTIATED PLANS,—If contributions are paid by an

employer—

(1) under a plan under which such contributions are held in
trust for the Eurposa of paying (either from principal or income or
both) for the benefit of employees and their families and dependents
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at least medical or hospital care, and pensions on retirement or
death of employees; and

(2) such plan was established prior to January 1, 1954, as a
result of an agreement between employee representatives and the

Government of the United States during a period of Government

operation, under seizure powers, of a major part of the productive

facilities of the industry in which such employer is engaged,
such contributions shall not be deductible under this section nor be
made nondeductible by this section, but the deductibility thereof
shall be governed solely by section 162 (relating to trade or business
expenses). This subsection shall have no application with respeet to
amounts contributed to a trust on or after any date on which such
trust is qualified for exemption from tax under section 501 (a).

(d) Carrvover orF Unusep Dwpucrions.—The amount of any
unused deductions or contributions in excess of the deductible amounts
for taxable years to which this part does not apply which under
section 23 (p) of the Internal Revenue Code of 1939 would be allowable
as deductions in later years had such section 23 (p) remained in effect,
shall be allowable as deductions in taxable years to which this part
applies as if such section 23 (p) were continued in effect for such years.

owever, the deduction under the preceding sentence shall not exceed
an amount which, when added to the deduction allowable under
subsection (a) for contributions made in taxable years to which this
part applies, is not greater than the amount which would be deductible
under subsection (a) if the contributions which give rise to the deduc-
tion under the preceding sentence were made in a taxable year to
which this part applies.

PART II—-MISCELLANEOUS PROVISIONS
Sec. 421. Employee stock options.

SEC. 421. EMPLOYEE STOCK OPTIONS.

() TrEaTMENT oF REestrIcTED StTock Oprions.—If a share of
stock is transferred to an imdividual pursuant to his exercise after
1949 of a restricted stock option, and no disposition of such share is
made by him within 2 years from the date of the granting of the
option nor within 6 months after the transfer of such share to him—

(1) no income shall result at the time of the transfer of such share
1;;; the individual upon his exercise of the option with respect to such

are;

(2) no deduction under section 162 (relating to trade or business
expenses) shall be allowable at any time to t%e employer corpora-
tion, a parent or subsidiary corporation of such corporation, or a
corporation issuing or assuming a stock option in a transaction to
which subsection (g) is applicable, with respect to the share so
transferred ; and

(3) no amount other than the price ﬁ)aid under the option shall
be considered as received by any of such corporations for the share
so transferred.

This subsection and subsection (b) shall not apply unless (A) the
individual, at the time he exercises the restricted stock option, is an
employee of either the corporation granting such option, a parent or
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subsidiary corporation of such corporation, or a corporation or a
parent or subsidiary of such corporation issuing or assuming a stock
option in a transaction to which subsection (g) is applicable, or (B) the
option is exercised by him within 3 months after the date he ceases to
be an employee of such corporations.

(b) Seecian Rurs WaERE OprioN PrIcE Is BETWEEN 85 PERCENT
AND 95 PercENT or VaLus oF Stock.—If no disposition of a share of
stock acquired by an individual on his exercise after 1949 of a re-
stricted stock option is made by him within 2 years from the date of
the granting of the option nor within 6 months after the transfer of
such share to him, but, at the time the restricted stock option was
granted, the option price (computed under subparagraph (d) (1) (A))
was less than 95 percent of the fair market value at such time of such
share, then, in the event of any disposition of such share by him, or in
the event of his death (whenever oceurring) while owning such share,
there shall be included as compensation (and not as gain upon the
sale or exchange of a capital asset) in his gross income, ?or the taxable
year in which falls the date of such disposition or for the taxable year
closing with his death, whichever applies—

(1) in the case of a share of stock acquired under an option
qualifying under clause (i) of subparagraph (d) (1) (A), an amount
equal to the amount (if any) by which the option price is exceeded
by the lesser of—

(A) the fair market value of the share at the time of such dis-
position or death, or

(B) the fair market value of the share at the time the option
was granted; or
(2) in the case of stock acquired under an option qualifying under

flause gii) of subparagraph (d) (1) (A), an amount equal to the

esser of—

(A) the excess of the fair market value of the share at the
time of such disposition or death over the price paid under the
option, or

(B) the excess of the fair market value of the share at the
time the option was granted over the option price (computed as
if the option had been exercised at such time).

In the case of the disposition of such share by the individual, the
basis of the share in his hands at the time of such disposition shall be
increased by an amount equal to the amount so includible in his
gross income.

(¢) AcquisitioN of New Srock.—If stock is received by an indi-
vidual in a distribution to which seetion 305, 354, 355, 356, or 1036,
or so much of section 1031 as relates to section 1036, applies and such
distribution was made with respect to stock transferred to him upon
his exercise of the option, such stock shall be considered as having
been transferred to him on his exercise of such option. A similar
rule shall be applied in the case of a series of such distributions.

(d) Dermvitions.—For purposes of this section— ;

(1) ResrricrEDp stock oprioN.—The term ‘‘restricted stock
option’” means an option granted after February 26, 1945, to an
individual, for any reason connected with his employment by a
corporation, if granted by the employer corporation or its parent
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or subsidiary corporation, to purchase stock of any of such cor-
porations, but only if—

(A) at the time such option is granted—

(i) the option price is at least 85 percent of the fair market
value at such time of the stock subject to the option, or

(ii) in case the purchase price of the stock under the option
is fixed or determinable under a formula in which the only
variable is the value of the stock at any time during a period
of 6 months which includes the time the option is exercised,
the option price (computed as if the option had been exercised
when granted) is at least 85 percent of the value of the stock
at the time such option is granted ; and -

(B) such option by its terms is not transferable by such indi-
vidual otherwise than by will or the laws of descent and distri-
bution, and is exercisable, during his lifetime, only by him; and

(C) such individual, at the time the option is ted, does
not own stock possessing more than 10 percent of the total com-
bined voting power of all classes of stock of the employer corpora-
tion or of its parent or subsidiary corporation. This subpara-
graph shall not apply if at the time such option is granted the
option price is at least 110 percent of the fair market value of the
stock subject to the option and such option either by its terms
is not exercisable after the expiration of 5 years from the date
such option is granted or is exercised within one year after the
datehof enactment of this title. For purposes of this subpara-

a - —

% p(i) such individual shall be considered as owning the stock
owned, directly or indirectly, by or for his brothers and sisters
(whether by the whole or ia blood), spouse, ancestors, and
lineal descendants; and

(1) stock owned, directly or indirectl{], by or for a corpora-
tion, partnership, estate, or trust, shall be considered as being
owned proportionately by or for its shareholders, partners,
or beneficiaries; and

(D) such option by its terms is not exercisable after the expi-
ration of 10 years from the date such option is granted, if such
option has been granted on or after June 22, 1954.

(2) Parent corrorATION.—The term ‘‘parent corporation”
means any corporation (other than the employer corporation) in
an unbroken chain of corporations ending with the employer corpo-
ration if, at the time of the granting of the option, each of the
corporations other than the employer corporation owns stock pos-
sessing 50 percent or more of the total combined voting power of
all classes of stock in one of the other corporations in such chain.

(3) SussipiaRY corrPoRATION.—The term “subsidiary corpora-
tion’”’ means any corporation (other than the employer corporation)
in an unbroken chain of corporations beginning with the employer
corporation if, at the time of the granting of the option, each of
the corporations other than the last corporation in the unbroken
chain owns stock possessing 50 percent or more of the total
combined voting power of classes of stock in one of the other
corporations in such chain.
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(4) DisrosiTioN.—

(A) GeENERAL RULE.— Except as provided in.subparagraph (B),
the term “digposition’ includes a sa{)e, exchange, gift, or a transfer
of legal title, but does not include—

(i) a transfer from a decedent to an estate or a transfer by
bequest or inheritance;
(ii) an exchange to which section 354, 355, 356, or 1036 (or

80 much of section 1031 as relates to section 1036) applies; or

(ii1) a mere pledge or hypothecation.

(B) Joint tENANcY.—The acquisition of a share of stock in
the name of the employee and another jointly with the right of
survivorship or a subsequent transfer of a share of stock into
such joint ownership shall not be deemed a disposition, but a
termination of such joint tenaney (except to the extent such em-
ployee acquires ownership of .such stock) shall be treated as a
disposition. by him occurring at the time such joint tenancy is
terminated.

(5) SrockHOLDER APPROVAL—If the grant of an option is subject
to approval by stockholders, the date of grant of the option shall
be determined as if the option had not been subject to such approval.

(6) EXBERCISE BY ESTATE.—

(A) In genmraL—If a restrieted stock option is exercised
subsequent to the death of the employee by the estate of the
decedent, or by a person who acquired the right to exercise such
option by bequest or inheritance or by reason of the death of the
decedent, the provisions of this section shall apply to the same
g}zit.ent as if the option had been exercised by the decedent, except

at—

(i) the holding period and employment requirements of sub-

section (a) shall not apply, and .

(ii) any transfer by the estate of stock acquired shall be con-

sidered a disposition of such stock for purposes of subsection (b).

(B) DEDUCTION FOR ESTATE mx.—I})an amount is required to
be included under subsection (b) in gross income of the estate of
the deceased employee or of a person deseribed in subparagraph
(A), there shall be allowed to the estate or such person a deduc-
tion with respect to the estate tax attributable to the inelusion in
the taxable estate of the deceased employee of the net value for
estate tax purposes of the restricted stock option. For this pur-
pose, the deduction shall be determined under section 691 (¢) as
if the option acquired from the deceased employee were an item
of gross income in respect of the decedent under section 691 and
as 1f the amount includible in gross income under subsection (b)
of this section were an amount included in gross income under
section 691 in respect of such item of gross income.

(e) MoprricatioN, Exrension, or RENEwAL oF OpTION.—

(1) Runes or apprLicaTioN.—For purposes of subsection (d), if
the terms of any option to purchase stock are modified, extended,
or renewed, the following rules shall be applied with respect to
transfers of stock made on the exercise of the option after the making
of such modification, extension; or renewal—
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(A) such modification, extension, or renewal shall be con-
sidered as the granting of a new option, :
(B) the fair market value of such stock at the time of the grant-
ing of such option shall be considered as—
(i) the fair market value of such stock on the date of the
original granting of the option,
(1i) the fair market value of such stock on the date of the
making of such modification, extension, or renewal, or
(iii) the fair market value of such stock at the time of the
making of any intervening modification, extension, or renewal,
whichever is the highest.
Subparagraph (B) shall not apply if the aggregate of the monthly
average fair market values of the stock subject to the option for the
12 consecutive calendar months before the date of the modification,
extension, or renewal, divided by 12, is an amount less than 80 per-
cent of the fair market value of such stock on the date of the original
granting of the option or the date of the making of any intervening
modification, extension, or renewal, whichever is the highest.

(2) DeriNiTiON OF MODIFICATION.—The term “modification”
means any change in the terms of the option which gives the em-
pl(c)fvee additional benefits under the option, but such term shall not
include a change in the terms of the option—

(A) attributable to the issuance or assumption of an option
under subsection (g); or
(B) to permit tﬁe option to qualify under subsection (d) (1)

If an option is exercisable after the expiration of 10 years from the

date such option is granted, subparagraph (B) shall not apply unless

the terms of the option are also changed to make it not exercisable
after the expiration of such period.

(f) Errecr or Disquarniryving Disposition.—If a share of stock,
acquired by an individual pursuant to his exercise of a restricted
stock option, is disposed of by him within 2 years from the date of
the granting of the option or within 6 months after the transfer of
such share to him, then any increase in the income of such individual
or deduetion from the income of his employer corporation for the
taxable year in which such exercise occurred attributable to such
disposition, shall be treated as an increase in income or a deduction
from income in the taxable year of such individual or of such em-
ployer corporation in which such disposition occurred.

(g) CorroraTE REORGANIZATIONS, LiQUuipaTIONS, ET0.—For pur-
poses of this section, the term “issuing or assuming a stock option in a
transaction to which subsection (g) is applicable’” means a substitu-
tion of a new option for the old option, or an assumption of the old
option, by an employer corporation, or a parent or subsidiary of such
corporation, by reason of a corporate merger, consolidation, acquisi-
tion of property or stock, separation, reorganization, or liquidation,

(1) the excess of the aggregate fair market value of the shares
subject to the option immegiately after the substitution or assump-
tion over the aggregate option price of such shares is not more than
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the excess of the aggregate fair market value of all shares subject
to the option immediately before such substitution or assumption
over the aggregate option price of such shares, and
(2) the new option or the assumption of the old option does not
give the employee additional benefits which he did not have under
the old option.
For purposes of this subsection, the parent-subsidiary relationship
shall be determined at the time of any such transaction under this
subsection.
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Subchapter E—Accounting Periods and Methods of
Accounting

Part I. Accounting periods.
Part II. Methods of accounting,
Part III. Adjustments.

PART I—-ACCOUNTING PERIODS

Sec. 441. Period for computation of taxable income.
Sec. 442. Change of annual accounting period.
Sec. 443, Refurns for a period of less than 12 months.

SEC. 441. PERIOD FOR COMPUTATION OF TAXABLE INCOME.

(a) CompuraTioN oF Taxasre INncome.—Taxable income shall be
computed on the basis of the taxpayer’s taxable year.

(b) TaxasrLe Ywmar.—For purposes of this subtitle, the term
“taxable year’”’ means—

(1) the taxpayer’s annual accounting period, if it is a calendar
year or a fiscal year;

(2) the calendar year, if subsection (g) applies; or

(3) the period for which the return is made, if a return is made
for a period of less than 12 months.

(¢) Axnuan Accounting Prrronp.—For purposes of this subtitle,
the term “annual accounting period’” means the annual period on
the basis of which the taxpayer regularly computes his income in
keeping his books.

(d) Carenpar Yrear.—For purposes of this subtitle, the term
““calendar year’” means a period of 12 months ending on December 31.

(e) Fiscar Year.—For purposes of this subtitle, the term *‘fiscal
year” means a period of 12 months ending on the last day of any
month other than December. In the case of any taxpayer who has
made the election provided by subsection (f), £e term means the
annual period (varying from 52 to 53 weeks) so elected.

(f) Buecrion oF YmAR ConsistiNGg oF 52-53 WEEKS.—

(1) GeveErAL RULE.—A taxpayer who, in keeping his books,
regularly computes his income on the basis of an annual period
which varies from 52 to 53 weeks and ends always on the same day
of the week and ends always—

(A) on whatever date such same day of the week last occurs in

a calendar month, or

(B) on whatever date such same day of the week falls which is
nearest to the last day of a calendar month,

may (in accordance with the regulations prescribed under para-

graph (3)) elect to compute his taxable income for purposes of this

subtitle on the basis of such annual period. This paragraph shall
alg)lply fo taxable years ending after the date of the enactment of
this title.
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(2) SPECIAL RULES FOR 52-58-WEEK YEAR.—

(A) ErrecTive pAres.—In any case in which the effective date
or the applicability of any provision of this title is expressed

in terms of taxable years beginm’n% or endiu% with reference to a

specified date which is the first or last day of a month, a taxable

year described in paragraph (1) shall (exeept for purposes of the
computation under section 21) be treated—

(i) as beginning with the first day of the calendar month
beginning nearest to the first day of such taxable year, or

(i1) as ending with the last day of the calendar month ending
nearest to the last day of such taxable year,

as the case may be,

(B) CHANGE IN ACCOUNTING PERIOD.—In the case of a change

from or to a taxable year deseribed in paragraph (1)—

(i) if such change results in a short period (within the mean-
ing of section 443) of 359 days or more, or of less than 7 days,
section 443 (b) (relating to alternative tax computation) shall
not apply;

(i1) if such change results in a short period of less than 7 days,
such short period shall, for purposes of this subtitle, be added
to and deemed a part of the following taxable year; and

(iii) if such change results in a short period to which subsec-
tion (b) of section 443 applies, the taxable income for such
short period shall be placed on an annual basis for purposes
of such subsection by multiplying such income by 365 and
dividing the result by the numg:a]:'gof days in the short period,
and the tax shall be the same part of the tax computed on the
annual basis as the number ol{? days in the short period is of
365 days. :

(3) Rucurarions.—The Secretary or his delegate shall prescribe
such regulations as he deems necessary for the application of this
subsection.

(2g) No Booxrs Kepr; No Accounrting Periop.—Except as pro-
vided in section 443 (relating to returns for periods of less than 12
months), the taxpayer's taxable year shall be the calendar year if—

(1) the taxpayer keeps no books;

(2) the taxpayer does not have an annual accounting period; or

(3) the taxpayer has an annual aceounting period, but such period
does not qualify as a fiscal year.

SEC. 442, CHANGE OF ANNUAL ACCOUNTING PERIOD.

If a taxpayer changes his annual accounting period, the new ac-
counting period shall become the taxpayer’s taxable year only if the
change 1s approved by the Secretary or his delegate. For purposes
of this subtitle, if a taxpayer to whom section 441 (g) applies adopts
an annual accounting period (as defined in section 441 (c)) other than
a calendar year, the taxgayer shall be treated as having changed his
annual accounting period. :

SEC. 443. RETURNS FOR A PERIOD OF LESS THAN 12 MONTHS.

(a) RETuRNsS FOR SHORT PhiRiop.—A return for a period of less
than 12 months (referred to in this section as “short period’) shall
be made under any of the following circumstances:
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(1) CHANGE OF ANNUAL ACCOUNTING PERIOD.—When the tax-
E:iyer, with the approval of the Secretary or his delegate, changes
is annual accounting period. In such a case, the return shall be
made for the short period beginning on the day after the close of
the former taxable year and ending at the close of the day before
the day designated as the first day of the new taxable year.

(2) TAXPAYER NOT IN EXISTENCE FOR ENTIRE TAXABLE YEAR.—
When the taxpayer is in existence during only part of what would
otherwise be his taxable year.

(3) TERMINATION OF TAXABLE YEAR FOR JEOPARDY.—When the
Secretary or his delegate terminates the taxpayer’s taxable year
under section 6851 (relating to tax in jeopardy).

(b) CompuraTion oF Tax on CHANGE OF ANNUAL ACCOUNTING
Periop.—

(1) GeneraL RULE—If & return is made under paragraph (1)
of subsection (a), the taxable income for the short period shall be
placed on an annual basis by multiplying such income by 12 and
dividing the result by the number of months in the short period.
The tax shall be the same part of the tax computed on the annual
basis as the number of months in the short period is of 12 months.

(2) ExceprioN.—

(A) CoMPUTATION BASED ON 12-MONTH PERIOD.—If the tax-
payer applies for the benefits of this paragraph and establishes
the amount of his taxable income for the 12-month period
described in subparagraph (B), computed as if that period were
a taxable year and under the law applicable to that year, then
the tax for the short period, computed under paragraph (1), shall
be reduced to the greater of the following:

(i) an amount which bears the same ratio to the tax com-
puted on the taxable income for the 12-month period as the
taxable income computed on the basis of the short period bears
to the taxable income for the 12-month period; or

(ii) the tax computed on the taxable income for the short
period without placing the taxable income on an annual basis.

The taxpayer (other than & taxpayer to whom subparagraph

(B) (ii) applies) shall compute the tax and file his return without

the application of this paragraph.

(B) 12-MoNTH pERmD.—gil“ﬁe 12-month period referred to in
subparagraph (A) shall be—

(i) the period of 12 months beginning on the first day of
the short period, or

(i) the period of 12 months ending at the close of the last
day of the short period, if at the end of the 12 months
referred to in clause (i) the taxpayer is not in existence or
(if a corporation) has theretofore disposed of substantially
all of its assets.

(C) ArpricaTioN For BENEFITS.—Application for the benefits
of this paragraph shall be made in such manner and at such time
as the regulations prescribed under subparagraph (D) may
require; except that the time so preseribed shall not be later
than the time (including extensions) for filing the return for the
first taxable year which ends on or after the day which is 12
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months after the first day of the short period. Such applica-
tion, in case the return was filed without regard to this paragraph,
shall be considered a claim for credit or refund with respect
to the amount by which the tax is reduced under this paragraph.

(D) Recurarions.—The Secretary or his delegate shall pre-
scribe such regulations as he deems necessary for the application
of this paragraph.

(¢) ApsusTmeENT IN DupucrioN ror PrrsonAnL ExemprioN.—In
the case of a taxpayer other than a corporation, if a return is made
for a short period by reason of subsection (a) (1) and if the tax is
not computed under subsection (b) (2), then the exemptions allowed
as a deduction under section 151 (and any deduction in lieu thereof)
shall be reduced to amounts which bear the same ratio to the full
exemptions as the number of months in the short period bears to 12.

(d) Cross REFERENCES.—

For inapplicability of subsection (b) in computing—

(1) Accumulated earnings tax, see section 536.

(2) Personal holding company tax, see section 546.

(3) Undistributed foreign personal holding company income, see
section 557.

(4) The taxable income of a regulated investment company, see
section 852 (b) (2) (E).

PART II—METHODS OF ACCOUNTING

Subpart A. Methods of accounting in general,

Subpart B. Taxable year for which items of gross income included,
Subpart C. Taxable year for which deductions taken.

Subpart D. Inventories.

Subpart A—Methods of Accounting in General
Sec., 446. General rule for methods of aceounting,

SEC. 446. GENERAL RULE FOR METHODS OF ACCOUNTING.

(a) GexuraL Rurne.—Taxable income shall be computed under the
method of accounting on the basis of which the taxpayer regularly
computes his income in keeping his books.

(b) Exorptrons.—If no method of accounting has been regularly
used by the taxpayer, or if the method used does not clearly reflect
income, the computation of taxable income shall be made under such
method as, in the opinion of the Secretary or his delegate, does clearly
reflect income.

(¢) PermissiBLe MEuTHODS.—Subject to the provisions of subsec-
tions (a) and (b), a taxpayer may compute taxable income under any
of the following met—hovdps of accounting—

(1) the cash receipts and disbursements method;

(2) an accrual method;

(3) any other method permitted by this chapter; or

(4) any combination of the foregoing methods permitted under
regulations prescribed by the Secretary or his delegate.

(d) Taxpavyer Excacep 1v Mors Tuan Oxe Busivess.—A tax-
payer engaged in more than one trade or business may, in computing
taxable income, use a different method of accounting for each trade
or business.
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(e) RequinemeNT REspEcTING CHANGE OF ACCOUNTING M ETHOD.—
Except as otherwise ressly provided in this chapter, a taxpayer
who changes the methe:c-ip of accounting on the basis of which he regu-
larly computes his income in keeping his books shall, before computing
his taxable income under the new method, secure the consent of the
Secretary or his delegate.

Subpart B—Taxable Year for Which Items of Gross Income Included

Sec. 451. General rule for taxable year of inclusion.
Sec. 452. Prepaid income.

Sec. 453. Installment method.

Sec. 454. Obligations issued at discount.

SEC. 451. GENERAL RULE FOR TAXABLE YEAR OF INCLUSION.

(a) GENERAL RunLeE.—The amount of any item of gross income shall
be included in the gross income for the taxable year in which received
by the taxpayer, unless, under the method of accounting used in
computing taxable income, such amount is to be properly accounted
for as of a different period.

(b) Sprciar RuLe in Case or Deare,—In the case of the death
of a taxpayer whose taxable income is computed under an accrual
method of accounting, any amount accrued only by reason of the
death of the taxpayer shall not be included in computing taxable
income for the period in which falls the date of the taxpayer’s death.
SEC. 452. PREPAID INCOME.

(a) Prepatp INcoME To B EArNED OVER SHORT OR INDEFINITE
Prriop.— _

(1) SuortT pERIOD.—In the case of any prepaid income to which
this section applies, if the liability described in subsection (e) (2) is
(at the time the income is received) to end before the first day of
the sixth taxable year after the taxable year in which such income
is received, then such income shall be included in gross income for
the taxable year in which received, and for each of the 5 succeeding
taxable years, to the extent proper under the method of accounting
used under section 446 in computing taxable income for such year.
If the liability does not in fact eﬁ before the first day of such
sixth taxable year, such income shall be included in gross income
for the taxable years specified in the preceding sentence except
that with the consent of the Secretary or his delegate it shall be
included in gross income in such proportions, and for such taxable
years, as are specified in such consent. '

(2) InpeEFINITE PERIOD.—In the case of any prepaid income to
which this section applies, if the liability described in subsection
(e) (2) is (at the time the income is received) of indefinite duration,
then such income shall be included in gross income for the taxable
year in which received and for each of the 5 succeeding taxable
vears, consistently with the principles prescribed in paragraph (1)
and subsection (b), under regulations prescribed by the Secretary
or his delegate. With the consent of the Secretary or his delegate
the prepaid income shall be included in gross income in such pro-
portions, and for such taxable years, as are specified in such consent.
(b) Prepaip Incomre To Br Earnup Over Lone Prriop.—In

the case of any prepaid income to which this section applies, if the
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liability described in subsection (e) (2) is (at the time the income is
received) to end after the close of the fifth taxable year after the tax-
able year in which such income is received, then—

(1) one-sixth of the prepaid income shall be included in gross
income for the taxable year in which received, and one-sixth shall
be included in gross income for each of the 5 suceeeding taxable
years; except that

(2) with the consent of the Secretary or his delegate, the prepaid
income shall be included in gross income in such proportions, and
for such taxable years, as are specified in such consent.

(¢) Waeres Taxpaver’'s Liasinity Cpases.—In the case of any
prepaid income to which this section applies—

(1) If the liability described in subsection (e) (2) ends, then so
much of such income as was not includible in gross income under
subsections (a) and (b) for preceding taxable years shall be included
in gross income for the taxable year in which the liability ends.

(2) If the taxpayer dies or ceases to exist, then so much of such
income as was not includible in gross income under subsections (a)
and (b) for preceding taxable years shall be included in gross income
for the taxable year in which such death, or such cessation of exist-
ence, occurs.

(d) Prepap INcoME To WHicH THis SEcTioN APPLIES. —

(1) EnscrioN oF BENEFITS.—This section shall apply to prepaid
income if and only if the taxpayer makes an election under this
section with respect to the trade or business in connection with
which such income is received. The election shall be made in such
manner as the Secretary or his delegate may. by regulations pre-
scribe. No election may be made with respect to a trade or business

_ if in computing taxable income the cash receipts and dishursements
method of accounting is used with respect to such trade or business.

(2) Scors oF BLECTION.—AnN election made under this section
shall apply to all prepaid income received in connection with the
trade or business with respect to which the taxpayer has made the
election; except that the ayer may, to the extent permitted
under regulations prescribed by the Secretary or his delegate, in-
clude in %'mss income for the taxable year of receipt the entire
amount of any prepaid income if the liability from which it arose
is to end within 12 months after the date of receipt. An election
made under this section shall not apply to any prepaid income
received before the first taxable year for which the election is, made.

(3) WHEN BELECTION MAY BE MADE.—

(A) WitHOoUT cONSENT.—A taxpayer may, without the con-
sent of the Secretary or his delegate, make an election under this
section for his first taxable year (i) which begins after December
31, 1953, and ends after the date on which this title is enacted,
and (ii) in which he receives prepaid income in the trade or busi-
ness. Such an election shall be made not later than the time
prescribed by this subtitle for filing the return for such year (in-
cludin%;,xbeusions thereof).

(B) Wrrn consenT.—A taxpayer may, with the consent of the
Secretary or his delegate, make an election under this section at
any time.
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(e) DeriniTIONS.—For purposes of this section—

(1) Prepaip iNcomeE.—The term ‘‘prepaid income’” means any
amount (includible in gross income) which is received in connection
with, and is directly attributable to, a liability which extends
beyond the close of the taxable year in which such amount is
received. Such term does not include any income treated as gain
from the sale or other disposition of a capital asset.

(2) LiaBiLiTy TO RENDER SERVICES, ETc.—The term “liability”
means a liability to render services, furnish goods or other property,
or allow the use of property.

(3) Recerpr OF PREPAID INCOME—Prepaid income shall be
treated as received during the taxable year for which it is includible
in gross income under section 451 (without regard to this section).

SEC. 453. INSTALLMENT METHOD.

(a) Dearers 1N PersonanL Properry.—Under regulations pre-
seribed by the Secretary or his delegate, a person who regularly sells
or otherwise disposes of personal property on the installment plan
may return as income therefrom in any taxable year that proportion
of the installment payments actually received in that year which the

oss profit, realized or to be realized when payment is completed,

ears to the total contract price.

(b) SaLes or REanry ANp CAsvuAL Sanes oF PErsoNALTY.—

(1) GeneRAL RULE.—Income from—

‘(A) a sale or other disposition of real property, or

(B) a casual sale or otEer'c.a.sun.I disposition of personal prop-
erty (other than property of a kind which would properly be
included in the inventory of the taxpayer if on hand at the close
of the taxable year) for a price exceeding $1,000, :

may (under regulations prescribed by the Secretary or his dele-

gate) be returned on the gasis and in the manner prescribed in sub-

section (a).

(2) Limiration.—Paragraph (1) shall apply—

(A) In the case of a sale or other disposition during a taxable
year beginning after December 31, 1953 (whether or not such
taxable year ends after the date of enactment of this title),
only if in the taxable year of the sale or other disposition—

(i) there are no payments, or
(1) the payments (exclusive of evidences of indebtedness of
the purchaser) do not exceed 30 percent of the selling price.

(B) In the case of a sale or other disposition during a taxable
year beginning before January 1, 1954, only if the income was
(by reason of section 44 (b) of the Internal Revenue Code of 1939)
returnable on the basis and in the manner preseribed in section
44 (a) of such code.

(¢) Cuanee From AccruAL To INsTALLMENT BAsis.—

(1) GexeraL RULE,—If a taxpayer entitled to the benefits of
subsection (a) elects for any taxable year to report his taxable in-
come on the installment basis, then in computing his taxable in-
come for such year (referred to in this subsection as ‘“‘year of
change’) or for any subsequent year—

A) installment payments actually received during any such
year on account of sales or other dispositions of property made
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in any taxable year before the year of change shall not be ex~

cluded; but

(B) the tax imposed by this chapter for any taxable year (re-
ferred to in this subsection as ‘“‘adjustment year’’) beginning
after December 31, 1953, shall be reduced by the adjustment
computed under paragraph (2).

(2) ADJUSTMENT IN TAX FOR AMOUNTS PREVIOUSLY TAXED.—
In determining the adjustment referred to in paragraph (1) (B),
first determine, for each taxable year before the year of change,
the amount which equals the lesser of—

(A) the portion of the tax for such prior taxable year which
is attributable to the gross profit which was included in gross
income for such prior taxable year, and which by reason of para-
graph (1) (A) is includible in gross income for the taxable year,
or

(B) the portion of the tax for the adjustment year which is
attributable to the gross profit described in subparagraph (A).
The adjustment referred to in pi aph (1) (B) for the adjustment
year is the sum of the amounts determined under the preceding

sentence.

(3) RULE FOR APPLYING PARAGRAPH (2),—For ﬁ)urposes of para-
graph (2), the portion of the tax for a prior taxable year, or for the
adjustment year, which is attributable to the gross profit described
in such paragraph is that amount which bears the same ratio to
the tax imposed by this chapter (or by the corresponding provisions
of prior revenue laws) for such taxable year (computed without
regard to paragraph (2)) as the gross profit described in such para-
graph bears to the gross income for such taxable year. For pur-
poses of the preceding sentence, the provisions of chapter 1 (other
than of subchapter D, relating to excess profits tax, and of subchap-
ter E, relating to self-employment income) of the Internal Revenue
Code of 1939 shall be treated as the corresponding provisions of
the Internal Revenue Code of 1939.

(d) Gav or Loss oN DisprosiTioN oF INSTALLMENT OBLIGATIONS.—

(1) Generan RuLE.—If an installment obligation is satisfied at
other than its face value or distributed, transmitted, sold, or other-
wise disposed of, gain or loss shall result to the extent of the differ-
ence between the basis of the obligation and—

(A) the amount realized, in the case of satisfaction at other
than face value or a sale or exchange, or
(B) the fair market value of the obligation at the time of
distribution, transmission, or disposition, in the case of the dis-
tribution, transmission, or disposition otherwise than by sale or
exchange.
Any gain or loss so resulting shall be considered as resulting from
the sale or exchange of the property in respect of which the install-
ment obligation was received.

(2) Basis or oBLiGATION.—The basis of an installment obligation
shall be the excess of the face value of the obligation over an amount
equal to the income which would be returnable were the obligation
satisfied in full.

(3) SPECIAL RULE FOR TRANSMISSION AT DEATH.—EXxcept as pro-
vided in section 691 (relating to recipients of income in respect of
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decedents), this subsection shall not apply to the transmission of
installment obligations at death.

(4) ErFECT OF DISTRIBUTION IN CERTAIN LIQUIDATIONS.—
(A) LiQUIDATIONS #0 WHICH SECTION 332 APPLIES.—If—

(i) an installment obligation is distributed by one corpora-

tion to another corporation in the course of a liquidation, and

(ii) under section 332 (relating to complete liquidations of

subsidiaries) no gain or loss with respect to the receipt of such

obligation is recognized in the case of the recipient corporation,

then no gain or loss with respect to the distribution of such

obligation shall be recognized in the case of the distributing

cOr%Orat.ion.
(B) LiquipATIONS TO WHICH SECTION 837 APPLIES.—If—
(i) an installment obligation is distributed by a corporation
in the course of a liquidation, and
(il) under section 337 (relating to gain or loss on sales or
exchanges in connection with certain liquidations) no gain or
loss would have been recognized to the corporation if the
corporation had sold or exchanged such installment obligation
on the day of such distribution,
then no gain or loss shall be recognized to such corporation by
reason of such distribution.

SEC. 454. OBLIGATIONS ISSUED AT DISCOUNT.

(a) Non-INTEREST-BEARING OBLIGATIONS ISSUED AT A DI1scoUuNT—
If, in the case of a taxpayer owning any non-interest-bearing obligation
issued at a discount and redeemable for fixed amounts increasing at
stated intervals or owning an obligation described in paragraph (2)
of subsection (c), the increase in the redemption price of such obliga-
tion occurring in the taxable year does not (under the method of
accounting used in comﬁuting his taxable income) constitute income to
him in such year, such taxpayer may, at his election made in his
return for any taxable year, treat such increase as income received in
such taxable year. If any such election is made with respect to any
such obligation, it shall apply also to all such obligations owned by the
taxpayer at the beginning ofth‘e first taxable year to which it applies
and to all such obligations thereafter acquired by him and shall be
binding for all subsequent taxable years, unless on apglic&tion by
the taxpayer the Secretary or his delegate permits him, subject to such
conditions as the Secretary or his delegate deems necessary, to change
to a different method. In the case ofg any such obligations owned by
the taxpayer at the beginning of the first taxable year to which his
election applies, the increase in the redemption price of such obligations
occurring between the date of acquisition (or, in the case of an obliga-
tion described in paragraph (2) of subsection (c), the date of acci)uisit.ion
of the series E bond involved) and the first day of such taxable year
shall also be treated as income received in such taxable year.

(b) Smor1-TErRM OsBLiGATIONS Issuep on. Discount Basis.—In
the case of any obligation—

(1) of the United States; or

(2) of a State, a Territory, or a possession of the United States,
or a.n{r political subdivision of any of the foregoing, or of the District
of Columbia,
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which is issued on a discount basis and payable without interest at a
fixed maturity date not exceeding 1 cﬁear from the date of issue,
the amount of discount at which such obligation is originally sold
shall not be considered to accrue until the date on which such obliga-
tion is paid at maturity, sold, or otherwise disposed of.

(¢) Marurep Unrrep Stares Savines Bonps.—In the case of a
taxpayer who—

(1) holds a series E United States savings bond at the date of
maturity, and
(2) pursuant to regulations prescribed under the Second Liberty

Bond Act retains his investment in the maturity value of such series

E bond in an obligation, other than a eurrent income obligation,

which matures not more than 10 years from the date of maturity

of such series E bond,
the increase in redemption value (to the extent not previously in-
cludible in gross income) in excess of the amount paid for such series E
bond shall %re includible in gross income in the taxable year in which
the obligation is finally redeemed or in the taxable year of final
maturity, whichever is earlier. This subsection shall not apply to a
corporation, and shall not apply in the case of any taxable year for
which the taxpayer’s taxable income is computed under an accrual
method of accounting or for which an election made by the taxpayer
under subsection (a) applies.

Subpart C—Taxable Year for Which Deductions Taken

Sec. 461. General rule for taxable year of deduction.
- Bee. 462. Reserves for estimated expenses, ete.

SEC. 461. GENERAL RULE FOR TAXABLE YEAR OF DEDUCTION.

(a) GENERAL RULE.—The amount of any deduction or credit al-
lowed by this subtitle shall be taken for the taxable year which is
the proper taxable year under the method of accounting used in com-
puting taxable income.

(b) Sprcian RuLe 1N Case oF DeaTe.—In the case of the death
of a taxpayer whose taxable income is computed under an acerual
method of accounting, any amount acerued as a deduction or eredit
only by reason of the death of the taxpayer shall not be allowed in
computing taxable income for the period in which falls the date of the
taxpayer’s death.

(¢) Accrual or Rearn ProrerTy TAxES.—

(1) In ceneraL.—If the taxable income is computed under an
accrual method of accounting, then, at the election of the taxpayer,
any real property tax which 1s related to a definite period of time
shall be accrued ratably over that period.

(2) SpeciaL ruLes.—Paragraph (1) shall not apply to any real
property tax, to the extent that such tax was allowable as a dedue-
tion under the Internal Revenue Code of 1939 for a taxable year
which began before January 1, 1954. In the case of any real
property tax which would, but for this subsection, be allowﬁ)]e as
a deduction for the first taxable year of the taxpayer which begins
after December 31, 1953, then, to the extent that such tax is related
to any period before the first day of such first taxable year, the tax
shall be allowable as a deduction for such first taxable year.
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(3) WHEN ELECTION MAY BE MADE.—

(A) WirnOoUT conNsENT.—A taxpayer may, without the consent'
of the Secretary or his delegate, make an election under this
subsection for his first taxable year which begins after December
31, 1953, and ends after the date of enactment of this title in
which the taxpayer incurs real property taxes. Such an election
shall be made not later than the time prescribed by law for filing
the return for such year (including extensions thereof).

(B) WitH coNsENT.—A taxpayer may, with the consent of the
Secretary or his delegate, make an election under this subsection
at any time.

SEC. 462. RESERVES FOR ESTIMATED EXPENSES, ETC.

(a) GenerArL Rune.—In computing taxable income for the taxable
year, there shall be taken into account (in the discretion of the Sec-
retary or his delegate) a reasonable addition to each reserve for
estimated expenses to which this section applies.

(b) ApsvsrmeENTs WHERE RESERVE BEcomEs Excrssive.—If it is
determined that the amount of any reserve for estimated expenses
to which this section applies is (as of the close of the taxable year)
excessive, then (unde;hlflfﬂations preseribed by the Secretary or his
delegate) such excess shall be taken into account in computing taxable
income for the taxable year. :

(¢) Esrimarep Exrenges To WHicH THIis SEcrion AppLis.—

(1) Erecrion oF BENEFITS.—This section shall apply to esti-
mated expenses if and only if the taxpayer makes an e?ection under
this section with respect to the trade or business to which such
expenses are attributable. The election shall be made in such
manner as the Secretary or his delegate may by regulations pre-
scribe. No election may be made with respect to a trade or business
if in computing taxable income the cash receipts and disbursements
method of accounting is used with respect to such trade or business.

(2) Scorr orF ELECTION.—An election made under this section
shall apply to all estimated expenses attributable to the trade or
business.

(3) WHEN ELECTION MAY BE MADE.—

(A) WitHOUT CONSENT.—A taxpayer may, without the con-
sent of the Secretary or his delegate, make an election under this
section for his first taxable year (i) which begins after December
31, 1953, and ends after the date on which this title is enacted,
and (i) for which there are estimated expenses attributable to
the trade or business. Such an election shall be made not later
than the time prescribed by law for filing the return for such
year (including extensions thereof).

(B) Wira conseEnT.—A taxpayer may, with the consent of the
Secretary or his delegate, make an election under this section at
apy time.

(d) Estimarep Expense DeriNeEd.—

(1) GeneraL RuLE.—For purposes of this section, the term

“estimated expense’’ means a deduction allowable by this subtitle—

(A) part or all of which would (but for this section) be required
to be taken into account for a subsequent taxable year;
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(B) which is attributable to the income of the taxable year or

ior taxable years for which an election under this section is
in effect; and

(C) which the Secretary or his delegate is satisfied can be
estimated with reasonable accuracy.

(2) Excreprions.—The term ‘“estimated expense’” does not
include—

(A) any deduction attributable to income taken into account in
computing taxable income for taxable years preceding the first
taxable year for which the election is made;

(B) any deduction attributable to prepaid income to which
section 452 applies by reason of an election made under such
section by the taxpayer; or
3 {)C)) any deduetion allowable under section 166 (relating to bad

ebts).

(e) Seecian Rune ror DepucrioNs ATTRIBUTABLE TO PERIOD
Berore Erection.—Any deduction attributable to income taken into
account in computing taxable income for taxable years preceding the
first taxable year for which the election is made shall be allowable
in the same manner and to the same extent as if this section had
not been enacted.

Subpart D—Inventories

See. 471. General rule for inventories.
Sec. 472. Last-in, first-out inventories.

SEC. 471. GENERAL RULE FOR INVENTORIES.

Whenever in the opinion of the Secretary or his delegate the use of
inventories is necessary in order clearly to determine the income of
any taxpayer, inventories shall be taken by such taxpayer on such
basis as the Secretary or his delegate may prescribe as conforming as
nearly as may be to the best accounting practice in the trade or
business and as most clearly reflecting the income.

SEC. 472, LAST-IN, FIRST-OUT INVENTORIES.

(a) AurHORIZATION.—A taxpayer may use the method provided in
subsection (b) (whether or not such method has been prescribed under
section 471) in inventorying goods specified in an application to use
such method filed at sucﬂ time and in such manner as the Secretar
or his delegate may prescribe. The change to, and the use of, suc
method shall be in accordance with such regulations as the Secretar
or his delegate may prescribe as necessary in order that the use of sue
method may clearly reflect income.

(b) MEeTtHODP APPLICABLE.—In inventorying goods specified in the
application described in subsection (a), the taxpayer shall:

(1) Treat those remaining on hand at the close of the taxable
year as being: First, those included in the opening inventory of the
taxable year (in the order of acquisition) to the extent thereof; and
second, those acquired in the taxable year;

(2) Inventory them at cost; and

(3) Treat those included in the opening inventory of the taxable
year in which such method is first used as having been acquired
at t?t]:edsama time and determine their cost by the average cost
method.
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(¢) Conpirion.—Subsection (a) shall apply only if the taxpayer
establishes to the satisfaction of the Secretary or his delegate tl{at
the taxpayer has used no procedure other than that specified in para-
graphs (1) and (3) of subsection (b) in inventorying such goods to
ascertain the income, profit, or loss of the first taxable year for which
the method described in subsection (b) is to be used, for the purpose
of a report or statement covering such taxable year—

. (1) to shareholders, partners, or other proprietors, or to benefi-

ciaries, or

(2) for credit purposes.

(d) PrucepinGg CrosiNng INVENTORY.—In determining income for
the taxable year preceding the taxable year for which the method
described in subsection (b) is first used, the closing inventory of such
preceding year of the goods specified in the application referred to in
subsection (a) shall be at cost.

(e) SupsEQuENT INVENTORIES.—If a taxpayer, having complied
with subsection (a), uses the method described in subsection (b) for
any taxable year, then such method shall be used in all subsequent
taxable years unless—

(1) with the approval of the Secretary or his delegate a change
to a different method is authorized; or,

(2) the Secretary or his delegate determines that the taxpayer
has used for any such subsequent taxable year some procedure
other than that specified in paragraph (1) of subsection (b) in
inventorying the goods specified m the application to ascertain
the income, profit, or loss of such subsequent taxable year for the
purpose of a report or statement covering such taxable year (A)
to shareholders, partners, or other proprietors, or beneficiaries
or (B) for credit purposes; and requires a change to a metho
different from that preseribed in subsection (b) beginning with
such subsequent taxaﬁle year or any taxable year thereafter.

If paragraph (1) or (2) of this subsection applies, the change to, and
the use of, the different method shall be in accordance with such regu-
lations as the Secretary or his delegate may prescribe as necessary in
order that the use of such method may clearly reflect income.

(f) Cross REFERENCE.—

For provisions relating to involuntary liquidation and replacement of
LIFO inventories, see section 1321.

PART III-ADJUSTMENTS

See, 481. Adjustmenta required by changes in method of accounting.
See. 482, Allocation of income and deductions among taxpayers,

SEC. 481. ADJUSTMENTS REQUIRED BY CHANGES IN METHOD OF
ACCOUNTING.

(a) GeneraL Rune.—In computing the taxpayer’s taxable income
f(lrlr any,)tsxable year (referred to in this section as the ‘“year of the
change' )—

(1) if such computation is under a method of accounting different
from the method under which the taxpayer's taxable income for
the preceding taxable year was computed, then

(2) there shall be taken into account those adjustments which
are determined to be necessary solely by reason of the change in
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order to prevent amounts from being duplicated or omitted, except
there shall not be taken into account any adjustment in respect
of any taxable year to which this section does not apply.
(b) LimrraTion oN Tax WHERE ApsusTMENTS ARE SUBSTAN-
TIAL.—
(1) THREE YEAR ALLOCATION,—If—

(A) the method of accounting from which the change is made
was used by the taxpayer in computing his taxable mcome for
the 2 taxable years preceding the year of the change, and

(B) the increase mn taxalﬁﬁa income for the year of the change
which results solely by reason of the adjustments required by
subsection (a) (2) exceeds $3,000,

then the tax under this chapter attributable to such increase in
taxable income shall not be greater than the aggregate of the taxes
under this chapter (or under the corresponding provisions of prior
revenue laws) which would result if one-third of such increase were
included in taxable income for the year of the change and one-third
of such increase were included for each of the 2 preceding taxable
ears.
s (2) ALLOCATION UNDER NEW METHOD OF ACCOUNTING.—If—
(A) the increase in taxable income for the year of the change
which results solely by reason of the adjustments required by
subsection (a) (2) exceeds $3,000, and ; ;
(B) the taxpayer establishes his taxable income (under the
new method of accounting) for one or more taxable years con-
secutively preceding the taxable year of the change for which
the taxpayer in computing taxable income used the method of
accounting from which the change is made,
then the tax under this chapter attributable to such increase in
taxable income shall not be greater than the net increase in the
taxes under this chapter which would result if the adjustments
required by subsection (a) (2) were allocated to the taxable year
or years specified in subparagraph (B) to which they are properly
allocable under the new method of accounting and the bﬂﬁ)ance of
the adjustments required by subsection (a) (2) was allocated to the
taxable year of the change.

(3) SPECIAL RULES FOR COMPUTATIONS UNDER PARAGRAPHS
(1) AND (2).—For purposes of this subsection—

(A) There shall be taken into account the increase or decrease
in tax for any taxable year preceding the year of the change to
which no adjustment is allocated under paragraph (2) but vghjch
is affected by a net operating loss (as defined in section 172) or
by a capital loss carryover (as defined in section 1212), determined
with reference to taxable years with respeet to which adjustments
under paragraph (2) are allocated.

(B) The increase or decrease in the tax for any taxable year
for which an assessment of any deficiency, or a credit or refund
of any overpayment, is prevented by any law or rule of law, shall
be determined by reference to the tax previously determined
(within the meaning of section 1314 (a)) for such year,

(C) In applying section 7807 (b) (1), the provisions of chapter
1 (other than subchapter E, relating to self-employment income)
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and chapter 2 of the Internal Revenue Code of 1939 shall be
treated as the corresponding provisions of the Internal Revenue
Code of 1939.

(¢) ApsusrmeNnTs UnNDER REGULATIONS.—In the case of any change
described in subsection (a), the taxpayer may, in such manner and
subject to such conditions as the Secretary or his delegate may by
regulations prescribe, take the adjustments required by subsection
(a) (2) into account in computing the tax imposed by this chapter for
the taxable year or years permitted under such regulations,

(d) Exceprion For CHANGE TO INsTALLMENT Basis.—This section
shall not apply to a change to which section 453 (relating to change
to installment method) applies,

SEC. 482, Ali'[f{%%{'léION OF INCOME AND DEDUCTIONS AMONG TAX.

In any case of two or more organizations, trades, or businesses
(whether or not incorporated, whether or not organized in the United
States, and whether or not affiliated) owned or controlled directly or
indirectly by the same interests, the Secretary or his delegate may
distribute, apportion, or allocate gross income, deductions, credits, or
allowances between or among such organizations, trades, or businesses,
if he determines that such distribution, apportionment, or allocation
is necessary in order to prevent evasion of taxes or clearly to reflect
the income of any of such organizations, trades, or businesses.
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Subchapter F—Exempt Organizations

Part I. General rule.

Part II. Taxation of business income of certain exempt organiza-
tions.

Part III. Farmers’ cooperatives.

Part IV, Shipowners’ protection and indemnity associations.

PART I—GENERAL RULE

Sec. 501. Exemption from tax on corporations, certain trusts, ete.
Sec. 502. Feeder organizations.

See. 503. Requirements for exemption.

Sec. 504, Denial of exemption.

SEC. 501. EXEMPTION FROM TAX ON CORPORATIONS, CERTAIN
TRUSTS, ETC.

(a) Exemprion From TaxaTioN.—An organization described in
subsection (¢) or (d) or section 401 (a) shall be exempt from taxa-
tion under this subtitle unless such exemption is denied under section
502, 503, or 504. 3

(b) Tax onN UnreraTep Business Incomum—An organization
exempt from taxation under subsection (a) shall be subject to tax
to the extent provided in part II of this subchapter (relating to tax on
unrelated income), but, notwithstanding part EI)I, shall be considered
an organization exempt from inecome taxes for the purpose of any
law which refers to organizations exempt from income taxes.

(¢) List or Exempr OrRGANIZATIONS.—The following organizations
are referred to in subsection (a):

(1) Corporations organized under Act of Congress, if such cor-
porations are instrumentalities of the United States and if, under
such Act, as amended and supplemented, such corporations are
exempt from Federal income taxes,

(2) Corporations organized for the exclusive purpose of holding
title to property, collecting income therefrom, and t.urn_i_nilover the
entire amount thereof, less expenses, to an organization which itself
is exempt under this section.

(3) Corporations, and any community chest, fund, or founda-
tion, organized and operated exclusively for religious, charitable,
scientific, testing for public safety, literary, or educational pur-
poses, or for the prevention of cruelty to children or animals, no
part of the net earnings of which inures to the benefit of any
private shareholder or individual, no substantial part of the activi-
ties of which is carrying on propaganda, or otherwise attempting,
to influence legislation, ﬂ.ndp W]lj:lich does not participate in, or
intervene in (including the publishing or distributing of statements),
any political campaign on Eehalf of any candidate for public office.

(4) Civic leagues or organizations not organized for profit but
operated exclusively for the promotion of social welfare, or local
associations of employees, the membership of which is limited to
the employees of a designated person or persons in a particular
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municipality, and the net earnings of which are devoted exclusively
to charitable, educational, or recreational purposes.

(5) Labor, agricultural, or horticultural organizations.

(6) Business leagues, chambers of commerce, real-estate boards,
or boards of trade, not organized for profit and no part of the net
earnings of which inures to the benefit of any private shareholder
or individual.

(7) Clubs organized and operated exclusively for pleasure, recrea-
tion, and other nonﬂroﬁta,ble purposes, no part of the net earnings
of which inures to the benefit of any private shareholder.

(8) Fraternal beneficiary societies, orders, or associations—

(A) operating under the lodge system or for the exclusive bene-
fit of the members of a fraternity itself operating under the lodge
system, and

(B) providing for the payment of life, sick, accident, or other
benefits to the members of such society, order, or association or
their dependents.

(9) Voluntary employees’ beneficiary associations providing for
the payment of life, sick, accident, or other benefits to the members
of such association or their dependents, if —

(A) no part of their net earnings inures (other than through
such payments) to the benefit of any private shareholder or indi-
vidual, and

(B) 85 percent or more of the income consists of amounts
collected from members and amounts contributed to the associa-
tion by the employer of the members for the sole purpose of

malci[‘L/g such payments and meeting expenses.

(10) Voluntary employees’ beneficiary associations providing for
the payment of life, sick, accident, or oger benefits to the mem%)ers
of such association or their dependents or their designated bene-
ficiaries, if —

(A) admission to membership in such association is limited to
individuals who are officers or employees of the United States
Government, and

(B) no part of the net earnings of such association inures (other
than through such payments) to the benefit of any private share-
holder or individual.

(11) Teachers’ retirement fund associations of a purely local
character, if—

(A) no part of their net earnings inures (other than through
payment of retirement benefits) to the benefit of any private
shareholder or individual, and

(B) the income consists solely of amounts received from public
taxation, amounts received from assessments on the teaching
salaries of members, and income in respect of investments.

(12) Benevolent life insurance associations of a purely local char-
acter, mutual ditch or irrigation companies, mutual or cooperative
telephone companies, or like organizations; but only if 85 percent
or more of the income consists of amounts collected from members
for the sole purpose of meeting losses and expenses.

(13) Cemetery companies owned and operated exelusively for
the benefit of their members or which are not operated for profit;
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and any corporation chartered solely for burial purposes as a

cemeterg corporation and not permitted by its charter to engage

in any business not necessarily incident to that purpose, no part
of the net earnings of which mures to the benefit of any private
shareholder or individual,

(14) Credit unions without capital stock organized and operated
for mutual purposes and without profit; and corporations or asso-
ciations wit.Eout capital stock organized before September 1, 1951,
and operated for mutual purposes and without profit for the purpose
of providing reserve funds for, and insurance of, shares or deposits
m—.

(A) domestic building and loan associations,
(B) cooperative banks without capital stock organized and
operated for mutual purposes and without profit, or

" (Ch) mutual savings banks not having capital stock represented

shares.

(15:5) Mutual insurance companies or associations other than
life or marine (including interinsurers and reciprocal underwriters)
if the gross amount received during the taxable year from interest,
dividends, rents, and premiums (including deposits and assess-
ments) does not exceed $75,000.

(16) Corporations organized by an association subject to part IT1
of this subchapter or members thereof, for the purpose of financing
the ordinary crop operations of such members or other producers,
and operated in conjunction with such association. Exemption shall
not be denied any such corporation because it has capital stock, if
the dividend rate of such stock is fixed at not to exceed the legal
rate of interest in the State of incorporation or 8 percent per annum,
whichever is greater, on the value of the consideration for which
the stock was issued, and if substantially all such stock (other
than nonvoting preferred stock, the owners of which are not entitled
or permitted to participate, directly or indirectly, in the profits
of the corporation, on dissolution or otherwise, beyond the fixed
dividends) is owned by such association, or members thereof; nor
shall exemption be denied any such corporation because there is
accumulated and maintained by it a reserve required by State law
or a reasonable reserve for any necessary purpose.

(d) Revicrous Anp Arposronic OrcanizatioNs.—The following
organizations are referred to in subsection (a): Religious or apostolic
associations or corporations, if such associations or corporations have
& common treasury or community treasury, even if such associations
or corporations engage in business for the common benefit of the
members, but only if the members thereof include (at the time of
filing their returns) in their gross income their entire pro rata shares,
whether distributed or not, of the taxable income of the association or
corporation for such year. Any amount so included in the gross
income of a member shall be treated as a dividend received.

(e) Cross REFERENCE.—

For nonexemptlon of Communist-controlled organizations, see

section 11 (b) of the Internal Security Act of 1950 (64 Stat. 997; 50
U. 8. C. 790 (b)).
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SEC. 502. FEEDER ORGANIZATIONS.

An organization operated for the primary purpose of carrying on
a trade or business for profit shall not be exempt under section 501 on
the ground that all of its profits are payable to one or more organiza-
tions exempt under section 501 from taxation. For purposes of this
gection, the term ‘‘trade or business’” shall not include the rental
by an organization of its real property (including personal property
leased with the real property).

SEC. 503. REQUIREMENTS FOR EXEMPTION.

(a) DeniaL oF ExemprioN TO ORGANIZATIONS ENGAGED IN PRO-
HIBITED TRANSACTIONS.—

(1) GenerAL RULE.—AnN organization described in section 501

- (¢) (3) which is subject to the provisions of this section shall not be
exempt from taxation under section 501 (a) if it has engaged in a
rohibited transaction after July 1, 1950; and an organization
escribed in section 401 (a) which is subject to the provisions of

this section shall not be exempt from taxation under section 501 (a)

if it has engaged in a prohibited transaction after March 1, 1954,

(2) TAXABLE YEARS AFFECTED.—AnN organization described in
section 501 (¢) (3) or section 401 (a) shall be denied exemption from
taxation under section 501 (a) by reason of paragraph (1) only for
taxable years after the taxable year during which it is notified
by the Secretary or his delegate that it has engaged in a prohibited
transaction, unless such organization entered into such prohibited
transaction with the purpose of diverting corpus or income of
the organization from its exempt purposes, and such trans-
action involved a substantial part of the corpus or income of such
organization.

(b) Orcanizarions To WaicH SecrioN Appries.—This section shall
apply to any organization described in section 501 (¢) (3) or section
401 ga.) except—

(1) a religious organization (other than a trust);

(2) an educational organization which normally maintains a reg-
ular faculty and curriculum and normally has a regularly enrolled
body of pupils or students in attendance at the place where its
educational activities are regularly carried on;

(3) an organization which normally receives a substantial part of
its sull))port %exclusiva of income received in the exercise or perform-
ance by such organization of its charitable, educational, or other
purpose or function constituting the basis for its exemption under
section 501 (a)) from the United States or any State or political
subdivision thereof or from direct or indirect contributions from the
general public;

(4) an organization which is operated, supervised, controlled, or
principally supported by a religious organization (other than a trust)
which is itself not subject to the provisions of this section; and

(5) an organization the principal purposes or functions of which
are the providing of medical or Eospita care or medical education
or medical research or agricultural research.

(¢) Promrerrep Transacrions.—For purposes of this section, the
term ‘“‘prohibited transaction” means any transaction in which an
organization subject to the provisions of this section—
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(1) lends any part of its income or corpus, without the receipt of
adequate security and a reasonable rate of interest, to;

(2) pays any compensation, in excess of a reasonable allowance
for salaries or other compensation for personal services actually
rendered, to;

2 (3) makes any part of its services available on a preferential

asis to;

(4) makes any substantial purchase of securities or any other
property, for more than adequate consideration in money or money’s
worth, from;

(5) sells any substantial part of its securities or other property,
for less than an adequate consideration in money or money’s worti,
to; or

(6) enga§es in any other transaction which results in a substantial
diversion of its income or corpus to;

the creator of such organization (if a trust); a person who has made a
substantial contribution to such organization; a member of the family
(as defined in section 267 (¢) (4)) of an individual who is the creator
of such trust or who has made a substantial contribution to such organ-
ization; or a corporation controlled by such creator or person through
the ownership, directly or indirectly, of 50 percent or more of tie
total combined voting power of all classes of stock entitled to vote or
50 percent or more of the total value of shares of all classes of stock
of the corporation.

(d) Furure Status or OrganizatioNs DENiEp EXEMpTION.—An
organization deseribed in section 501 (¢) (3) or section 401 (a) which 1s
denied exemption under section 501 (a) by reason of subsection (a) of
this section, with respect to any taxable year following the taxable year
in which notice of denial of exemption was received, may, under reg-
ulations prescribed by the Secretary or his delegate, gle claim for
exemption, and if the Secretary or his delegate, pursuant to such reg-
ulations, is satisfied that such organization will not knowingly again
engage in a prohibited transaction, such organization shall be exempt
Ellhél respect to taxable years after the year in which such claim is

ed.

(e) Disarrowancs oF CeERTAIN CHARITABLE, ETC., DEDUCTIONS.—
No gift or bequest for religious, charitable, scientific, literary, or educa-
tional purposes (including the encouragement of art and the prevention
of cruelty to children or animals), otherwise allowable as a deduction
under section 170, 642 (c), 545 (b) (2), 2055, 2106 (a) (2), or 2522
shall be allowed as a deduction if made to an organization describe
in section 501 (¢) (3) which, in the taxable year of the organization
in which the gift or bequest is made, is not exempt under section 501
(a) by reason of this section. With respect to any taxable year of
the organization for which the organization is not exempt pursuant to
subsection (a) by reason of having engaged in a prohibited transac-
tion with the purposé®of diverting the corpus or income of such organ-
ization from its exempt purposes and such transaction involved a sub-
stantial part of such corpus or income, and which taxable year is the
same, or prior to the, taxable year of the organization in which such
transaction occurred, such deduction shall be disallowed the donor
only if such donor or (if such donor is an individual) any member

§ 503 (e)



168 INTERNAL REVENUE CODE OF 1954

of his family (as defined in section 267 (c¢) (4)) was a party to such
prohibited transaction.

(f) DarinirioN.—For purposes of this section, the term “gift or
bequest” means any gift, contribution, bequest, devise, legacy, or
transfer.

(2) Sercian Rune ror Loans.—For purposes of the application of
subsection (¢) (1), in the case of a loan by a trust described in section
401 (a), the following rules shall apply with respect to a loan made
before Mareh 1, 1954, which would constitute a prohibited transaetion
if made on or after March 1, 1954:

(1) If any part of the loan is repayable prior to December 31,
1955, the renewal of such part of the loan for a period not extending
beyond December 31, 1955, on the same terms, shall not be con-
sidered a prohibited transaction.

(2) If the loan is repayable on demand, the continuation of the
loan without the receipt of adequate security and a reasonable rate
of interest beyond December 31, 1955, shall be considered a pro-
hibited transaction.

SEC. 504, DENIAL OF EXEMPTION.

(a) GeneraL RuLe.—In the case of any organization described in
section 501 (¢) (3) to which seetion 503 is applicable, exemption
under section 501 shall be denied for the taxable year if the amounts
accumulated out of income during the taxable year or any prior
taxable year and not actually paid out by the end of the taxable year—

(1) are unreasonable in amount or duration in order to carry out
the charitable, educational, or other purpose or function constitut-
ing the basis for exemption under section 501 (a) of an organization
described in section 501 (¢) (3); or

(2) are used to a substantial degree for purposes or functions
other than those constituting the basis for exemption under see-
tion 501 (a) of an organization described in section 501 (¢) (3); or

(3) are invested in such a manner as to jeopardize the carrying
out of the charitable, educational, or other purpose or function
constituting the basis for exemption under section 501 (a) of an

organization described in section 501 (¢) (3).

Paragraph (1) shall not apply to income attributable to property of a
decedent dying before January 1, 1951, which is transferred under
his will to a trust created by such will. In the case of a trust created
by the will of a decedent dying on or after January 1, 1951, if income
is required to be accumulated pursuant to the mandatory terms of
the will creating the trust, paragraph (1) shall apply only to income
accumulated during & taxable year of the trust beginning more than
21 years after the date of death of the last life in being designated in
the trust instrument.

(b) Cross REFERENCES.—

For limitation on charitable contributions §n case of unreasonable
accumulations by certain trusts, see section 681 (c) (2).
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PART II—TAXATION OF BUSINESS INCOME OF CERTAIN
EXEMPT ORGANIZATIONS

See. 511. Imposition of tax on unrelated business income of char-
itable organimtions, ete.
See. 512. Unrelated business faxable income.
Sec. 513. Unrelated trade or business.
Sec. 514. Business leases.
See. 515. Ta.sxes of foreign countries and possessions of the United
tates.

SEC. 511. IMPOSITION OF TAX ON UNRELATED BUSINESS INCOME
OF CHARITABLE, ETC., ORGANIZATIONS.,
& (a) CHARITABLE, ETC,, ORGANIZATIONS TAXABLE AT CORPORATION
ATES.—

(1) Impositiony oF Tax.—There is hereby imposed for each tax-
able year on the unrelated business taxable income (as defined in
section 512) of every organization described in paragraph (2) a
normal tax and a surtax computed as provided in section 11. In
making such computation for purposes of this section, the term
“taxable income’’ as used in section 11 shall be read as “unrelated
business taxable income’.

(2) ORGANIZATIONS SUBJECT TO TAX.—

(A) ORGANIZATIONS DESCRIBED IN SECTION 501 (¢) (2), (3),
(5), AND (6), AND SECTION 401 (8).—The taxes imposed by paragraph
(1) shall apply in the case of any organization (other than a
church, a convention or association of churches, or a trust de-
scribed in subsection (b)) which is exempt, except as provided in
this part, from taxation under this subtitle by reason of section
401 (a) or of paragraph (3), (5), or gﬁ) of section 501 (e). Such
taxes shall also apply in the case of a corporation described in
section 501 (¢) (2) if the income is payable to an organization
which itself is subject to the taxes imposed by paragraph (1) or
to a church or to & convention or association of churches.

(B) STAaTE cOLLEGES AND UNIVERSITIES.—The taxes imposed
by ‘paragraph (1) shall apply in the case of any college or uni-
versity which is an agency or instrumentality of any government
or any political subdivision thereof, or which is owned or operated
by a government or any political subdivision thereof, or% any
agency or instrumentality of one or more governments or political
subdivisions. Such taxes shall also apply in the case of any cor-
poration wholly owned by one or more sucz colleges or universities,

(b) Tax on CHARITABLE, ETC., TRUSTS.—

(1) ImposrrroNn or Tax.—There is hereby imposed for each
taxable year on the unrelated business taxable income of every
trust described in paragraph (2) a tax computed as provided in
section 1. In making such computation for purposes of this section,
the term “taxable income” as used in section 1 shall be read as
“unrelated business taxable income’ as defined in section 512,

(2) CHARITABLE, ETC., TRUSTS SUBJECT TO TAX.——The tax im-
posed by paragmpil (1) shall apply in the case of any trust which
18 exempt, except as provided in this part, from taxation under this
subtitle by reason of section 501 (¢) (3) or section 401 (a) and which,
if it were not for such exemption, would be subject to subchapter J
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(sec. 641 and following, relating to estates, trusts, beneficiaries,

and decedents).

(¢) Errective Date.—The tax imposed by this section shall
apply, in the case of a trust described in section 401 (a), only for
taxable years beginning after June 30, 1954.

SEC. 512. UNRELATED BUSINESS TAXABLE INCOME.

(a) DrrFinitioNn.—The term ‘“unrelated business taxable income”
means the gross income derived by any organization from any un-
related trade or business (as defined in section 513) regularly carried
on by it, less the deductions allowed by this chapter which are directly
connected with the carrying on of such trade or business, both com-
puted with the exceptions, additions, and limitations provided in
subsection (b). In the case of an organization described in section
511 which is a foreign organization, the unrelated business taxable
income shall be its unrelated business taxable income derived from
sources within the United States determined under subchapter N
(sec. 861 and following, relating to tax based on income from sources
within or without the United States).

(b) ExceprrioNs, ApprrioNs, AND LimiraTioNs.—The exceptions,
additions, and limitations applicable in determining unrelated business
taxable income are the following:

9) There shall be exeluded all dividends, interest, and annuities,
and all deductions directly connected with such income.

(2) There shall be excluded all royalties (including overriding
royalties) whether measured by production or by gross or taxable
income from the property, and all deductions directly connected
with such income.

(3) There shall be excluded all rents from real property (including
personal property leased with the real property), and all deductions
directly connected with such rents.

(4) Notwithstanding paragraph (3), in the case of a business
lease (as defined in section 514) there shall be included, as an
item of gross income derived from an unrelated trade or business,
the amount ascertained under section 514 (a) (1), and there shall
be allowed, as a deduction, the amount ascertained under section
514 (a) (2). :

(5) There shall be excluded all gains or losses from the sale,
exchange, or other disposition of property other than—

E(liﬁ stock in trade or other property of a kind which would
properly be includible in inventory if on hand at the close of the
taxable year, or

(B) property held primarily for sale to customers in the
ordinary course of the trade or business.

This paragraph shall not apply with respect to the cutting of timber

which is considered, on the application of section 631, as a sale or

exchange of such timber.

(6) ’%he net operating loss deduction provided in section 172
shall be allowed, except that—

(A) the net operating loss for any taxable year, the amount
of the net operating loss carryback or carryover to any taxable
year, and the net operating loss deduction for any taxable year
shall be determined under section 172 without taking into account
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any amount of income or deduction which is excluded under this
part in computing the unrelated business taxable income; and

(B) the terms “preceding taxable year’’ and “precedingbba.xable
years” as used in section 172 shall not include any taxable year
ﬂt:;ri which the organization was not subject to the provisions of
this part.

(7) There shall be excluded all income derived from research
for (A) the United States, or any of its agencies or instrumentalities,
or (B) any State or political subdivision thereof; and there shall
be excluded all deduections directly connected with such income.

(8) In the case of a college, university, or hospital, there shall
be excluded all income derived from research performed for any
person, and all deductions directly connected with such income.

(9) In the case of an erganization operated primarily for purposes
of carrying on fundamental research the results of which are freely
available to the general public, there shall be excluded all income
derived from research performed for any person, and all deductions
directly connected with such income,

(10) In the case of any organization described in section 511 (a),
the deduction allowed by section 170 (relating to charitable etec.
contributions and gifts) shall be allowed (whether or not directly
connected with the carrying on of the trade or business), but shall
not exceed 5 percent of ntie unrelated business taxable income
computed without the benefit of this paragraph.

(11) In the case of any trust described in section 511 (b), the
deduction allowed by section 170 (relating to charitable etc. con-
tributions and gifts{ shall' be allowed (whether or not directly
connected with the carrying on of the trade or business), and for
such purpose a distribution made by the trust to a beneficiary
descriged in section 170 shall be considered as a gift or contribution.
The deduction allowed by this paragraph shall be allowed with the
limitations preseribed in section 170 (b) (1) (A) and (B) determined
with reference to the unrelated business taxable income computed

_ without the benefit of this paragraph (in lieu of with reference to
adjusted gross income).

(12) There shall be allowed a specific deduction of $1,000.

(¢) SerciaL Rures AppricABLE TO ParTNERsHIPS.—If a trade or
business regularly carried on by a partnership of which an organization
is a member is an unrelated trade or business with respect to such
organization, such organization in computing its unrelated business
taxable income shall, subject to the exceptions, additions, and limita-
tions contained in subsection (b), include its share (whether or not dis-
tributed) of the gross income of the partnership from such unrelated
trade or business and its share of the partnership deductions directly
connected with such gross income. If the taxable year of the organi-
zation is different from that of the partnership, the amounts to be so
included or deducted in computing the unrelated business taxable in-
come shall be based upon the income and deductions of the partnership
for any taxable year of the partnership ending within or with the
taxable year of the organization,
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SEC. 513. UNRELATED TRADE OR BUSINESS,

(a) GenerAL Rurne.—The term ‘‘unrelated trade or business”
means, in the case of any organization subject to the tax imposed by
section 511, any trade or business the conduct of which is not sub-
stantially related (aside from the need of such organization for income
or funds or the use it makes of the profits derived) to the exercise or
performance by such organization of its charitable, educational, or
other purpose or function constituting the basis for its exemption
under section 501 (or, in the case of an organization described in
seetion 511 (a) (2) (B), to the exercise or performance of any purpose
or function described in section 501 (e) (3)), except that such term
does not include any trade or business—

(1) in which su%atanti&lly all the work in carrying on such trade
or business is performed for the organization without compensation;

T

(2) which is carried on, in the case of an organization deseribed in
section 501 (c) (3) or in the case of a college or university described
in section 511 (a) (2) (B), by the organization primarily for the
convenience of its members, students, patients, officers, or employ-
ces; or

(3) which is the selling of merchandise, substantially all of which
has been received by the organization as gifts or contributions,

(b) SpeciaL RuLe ror Trusrs.—The term ‘“‘unrelated trade or
business” means, in the case of—

(1) a trust computing its unrelated business taxable income under
section 512 for purposes of section 681; or
(2) a trust described in section 401 (a) which is exempt from tax

under section 501 (a);
any trade or business regularly carried on by such trust or by a partner-
ship of which it is a member,

(¢) Seecian Rune ror Cmrrain PunrisHing Businesses.—If a
publishing business carried on by an organization during a taxable
year beginning before January 1, 1953, is, without regard to this
subsection, an unrelated trade or business, but, before the beginning
of the third succeeding taxable year the business is carried on by it
(or by a successor who acquired such business in a liquidation which
would have constituted a tax-free exchange under section 112 (b) (6)
of the Internal Revenue Code of 1939) in such manner that the con-
duct thereof is substantially related to the exercise or performance
by such organization (or such successor) of its educational or other
Eurpose or funetion deseribed in section 501 (e¢) (3), such publishin

usiness shall not be considered, for the taxable year, as an unrelate
trade or business,

SEC. 514. BUSINESS LEASES.

(a) Business Lmase Runts anp Dupuctions.—In computing
under section 512 the unrelated business taxable income for any taxable

ear—

% (1) PERCENTAGE OF RENTS TAKEN INTO AccoUNT.—There shall
be included with respect to each business lease, as an item of gross
income derived from an unrelated trade or business, an amount
which is the same percentage (but not in excess of 100 percent)
of the total rents derived during the taxable year under such lease
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as (A) the business lease indebtedness, at the close of the taxable
year, with respect to the premises covered by such lease is of
(B) the adjusted basis, at the close of the taxable year, of such
premises.

(2) PERCENTAGE OF DEDUCTIONS TAKEN INTO ACCOUNT.—There
shall be allowed with respect to each business lease, as a deduection
to be taken into account in eomputing unrelated business taxable
income, an amount determined by applying the percentage derived
under Baragmph (1) to the sum determined under paragraph (3).

(3) Depuctions ALLowABLE.—The sum referred to in paragraph
(2) is the sum of the following deductions allowable under this
chapter:

(A) Taxes and other expenses paid or accrued during the tax-
able year on or with respect to the real property subject to the
business lease.

(B) Interest paid or accrued during the taxable year on the
business lease indebtedness.

(C) A reasonable allowance for exhaustion, wear and tear (in-
cluding a reasonable allowance for obsolescence) of the real
property subject to such lease.

Where only a portion of the real property is subject to the busi-
ness lease, there shall be taken into account under subparagraphs
(A), (B), and (C) only those amounts which are properly allocable
to the premises covered by such lease.

(b) DeriNiTiON oF BusiNnuss LEAsE.—

(1) GeNerAL RULE.—For purposes of this section, the term
“bhusiness lease’” means a lease for a term of more than 5 years of
real property by an organization (er by a partnership of which it
is a member), l.{ at the close of the lessor’s taxable year there is a
business lease indebtedness (as defined in subsection (¢)) with
respect to such property.

(2) SPECIAL RULES FOR APPLYING PARAGRAPH (1).—For purposes
of paragraph (1)—

(A) In computing the term of a lease which contains an option
for renewal or extension, the term of such lease shall be considered
as including any period for which such option may be exercised;
and the term of any lease made pursuant to an exercise of such
option shall include the period during which the prior lease was
in effect. If real property is acquired subject to ail)ea.se, the term
of sqc_h_lease shall be considered to begin on the date of such
acquisition.

(B) If the property has been occupied by the same lessee for
a total period of more than 5 years commencing not earlier than
the date of acquisition of the property by the organization or
trust (l\;rhether such occupancy is under one or more leases,
renewals, extensions, or continuations thereof), the occupancy
of such lessee shall be considered to be under a lease for a term
of more than 5 years within the meaning of paragraph (1).
However, subsection (a) shall apply in the case of a tenanc
described in this subparagraph (and not within subparagrap
(A)) only with respect to the sixth and succeeding years of
occupancy by the same lessee. For purposes of this subpara-
graph, the term “same lessee” shall include any lessee of the
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property whose relationship with a lessee of the same property
18 such that losses in respect of sales or exchanges of property
between the 2 lessees would be disallowed under section 267 (a).
(3) ExcupTiOoNs.—

(A) No lease shall be considered a business lease if—

(1) such lease is entered into primarily for purposes which
are substantially related (aside fgom the need of such organi-
zation for income or funds or the use it makes of the rents
derived) to the exercise or performance by such organization
of its charitable, educational, or other purpose or function con-
stituting the basis for its exemption under section 501, or

(ii) the lease is of premises in a building primarily designed
for occupancy, and occupied, by the organization.

(B) If a lease for more than 5 years to a tenant is for only
a portion of the real property, and space in the real property is
rented during the taxable year under a lease for not more than
5 years to any other tenant of the organization, leases of the real
Frcperty for more than 5 years shall be considered as business
eases during the taxable year only if— _

(i) the rents derived from the real property during the tax-
able year under leases for more than 5 years gmt in %udjng, as
a lease for more than 5 years, an occupancy which is considered
as such a lease by reason of paragraph (2) (B)) represent 50
percent or more of the total rents derived during the taxable
year from the real property; or the area of the premises occu-

ied under leases for more than 5 years (not including, as a
Ba'aae for more than 5 years, an occupancy which is considered
as such a lease by reason of paragraph (2) (B)) represents,
at any time during the taxable year, 50 percent or more of the
total area of the real property rented at such time; or

(i1) the rent derived from the real property during the tax-
able year from any tenant under a lease for more than 5 years
(including as a lease for more than 5 years an occupancy which
is considered as such a lease by reason of paragraph (2) (B)),
or from a group of tenants (under such leases) who are either
members of an affiliated group (as defined in section 1504)
or partners, represents more than 10 percent of the total
rents derived during the taxable year from such property; or
the area of the premises occupied by any one such tenant, or
by any such group of tenants, represents at any time during
the taxable year more than 10 percent of the total area of the
real property rented at such time,

In the application of clause (i), if during the last half of the term
of a lease a new lease is made to take effect after the expiration of
such lease, the unexpired portion of such lease on the date the
second lease is made shall not be treated as a part of the term of
the second lease.

(¢) Business Lease INDEBTEDNESS.—

(1) GexerAL RuLE.—The term ‘‘business lease indebtedness”

means, with respect to any real property leased for a term of more
than 5 years, the unpaid amount of—
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(A) the indebtedness incurred by the lessor in acquiring or

improving such property;

(B) the indebtedness incurred before the acquisition or im-
rovement of such property if such indebtedness would not have
een incurred but for such acquisition or improvement; and

(C) the indebtedness incurred after the acquisition or improve-

ment of such property if such indebtedness would not have

been incurred but for such acquisition or improvement and
the incurrence of such indebtedness was reasonably foreseeable
at the time of such acquisition or improvement.

(2) PROPERTY ACQUIRED SUBJECT TO MORTGAGE, ETC.— Where
real property is acquired subject to a mortgage or other similar lien,
the amount of the indebtedness secured by such mortgage or lien
shall be considered (whether the acquisition was by gift, devise, or
purchase) as an indebtedness of the lessor incurred in acquiring such
property even though the lessor did not assume or agree to pay such
indebtedness, except that where real progerty was acquired by gift,
bequest, or devise before July 1, 1950, subject to a mortgage or other
similar lien, the amount of such mortgage or other similar lien shall
not be considered as an indebtedness of the lessor incurred in
acquiring such property.

3) CERTAIN PROPERTY ACQUIRED BY GIFT, ETC.—Where real
property was acquired by gift, bequest, or devise before July 1,
1950, subject to a lease requiring improvements in such property on
the happening of stated contingencies; indebtedness incurred in
improving such property in accordance with the terms of such
lease ahnﬁ not be considered as an indebtedness for purposes of this
subsection.

(4) CERTAIN CORPORATIONS DESCRIBED IN SECTION 501 (¢) (2).—In
the case of a corporation described in section 501 (¢) (2), all of the
stock of which was acquired before July 1, 1950, by an organization
described in paragraph (3), (5), or (6) of section 501 (e) (and more
than one-third of such stock was acquired by such organization
by gift or bequest), any indebtedness incurred by such corporation
before July 1, 1950, and any indebtedness incurred by such cor-
poration on or after such date in improving real property in accord-
ance with the terms of a lease entered into before such date, shall
not be considered as an indebtedness with respect to such corpora-
tion or such organization for purposes of this subsection.

(5) CERTAIN TRUSTS DESCRIBED IN SECTION 401 (a).—In the case
of a trust described in section 401 (a), or in the case of a corporation
described in section 501 (¢) (2) all of the stock of which was acquired
prior to March 1, 1954, by a trust described in section 401 (a), any
indebtedness incurred by such trust or such corporation before
March 1, 1954, in connection with real property which is leased
before March 1, 1954, and any indebtedness incurred by such trust
or such corporation on or after such date necessary to carry out the
terms of such lease, shall not be considered as an indebtedness with
respect to such trust or such corporation for purposes of this
subsection.

(6) BUSINESS LEASE ON PORTION OF PROPERTY.—In determining
the amount of the business lease indebtedness where only a portion
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of the real property is subject to a business lease, proper allocation
to the premises covered by such lease shall be made of the indebted-
ness incurred by the lessor with respect to the real property.

(7) SPECIAL RULE APPLICABLE TO TRUSTS DESCRIBED IN SEC-
TION 401 (a).—In the application of paragraph (1), if a trust de-
seribed in section 401 (a}) forming part of a stock f)onus, pension,

or profit-sharing plan of an employer lends any money to another

trust described in section 401 (a) forming part of a stock bonus,
pension, or profit-sharing plan of the same employer, such loan shall
not be treated as an indebtedness of the borrowing trust, except to
the extent that the loaning trust—
(A) incurs any indebtedness in order to make such loan;
(B) incurred indebtedness before the making of such loan
iwhich would not have been incurred but for the making of such
oan; or
(C) incurred indebtedness after the making of such loan which
would not have been incurred but for the making of such loan
imd which was reasonably foreseeable at the time of making such
oan.

(d) Personan ProreErTy LEasep Wire Rean Prorerry.—For
purposes of this section, the term “real property” and the term
‘premises’”’ include personal property of the lessor leased by it to a
lessee of its real estate if the lease of such personal property is made
under, or in connection with, the lease of such real estate.

SEC, 515. TAXES OF FOREIGN COUNTRIES AND POSSESSIONS OF
THE UNITED STATES.

The amount of taxes imposed by foreign countries and possessions
of the United States shall be allowed as a credit against the tax of an
organization subject to the tax imposed by section 511 to the extent
provided in section 901; and in the case of the tax imposed by section
511, the term ‘“taxable income’’ as used in section 901 shall be read
as “unrelated business taxable income’.

PART III—-FARMERS’ COOPERATIVES

Sec. 521. Exemption of farmers’ cooperatives from tax.
Sec. 522. Tax on farmers’ cooperatives.

SEC. 521. EXEMPTION OF FARMERS’ COOPERATIVES FROM TAX,

(a) Exemprion From Tax—A farmers’ cooperative organization
described in subsection (b) (1) shall be exempt from taxation under
this subtitle except as otherwise provided in section 522 Notwith-
standing section 522, such an organization shall be considered an
organization exempt from income taxes for purposes of any law which
refers to organizations exempt from income taxes.

(b) ArpricaABLE RULES.—

(1) Exempr FARMERS' cOOPERATIVES.— The farmers’ coopera-
tives exempt from taxation to the extent provided in subsection
(a) are farmers’, fruit growers’, or like associations organized and
operated on a cooperative basis (A) for the purpose of marketing
the products of members or other producers, and turning back to
them the proceeds of sales, less the necessary marketing expenses,
on the basis of either the quantity or the value of the products
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furnished by them, or (B) for the purpose of purchasing supplics

and equipment for the use of members or other persons, and turn-

ing over such supplies and equipment to them at actual cost, plus
necessary expenses.

(2) ORGANIZATIONS HAVING CAPITAL STOCK.—Exemption shall
not be denied any such association because it has capital stock, if
the dividend rate of such stock is fixed at not to exceed the legal
rate of interest in the State of incorporation or 8 percent per
annum, whichever is greater, on the value of the consideration for
which the stock was issued, and if substantially all such stock (other
than nonvoting preferred stock, the owners of which are not entitled
or permitted to participate, directly or indirectly, in the profits of
the association, upon dissolution or otherwise, beyond the fixed
dividends) is owned by producers who market their produects or
purchase their supplies and equipment through the association.

(3) ORGANIZATIONS MAINTAINING RESERVE.—Exemption shall not
be denied any such association because there is accumulated and
maintained by it a reserve required by State law or a reasonable
reserve for any necessary purpose.

(4) TRANSACTIONS WITH NONMEMBERS.—Exemption shall not be
denied any such association which markets the products of non-
members in an amount the value of which does not exceed the value
of the products marketed for members, or which purchases supplies
and equipment for nonmembers in an amount tge value of which
does not exceed the value of the supplies and equipment purchased
for members, provided the value of the purchases made for persons
who are neither members nor producers does not exceed 15 per-
cent of the value of all its purchases.

(5) Business vor THE UnITED STATES.—DBusiness done for the
United States or any of its agencies shall be disregarded in deter-
mining the right to exemption under this section.

SEC. 522. TAX ON FARMERS’ COOPERATIVES,

(a) ImposiTioN oF TAx.—An organization exempt from taxation
under section 521 shall be subject to the taxes imposed by section 11
or section 1201.

(b) CompuTaTION OF TAXABLE INCOME.—

(1) GeENERAL RULE.—In computing the taxable income of such
an organization there shall be allowed as deductions from gross in-
conile (in addition to other deductions allowable under this chap-
ter)—

(A) amounts paid as dividends during the taxable year on its
capital stock, and

(B) amounts allocated during the taxable year to patrons with
respect to its income not derived from patronage (whether or not
such income was derived during such taxable year) whether paid
in cash, merchandise, capital stock, revolving fund certificates,
retain certificates, certificates of indebtedness, letters of advice,
or in some other manner that discloses to each patron the dollar
amount allocated to him. Allocations made after the close of
the taxable year and on or before the 15th day of the 9th month
following the close of such year shall be considered as made on
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the last day of such taxable year to the extent the allocations are

attributable to income derived before the close of such year.

(2) PaTrONAGE DIVIDENDS, ETC.—Patronage dividends, refunds,
and rebates to patrons with respect to their patronage in the same
or preceding years (whether paid in cash, merchandise, capital
stock, revolving fund certificates, retain certificates, certificates of
indebtedness, letters of advice, or in some other manner that dis-
closes to each patron the dollar amount of such dividend, refund,
or rebate) shall be taken into account in computing taxable income
in the same manner as in the case of a cooperative organization not
exempt under section 521. Such dividends, refunds, and rebates
made after the close of the taxable year and on or before the 15th
day of the 9th month following the close of such year shall be
considered as made on the last day of such taxable year to the
extent the dividends, refunds, or rebates, are attributable to patron-
age occurring before the close of such year.

PART IV—SHIPOWNERS’ PROTECTION AND INDEMNITY
ASSOCIATIONS

Seec. 526. Shipowners’ proteetion and indemnity associations.
SEC. 526. SIIII'%%%TNERS' PROTECTION AND INDEMNITY ASSOCIA-

There shall not be included in gross income the receipts of ship-
owners’ mutual protection and imfar.n;nit.y associations not organized
for profit, and no part of the net earnings of which inures to the
benefit of any private shareholder; but such corporations shall be
subject as other persons to the tax on their taxable income from
interest, dividends, and rents.
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Subchapter G—Corporations Used to Avoid Income Tax on
Shareholders

Part I. Corporations improperly accumulating surplus,
Part II. Personal holding companies.

Part III. Foreign personal holding companies.

Part 1V. Deduction for dividends paid.

PART I—CORPORATIONS IMPROPERLY ACCUMULATING
SURPLUS

See. 531. Imposition of accumulated earnings tax.

See. 532. Corporations subject to accumulated earnings tax.
See. 533. Evidence of purpose to avoid income tax.

Sec. 534, Burden of proof.

Seec. 535. Accumulated taxable income.

Sec. 536. Income not placed on annual basis.

Sec. 537. Reasonable needs of the business.

SEC. 531. IMPOSITION OF ACCUMULATED EARNINGS TAX.

In addition to other taxes imposed by this chapter, there is hereby
imposed for each taxable year on the accumulated taxable income
(as defined in section 535) of every corporation described in section
532, an accumulated earnings tax equal to the sum of—

(1) 27% percent of the accumulated taxable income not in excess
of $100,000, plus

(2) 38% percent of the accumulated taxable income in excess of
$100,000.

SEC. 532. CQI‘IEI;ORATIONS SUBJECT TO ACCUMULATED EARNINGS

(a) GexeErAL RunLe.—The accumulated earnings tax imposed by
section 531 shall apply to every corporation (other than those de-
scribed in subsection (b)) formed or availed of for the purpose of
avoiding the income tax with respect to its shareholders or the share-
holders of any other corporation, by permitting earnings and profits
to accumulate instead of being divided or distributed.

(b) Excrmprions.—The accumulated earnings tax imposed by sec-
tion 531 shall not apply to—

(1) a personal holding company (as defined in section 542).
. g) a foreign personal holding company (as defined in section
52), or
(3) a corporation exempt from tax under subchapter F (section
501 and following).

SEC. 533. EVIDENCE OF PURPOSE TO AVOID INCOME TAX.

(a) UNREASONABLE AccuMULATION DETERMINATIVE oF PURPOSE.—
For purposes of section 532, the fact that the earnings and profits
of a corfporation are permitted to accumulate beyond the reasonable
needs of the business shall be determinative of the purpose to avoid
the income tax with respect to shareholders, unless the corporation
by the preponderance of the evidence shall prove to the contrary.
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(b) Houping or INvEsTMENT CompPaNY.—The fact that any corpo-
ration is & mere holding or investment company shall be prima facie
evidence of the purpose to avoid the income tax with respect to
shareholders.

SEC. 534. BURDEN OF PROOF.

(a) GeneraL Rure—In any proceeding before the Tax Court
involving a notice of deficiency based in whole or in part on the
allegation that all or any part of the earnings and profits have been
permitted to accumulate beyond the reasonable needs of the business,
the burden of proof with respect to such allegation shall—

(1) if notification has not been sent in accordance with subsection

(b), be on the Secretary or his delegate, or

(2) if the taxpayer has submitted the statement described in
subsection (¢), be on the Secretary or his delegate with respect
to the grounds set forth in such statement in accordance with the
provisions of such subsection.

(b) NoriricATioN BY SBCRETARY.—Before mailing the notice of
deficiency referred to in subsection (a), the fSeat:l‘&ai;&i,_l'{1 or his delegate
may send by registered mail a notification informing the taxpayer that
the proposed notice of deficiency includes an amount with respect to
the accumulated earnings tax imposed by section 531,

(¢) SrareMeENT BY TAxpavyER.— Within such time (but not less than
30 days) after the mailing of the notification described in subsection
(b) as the Secretary or his delegate may prescribe by regulations, the
taxpayer may submit a statement of the grounds (together with facts
sufficient to show the basis thereof) on which the taxpayer relies to
establish that all or any part of the earnings and profits have not
been permitted to accumulate beyond the reasonable needs of the
business.

(d) JeorarDpY AssessMENT.—If pursuant to section 6861 (a) a
jeopardy assessment is made before the mailing of the notice of de-
ficiency referred to in subsection (a), for purposes of this section
such notice of deficiency shall, to the extent that it informs the tax-
payer that such deficiency includes the accumulated earnings tax im-
posed by section 531, constitute the notification deseribed in subsection
(b) , an in that event the statement described in subsection (c) may
be included in the taxpayer’s petition to the Tax Court.

(e) ErrecTive DaTe.—This section shall apply only with respect
to a notice of deficiency for a taxable year to which this subchapter
applies which is mailed more than 90 days after the date of enactment
of this title.

SEC. 535. ACCUMULATED TAXABLE INCOME.

(a) Drerinirion.—For purposes of this subtitle, the term “accumu-
lated taxable income’” means the taxable income, adjusted in the
manner provided in subsection (b), minus the sum of the dividends
paid detfuction (as defined in section 561) and the accumulated
earnings credit (as defined in subsection (¢)).

(b) ApsustmENTS TOo TaxanLe Income—For purposes of sub-
section (a), taxable income shall be adjusted as follows:

(1) Taxes.—There shall be allowed as a deduction Federal in-

come and excess profits taxes (other than the excess profits tax im-

posed by subchapter E of chapter 2 of the Internal Revenue

§ 533(b)



CH. 1—NORMAL TAXES AND SURTAXES 181

Code of 1939 for taxable years beginning after December 31, 1940)
and income, war profits, and excess profits taxes of foreign coun-
tries and possessions of the United States (to the extent not allow-
able as a deduction under section 164 (b) (6)), acerued during the
taxable year, but not including the accumulated earnings tax im-
Eosed by section 531, the personal holding company tax imposed

y section 541, or the taxes imposed by corresponding sections of a
prior income tax law.

(2) CuarirABLE coNTRIBUTIONS.—The deduction for charitable
contributions provided under section 170 shall be allowed without
regard to the limitation in section 170 (b) (2).

(3) SPECIAL DEDUCTIONS DISALLOWED.— The special deductions
for corporations provided in part VIII (except section 248) of
subchapter B (section 241 and following, relating to the deduetion
for dividends received by corporations, etc.) shall not be allowed.

(4) Nor oreraTING Loss,—The net operating loss deduetion
provided in section 172 shall not be alloweg.

(5) Carrran Losses.—There shall be allowed as deductions losses
from sales or exchanges of capital assets during the taxable year
which are disallowed as deductions under section 1211 (a).

(6) Long-TrERM cAPITAL GAINS.—There shall be allowed as a de-
duction the excess of the net long-term capital gain for the taxable
year over the net short-term capital loss for suc yaagédetermined
without regard to the capital loss earryover provided in section
1212) minus the taxes imposed by this subtitle attributable to such
excess. The taxes attributable to such excess shall be an amount
equal to the difference between—

(A) the taxes imposed by this subtitle (except the tax imposed
by this part) for such year, and

(B) such taxes computed for such year without including such
excess in taxable income.

(7) CaprTaL 1088 cARRYOVER.—No allowance shall be made for
the capital loss carryover provided in section 1212,

(8) Bank arriniaTes.—There shall be allowed the deduction de-
scribed in section 601 (relating to bank affiliates).

(¢) AccumuraTep Earnings CrepitT,—

(1) GeneraL rULE.—For purposes of subsection (a), in the case
of a corporation other than a mere holding or investment company
the accumulated earnings credit is (A) an amount equal to such
part of the earnings and profits for the taxable year as are retained
for the reasonable needs of the business, minus (B) the deduetion
allowed by subsection (b) (6). For purposes of this paragraph, the
amount of the earnings and profits for the taxable year which are
retained is the amount by which the earnings and profits for the
taxable year exceed the dividends paid deduction (as defined in
section 561) for such year.

(2) Manimum crepir.—The credit allowable under paragraph (1)
shall in no case be less than the amount by which $60,000 exceeds
the accumulated earnings and profits of the corporation at the close
of the preceding taxable year. :

(3) HoLpING AND INVESTMENT coMPANIES.—In the case of a
corporation which is a mere holding or investment company, the

§ 535(c) (3)



182 INTERNAL REVENUE CODE OF 1954

accumulated earnings credit is the amount (if any) by which
$60,000 exceeds the accumulated earnings and profits of the cor-
poration at the close of the preceding taxable year.

(4) ACCUMULATED BARNINGS AND PROFITE.—For purposes of
paragraphs (2) and (3), the accumulated earnings and profits at the
close of the preceding taxable year shall be reduced by the dividends
which under section 563 (a) (relating to dividends paid after the
close of the taxable year) are considered as paid during such taxable
year.

(5) CrOSS REFERENCE.—

For denial of eredit provided in paragraph (2) or (3) where multiple
corporations are formed to avoeid tax, see section 1551.

SEC. 536. INCOME NOT PLACED ON ANNUAL BASIS.

Section 443 (b) (relating to computation of tax on change of annual
accounting period) shall not apply in the computation of the accumu-
lated earnings tax imposed by section 531.

SEC. 537. REASONABLE NEEDS OF THE BUSINESS.

For purposes of this part, the term “reasonable needs of the busi-
ness” includes the reasonabfy anticipated needs of the business,

PART II—PERSONAL HOLDING COMPANIES

See. 541. Imposition of personal holding company tax.
Defin #

Sec. 542. nition of personal holding company.

Bee. 543. Personal holding company income.

Seec. 544, Rules for determining stock ownership.

Sec. 545. Undistributed personal holding company income.
Sec. 546. Income not placed on annual basis. .

Sec. 547. Deduction for deficiency dividends.

SEC. 541. IMPOSITION OF PERSONAL HOLDING COMPANY TAX.

In addition to other taxes imposed by this chapter, there is hereby
imposed for each taxable year on the undistributed personal holding
company income (as defined in section 545) of every personal hold-
ing company (as defined in section 542) a personal holding company
tax equal to the sum of—

(1) 75 percent of the undistributed personal holding company
income not in excess of $2,000, plus

(2) 85 percent, of the undistributed personal holding company
income in excess of $2,000,

SEC. 542. DEFINITION OF PERSONAL HOLDING COMPANY.

(2) GeneraL Rurs.—For purposes of this subtitle, the term
““personal holding company” means any corporation (other than a
corporation described in su{section (e)) f—

(1) Gross INCOME REQUIREMENT.—At least 80 percent of its
gross income for the taxable year is personal holding company
income as defined in section 543, and

(2) SToCcK OWNERSHIP REQUIREMENT.—At any time during the
last half of the taxable year more than 50 percent in value of its
outstanding stock is owned, directly or indirectly, by or for not
more than 5 individuals. For purposes of this paragraph, an
organization described in section 503 (b) or a portion of a trust
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permanently set aside or to be used exclusively for the purposes
described in section 642 (¢) or a corresponding provision of a prior
income tax law shall be considered an individua{).

(b) Corrorations Finine ConsoLipaATED RETURNS.—

(1) GeNErAL RULE.—In the case of an affiliated group of cor-
porations filing or required to file a consolidated return under
section 1501 for any taxable year, the gross’income requirement of
subsection (a) (1) of this section shall, except as provided in para-
graphs (2) and (3), be applied for such year with respect to the
consolidated gross income and the consolidated personal holding
company income of the affiliated group. No member of such an
affiliated group shall be considered to meet such gross income
requirement unless the affiliated group meets such requirement.

(2) INBLIGIBLE AFFILIATED GroUP.—Paragraph (1) shall not
apply to an affiliated group of corporations, o&ﬁ' than an affiliated

up of railroad corporations the common parent of which would
Elt;oeligible to file a consolidated return under section 141 of the
Internal Revenue Code of 1939 prior to its amendment by the
Revenue Act of 1942, if—

(A) any member of the affiliated group of corporations (includ-
ing the common parent corporation) derived 10 percent or more
of its gross income for the taxable year from sources outside the
affiliated group, and

(B) 80 percent or more of the amount described in subpara-
graph (A) consists of personal holding company income (as
defined in section 543).

For purposes of this paragraph, section 543 shall be applied as if
the amount described in subparagraph (A) were the gross income of
the corporation.

(3) ExcLupep corroraTIONS.—Paragraph (1) shall not apply to
an affiliated group of corporations if any member of the a&ﬁ}iated
group (inclugfmﬂg the common parent corporation) is a corporation
excluded from the definition of personal holding company under
subsection (e).

(4) CERTAIN DIVIDEND INCOME RECEIVED BY A COMMON PARENT.—
In applying paragraph (2) (A) and (B), personal holding company
income and gross income shall not include dividends received by
a common parent corporation from another corporation if—

(A) the common parent corporation owns, directly or indirectly,
more than 50 percent of the outstanding voting stock of such other
corporation, and

) such other corporation is not a personal holding company
for the taxable year in which the dividends are paid.
(c) Excrprions.—The term “personal holding company’’ as defined
in subsection (a) dees not mclude—

(1) a corporation exempt from tax under subchapter F (see. 501
and following);

(2) a bank as7defined in section 581;

(3) a life insurance company;

(4) a surety company;

(5) a foreign parsona{ holding company as defined in section 5562;
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(6) a licensed personal finance company under State supervi-
sion, 80 percent or more of the gross income of which is lawful
interest received from loans made to individuals in aceordance
with the provisions of applicable State law if at least 60 percent of
such gross income is lawful interest—

(A) received from individuals each of whose indebtedness to
such company didnot at any time during the taxable year exceed
in principal amount the limit prescribed for small loans by such
law (or, if there is no such limit, $500), and '

(B) not payable in advance or compounded and computed only
on unpaid balances, and if the loans to a person, who is a share-
holder in such company during the taxable year by or for whom
10 percent or more in value of its outstanding stock is owned
directly or indirectly (including, in the case of an individual, stock
owned by the members of his family as defined in section 544
(a) (2)), outstanding at any time during such year do not exceed
$5,000 in principal amount;

(7) a lending company, not otherwise excepted by this sub-
section, authorized to engage in the small loan business under one
or more State statutes providing for the direct regulation of such
business, 80 percent or more of the gross income of which is lawful
interest, discount or other authorized charges—

(A) received from loans maturing in not more than 36 months
made to individuals in accordance with the provisions of appli-
cable State law, and

(B) which do not, in the case of any individual loan, exceed in
the aggregate an amount equal to simple interest at the rate of
3 percent per month not payable in advance and computed only
on unpaid balances, if at least 60 percent of the gross income 1s
lawful interest, discount or other authorized charges received
from individuals each of whose indebtedness to such company did
not at any time during the taxable year exceed in principal amount
the limit prescribed for small loans by such law (or, if there is no
such limit, $500), and if the deductions allowed to such company
under section 162 (relating to trade or business expenses), other
than for compensation for personal services rendered by share-
holders (including members of the sharcholder’s family as de-
seribed in section 544 (a) (2)) constitute 15 percent or more of
its gross income, and the loans to a person, who is a shareholder
in such company during the taxable year by or for whom 10
percent or more in value of its outstanding stock is owned directly
or indirectly (including, in the case of an individual, stock owned
by the members of his family as defined in section 544 (a) (2)),
outstanding at any time during such year do not exceed $5,000
in principal amount;

(8) a loan or investment corporation, a substantial part of the
business of which consists of receiving funds not subject to check
and evidenced by installment or fully paid certificates of indebted-
ness or investment, and making loans and discounts, and the
loans to a person who is a shareholder in such corporation during
such taxable year by or for whom 10 percent or more in value
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of its outstanding stock is owned directly or indirectly (including,
in the case of an individual, stock owned by the members of his
family as defined in section 544 (a) (2)) outstanding at any time
during such year do not exceed $5,000 in principal amount;

(9) a finance company, actively and regularly engaged in the
business of purchasing or discounting accounts or notes receivable
or installment obligations, or making loans secured by any of the
foregoing or by tangible personal property, at least 80 percent
of the gross income of which is derived from such business in accord-
ance with the provisions of applicable State law or does not con-
stitute persontholding company income as defined in section 543,
if 60 percent of the gross income is derived from one or more of
the following classes of transactions—

(A) purchasing or discounting accounts or notes receivable
or installment obligations evidenced or secured by contracts of
conditional sale, chattel mortgages, or chattel lease agreements,
arising out of the sale of goods or services in the course of the
transferor’s trade or business;

(B) making loans, maturing in not more than 36 months, to,
and for the business purposes of, persons engaged in trade or
business, secured by—

(i) accounts or notes receivable, or installment obligations,

described in subparagraph (A); v

(ii) warehouse receipts, bills of lading, trust receipts, chattel
mortgages, bailments, or factor’s liens, covering or evidencing

e borrower’s inventories;

(i) a chattel mortgage on property used in the borrower’s
trade or business;

except loans to any single borrower which for more than 90 days

in the taxable year of the company exceed 15 percent of the

average funds employed by the company during such taxable
ear;

4 (C) making loans, in accordance with the provisions of appli-

cable State law, secured by chattel mortgages on tangible personal

property, the original amount of each of which is not less than

the limit referred to in, or prescribed by, paragraph (6) (A),

and the aggregate principal amount of which owing by any one

borrower to the company at any time during the taxable year of
the company does not exceed $5,000; and
. (D) if 30 percent or more of the gross income of the company
is derived from one or more of the classes of transactions de-
scribed in subparagraphs (A), (B), and (C), purchasing, dis-
counting, or lending upon the security of, installment obligations
of individuals where the transferor or borrower acquired such
obligations either in transactions of the classes desecribed in
subparagraphs (A) and (C) or as a result of loans made by such
transferor or borrower in accordance with the provisions of sub-
paragraphs (A) and (B) of paragraph (6) or of subparagraphs (A)
and g(E) of paragraph (7) of this subsection, if the funds so supplied
at all times bear an ed ratio to the unpaid balance of the
assigned installment E.Er_e tions, and documents evidencing such
obligations are held by the company;
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provided that the deductions allowable under section 162 (relatin

to trade or business expenses), other than compensation for persona

services rendered by shareholders (including members of the share-

holder’s family as described in section 544 (a) (2)), constitute 15

percent or more of the gross income, and that loans to a person who

is a shareholder in such company during such taxable year by or for
whom 10 percent or more in value of its outstanding stock is owned
directly or indirectly (inclu;igﬁ, in the case of an individual, stock

owned by members of his family as defined in section 544 (a) (2)),

outstanding at any time during such year do not exceed $5,000 in

principal amount;

(10) a foreign corporation if—

(A) its gross income from sources within the United States for
the period specified in section 861 (a) (2) (B) is less than 50 per-
cent of its total gross income from all sources, and

(B) all of its stock outstanding during the last half of the tax-
able year'is owned by nonresigent alien individuals, whether
directly or indirectly through other foreign corporations,

SEC. 543. PERSONAL HOLDING COMPANY INCOME.

(a) GeneranL Rune—For purposes of this subtitle, the term
“personal holding company income’” means the portion of the gross
income which consists of:

(1) Divipenps, Brc.—Dividends, interest, royalties (other than
mineral, oil, or gas royalties), and annuities. This paragraph
shall not apply to interest constituting rent as defined in para-
graph (7) or to interest on amounts set aside in a reserve fund
under section 511 or 607 of the Merchant Marine Act, 1936.

(2) STOCK AND SECURITIES TRANSACTIONS.—Except in the case
of regular dealers in stock or securities, gains from the sale or
exchange of stock or securities.

(3) CommMopIiTiES TRANSACTIONS.—(ains from futures transac-
tions in any commodity on or subject to the rules of a board of
trade or commodity exchange. This paragraph shall not apply to
gains by a producer, processor, merchant, or handler of the com-
modity which arise out of bona fide hedging transactions reasonabl
necessary to the conduet of its business in the manner in which suc
business is customarily and usually conducted by others.

(4) Estates aAnp TrUsTS.—Amounts includible in computing
the taxable income of the corporation under part I of subchapter J
(sec. 641 and following, relating to estates, trusts, and beneficiaries);
and gains from the sale or other disposition of any interest in an
estate or trust.

(5) PERSONAL SERVICE CONTRACTS.—

(A) Amounts received under a contract under which the
corporation is to furnish personal services; if some person other
than the corporation has the right to designate (by name or by
description) the individual who is to perform the services, or if
the individual who is to perform the services is designated (by
name or by description) in the contract; and

(B) amounts received from the sale or other disposition of
such a contract.
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This paragraph shall apply with respect to amounts received for

services under a particular contract only if at some time during

the taxable year 25 percent or more in value of the outstanding
stock of the corporation is owned, directly or indirectly, by or for
the individual who has performed, is to perform, or may be desig-
nated (by name or by description) as the one to perform, su
gervices.

(6) USE OF CORPORATION PROPERTY BY SHAREHOLDER,—Amounts
received as compensation (however designated and from whomso-
ever received) for the use of, or right to use, property of the cor-
poration in any case where, at any time during the taxable year,
25 percent or more in value of the outstanding stock of the cor-
poration is owned, directly or indirectly, by or for an individual
entitled to the use of the property; whether such right is obtained
directly from the corporation or Izg means of a sublease or other
arrangement. This paragraph shall apply only to a corporation
which has personal holding company income for the taxable year,
computed without regard to this paragraph and paragraph (7), in
excess of 10 percent of its gross income.

(7) Rexrts.—Rents, unless constituting 50 percent or more of
the gross income. For purposes of this para iph, the term
“rents” means compensation, however designated, for the use of,
or right to use, property, and the interest on debts owed to the
corporation, to the extent such debts represent the price for which
real property held primarily for sale to customers in the ordinary
course of its trade or business was sold or exchanged by the corpora-
tion; but does not include amounts constituting personal holding
company income under paragraph (6),

(8) MiNERAL, OIL, OR GAs RovarTies.—Mineral, oil, or gas
royalties, unless—

(A) such royalties constitute 50 percent or more of the gross
income, and

(B) the deductions allowable under section 162 (relating to trade
or business expenses) other than compensation for personal serv-
ices rendered by the shareholders, constitute 15 percent or more
of the gross income.

(b) Limrrarion oN Gross Income iy CerraiN TrANSACTIONS.—
For purposes of this part—

(1) gross income and personal holding company income deter-
mined with respect to transactions described in section 543 (a) (2)
(relating to gains from stock and security transactions) shall include
only the excess of gains over losses from such transactions, and

(2) gross income and personal holding company income deter-
mined with respect to transactions desecribed in section 543 (a) (3)
(velating to tgains from commodity transactions) shall include only
the excess of gains over losses from such transactions.

(¢c) Gross IncomE oF INsuraNce CompaNies Oraer TrAN LiFe
orR MuruaL.—In the case of an insurance company other than life
or mutual, the term “gross income” as used in this part means the
gross income, as defined in section 832 (b) (1), increased by the amount
of losses incurred, as defined in section 832 (f)) (5), and the amount of
expenses incurred, as defined in section 832 (b) (6), and decreased by
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the amount deductible under section 832 (¢) (7) (relating to tax-free
interest).

SEC. 544. RULES FOR DETERMINING STOCK OWNERSHIP.

(a) ConstrucTivE OwNERsHIP,—For purposes of determining
whether a corporation is a personal holding company, insofar as such
determination is based on stock ownership under section 542 (a) (2),
section 543 (a) (5), or section 543 (a) (6)—

(1) STock NOT OWNED BY INDIVIDUAL.—Stock owned, directly
or indirectly, by or for a corporation, partnership, estate, or trust
shall be considered as being owned proportionately by its share-
holders, partners, or beneficiaries.

(2) FAMILY AND PARTNERSHIP OWNERSHIP.—An individual shall
be considered as owning the stock owned, directly or indirectly, by
or for his family or by or for his partner. For purposes of this
paragraph, the family of an individual includes only his brothers
and sisters (whether by the whole or half blood), spouse, ancestors,
and lineal descendants.

(3) Oprions.—If any person has an option to acquire stock, such
stock shall be considered as owned by such person. For purposes
of this paragraph, an option to acquire such an option, and each
one of a series of such options, ahaﬁ be considered as an option to
acquire such stock.

4) APPLICATION OF FAMILY-PARTNERSHIP AND OPTION RULES.—
Paragraphs (2) and (3) shall be applied—

(A) for purposes of the stock ownership requirement provided
in section 542 (a) (2), if, but only if, the effect is to make the
corporation a personal holding company;

(B) for purposes of section 543 (a) (5) (relating to personal
service contracts), er of section 543 (a) (6) (relating to the use of
property by shareholders), if, but only if, the effect is to make the
amounts therein referred to 'mcludib{e under such paragraph as
personal holding company income,

(5) CONSTRUCTIVE OWNERSHIP AS ACTUAL OWNERSHIP.—Stock
constructively owned by a person by reason of the application of
paragraph (1) or (3) shall, for purposes of applying paragraph
(1) or (2), be treated as actually owned by such person; but stock
constructively owned by an individual by reason of the application
of paragraph (2) shall not be treated as owned by him for purposes
of again applying such paragraph in order to make another the
constructive owner of such stock.

(6) OPTION RULE IN LIEU OF FAMILY AND PARTNERSHIP RULE.—
If stock may be considered as owned by an individual under either
paragraph (2) or (3) it shall be considered as owned by him under
paragraph (3).

(b) ConvertiBLE SEcUrITIES.—Qutstanding securities convertible
into stock (whether or not convertible during the taxable year) shall
be considered as outstanding stock—

(1) for purposes of the stock ownership requirement provided
in section 542 (a) (2), but only if the effect of the inclusion of all
such securities is to make the corporation a personal holding com-

pany;
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(2) for purposes of section 543 (a) (5) (relating to personal service
contracts), but only if the effect of the inclusion of all such securities
is to make the amounts therein referred to includible under such
paragraph as personal holding company income; and

(3) for purposes of section 543 (a) (6) (relating to the use of
property by shareholders), but only if the effect of the inclusion of
all such securities is to make the amounts therein referred to includ-
ible under such paragraph as personal holding company income.

The requirement in paragraphs (1), (2), and (3) that all convertible
securities must be included if any are to be included shall be subject
to the exception that, where some of the outstanding securities are
convertible only after a later date than in the case of others, the class
having the earler conversion date may be included although the others
are not included, but no convertible securities shall be ineluded unless
pﬂlo&ltfit&nding securities having a prior conversion date are also
included.

SEC. 545. UNDISTRIBUTED PERSONAL HOLDING COMPANY INCOME.

(a) DEriniTioN.—For purposes of this part, the term “undis-
tributed personal holding company income” means the taxable
income of a personal holding company adjusted in the manner
provided in subsection (b), minus the dividends paid deduction as
defined in section 561.

(b) ApjustmENnTs TO TAxABLE INcome.—For the purposes of sub-
section (a), the taxable income shall be adjusted as follows:

(1) Taxms.—There shall be allowed as a deduction Federal in-
come and excess profits taxes (other than the excess profits tax
imposed by subchapter E of chapter 2 of the Internal Revenue
Code of 1939 for taxable years beginning after December 31, 1940)
and income, war fproﬁta and excess profits taxes of foreign countries
and possessions of the United States (to the extent not allowable as a
deduction under section 164 (3} (6)),acecrued during the taxable year,
but not including the accumulated earnings tax imposed by section
531, the personal holding company tax imposed by section 541,
or the taxes imposed by corresponding sections of a prior income
tax law. A taxpayer which, for each taxable year in which it was
subject to the tax imposed by section 500 of the Internal Revenue
Code of 1939, deducted Federal income and excess profits taxes
when paid for the purpose of computing subchapter A net income
under such Code, shall deduct taxes under this paragraph when
paid, unless the taxpayer elects, in its return for a taxable year
ending after June 30, 1954, to deduct the taxes described in this
paragraph when acerued. Such an election shall be irrevocable
and shall apply to the taxable year for which the election is made
and to all subsequent taxable years.

(2) CHARITABLE coNTRIBUTIONS.—The deduction for charitable
contributions provided under section 170 shall be allowed but with
the limitations in section 170 (b) (1) (A) and (B) (in lieu of the
limitation in section 170 (b) (2)). For purposes of this paragraph,
the term “adjusted gross income” when used in section 170 (b) (1
means the taxable income computed with the adjustments provide
in section 170 (b) (2) and without the deduction of the amount
disallowed under paragraph (8) of this subsection.
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(3) SeeciaL pEpUCTIONS DISALLOWED.—The special deductions
for corporations provided in part VIIL (except section 248) of sub-
chapter B (section 241 and following, relating to the deduction
for dividends received by corporations, etc.) shall not be allowed.

(4) NET OPERATING LOss.—The net operating loss deduction
provided in section 172 shall not be allowed, but there shall be
allowed as a deduction the amount of the net operating loss (as
defined in section 172 (c)) for the preceding ta.xaﬁle year,

(5) Long-rErRM capiTaL GAINs.—There shall be allowed as a
deduction the excess of the net long-term capital gain for the tax-
able year over the net short-term capital loss for such year, minus
the taxes imposed by this subtitle attributable to such excess. The
taxes attributable to such excess shall be an amount equal to the
difference between—

(A) the taxes imposed by this subtitle (except the tax imposed
by this part) for such year, and

(B) such taxes computed for such year without including such
excess in taxable income.

(6) BaAnk ArFiLIATES.—There shall be allowed the deduction
described in section 601 (relating to bank affiliates).

(7) PAYMENT OF INDEBTEDNESS INCURRED PRIOR TO JANUARY 1,
1934,—There shall be allowed as a deduction amounts used or irrev-
ocably set aside to pay or to retire indebtedness of any kind
incurred before January 1, 1934, if such amounts are reasonable
with reference to the size and terms of such indebtedness.

(8) EXPENSES AND DEPRECIATION APPLICABLE TO PROPERTY OF
THE TAXPAYER.—The aggregate of the deductions allowed under
section 162 (relating to trade or business expenses) and section 167
(relating to depreciation), which are allocable to the operation and
maintenance of property owned or operated by the corporation,
shall be allowed only in an amount equal to the rent or other com-
pensation received for the use of, or the right to use, the property,
unless it is established (under regulations prescribed by the Sec-
retary or his delegate) to the satisfaction of the Secretary or his
delegate—

(A) that the rent or other compensation received was the
highest obtainable, or, if none was received, that none was
obtainable;

(B) that the property was held in the course of a business
carried on bona Ede for profit; and

(C) either that there was reasonable expectation that the opera-
tion of the property would result in a profit, or that the property
was necessary to the conduct of the business.

(9) AMOUNT OF A LIEN IN FAVOR OF THE UNITED STATES.—
There shall be allowed as a deduction the amount, not to exceed
the taxable income of the taxpayer, of any lien in favor of the
United States (notice of which has been filed as provided in section
6323 (a) (1), (2), or (3)) to which the taxpayer is subject at the
close of the taxable year. The sum of the amounts deducted
under this paragraph with respect to any lien shall, for the purposes
of this section, be added to the taxable income of the taxpayer for
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the taxable year in which such lien is satisfied or released. Where
an amount is added to the taxable income of a corporation by
reason of the preceding sentence of this paragraph, the shareholders
of the corporation may, pursuant to regulations presecribed by the
Secretary or his delegate, elect to compute the income tax with
respect to such dividends as are attributable to such amount as
tléough they were received ratably over the period the lien was in
effect.

SEC. 546. INCOME NOT PLACED ON ANNUAL BASIS.

Section 443 (b) (relating to computation of tax on change of annual
accounting period) shall not apply in the computation of the personal
holding company tax imposed by section 541,

SEC. 547. DEDUCTION FOR DEFICIENCY DIVIDENDS,

(a) Genverar Rupe.—If a determination (as defined in subsection
(e)) with respect to a taxpayer establishes liability for personal holding
company tax imposed by section 541 (or by a corresponding provision
of a prior income tax law) for any taxable fyn::a.r, a deduction shall be
allowed to the taxpayer for the amount of deficiency dividends (as
defined in subsection (d)) for the purpose of determining the personal
holding company tax for such year, but not for the purpose of deter-
mining interest, additional amounts, or assessable penalties computed
with respect to such personal holding company tax.

(b) RuLESs FOR APPLICATION OF SECTION,—

(1) ArLowance oF pEpUcTION.—The deficiency dividend deduc-
tion shall be allowed as of the date the claim for the deficiency
dividend deduction is filed.

(2) Creprr or REFUND.—II the allowance of a deficiency dividend
deduction results in an overpayment of personal holding company
tax for any taxable year, credit or refund with respect to such over-
payment shall be made as if on the date of the determination 2 years
remained before the expiration of the period of limitation on the
filing of claim for refun}fipfor the taxable year to which the overpay-
ment relates. No interest shall be allowed on a credit or refund
arising from the application of this section,

(¢c) DereErMiNATION.—For purposes of this section, the term
‘“‘determination” means—

(1) a decision by the Tax Court or a ju ent, decree, or other
%Il-ldelzr by any court of competent jurisciictmn, which has become

al;

(2) a closing agreement made under section 7121; or

(3) under regulations prescribed by the Secretary or his delegate,
an agreement signed by the Secretary or his delegate and by, or on
behalf of, the taxpayer relating to the liability of such taxpayer for
personal imlding company tax.

(d) Dericiency DivipENDs.—

(1) DerinrrioN.—For purposes of this section, the term “defi-
ciency dividends” means the amount of the dividends paid by the
corporation on or after the date of the determination and before
filing elaim under subsection (e), which would have been includible
in the computation of the deduction for dividends paid under sec-
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tion 561 for the taxable year with respect to which the liability for

personal holding company tax exists, if distributed during such tax-

able year. No dividends shall be considered as deficiency dividends
for purposes of subsection (a) unless distributed within 90 days after
the determination.

(2) EFrEcT ON DIVIDENDS PAID DEDUCTION.—

(A) For TAXABLE YEAR IN WHICH PAID.—Deficiency dividends
paid in any taxable year (to the extent of the portion thereof
taken into acecount under subsection (a) in determining personal
holding company tax) shall not be included in the amount of
dividends paid for such year for purposes of computing the divi-
dends paid deduction for such year and succeeding years.

(B) For priorR TAXABLE YEAR.—Deficiency dividends paid in
any taxable year (to the extent of the portion thereof taken into
account under subsection (a) in determining personal holding
comprmﬁ tax) shall not be allowed for purposes of section 563
(b) in the computation of the dividends paid deduction for the
taxable year preceding the taxable year in which paid.

(e) Cramiv Requmep.—No deficiency dividend deduction shall be
allowed under subsection (a) unless (under regulations prescribed by
the Secretary or his delegate) claim therefor is filed within 120 days
after the determination.

(f) SuspENsION oF StATUTE OF LimiratioNs aND Stay or Cor-
LECTION.—

(1) SusPENSION OF RUNNING OF sTATUTE,—If the corporation
files a claim, as provided in subsection (e), the running of the
statute of limitations provided in section 6501 on the making of
assessments, and the bringing of distraint or a proceeding in court
for collection, in respect Oﬁ]l’]le deficiency and all interest, additional
amounts, or assessable penalties, shall be suspended for a period
of 2 years after the date of the determination,

(2) Stay oF corrLEcTiON.—In the case of any deficiency with
respect to the tax imposed by section 541 established by a deter-
mination under this section—

(A) the collection of the deficiency and all interest, additional
amounts, and assessable penalties shall, except in cases of jeop-
ardy, be stayed until the expiration of 120 days after the date
of the determination, and

(B) if claim for deficiency dividend deduction is filed under
subsection (e), the collection of such part of the deficiency as is
not reduced by the deduction for deficiency dividends provided
in subsection (&2 shall be stayed until the date the claim is dis-
allowed (in whole or in part), and if disallowed in part collection
shall be made only with respect to the part disallowed,

No distraint or proceeding in court shall be be, for the collection

of an amount the collection of which is stayed under subparagraph

(A) or ((}3) during the period for which the collection of such amount

18 stayed.

) DepuctioNn Dexiep iN CasE oF Fraup, src.—No deficiency

dividend deduction shall be allowed under subsection (a) if the deter-
mination contains a finding that any part of the deficiency is due to
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fraud with intent to evade tax, or to wilful failure to file an inecome
tax return within the time preseribed by law or prescribed by the
Secretary or his delegate in pursuance of law.

(h) Errecmive Daren,—Subsections (a) through (f), inclusive, shall
apply only with respect to determinations made more than 90 days
after the date of enactment of this title. If the taxable year with
respect to which the deficiency is asserted began before Janu ¥,
1954, the term “deficiency dividend” includes only amounts which
would have been includible in the computation under the Internal
Revenue Code of 1939 of the basic surtax eredit for such taxable year.
Subsection (g) shall apply onhy if the taxable year with respect to
which the deficieney is asserted begins after December 31, 1953.

PART III-FOREIGN PERSONAL HOLDING COMPANIES

Bec. 551. Foreign personal holding company income taxed to United
States shareholders.

See. 552. Definition of foreign personal holding company.

Sec. 553. Foreign personal holding company income,.

See. 5564. Btoeck ownership.

Sec. 555. Gross income of foreign personal holding companies.

Seec. 556. Undistributed foreign personal holding company income.

Bec. 557. Income not placed on annual basis.

SEC. 551. FOREIGN PERSONAL HOLDING COMPANY INCOME TAXED
TO UNITED STATES SHAREHOLDERS.

(a) GenerAaL RuLe.—The undistributed foreign personal holding
compa:g' income of a foreign tEerscomi,l holding company shall be
included in the gross income of the citizens or residents of the United
States, domestic corporations, domestic partnerships, and estates or
trusts (other than estates or trusts the gross income of which under
this subtitle includes only income from sources within the United
States), who are shareholders in such foreign personal holding com-
pany (hereinafter called “United States shareholders”) in the manner
and to the extent set forth in this part.

(b) AmounT INcrupEp IN Gross Income.—Each United States
shareholder, who was a shareholder on the day in the taxable year
of the company which was the last day on which a United States
group (as defined in section 552 (a) (2)) existed with respect to the
wm%any, shall include in his gross income, as a dividend, for the
taxable year in which or with which the taxable year of the compan
ends, the amount he would have received as a dividend if on suc
last day there had been distributed by the company, and received by
the shareholders, an amount which bears the same ratio to the undis-
tributed foreign personal holding company income of the company for
the taxable year as the portion of such taxable year up to and including
such last day bears to the entire taxable year.

(¢) Depuction ror OsricaTioNs oF UNiTeEp States anp Ims
InsTRUMENTALITIES.—Each United States shareholder shall take into
account in determining his income tax his proportionate share of
partially tax-exempt interest on obligations deseribed in section 35 or
242 which is included in the gross income of the company otherwise
than by the application of the provisions of section 555 (ﬁ) (relating
to the inclusion in the gross income of a foreign personal holding
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company of its distributive share of the undistributed foreign personal
holding company income of another foreign personal holding company
in which it is a shareholder). If the foreign personal holding company
elects under section 171 to amortize the premiums on such obligations,
for purposes of the preceding sentence each United States shareholder’s
Froportiormte share of such interest received by the foreign personal
10lding company shall be his proportionate share of such interest
(determined without regard to this sentence) reduced by so much of
the deduction under section 171 as is attributable to such share.

(d) InrormATION IN RETURN.—Every United States shareholder
who is required under subsection (b) to include in his gross income
any amount with respect to the undistributed foreign personal holding
company income of a foreign personal holding company and who, on
the last day on which a United States group existed with respect to the
company, owned 5 percent or more in value of the outstanding stock
of such company, shall set forth in his return in complete detail the

oss income, deduetions and credits, taxable income, foreign personal

olding company, and undistributed foreign personal holding company
income of such company. -

(e) Errecr on Capriral Account oF ForeigNy Personan Houping
Company.—An amount which bears the same ratio to the undistrib-
uted foreign personal holding company income of the foreign personal
holding company for its taxable year as the portion of such taxable
year up to and including the last day on which a United States group
existed with respect to the company bears to the entire taxable year,
shall, for the purpose of determining the effect of distributions in
subsequent taxable years by the corporation, be considered as paid-in
surplus or as a contribution to capital, and the accumulated earnin
and profits as of the close of the taxable year shall be correspondingly
reduced, if such amount or any portion thereof is required to be
included as a dividend, directly or indirectly, in the gross income of
United States shareholders.

(f) Basis or Stock 1N Hanps or SmareHOLDERS.—The amount
retiuired to be included in the gross income of a United States share-
holder under subsection (b) shall, for the purpose of adjusting the
basis of his stock with respect to which the distribution would have
been made (if it had been made), be treated as having been reinvested
by the shareholder as a contribution to the capital of the corporation;
but only to the extent to which such amount is included in his gross
income in his return, increased or decreased by any adjustment of
such amount in the last determination of the shareholder’s tax lia-
bility, made before the expiration of 6 years after the date preseribed
by law for filing the return.

(2) Cross REFERENCES.—

(1) For basis of stock or securities in a foreign bpersonal holding com-
pany acquired from a decedent, see section 1014 (b) (5).
- (2) For period of limitation on assessment and collection without
assessment, in case of failure to include in gross income the amount
properly includible therein under subsection (b), see section 6501.

(3) For treatment of gain on liquidation of certain foreign personal
holding companies, see section 342,
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SEC., 552. DEFINITION OF FOREIGN PERSONAL HOLDING COMPANY.

(a) GeneranL RuLe.—For purposes of this subtitle, the term
‘i‘fforeign personal holding company’” means any foreign corporation
(1) Gross INCOME REQUIREMENT.—At least 60 percent of its
gross income (as defined in section 555 (a)) for the taxable year
is foreign personal holding company income as defined in section
553; but if the corporation is a foreign personal holding company
with respect to any taxable year ending after August 26, 1937,
then, for each subsequent taxable year, the minimum percentage
shall be 50 percent in lieu of 60 percent, until a taxable year
during the whole of which the stock ownership required by para-
graph (2) does not exist, or until the expiration of three consecutive
taxable years in each of which less than 50 percent of the gross
income is foreign personal holding company income. For purposes
of this paragraph, there shall be included in the gross income the
amount includible therein as a dividend by reason of the applica-
tion of section 555 (¢) (2); and
(2) STOCK OWNERSHIP REQUIREMENT.—At any time during the
taxable year more than 50 percent in value of its outstanding
stock is owned, directly or indirectly, by or for not more than five
individuals who are citizens or residents of the United States,
hereinafter called ““United States group”,
(b) Exceprions.—The term ‘“foreign personal holding company”
does not include—
(1) a corporation exempt from tax under subchapter F (sec. 501
and following); and
(2) a corporation organized and doing business under the bank-
ing and credit laws of a foreign country if it is established (annually
or at other periodic intervals) to the satisfaction of the Secretary
or his delegate that such corporation is not formed or availed of
for the purpose of evading or avoiding United States income taxes
which would otherwise be imposed upon its shareholders. If the
Secretary or his delegate is satisfied that such corporation is not so
formed or availed OE he shall issue to such corporation annually
or at other periodic intervals a certification that the corporation 1s
not a foreign personal holding company.
Each United States shareholder of a I{))reign corporation which would,
except for the provisions of paragraph (2), be a foreign personal
holding company, shall attach to and ﬂﬂ: with his income tax return for
the taxable year a copy of the certification by the Secretary or his
delegate mage pursuant to paragraph (2). Such copy shall be filed
with the taxpayer’s return for the taxable year if he has been a share-
holder of such corporation for any part of such year.

SEC. 553. FOREIGN PERSONAL HOLDING COMPANY INCOME.
For purposes of this subtitle, the term “foreign personal holdi

company income’’ means the portion of the gross income, determine:
for purposes of section 552, which consists of personal holding com-
pany income, as defined in section 543, except that all interest, whether
or not treated as rent, and all royalties, whether or not mineral, oil,
or gas royalties, shall constitute “foreign personal holding company
Income’’.
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SEC. 554, STOCK OWNERSHIP.

For purposes of determining whether a foreign corporation is a
foreign personal holding company, insofar as such determination is
based 011 stock ownership, the rules provided in section 544 shall be
applicable as if any reference in such section to a personal holdi
company was a reference to a foreign personal holding company an
as if any reference in such section to a provision of part IT (refa.ting
to personal holding companies) was a reference to the corresponding
provision of this part.

SEC. 555. G%?QIS\T?EISNCOME OF FOREIGN PERSONAL HOLDING COM.

(a) GeneraL Rune.—For purposes of this part, the term ‘“‘gross
income’ means, with respect to a foreign corporation, gross income
computed (without regard to the provisions of subchapter N (sec. 861
and following)) as if the foreign corporation were a domestic corpora-
tien which is a personal holding company.

(b) Apprrions To Gross INncome.—In the case of a foreign personal
holding company (whether or not a United States group, as defined
in section 552 (a) (2), existed with respect to such company on the
last day of its taxable year) which was a shareholder in another
foreign personal holdinﬁ company on the day in the taxable year of the
second company which was the last day on which a United States
group existed with respect to the second company, there shall be in-
cluded, as a dividend, in the gross income of the first company, for the
taxable year in which or wig which the taxable year of the second
company ends, the amount the first company would have received as
a dividend if on such last day there had been distributed by the second
company, and received by the sharcholders, an amount which bears
the same ratio to the undistributed foreign persenal holding company
income of the second company for its taxable year as the portion of
such taxable year up to and including such last day bears to the
entire taxable year.

(¢) ArpricaTioN oF SuBsgcTION (b).—The rule provided in sub-
section (b)—

(1) shall be applied in the case of a foreign personal helding com-
pany for the purpose of determining its undistributed foreign per-
sonal holding company income which, or a part of which, is to be
included in the gross income of its shareholders, whether United
States shareholders or other foreign personal holding companies;

(2) shall be applied in the case of every foreign corporation with
respect to which a United States group exists on some day of its
taxable year, for the purpose of determining whether such corpora-
tion meets the gross income requirements of section 552 (a) (1).

SEC. 556. UNiIh)TICBgIﬁIEBUTED FOREIGN PERSONAL HOLDING COMPANY

(a) DrrFinrrron.—For purposes of this part, the term ‘“undistrib-
uted foreign personal holding company income” means the taxable
income of a foreign personal holding company adjusted in the manner
provided in subsection (b), minus the dividends paid deduction (as
defined in section 561).

(b) ApjustmexnTs To TaxaBLE INncome.—For the purposes of sub-
section (a), the taxable income shall be adjusted as follows:
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(1) Taxus.—There shall be allowed as a deduction Federal
income and excess profits taxes (other than the excess profits tax
imposed by subchapter E of chapter 2 of the Internal Revenue
Code of 1939 for taxable years beginning after December 31, 1940)
and income, war profits, and excess-profits taxes of foreign countries
and possessions of the United States (to the extent not allowable as a
deduetion under section 164 (b) (6)), accrued during the taxable
year, but not including the accumulated earnings tax imposed by
section 531, the personal holding company tax imposed by section
541, or the taxes imposed by corresponding sections of a prior income
tax law. A taxpayer which, for each taxable year in which it was
subject to the provisions of supplement P of the Internal Revenue
Code of 1939, deducted Federal income and excess profits taxes
when paid for the purpose of computing undistributed supplement P
net income under such code, shall deduct taxes under this paragraph
when paid, unless the corporation elects, under regulations pre-
scribed by the Secretary or his delegate, after the date of enact-
ment of this title to deduct the taxes deseribed in this paragraph
when acerued. Such election shall be irrevocable and shall apply
to the taxable year for which the election is made and to all sub-
sequent taxable years.

2) CuariTABLE coNTRIBUTIONS.—The deduction for charitable
contributions provided under section 170 shall be allowed, but with
the limitation in section 170 (b) (1) (A) and (B) (in lieu of the
limitation in section 170 (b) (2)). For purposes of this paragraph,
the term ‘“‘adjusted gross income’” when used in section 170 (b) (1)
means the taxable income computed with the adjustments provided
in section 170 (b) (2) and without the deduction of the amounts
disallowed under paragraphs (5) and (6) of this subsection or the
inclusion in gross income of the amounts includible therein as divi-
dends by reason of the application of the provisions of section
555 (b) (relating to the inclusion in gross income of a foreign per-
sonal holding company of its distributive share of the undistributed
foreign personal holding company income of another company in
which it is a shareholder).

(3) SprciaL pEDUCTIONS DISALLOWED.—The special deductions
for corporations provided in part VIII (except sections 242 and 248)
of subchapter B (section 241 and following, relating to the dedue-
tion for dividends received by corporations, ete.) shall not be
allowed.

(4) NET oPERATING LOss.—The net operating loss deduction pro-
vided in section 172 shall not be al]owwf: but tﬁere shall be allowed
as a deduction the amount of the net operating loss (as defined in
section 172 (¢)) for the preceding taxable year.

(5) EXPENSES AND DEPRECIATION APPLICABLE TO PROPERTY OF
THE TAXPAYER.—The aggregate of the deductions allowed under
section 162 (relating to trade or business expenses) and section 167
(relating to de?reciation) which are a]locab{)e to the operation and
maintenance of property owned or operated by the company, shall
be allowed only in an amount equal to the rent or other compensa-
tion received for the use of, or the right to use, the property, unless
it is established (under regulations prescribed by the Secretary or
his delegate) to the satisfaction of the Secretary or his delegate—
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(A) that the rent or other compensation received was the
highest obtainable, or, if none was received, that none was
obtainable;
(B) that the property was held in the course of a business
carried on bona fide for profit; and
(C) either that there was reasonable expectation that the
operation of the property would result in a profit, or that the
property was necessary to the conduct of the business.
(6) TAXES AND CONTRIBUTIONS TO PENSION TRUSTS,—The deduc-
tions provided in section 164 (e) (relating to taxes of a shareholder
paid by the corporation) and in section 404 (relating to pension,
etc., trusts) shall not be allowed.
SEC. 557. INCOME NOT PLACED ON ANNUAL BASIS.

Section 443 (b) (relating to computation of tax on change of annual
accounting period) shall not apply in the computation of the undis-
tributed foreign personal holding company income under section 556.

PART IV—DEDUCTION FOR DIVIDENDS PAID

See. 561. Definition of deduction for dividends paid.

Sec. 562. Rules applicable in determining dividends eligible for
dividends paid deduction.

Sec. 563. Rules relating to dividends paid after close of taxable
year.

Sec. 564. Dividend carryover.

Bec. 565. Consent dividends,

SEC. 561. DEFINITION OF DEDUCTION FOR DIVIDENDS PAID.
(a) GEnErRAL RuLe—The deduction for dividends paid shall be
the sum of—
(1) the dividends paid during the taxable year,
(2) the consent dividends for the taxable year (determined under
section 565), and
(3) in the case of a personal holding company, the dividend

carryover described in section 564.

(b) Sprcian Runes ArpricaBre.—In determining the deduetion for
dividends paid, the rules provided in section 562 (relating to rules
applicable in determining dividends eligible for dividends paid deduc-
tion) and section 563 (relating to dividends paid after the close of the
taxable year) shall be applicable.

SEC. 562. RULES APPLICABLE IN DETERMINING DIVIDENDS ELIGIBLE
FOR DIVIDENDS PAID DEDUCTION.

() GenErAL Rune.—For purposes of this part, the term ‘“divi-
dend” shall, except as otherwise provided in this section, include
only dividends described in section 316 (relating to definition of
dividends for purposes of corporate distributions).

(b) DisrrisurioNns 1N Liqumpation.—In the case of amounts
distributed in liquidation, the part of such distribution which is
properly chargeable to earnings and profits accumulated after Febru-
ary 28, 1913, shall be treated as a dividend for purposes of computing
the dividends paid deduction. In the case of a complete liquidation
occurring within 24 months after the adoption of a plan of liquidation,
any distribution within such period pursuant to such plan shall, to
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the extent of the earnings and profits (computed without regard to
capital losses) of the corporation for the taxable year in which such
distribution is made, be treated as a dividend for purposes of comput-
ing the dividends paid deduction.

(¢) PrurerENTIAL Divipenps.—The amount of any distribution
shall not be considered as a dividend for purposes of computing the
dividends paid deduction, unless such distribution is pro rata, with no
preference to any share of stock as compared with other shares of the
same class, and with no preference to one clags of stock as compared
with another class except to the extent that the former is entitled
(without reference to waivers of their rights by shareholders) to such
preference.

(d) DrsTriBUTIONS BY A MEMBER OF AN AFFILIATED GroUP.—In
the case where a corporation which is & member of an affiliated group
of corporations filing or required to file a consolidated return for a
taxable year is required to file a separate personal holding company
schedule for such taxable year, a distribution by such corporation
to another member of the affiliated group shall be considered as a
dividend for purposes of computing tire £vidends paid deduction if
such distribution would constitute a dividend under the other provi-
gions of this section to a recipient which is not a member of an
affiliated group.

SEC. 563. RULES RELATING TO DIVIDENDS PAID AFTER CLOSE OF
TAXABLE YEAR.

(2) Accumuratep Earwings Tax.—In the determination of the
dividends paid deduction for purposes of the accumulated earnings
tax imposed by section 531, a dividend paid after the close of any
taxable year and on or before the 15th day of the third month following
the close of such taxable year shall be considered as paid during such
taxable year.

(b) Personarn Horping Company Tax.—In the determination of
the dividends paid deduction for purposes of the personal holding
company tax imposed by section 541, a dividend paid after the close
of any taxable year and on or before the 15th day of the third month
following the close of such taxable year shall, to the extent the tax-
payer elects in its return for the taxable year, be considered as paid
during such taxable year. The amount allowed as a dividend by reason
of the application of this subsection with respect to any t.axa%le year
shall not exceed either—

(1) The undistributed personal holding company income of the
corporation for the taxable year, computed without regard to this
subsection, or

(2) 10 percent of the sum of the dividends paid during the
taxable year, computed without regard to this subsection.

(¢) Divipexps ConsipErep As Pamp oN Lasr Day or TaxasLe
YEear.—For the purpose of applying section 562 (a), with respect to
distributions under subsection (a) or (b) of this section, a distribution
made after the close of a taxable year and on or before the 15th day
of the third month following the close of the taxable year shall be
considered as made on the last day of such taxable year.
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SEC. 564, DIVIDEND CARRYOVER.

(a) Generan Rune.—For purposes of computing the dividends
paid deduction under section 561, in the case of a personal holding
company the dividend carryover for any taxable year shall be the
dividend carryover to such taxable year, computed as provided in
subsection (b), from the two preceding taxable years.

(b) CompuraTioN oF Divipenp CARRYOVER.—The dividend carry-
over to the taxable year shall be determined as follows:

(1) For each of the 2 preceding taxable years there shall be
determined the taxable income computed with the adjustments
Erovided in section 545 (whether or not the taxpayer was a personal

olding company for either of such preceding taxable years), and

there shall also be determined for each such year the deduction for

dividends paid during such year as provided in section 561 (but

detegmined without regard to the dividend carryover to such
ear).

(2) There shall be determined for each such taxable year whether
there is an excess of such taxable income over such deduction for
dividends paid or an excess of such deduction for dividends paid
over such taxable income, and the amount of each such excess.

(3) If there is an excess of such deductions for dividends paid
over such taxable income for the first preceding taxable year, such
excess shall be allowed as a dividend carryover to the taxable year,

(4) If there is an excess of such deduction for dividends paid over
such taxable income for the second preceding taxable year, such
excess shall be reduced by the amount determined in paragraph
(5), and the remainder of such excess shall be allowed as a dividend
carryover to the taxable year.

(5) The amount of the reduction specified in paragraph (4) shall
be the amount of the excess of the taxable income, if any, for the
first preceding taxable year over such deduction for dividends
paid, if any, for the first preceding taxable year.

(¢) DrrerMiNaTION oF Divipenp Carrvover From TAxABLE
Years o WaicH Tais SustirLe Doges Nor AppLy.—In a case where
the first or second preceding taxable year began before the taxpayer’s
first taxable year under this subtitle, the amount of the dividend
carryover to taxable years to which this subtitle applies shall be
determined under the provisions of the Internal Revenue Code of 1939.

SEC. 565. CONSENT DIVIDENDS.

(a) Generan Rune.—If any person owns consent stock (as defined
in subsection (f) (1)) in a corporation on the last day of the taxable
year of such corporation, and such person agrees, in a consent filed
with the return of such corporation in accordance with regulations
prescribed by the Secretary or his delegate, to treat as a dividend the
amount specified in such consent, the amount so specified shall,
except as provided in subsection (b), constitute a consent dividend for
purposes of section 561 (relating to the deduction for dividends paid).

(b) LamrraTions.—A consent dividend shall not include—

(1) an amount specified in 8 consent which, if distributed in
money, would constitute, or be part of, a distribution which would
be disqualified for purposes of the dividends paid deduction under
section 562 (¢) (relating to preferential dividends), or
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(2) an amount specified in a consent which would not constitute
a dividend (as defined in section 316) if the total amounts specified
in consents filed by the corporation had been distributed in money
to shareholders on the last day of the taxable year of such corpora-
tion.

(¢) Errect or Consent.—The amount of a consent dividend shall
be considered, for purposes of this title—

(1) as distributed in money by the corporation to the shareholder
on the last day of the taxable year of the corporation, and

(2) as contributed to the capital of the corporation by the share-
holder on such day.

(d) ConsexT Divipenps aAND OraER DistriBurions.—If a dis-
tribution by a corporation consists in part of consent dividends and
in part of money or other property, the entire amount specified in the
consents and the amount of such money or other property shall be
considered together for purposes of applying this title.

(e) NongusiDENT ALIENS AND FormigN CorroraTions.—In the
case of a consent dividend which, if paid in money would be subject
to the provisions of section 1441 (relating to witgholding of tax on
nonresident aliens) or section 1442 (relating to withholding of tax on
foreign corporations), this section shall not apply unless the consent
is accompanied by money, or such other medium of payment as the
Secretary or his delegate may by regulations authorize, in an amount
equal to the amount that would be required to be deducted and
withheld under sections 1441 or 1442 if the consent dividend had been,
on the last day of the taxable year of the corporation, paid to the
shareholder in money as a dividend. The amount accompanying the
consent shall be credited against the tax imposed by this subtitle on
the shareholder.

(f) DEFINITIONS.—

(1) ConsenT stock.—Consent stock, for purposes of this section,
means the class or classes of stock entitled, after the payment of
preferred dividends, to a share in the distribution (other than in
complete or partial liquidation) within the taxable year of all the
remaining earnings and profits, which share constitutes the same
proportion of such distribution regardless of the amount of such
distribution. ;

(2) PrererrED pIVIDENDS.—Preferred dividends, for purposes
of this section, means a distribution (other than in complete or
partial liquidation), limited in amount, which must be made on
any class of stock before a further distribution (other than in
complete or partial liquidation) of earnings and profits may be
made within the taxable year.
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Subchapter H—Banking Institutions

Part 1. Rules of general agill.;ication to banking institutions.
Part II. Mutual savings banks, etc.
Part TI1. Bank affiliates.

PART I—-RULES OF GENERAL APPLICATION TO BANKING
INSTITUTIONS

Seec. 581. Definition of bank.
Bee. 582, Bad debt and loss deduction with respeet to securities

held by o
Sec. 583. Deductions of dividends paid on certain preferred stock.
SBec. 584. Common trust funds.

SEC. 581. DEFINITION OF BANK.

For purposes of sections 582 and 584, the term “bank” means a bank
or trust company incorporated and doing business under the laws of the
United States (including laws relating to the District of Columbia),
of any State, or of any Territory, a substantial part of the business of
which consists of receiving deposits and making loans and discounts,
or of exercising fiduciary powers similar to those permitted to national
banks under section 11 (k) of the Federal Reserve Act (38 Stat. 262;
12 U. S. C. 248 (k)), and which is subject by law to supervision and
examination by State, Territorial, or ederai authority E& ing super-
vision over banking institutions. Such term also means :;.u:ﬁ)mesbic
building and loan association.

SEC. 582. BAD DEBT AND LOSS DEDUCTION WITH RESPECT TO
SECURITIES HELD BY BANKS.

(a) SmcuriTies.—Notwithstanding sections 165 (g) (1) and 166
(e), subsections (a), (b), and (¢) of section 166 (relating to allowance
of deduction for bad debts) shall apply in the case of a bank to a debt
which is evidenced by a security as defined in section 165 (g) (2) (C).

(b) WorTaLESS Stock 1IN AFrFILIATED Bank,—For purposes of
section 165 (g) (1), where the taxpayer is a bank and owns directly
at least 80 percent of each class of stock of another bank, stock in
such other bank shall not be treated as a capital asset.

(¢) Bonp, B1c., Losses or BAnks.—For purﬁloses of this subtitle,
in the case of a bank, if the losses of the taxable year from sales or
exchanges of bonds, debentures, notes, or certificates, or other
evidences of indebtedness, issued by any corporation (including one
issued by a government or political subdivision thereof), with interest
coupons or in registered form, exceed the gains of the taxable year
from such sales or exchanges, no such sale or exchange shall be con-
sidered a sale or exchange of a capital asset.

SEC. 583. DEDUCTIONS OF DIVIDENDS PAID ON CERTAIN PRE-
FERRED STOCK.

In computing the taxable income of any national banking associa-

tion, or of any bank or trust company organized under the laws of
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any State, Territory, possession of the United States, or the Canal
Zone, or of any other banking corporation engaged in the business of
industrial banking and under the supervision of a State banking de-
partment or of the Comptroller of the Currency, or of any incorporated
domestic insurance company, there shall be allowed as a deduction
from gross income, in addition to deductions otherwise provided for
in this subtitle, any dividend (not including any distribution in ligui-
dation) paid, within the taxable year, to the United States or to any
instrumentality thereof exempt from Federal income taxes, on the
preferred stock of the corporation owned by the United States or such
mstrumentality. The amount allowable as a deduction under this
section shall reduce the deduction for dividends paid otherwise com-
puted under section 561,

SEC. 584, COMMON TRUST FUNDS. :

(a) Derintrions.—For purposes of this subtitle, the term “common
trust fund’’ means a fund maintained by a bank—

(1) exclusively for the collective investment and reinvestment
of moneys contributed thereto by the bank in its capacity as a
trustee, executor, administrator, or guardian; and

(2) in conformity with the rules and regulations, prevailing from
time to time, of tﬁe Board of Governors of the Federal Reserve
System pertaining to the collective investment of trust funds by
national banks.

(b) TaxarioNn or CoummoN Trust Funps.—A common trust fund
shall not be subject to taxation under this chapter and for purposes
of this chapter shall not be considered a corporation,

(¢) Incomr or Participants 1N Funp.—

(1) IncLusIONS IN TAXABLE INCOME.—Each participant in the
common trust fund in computing its taxable income shall include,
whether or not distributed and whether or not distributable—

(A) as part of its gains and losses from sales or exchanges
of capital assets held for not more than 6 months, its propor-
tionate share of the gains and losses of the common trust fund
from sales or exchanges of capital assets held for not more than
6 months;

(B) as part of its gains and losses from sales or exchanges of
capital assets held for more than 6 months, its proportionate
share of the gains and losses of the common trust fund from sales
or exchanges of capital assets held for more than 6 months;

(©) its proportionate share of the ordinary taxable income or
the ordinary net loss of the common trust fund, computed as
provided in subsection (d).

(2) DiviDENDS AND PARTIALLY TAX EXEMPT INTEREST.—The
proportionate share of each participant in the amount of dividends
to which section 34 or section 116 applies, and in the amount of
partially tax exempt interest on obligations described in section 35
or section 242, received by the common trust fund shall be con-
sidered for purposes of such sections as having been received by
such participant. If the common trust fund elects under section
171 (relating to amortizable bond premium) to amortize the
premium on such obligations, for purposes of the preceding sentence
the proportionate share of the participant of such interest received
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by the common trust fund shall be his proportionate share of such

interest (determined without regard to this sentence) reduced by

so much of the deduction under section 171 as is attributable to
such share.

(d) CompurarioN oF Common Trust Funp Income,—The taxable
income of a common trust fund shall be computed in the same manner
and on the same basis as in the case of an individual, except that—

(1) there shall be segregated the gains and losses from sales or
exchanges of capital assets;
(2) after excluding all items of gain and loss from gales or
exchanges of capital assets, there shall be computed—
(A) an ordinary taxable income which shall consist of the excess
of the gross income over deductions; or
(B) an ordinary net loss which shall consist of the excess of
the deductions over the gross income;
(3) the deduction provided by section 170 (relating to charitable,
ete., contributions and gifts) shall not be allowed; and
(4) the standard deduction provided in section 141 shall not
be allowed. ;

(e) ApmissioN AND WiTHDRAWAL.—No gain or loss shall be realized
by the common trust fund by the admission or withdrawal of a
participant. The withdrawal of any participating interest by a par-
ticipant shall be treated as a sale or exchange of such interest by the
participant.

() DirrerENT TaxaBLE YEeARs oF Common TrRust Funp AND
Particieant.—If the taxable year of the common trust fund is differ-
ent from that of a participant, the inclusions with respect to the
taxable income of the common trust fund, in computing the taxable
income of the participant for its taxable year, shall be based upon
the taxable income of the common trust fund for any taxable year of
the common trust fund ending within or with the taxable year of the
participant.

(g) Ner OperaTiNG Loss DepuctioNn.—The benefit, of the deduc-
tion for net operating losses provided by section 172 shall not be
allowed to & common trust fund, but shall be allowed to the par-
ticipants in the common trust fund under regulations prescribed by
the Secretary or his delegate.

PART II-MUTUAL SAVINGS BANKS, ETC.

Sec. 501. Deduection for dividends paid on deposits.

Seec. 592. Deduction for repayment of certain loans.

Sec. 593. Additions to reserve for bad debts. .

See. 594. Alternative tax for mutual savings banks conducting life
insurance business.

SEC. 591. DEDUCTION FOR DIVIDENDS PAID ON DEPOSITS.

In the case of mutual savings banks, cooperative banks, and
domestic building and loan associations, there shall be allowed as
deductions in computing taxable income amounts paid to, or credited
to the accounts of, depositors or holders of accounts as dividends on
their deposits or withdrawable accounts, if such amounts paid or
credited are withdrawable on demand subject only to customary
notice of intention to withdraw.
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SEC. 592, DEDUCTION FOR REPAYMENT OF CERTAIN LOANS.

In the case of a mutual savings bank not having capital stock
represented by shares, a domestic building and loan association, or a
cooperative bank without capital stock organized and operated for
mutual purposes and without profit, there fhall be allowed as deduc-
tions in computing taxable income amounts paid by the taxpayer
during the taxable year in repayment of loans made before September
1, 1951, by (1) the United States or any agency or instrumentality
thereof which is wholly owned by the United States, or (2) any mutual
fund established under the authority of the laws of any State.

SEC. 593. ADDITIONS TO RESERVE FOR BAD DEBTS.

In the case of a mutual savings bank not having capital stock repre-
sented by shares, a domestic building and loan association, and a
cooperative bank without capital stock organized and operated for
mutual urﬁloses and without profit, the reasonable addition to a
reserve g())r ad debts under section 166 (c) shall be determined with
due regard to the amount of the taxpayer’s surplus or bad debt reserves
existing at the close of December 31, 1951. In the case of a taxpayer
described in the preceding sentence, the reasonable addition to a
reserve for bad debts for any taxable year shall in no case be less than
the amount determined by the taxpayer as the reasonable addition
for such year; except that the amount determined by the taxpayer
under this sentence shall not be greater than the lesser of—

(1) the amount of its taxable income for the taxable year, com-
puted without regard to this section, or

(2) the amount by which 12 percent of the total deposits or
withdrawable accounts of its depositors at the close of such year
exceeds the sum of its surplus, undivided profits, and reserves at
the beginning of the taxable year.

SEC. 594. ALTERNATIVE TAX FOR MUTUAL SAVINGS BANKS CONDUCT-
ING LIFE INSURANCE BUSINESS.

(a) AurernaTive Tax.—In the case of a mutual savings bank not
having capital stock represented by shares, authorized under State law
to engage in the business of issuing life insurance contracts, and which
conducts a life insurance business in a separate department the ac-
counts of which are maintained separately from the other accounts
of the mutual savings bank, there shall be imposed in lieu of the taxes
imposed by section 11 or section 1201 (a), a tax consisting of the sum
of the partial taxes determined under paragraphs (1) and (2):

(1) A partial tax computed on the taxable income determined
without regard to any items of gross income or deductions properly
allocable to the business of the life insurance department, at the
mtaes and in the manner as if this section had not been enacted;
an

(2) a partial tax computed on the taxable income (as defined in
section 803) of the life insurance department determined with-
out regard to any items of gross income or deductions not properly
allocable to such department, at the rates and in the manner pro-
vided in subchapter L (sec. 801 and following) with respect to life
Imsurance companies.
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(b) Limirarions or SecrioN.—Subsection (a) shall apply only if
the life insurance department would, if it were treated as a separate
corporation, qualify as a life insurance company under section 801,

PART III—BANK AFFILIATES
Sec. 601. Special deduction for bank affiliates.

SEC. 601. SPECIAL DEDUCTION FOR BANK AFFILIATES.

In the case of a holding company affiliate (as defined in section 2
of the Banking Act of 1933; 12 U. S. C. 221a (¢)), there shall be allowed
as a deduction, for purposes of section 535 (b) (8) (relating to the
computation of accumulated taxable income) and section 545 (b) (6)
(relating to the computation of undistributed personal holding com-
ﬁany income), the amount of the earnings and profits which the

oard of Governors of the Federal Reserve System certifies to the
Secretary or to his delegate has been devoted by such affiliate during
the taxable year to tile acquisition of readily marketable assets
other than bank stock in compliance with section 5144 of the Revised
Statutes (12 U. S. C. 61). The amount of the deduction under this
section for any taxable year shall not exceed the taxable income for
such year computed without regard to the special deductions for cor-
porations provided in part VIII (except section 248) of subchapter B
(section 241 and following, relating to the deduction for dividends
received by corporations, etc.). 11’%he aggregate of the deductions
allowable under this section and the credits allowable under the
corresponding provision of any prior income tax law for all taxable
years shall not exceed the amount required to be devoted under such
section 5144 to such purposes. '
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Subchapter I—Natural Resources

Part 1. Deductions.
Part II. Exclusions from gross income.
Part III. Sales and exchanges.

PART I-DEDUCTIONS

See. 611. Allowance of deduction for depletion.
Sec. 612. Basis for cost depletion.

Bec. 613. Percentage depletion.

Sec. 614. Definition of property.

See. 615. Exploration expenditures.

Bec. 616. Development expenditures.

SEC. 611. ALLOWANCE OF DEDUCTION FOR DEPLETION.

(a) GeneErAL RuLe.—In the case of mines, oil and gas wells, other
natural deposits, and timber, there shall be allowed as a deduction
in computing taxable income a reasonable allowance for depletion
and for depreciation of improvements, according to the peculiar
conditions in each case; such reasonable allowance in all cases to be
made under regulations preseribed by the Secretary or his delegate.
For purposes of this part, the term “mines” includes deposits of waste
or residue, the extraction of ores or minerals from which is treated as
mining under section 613 (¢). In any case in which it is ascertained
as a result of operations or of development work that the recoverable
units are greater or less than the prior estimate thereof, then such
prior estimate (but not the basis for depletion) shall be revised and the
allowance under this section for subsequent taxable years shall be
based on such revised estimate.

(b) SeeciaL RuLes.—

(1) Leases.—In the case of a lease, the deduction under this
section shall be equitably apportioned between the lessor and lessee,

(2) LiFE TENANT AND REMAINDERMAN.—In the case of property
held by one person for life with remainder to another person, the
deduction under this section shall be computed as if the life tenant
were the absolute owner of the property and shall be allowed to the
life tenant. ;

(3) ProrerTY HELD IN TRUST.—In the case of property held in
trust, the deduction under this section shall be apportioned between
the income beneficiaries and the trustee in accordance with the
pertinent provisions of the instrument creating the trust, or, in the
:.(?sen%e of such provisions, on the basis of the trust income allocable

each,

4) ProPerTY HELD BY ESTATE.—In the case of an estate, the
deduction under this section shall be apportioned between the
estate and the heirs, legatees, and devises on the basis of the income
of the estate allocable to each.

(¢) Cross REFERENCE.—

For other rules applicable to depreciation of improvements, see
section 167.
§ 611(c)
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SEC. 612. BASIS FOR COST DEPLETION.

Except as otherwise provided in this subchapter, the basis on which
depletion is to be allowed in respect of any property shall be the
adjusted basis provided in section 1011 for the purpose of determining
the gain upon the sale or other disposition of such property.

SEC. 613. PERCENTAGE DEPLETION.

(a) GeneraL RurneE.—In the case of the mines, wells, and other
natural deposits listed in subsection (b), the allowance for depletion
under section 611 shall be the percentage, specified in subsection (b),
of the gross income from the property excluding from such gross
income an amount equal to any rents or royalties paid or incurred
by the taxpayer in respect of the property. Such allowance shall not
exceed 50 percent of the taxpayer’s taxable income from the property
(computed without allowance for depletion). In no case shall the
allowance for depletion under section 611 be less than it would be
if computed without reference to this section.

(b) PerceEntacE DePLETION RATES.—The mines, wells, and other
natural deposits, and the percentages, referred to in subsection (a) are
as follows:

(1) 27% percent—oil and gas wells.

(2) 23 percent—

(A) sulfur and uranium; and

(B) if from deposits in the United States—anorthosite (to the
extent that alumina and aluminum compounds are extracted
therefrom), asbestos, bauxite, beryl, celestite, chromite, corun-
dum, fluorspar, graphite, ilmenite, kyanite, mica, olivine, quartz
crystals (radio grade), rutile, block steatite tale, and zircon, and
ores of the following metals: antimony, bismuth, cadmium, co-
balt, columbium, lead, lithium, manganese, mercury, nickel,
platinum and platinum (group metals, tantalum, thorium, tin,
titanium, tungsten, vanadium, and zine.

(3) 15 percent—ball clay, bentonite, china clay, sagger clay,
metal mines (if paragraph (2) (B) does not apply), roek asphalt, and
vermiculite.

(4) 10 percent—asbestos (if paragraph (2) (B) does not apply),
brucite, coal, lignite, perlite, sodium chloride, and wollastonite.

(6) 5 percent—

(A) brick and tile clay, gravel, mollusk shells (including clam
shells and oyster shells), peat, pumice, sand, scoria, shale, and
stone, except stone described in paragraph B}G); and

(B) if from brine wells—bromine, calecium chloride, and
magnesium chloride.

(6) 15 percent—all other minerals (including, but not limited to,
aplite, barite, borax, calcium carbonates, refractory and fire clay,
diatomaceous earth, dolomite, feldspar, fullers earth, garnet,
gilsonite, granite, limestone, magnesite, magnesium carbonates,
marble, phosphate rock, potash, quartzite, slate, soapstone, stone
(used or sold for use by the mine owner or operator as dimension
stone or ornamental stone), thenardite, tripoli, trona, and (if para-
graph (2) (B) does not apply) bauxite, beryl, flake graphite, fluor-
spar, lepidolite, mica, spodumene, and tale, including pyrophyllite),
except that, unless sold on bid in direct competition with a bona
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fide bid to sell a mineral listed in paragraph (3), the percentage shall
be 5 percent for any such other mineral when used, or sold for use,
by the mine owner or operator as rip rap, ballast, road material,
rubble, concrete aggregates, or for similar purposes. For purposes
of this paragraph, the term “all other minerals’’ does not include—

(A) soil, sod, dirt, turf, water, or mosses; or

(B) minerals from sea water, the air, or similar inexhaustible
sources.

(¢) Derintrion oF Gross Income From Prorer1y.—For purposes
of this section—

(1) Gross INCOME FROM THE PROPERTY.—The term ‘gross
income from the property’”’ means, in the case of a property other
than an oil or gas well, the gross income from mining.

(2) Mining.—The term “mini_n?" includes not merely the
extraction of the ores or minerals from the ground but also the
ordinary treatment processes normally applied by mine owners
or operators in order to obtain the commercia{ly marketable
mineral product or products, and so much of the transportation
of ores or minerals (whether or not by common carrier) from the
point of extraction from the ground to the plants or mills in which
the ordinary treatment processes are a.pE]ll;iad thereto as is not in
excess of 50 miles unless the Secretary or his delegate finds that the
physical and other requirements are such that the ore or mineral
must be transported a greater distance to such plants or mills.

(3) EXTRACTION OF THE ORES OR MINERALS FROM THE GROUND.—
The term “‘extraction of the ores or minerals from the ground” in-
cludes the extraction by mine owners or operators of ores or minerals
from the waste or residue of prior mining. The preceding sentence
shall not apfply to any such extraction of the mineral or ore by a
purchaser of such waste or residue or of the rights to extract ores
or minerals therefrom.

(4) ORDINARY TREATMENT PROCESSES,—The term “ordinary
treatment processes’ includes the following:

(A) In the case of coal—cleaning, breaking, sizing, dust allay-
ing, treating to prevent freezing, and loading for shipment;

(B) in the ease of sulfur recovered by the Frasch process—
pumping to vats, cooling, breaking, and loading for shipment;

(C) in the case of iron ore, bauxite, ball and sagger clay, rock
asphalt, and minerals which are customarily sold in the form of a
crude mineral product—sorting, concentrating, and sintering to
br}.% to shipping grade and form, and loading for shipment;

(D) in the case of lead, zinc, copper, gold, silver, or fluorspar
ores, potash, and ores which are not customarily sold in the form
of the crude mineral product—crushing, grinding, and beneficia-
tion by concentration (gravity, flotation, amalgamation, electro-
static, or magnetic), eyanidation, leaching, crystallization, pre-
cipitation (but not including as an ordinary treatment process
electrolytic deposition, roasting, thermal or electric smelting, or
refining), or by substantially equivalent processes or combina-
tion of processes used in the separation or extraction of the prod-
uct or products from the ore, including the furnacing of quick-
silver ores; and

§ 613(e) (4) (D)
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(E) the pulverization of tale, the burning of magnesite, and the
sintering and nodulizing of phosphate rock,
SEC. 614. DEFINITION OF PROPERTY.

(a) GeneraL Rune.—For the purpose of computing the depletion
allowance in the case of mines, wells, and other natural deposits, the
term “property”’ means each separate interest owned by the taxpayer
in each mineral deposit in each separate tract or parcel of land.

(b) SpeciAL RuLeE As TO OPERATING MINERAL INTERESTS.—

(1) ELECTION TO AGGREGATE SEPARATE INTERESTS.—If a tax-
payer owns two or more separate operating mineral interests which
constitute gmrb or all of an operating unit, he may elect (for all
purposes of this subtitle)—

(A) to form one aggregation of, and to treat as one property,
any two or more of such interests; and

(B) to treat as a separate property each such interest which
he does not elect to inelude within the aggregation referred to in
subparagraph (A). !

For purposes of the preceding sentence, separate operating mineral
mterests which constitute part or all of an operating unit may be
aggreFated whether or not they are included in a single tract or
parcel of land and whether or not they are included in contiguous
tracts or parcels. A taxpayer may not elect to form more than one
aggregation of operating mineral interests within any one operating
unit.

(2) MANNBER AND 8COPE OF ELECTION,—The election provided
by paragraph (1) shall be made, for each operating mineral interest
in accordance with regulations preseribed by the Secretary or his
delegate, not later than the time prescribecr by law for filing the
return (ncluding extensions thereof) for whichever of the follow-
ing taxable years is the later: The first taxable year beginning
after December 31, 1953, or the first taxable year in which any
expenditure for exploration, development, or operation in respect
of the separate operating mineral interest is made by the taxpayer
after the acquisition of such interest. Such an election shall be
binding upon the taxpayer for all subsequent taxable years, except
that the Secretary or his delegate may consent to a different treat-
E:?lt of the interest with respect to which the election has been

e.

(3) OPERATING MINERAL INTERESTS DEFINED.—For purposes of
this subsection, the term ‘“operating mineral interest”’ includes only
an interest in respect of which the costs of production of the mineral
are required to be taken into account by the taxpayer for purposes
of computing the 50 percent, limitation provided for in section 613,
or woui)d be so required if the mine, well, or other natural deposit
were in the production stage.

(¢) SpeciaL Rure A8 To NoNoPERATING MINERAL INTERESTS.—

(1) AGGREGATION OF SEPARATE INTERESTS.—If a taxpayer owns
two or more separate nonoperating mineral interests in a single
tract or parcel of land, or in two or more contiguous tracts or
parcels of land, the Secretary or his delegate may, on showing of
undue hardship, permit the taxpayer to treat (for all purposes of

- this subtitle) all such mineral interests as one property. If such

§613(c) (4)(E)



CH. 1—NORMAL TAXES AND SURTAXES 211

permission is granted for any taxable year, the taxpayer shall

treat such interests as one property for all subsequent taxable

years unless the Secretary or his delegate consents to a different
treatment.

(2) NONOPERATING MINERAL INTERESTS DEFINED.—For purposes
of this subsection, the term “nonoperating mineral interests”
includes only interests which are not operating mineral interests
within the meaning of subsection (b) (3).

SEC. 615. EXPLORATION EXPENDITURES.

(a) In GeneraL.—In the case of expenditures paid or incurred
during the taxable year for the pUJEpose of ascertaining the exist-
ence, location, extent, or quality of any deposit of ore or other
mineral, and paid or incurred before the beginning of the develop-
ment stage of the mine or deposit, there shall be allowed as a deduc-
tion in computing taxable income so much of such expenditures as
does not exceed $100,000. This section shall apply only with respect
to the amount of such expenditures which, but for this section, would
not be allowable as a deduction for the taxable year. This section
shall not apply to expenditures for the acquisition or improvement of
property of a character which is subject to the allowance for deprecia-
tion provided in section 167, but allowances for depreciation shall be
considered, for purposes of this section, as expenditures paid or in-
curred. In no case shall this section apply with respect to amounts
paid or incurred for the purpose of ascertaining the existence, location,
extent, or quality of any deposit of oil or gas.

(b) Erscrion or Taxpayer.—If the taxpayer elects, in accordance
with regulations preseribed by the Secretary or his defegate, to treat
as deferred expenses any portion of the amount deductible for the
taxable year under subsection (a), such portion shall not be deduct-
ible in the manner provided in subsection (a) but shall be deductible
on a ratable basis as the units of produced ores or minerals discovered
or explored by reason of such expenditures are sold. An election
ma.tlile under this subsection for any taxable year shall be binding for
SUC: ear.

(c) yLI1st1'm'I'ION.—"I'lznis seetion shall not apply to any amount paid
or incurred in any taxable year if in any 4 preceiing years a deduction
or election under this section, or the corresponding provision of prior
laws, has been allowed to, or exercised by—

(1) the taxpayer, or

(2) the individual or corporation who has transferred to the
taxpayer any mineral property.

Paragraph (2) shall apply only if (A) the taxpayer was required to
take into account under section 23 (ff) (3) of the Internal Revenue
Code of 1939 the deduction allowed to or election exercised by such
individual or corporation; (B) the taxpayer would be entitled under
section 381 (¢) (10) to deduct expenses deferred under this section had the
distributor or transferor corporation elected to defer such expenses; or
(C) the taxpayer acquired any mineral property under circumstances
which make section 334 (b), 362 (a) and (b), 372 (a), 373 (b) (1), 723,
732, 1051, or 1082 apply to such transfer.

(d) Apsustep Basis or MiNneE or DeposiT.—The amount of ex-
penditures which are treated under subsection (b) as deferred expenses
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shall be taken into account in computing the adjusted basis of the
mine or deposit, but such amounts, and the adjustments to basis
provided in section 1016 (a) (10) shall be disregarded in determining
the adjusted basis of the property for the purpose of computing a
deduction for depletion under section 611.
SEC. 616. DEVELOPMENT EXPENDITURES.

{a? In GeneEraL.—Except as provided in subsection (b), there shall
be allowed as a deduction in computing taxable income all expendi-
tures paid or incurred during the taxable year for the development of
a mine or other natural deposit (other than an oil or gas well) if paid
or incurred after the existence of ores or minerals in commercially
marketable quantities has been disclosed. This section shall not
apply to expenditures for the acquisition or improvement of property
of a character which is subjeet to the allowance for depreciation pro-
vided in seection 167, but allowances for depreciation shall be con-
sidered, for purposes of this section, as expenditures.

(b) Enecrion oF Taxpayer.—At the election of the taxpayer, made
in accordance with regulations prescribed by the Secretary or his
delegate, expenditures described in subsection (a) paid or meurred
during the taxable year shall be treated as deferred expenses and
shall be deductible on a ratable basis as the units of produced ores or
minerals benefited by sueh expenditures are sold. In the case of
such expenditures paid or incurred during the development stage
of the mine or degosit, the election shall apply only with respect to
the excess of such expenditures during the taxable year over the
net receipts during the taxable year from the ores or minerals pro-
duced from such mine or deposit. The election under this subsection,
if made, must be for the total amount of such expenditures, or the
total amount of such excess, as the case may be, with respect to the
mine or deposit, and shall be binding for such taxable year.

(¢) ApsusTeDp Basis or Ming or Duposrr.—The amount of expend-
itures which are treated under subsection (b) as deferred expenses
shall be taken into acecount in computing the adjusted basis of the
mine or deposit, except that such amount, and the adjustments to
basis provided in section 1016 (a) (9), shall be disregarded in de-
termining the adjusted basis of the property for the purpose of com-
puting a deduction for depletion unc{)er section 611.

PART II—EXCLUSIONS FROM GROSS INCOME

Sec. 621. Payments to encourage exploration, development, and
mining for defense purposes.

SEC. 621. PAYMENTS TO ENCOURAGE EXPLORATION, DEVELOPMENT,
AND MINING FOR DEFENSE PURPOSES.

There shall not be included in gross income any amount paid to a
taxpayer by the United States (or any agency or instrumentality
thereof), whether by grant or loan, and whether or not repayable, for
the encouragement ofgr exploration, development, or mining of critical
and strategic minerals or metals pursuant to or in connection with
any undertaking approved by the United States (or any of its agencies
or instrumentalities) and for which an accounting is made or required
to be made to an appropriate governmental agency, or any forgiveness
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or discharge of any part of such amount. Any expenditures (ether
than expenditures made after the repayment of such grant or loan)
attributable to such grant or loan shall not be deductible by the
taxpayer as an expense nor increase the basis of the taxpayer’s
property either for determining dgam or loss on sale, exchange, or other
disposition or for comput.in? epletion or depreciation, but on the
repayment of any portion of any such grant or loan which has been
expended in accordance with the terms thereof such deductions and
such increase in basis shall to the extent of such repayment be allowed
as if made at the time of such repayment.

PART III—SALES AND EXCHANGES

Sec. 631. Gain or loss in the case of timber or coal.
Sec. 632. Sale of oil or gas properties.

SEC. 631. GAIN OR LOSS IN THE CASE OF TIMBER OR COAL,

(a) Evrection To ConsipEr Curting As Sary or Excmanee—If
the taxpayer so elects on his return for a taxable year, the cutting
of timber (for sale or for use in the taxpayer’s trade or business)
during such year by the taxpayer who owns, or has a contract right
to cut, such timber (providing he has owned such timber or has held
such contract right for a period of more than 6 months before the
beginning of such year) shall be considered as a sale or exchange of
such timber cut during such year. If such election has been made,
gain or loss to the taxpayer shall be recognized in an amount equal to
the difference between the fair market value of such timber, and the
adjusted basis for depletion of such timber in the hands of the tax-
payer. Such fair market value shall be the fair market value as of the
first day of the taxable year in which such timber is cut, and shall
thereafter be considered as the cost of such cut timber to the taxpayer
for all purposes for which such cost is a necessary factor. If a tax-
payer makes an election under this subsection, such election shall
appli'1 with respect to all timber which is owned by the taxpayer or
which the taxpayer has a contract right to cut and shall be binding
on the taxpayer for the taxable year for which the election is made
and for all subsequent years, unless the Secretary or his delegate, on
showing of undue hardship, permits the taxpayer to revoke his elec-
tion; such revoeation, however, shall preclude any further elections
under this subsection except with the consent of the Secretary or his
delegate. For purposes of this subsection and subsection (b), the
term “timber” includes evergreen trees which are more than 6 years
old at the time severed from the roots and are sold for ornamental
purposes,

(b) Disrosar or Timeer WiTe A RETAINED EcoNomic INTEREST.—
In the case of the disposal of timber held for more than 6 months before
such disposal, by the owner thereof under any form or type of contract
by virtue of which such owner retains an economic interest in such
timber, the difference between the amount realized from the disposal
of such timber and the adjusted depletion basis thereof, shall be con-
sidered as though it were a gain or loss, as the case may be, on the sale
of such timber. In determining the gross income, the adjusted gross
income, or the taxable income of the lessee, the deductions allowable
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with respect to rents and royalties shall be determined without regard
to the provisions of this subsection. The date of disposal of such
timber shall be deemed to be the date such timber is cut, but if pay-
ment is made to the owner under the contract before such timber is
cut the owner may elect to treat the date of such payment as the date
of disposal of such timber. For purposes of this subsection, the term
“owner’”” means any person who owns an interest in such timber,
including a sublessor and a holder of a contract to cut timber,

(¢) DisrosaLn oF Coarn Wite A RETarinep Economic INTEREST.—
In the case of the disposal of coal (including lignite), held for more
than 6 months before such disposal, by the owner thereof under any
form of contract by virtue of which such owner retains an economic
interest in such coal, the difference between the amount realized
from the disposal of such coal and the adjusted depletion basis thereof
plus the deductions disallowed for the taxable year under section 272
shall be considered as though it were a gain or loss, as the case may be,
on the sale of such coal. Such owner shall not be entitled to the
allowance for percentage depletion provided in section 613 with respect
to such coal. This su%:section shag’l not apply to income realized by
any owner as a co-adventurer, partner, or principal in the mining of
such coal, and the word ‘‘owner” means any person who owns an
economic interest in coal in place, including a sublessor. The date
of disposal of such coal shall be deemed to be the date such coal is
mined. In determining the gross income, the adjusted gross income,
or the taxable income of the lessee, the deductions allowable with
respect to rents and royalties shall be determined without regard to
the provisions of this subsection. This subsection shall have no
application, for purposes of applying subchapter G, relating to cor-
porations used to avoid income tax on shareholders (including the
determinations of the amount of the deductions under section 535
(b) (6) or section 545 (b) (5)).

SEC. 632. SALE OF OIL OR GAS PROPERTIES.

In the case of a bona fide sale of any oil or gas property, or any
interest therein, where the principal value of the property has been
demonstrated by prospecting or exploration or discovery work done
by the taxpayer, the portion ofex&ne surtax imposed by section 1
attributable to such sale shall not exceed 30 percent of the selling
price of such property or interest.
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Subchapter J—Estates, Trusts, Beneficiaries, and
Decedents

Part I. Estates, trusts, and beneficiaries.
Part II. Income in respect of decedents.

PART I—ESTATES, TRUSTS, AND BENEFICIARIES

Subpart A. General rules for taxation of estates and trusts.

Subpart B. Trusts which distribute current income only.

Subpart C. Estates and trusts which may aceumulate income or
which distribute eorpus.

Subpart D. Treatment of excess distributions by trusts.

Subpart E. Grantors and others treated as substantial owners.

Subpart F. Miscellaneous.

Subpart A—General Rules for Taxation of Estates and Trusts

See. 641. Imposition of tax,
See. 642, Special rules for eredits and deductions.
See. 643. Definitions applicable to subparts A, B, C, and D,

SEC. 641. IMPOSITION OF TAX.

(a) AppricaTioN oF Tax.—The taxes imposed by this chapter
on individuals shall apply to the taxable income of estates or of any
kind of property held in trust, including—

(1) income accumulated n trust for the benefit of unborn or un-
ascertained persons or persons with contingent interests, and in-
come accumulated or held for future distribution under the terms
of the will or trust;

(2) income which is to be distributed currently by the fiduciary
to the beneficiaries, and income collected by a guardian of an infant
which is to be held or distributed as the court may direct;

(3) income received by estates of deceased persons during the
period of administration or settlement of the estate; and

(4) income which, in the discretion of the fiduciary, may be
either distributed to the beneficiaries or accumulated.

(b) Compurarion AND Paymunt—The taxable income of an estate
or trust shall be computed in the same manner as in the case of an
individual, except as otherwise provided in this part. The tax shall
be computed on such taxable income and shall be paid by the fiduciary.
SEC. 642, SPECIAL RULES FOR CREDITS AND DEDUCTIONS.

(a) Creprrs AgainstT Tax.—

(1) PARTIALLY TAX-BXEMPT INTEREST.—An estate or trust shall
be allowed the credit against tax for partially tax-exempt interest
provided by section 35 only in respect of so much of such interest
as is not properly allocable to any beneficiary under sectioa 652
or 662. If the estate or trust elects under section 171 to treat as
amortizable the premium on bonds with respect to the interest on
which the credit is allowable under section 35, such credit (whether

§ 642(a) (1)



216 INTERNAL REVENUE CODE OF 1954

allowable to the estate or trust or to the beneficiary) shall be reduced

under section 171 (a) (3).

-(2) ForeigN TAxES.—An estate or trust shall be allowed the
credit against tax for taxes imposed by foreign countries and pos-
sessions of the United States, to the extent allowed by section 901,
only in respect of so much of the taxes described in such section as
is not properly allocable under such section to the beneficiaries.

(3) DivipENDS RECEIVED BY INDIVIDUALS.—An estate or trust
shall be allowed the credit against tax for dividends received pro-
vided by section 34 only in respect of so much of such dividends as

is not properly allocable to any beneficiary under section 652 or 662,

For purposes of determining the time of receipt of dividends under

section 34 and section 116, the amount of dividends properly alloca-

ble to a beneficiary under section 652 or 662 shall be deemed to have
been received by the beneficiary ratably on the same dates that the
dividends were received by the estate or trust.

(b) DepuctioNn For PErsoNanL ExemprioN.—An estate shall be
allowed a deduction of $600. A trust which, under its governin
instrument, is required to distribute all of its income currently sha
be allowed a deduction of $300. All other trusts shall be allowed a
deduction of $100, The deductions allowed by this subsection shall
be in lieu of the deductions allowed under section 151 (relating to
deduction for personal exemption).

(¢) DepucrioN ForR AMoUNTs PAIlD OR PERMANENTLY SET ASIDE
FOR A CHARITABLE PURrosE.—In the case of an estate or trust (other
than a trust meeting the specifications of subpart B) there shall be
allowed as a deduction in computing its taxable income (in lieu of
the deductions allowed by section 170 (a), relating to deduction for
charitable, etc., contributions and gifts) any amount of the gross
income, without limitation, which pursuant to the terms OFT:he
governing instrument is, during the taxable year, paid or permanently
set aside for a purpose specified in section 170 (¢), or is to be used
exclusively for religious, charitable, scientifie, literary, or educational

urposes, or for the prevention of cruelty to children or animals, or
or the establishment, acquisition, maintenance or operation of a
public cemetery not operated for profit. For this purpose, to the
extent that such amount consists of gain from the sale or exchange
of capital assets held for more than 6 months, pro%er adjustment of
the deduction otherwise allowable under this subsection shall be
made for any deduction allowable to the estate or trust under section
1202 (relating to deduction for excess of capital gains over capital
losses). In the case of a trust, the deduction allowed by this sub-
section shall be subject to section 681 (relating to unrelated business
income and prohibited transactions).

(d) Ner OperaTiNG Loss DepvuctioNn.—The benefit of the deduc-
tion for net operating losses provided by section 172 shall be allowed
to estates and trusts under regulations prescribed by the Secretary
or his delegate.

(¢) DepuctioNn FOor DEPrRECIATION AND DEPLETION.—An estate
or trust shall be allowed the deduction for depreciation and depletion
on‘lrfr to the extent not allowable to beneficiaries under sections 167 (g)
and 611 (b).
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(f) AmorrizarioN oF EMERGENCY OR GRAIN StorRAGE FAciLITIES. —
The benefit of the deductions for amortization of emergency and grain
storage facilities provided by sections 168 and 169 shall be allowed
to estates and trusts in the same manner as in the case of an individual.
The allowable deduction shall be apportioned between the income
beneficiaries and the fiduciary under regulations prescribed by the
Secretary or his delegate.

(g) DisarnLowance oF DousrLe Depucrions.—Amounts allowable
unrﬁar section 2053 or 2054 as a deduction in computing the taxable
estate of a decedent shall not be allowed as a deduetion in computing
the taxable income of the estate, unless there is filed, within the time
and in the manner and form preseribed by the Secretary or his dele-
gate, a statement that the amounts have not been allowed as deduc-
tions under section 2053 or 2054 and a waiver of the right to have such.
amounts allowed at any time as deductions under section 2053 or 2054.
This subsection shall not apply with respect to deductions allowed
under part 1I (relating to income in respect of decedents).

(h) Uxusep Loss CaArrYovERs aND Excess Depucrions oN TER-
MINATION AVAILABLE TO BENEFICIARIES.—If on the termination of an
estate or trust, the estate or trust has—

(1) a net operating loss carryover under section 172 or a capital
loss carryover under section 1212, or
%2) for the last taxable year of the estate or trust deductions

(other than the deductions allowed under subsections (b) or (¢)) in

excess of gross income for such year,
then such carryover or such excess shall be allowed as a deduction, in
accordance w?;{; regulations preseribed by the Secretary or his delegate,
to the beneficiaries succeeding to the property of the estate or trust.

(i) Cross REFERENCE.—

For disallowance of standard deduction in case of estates and trusts
see section 142 (b) (4).

SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, AND D.

(@) DistrizuraBLe NET INncome.—For purposes of this part, the
term “distributable net income” means, with respect to any taxable
fem', the taxable income of the estate or trust computed with the
ollowing modifications—

(1) DepucrioN For pisTriBUTIONS.—No deduction shall be taken
under sections 651 and 661 (relating to additional deductions).

(2) DepuerioN ror PERsSONAL ExEMPTIoN.—No deduction shall
be taken under section 642 (b) (relating to deduction for personal
exemptions).

(3) Caprran gains AND Losses.—Gains from the sale or exchange
of capital assets shall be excluded to the extent that such gains are
allocated to corpus and are not (A) paid, eredited, or required to be
distributed to any beneficiary during the taxable year, or (B) paid,
permanently set aside, or to be used for the purposes specified in
section 642 (c). Losses from the sale or exchange of capital assets
shall be excluded, except to the extent such losses are taken into
account in determining the amount of gains from the sale or
exchange of capital assets which are paid, eredited, or required to
be distributed to any beneficiary during the taxable year. The
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deduction under section 1202 (relating to deduction for excess of

capital gains over capital losses) shall not be taken into account.

(4) EXTRAORDINARY DIVIDENDS AND TAXABLE STOCK DIVI-
pENDs.—For purposes only of subpart B (relating to trusts which
distribute current income only), there shall be excluded those items
of gross income constituting extraordinary dividends or taxable
stock dividends which the Eﬁuciary, acting in good faith, does not
pay or credit to any beneficiary by reason of his determination that
such dividends are allocable to corpus under the terms of the
governing instrument and applicable local law. .

(5) Tax-exempr INTEREST.—There shall be included any tax-
exempt interest to which section 103 applies, reduced by any
amounts which would be deductible in respect of disbursements
allocable to such interest but for the provisions of section 265
(relating to disallowance of certain deductions).

(6) Foreray income.—In the case of a foreign trust, there shall
be included the amounts of gross income from sources without the
United States, reduced by any amounts which would be deductible
in respect of disbursements allocable to such income but for the
provisions of section 265 (1) (relating to disallowance of certain
deductions).

(7) Divipexnps.—There shall be included the amount of any
dividends excluded from gross income pursuant to section 116
(relating to partial exclusion of dividends received).

If the estate or trust is allowed a deduction under section 642 (c), the
amount of the modifications specified in paragraphs (5) and (6)
shall be reduced to the extent that the amount of income which is
paid, permanently set aside, or to be used for the purposes specified
in section 642 (c¢) is deemed to consist of items specified in those
paragraphs. For this purpose, such amount shall (in the absence of
specific provisions in the governing instrument) be deemed to consist
of the same proportion of each class of items of income of the estate
or trust as the total of each class bears to the total of all classes.

(b) Incoms.—For purposes of this subpart and subparts B, C, and
D, the term “income”, when not preceded by the words “taxable”,
“distributable net”’, “undistributed net”, or “‘gross’’, means the amount
of income of the estate or trust for the taxable year determined under
the terms of the governing instrument and applicable local law. Items
of gross income constituting extraordinary dividends or taxable stock
dividends which the fidueciary, acting in good faith, determines to be
allocable to corpus under the terms of the governing instrument and
applicable local law shall not be considered income.

(¢) Bengericiary.—For purposes of this part, the term “beneficiary”
includes heir, legatee, devisee.
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Subpart B—Trusts Which Distribute Current Income Only

See. 651. Deduetion for trusts distributing eurrent income only.
See. 652. Ineclusion of amounts in gross inecome of beneficiaries of
trusts distributing eurrent income only.

SEC. 651. D%I;I{%TION FOR TRUSTS DISTRIBUTING CURRENT INCOME

(a) Depucrion.—In the case of any trust the terms of which—

(1) provide that all of its income is required to be distributed
currently, and
(2) do not provide that any amounts are to be paid, permanently
set aside, or used for the purposes specified in section 642 (¢) (relat-
ing to deduction for charitable, ete., purposes),
there shall be allowed as a deduction in computing the taxable income
of the trust the amount of the income for the taxable year which is
required to be distributed currently. This section shall not apply in
any taxable year in which the trust distributes amounts other than
amounts of income deseribed in paragraph (1).

(b) Loyurarion on Depuvcrion.—If the amount of income required
to be distributed currently exceeds the distributable net income of
the trust for the taxable year, the deduction shall be limited to the
amount of the distributable net income. For this purpose, the com-
putation of distributable net income shall not include items of income
which are not included in the gross income of the trust and the deduc-
tions allocable thereto.

SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE-
SIIEII:;R]ES OF TRUSTS DISTRIBUTING CURRENT INCOME

(2) IncrLusion.—Subjeet to subsection (b), the amount of income
for the taxable year required to be distributed currently by a trust
described in section 651 shall be ncluded in the gross income of the
beneficiaries to whom the income is required to be distributed, whether
distributed or not. If such amount exceeds the distributable net
income, there shall be included in the gross income of each beneficiary
an amount which bears the same ratio to distributable net income as
the amount of income required to be distributed to such beneficiar
bears to the amount of income required to be distributed to a
beneficiaries.

(b) Cuaracter oF AmounTs.—The amounts specified in subsection
(a) shall have the same character in the hands of the beneficiary as
in the hands of the trust. For this purpose, the amounts shall be
treated as consisting of the same proportion of each class of items
entering into the computation of distributable net income of the trust
as the total of each class bears to the total distributable net income
of the trust, unless the terms of the trust specifically allocate different
classes of income to different beneficiaries. In the application of the
preceding sentence, the items of deduction entering into the computa-
tion of distributable net income shall be allocated among the items of
distributable net income in aceordance with regulations prescribed by
the Secretary or his delegate.

(¢) DirrerENT TAxABLE YEARS.—If the taxable year of a bene-
ficiary is different from that of the trust, the amount which the bene-
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ficiary is rec%uired to include in gross income in accordance with the
provisions of this section shall be based upon the amount of income
of the trust for any taxable year or years of the trust ending within
or with his taxable year.

Subpart C—Estates and Trusts Which May Accumulate Income or
Which Distribute Corpus

Sec. 661. Deductions for estates and trusts accumulating income or
distributing corpus,

Sec. 662. Inclusion of amounts in gross income of beneficiaries of
estates and trusts accumulating income or distributing

cOTpus,
Sec. 663. Special rules applicable to sections 661 and 662.

SEC. 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING
INCOME OR DISTRIBUTING CORPUS.

(a) Depucrion.—In any taxable year there shall be allowed as a
deduction in computing the taxable income of an estate or trust (other
than a trust to which subpart B applies), the sum of—

(1) any amount of income for such taxable year required to be
distributed currently (including any amount required to be distrib-
uted which may be paid out of income or corpus to the extent such
amount is paid out of income for such taxable year); and

(2) any other amounts properly paid or credited or required to
be distributed for such taxable year;

but such deduction shall not exceed the distributable net income of
the estate or trust.

(b) CuaracTtErR OF AMounTs DisTRIBUTED.—The amount deter-
mined under subsection (a) shall be treated as consisting of the same
proportion of each class of items entering into the computation of
distributable net' income of the estate or trust as the total of each class
bears to the total distributable net income of the estate or trust in
the absence of the allocation of different classes of income under the
specific terms of the governing instrument. In the application of the
preceding sentence, the items of deduction entering into the computa-
tion of distributable net income (including the deduction allowed
under section 642 (e)) shall be allocated among the items of dis-
tributable net income in accordance with regulations preseribed by
the Secretary or his delegate.

(¢) Limrrarion on Dupuvcrion.—No deduction shall be allowed
under subsection () in respect of any portion of the amount allowed
as a deduction under that subsection (without regard to this sub-
section) which is treated under subsection (b) as consisting of any
item of distributable net income which is not included in the gross
income of the estate or trust.

SEC. 662, INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE-
FICIARIES OF ESTATES AND TRUSTS ACCUMULATING
INCOME OR DISTRIBUTING CORPUS.

(a) IncrLusion.—Subject to subsection (b), there shall be included
in the gross income of a beneficiary to whom an amount specified in
section 661 (a) is paid, credited, or required to be distributed (by an
estate or trust described in section 661), the sum of the following
amounts:
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(1) AMOUNTS REQUIRED TO BE DISTRIBUTED CURRENTLY.—The
amount of income for the taxable year required to be distributed
currently to such beneficiary, whether distributed or not. If the
amount of income required to be distributed currently to all bene-
ficiaries exceeds the distributable net income (computed without
the deduction allowed by section 642 (c), relating to deduction
for charitable, etc., purposes) of the estate or trust, then, in lieu
of the amount provided in the preceding sentence, there shall be
included in the gross income of the beneficiary an amount which
bears the same ratio to distributable net income (as so computed)
as the amount of income required to be distributed currently
to such beneficiary bears to the amount required to be distributed
currently to all beneficiaries. For purposes of this section, the
phrase “the amount of income for the taxable year required to be
distributed currently” includes any amount required to be paid
out of income or corpus to the extent such amount is paid out of
income for such taxable year.

(2) Oraer AMoUNTS DISTRIBUTED.—AIl other amounts properly
paid, credited, or required to be distributed to such beneficiary for
the taxable year. If the sum of—

(A) the amount of income for the taxable year required to be
distributed currently to all beneficiaries, and

(B) all other amounts properly paid, credited, or required to
be distributed to all beneficiaries

exceeds the distributable net income of the estate or trust, then,

in lieu of the amount provided in the recedi.nE sentence, there

shall be included in the gross income of the beneficiary an amount

which bears the same ratio to distributable net income (redueed b

the amounts specified in (A)) as the other amounts properly paid,

credited or required to be distributed to the beneficiary bear to
the other amounts properly paid, credited, or required to be dis-
tributed to all beneficiaries.

(b) Cuaracrer or AMountTs,—The amounts determined under sub-
section (a) shall have the same character in the hands of the benefi-
ciary as in the hands of the estate or trust. For this purpose, the
amounts shall be treated as eonsisting of the same proportion of each
class of items entering into the computation of distributable net in-
come as the total of each eclass bears to the total distributable net in-
come of the estate or trust unless the terms of the governing instru-
ment specifically allocate different classes of income to different
beneficiaries. In the application of the preceding sentence, the items
of deduction entering into the computation of distributable net in-
come (including the deduection allowed under section 642 (c)) shall be
allocated among the items of distributable net income in accordance
with regulations prescribed by the Secretary or his delegate. In the
application of this subsection to the amount determined under para-
graph (1) of subsection (a), distributable net income shall be com-
puted without regard to any portion of the deduction under section
642 (¢) which is not attributable to income of the taxable year.

(¢) DirFerENT TAxaBLE YEARs.—If the taxable year of a bene-
ficiary is different from that of the estate or trust, the amount to be
included in the gross income of the beneficiary shall be based on the
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distributable net income of the estate or trust and the amounts prop-
erly paid, credited, or required to be distributed to the beueficiary
during any taxable year or years of the estate or trust ending within
or wii his taxable year.

SEC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 661 AND 662.

(a) Excrusions.—There shall not be included as amounts falling
within section 661 (a) or 662 (a)—

(1) Grrrs, BEQUEsTS, ETC.—Any amount which, under the
terms of the governing instrument, is properly paid or credited as
a gift or bequest of a specific sum of money or of specific property
and which is paid or credited all at once or in not more than 3
installments. = For this purpose an amount which can be paid or
credited only from the income of the estate or trust shall not be
considered as a gift or bequest of a specific sum of money.

(2) CHARITABLE, ETC., DISTRIBUTIONS.—Any amount paid or
permanently set aside or otherwise qualifying for the deduction
pro;rided in section 642 (¢) (computed without regard to section
681).

(3) DENIAL OF DOUBLE DEDUCTION.—Any amount paid, eredited,
or distributed in the taxable year, if section 651 or section 661
applied to such amount for a preceding taxable year of an estate or
trust because credited or required to be distributed in such preced-
ing taxable year.

% (b) DrstriBuTioNs IN First Sixry-rive Davys or Taxasne

EAR.—

(1) GeNErRAL RULE—If within the first 65 days of any taxable
year of a trust, an amount is properly paid or credited, sucﬁ amount,
shall be considered paid or credited on the last day of the preceding
taxable year.

(2) Limrrarion.—This subsection shall apply only to a trust—

(A) which was in existence prior to January 1, 1954,

(B) which, under the terms of its governing instrument, may
not distribute in any taxable year amounts in excess of the income
of the preceding taxable year, and
- (C) on behalf of which the fiduciary elects to have this sub-
section apply.

The election authorized by subparagraph (C) shall be made for

the first taxable year to which this part is applicable in accordance

with such regulations as the Secretary or his delegate shall prescribe
and shall be made not later than the time prescribed by law for
filing the return for such year (including extensions thereof). If
such election is made with respect to a taxable year, this subsection
shall apply to all amounts properly paid or credited within the first

65 days of all subsequent t.ax&%le years of such trust.

(¢) SErARATE SHARES TrpaTED A8 SEPArATE TrUusts.—For the
sole purpose of determining the amount of distributable net income’
in the application of sections 661 and 662, in the case of a single trust
having more than one beneficiary, substantially separate and inde-
pendent shares of different beneficiaries in the trust shall be treated
as separate trusts. The existence of such substantially separate and
independent shares and the manner of treatment as separate trusts,
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includini the application of subpart D, shall be determined in accord-
ance with regulations preseribed by the Secretary or his delegate.

Subpart D—Treatment of Excess Distributions by Trusts

Seec. 665. Definitions applicable to subpart D.

See. 666. Aceumulation distribution allocated to 5 preceding years.

See. 667. Denial of refund to trust.

See. 668, Treatment of amounts deemed distributed in preceding
years.

SEC. 665. DEFINITIONS APPLICABLE TO SUBPART D.

(a) Unpistrisurep NEr Income.—For purposes of this subpart,
the term “undistributed net income” for any taxable year means the
amount by which distributable net, income of the trust for such taxable
year exceeds the sum of—

(1) the amounts for such taxable year specified in paragraphs (1)
and (2) of section 661 (a); and

(2) the amount of taxes imposed on the trust.

(b) Accomurarion DisrriBurioNn.—For purposes of this subpart,
the term “accumulation distribution” for any taxable year of the
trust means the amount (if in excess of $2,000) by which the amounts
specified in paragraph (2) of section 661 (a) for such taxable year
exceed distri uta%le net income reduced by the amounts specified in
paragraph (1) of section 661 (2). For purposes of this subsection,
the amount specified in paragraph (2) of section 661 (a) shall be
determined without regard to section 666 and shall not include—

(1) amounts paid, credited, or required to be distributed to a
beneficiary as income accumulated before the birth of such bene-
ficiary or before such beneficiary attains the age of 21;

(2) amounts properly paid or credited to a beneficiary to meet
the emergeney needs of such beneficiary;

(3) amounts properly paid or credited to a beneficiary upon such
beneficiary’s attaining a specified age or ages if—

(A) the total number of such distributions cannot exceed 4
with respect to such beneficiary,

(B) the period between each such distribution to such bene-
ficiary is 4 years or more, and

(C) as of January 1, 1954, such distributions are required by
the specific terms of the governing instrument; and

(4) amounts properly paid or credited to a beneficiary as a final
distribution of the trust if such final distribution is made more
than 9 years after the date of the last transfer to such trust.

(¢) Taxes ImposED oN THE TrRusT—For purposes of this subpart,
the term “taxes imposed on the trust’” means the amount of the taxes
which are imposed for any taxable year on the trust under this chapter
(without, regard to this subpart) and which, under regulations pre-
seribed by the Secretary or his delegate, are properly allocable to
the undistributed portion of the distributable net income. The
amount determined in the preceding sentence shall be reduced by
any amount of such taxes allowed, under sections 667 and 668, as a
credit to any beneficiary on account of any acecumulation distribution
determined for any taxable year.
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(d) PrecepinG TaxaBre Yuar.—For purposes of this subpart, the
term ‘“preceding taxable year” does not include any taxable year of
the trust to which this part does not apply. In the case of a preceding
taxable year with respect to which a trust qualifies (without regard
to this subpart) under the provisions of subpart B, for purposes of
the application of this subpart to such trust for such taxable year,
such trust shall, in accordance with regulations prescribed by the
Secretary or his delegate, be treated as a trust to which subpart C
applies.

SEC. 666, ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRECED-
ING YEARS.

(a) AmounT ArLocaTeEp.—In the case of a trust which for a taxable
vear beginning after December 31, 1953, is subject to subpart C, the
amount of the accumulation distribution of such trust for such tax-
able year shall be deemed to be an amount within the meaning of
paragraph (2) of section 661 (a) distributed on the last day of each
of the 5 preceding taxable years to the extent that such amount
exceeds the total of any undistributed net incomes for any taxable
years intervening between the taxable year with respect to which
the accumulation distribution is determined and such preceding tax-
able year. The amount deemed to be distributed in any such pre-
ceding taxable year under the preceding sentence shall not exceed
the undistributed net income OF such preceding taxable year. For
purposes of this subsection, undistributed net income for each of
such 5 preceding taxable years shall be computed without regard to
such accumulation distribution and without regard to any accumula-
tion distribution determined for any succeeding taxable year.

(b) Toran Taxes Deemep Distrisuren.—If any portion of an ac-
cumulation distribution for any taxable year is deemed under sub-
section (a) to be an amount within the meaning of pa ph (2) of
section 661 (a) distributed on the last day of any preceding taxable
year, and such portion of such accumulation distribution is not less
than the undistributed net income for such preceding taxable year,
the trust shall be deemed to have distributed on the last day of such
preceding taxable year an additional amount within the meaning of
paragraph (2) of section 661 (a). Such additional amount shall be
equal to the taxes imposed on the trust for such preceding taxable year.
For purposes of this subsection, the undistributed net income and the
taxes imposed on the trust for such preceding taxable year shall be
computed without regard to such accumulation distribution and
without regard to any accumulation distribution determined for any
succeeding taxable year.

(¢) Pro Rara Porrion or Taxes Desumep Disrrisurep.—If
any portion of an accumulation distribution for any taxable year
is deemed under subsection (a) to be an amount within the mean-
ing of paragraph (2) of section 661 (a) distributed on the last day of
any preceding taxable year and such portion of the accumulation dis-
tribution is less than the undistributed net income for such preceding
taxable year, the trust shall be deemed to have distributed on the last
day of such preceding taxable year an additional amount within the
meaning of paragraph (2) of section 661 (a). Such additional amount
shall be equal to the taxes imposed on the trust for such taxable year
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multiplied by the ratio of the portion of the accumulation distribution
to the undistributed net income of the trust for such year. TFor pur-
poses of this subsection, the undistributed net income and the taxes
imposed on the trust for such preceding taxable year shall be com-
puted without regard to the accumulation distribution and without
regard to any accumulation distribution determined for any succeed-
ing taxable year.

SEC, 667. DENIAL OF REFUND TO TRUSTS.

The amount of taxes imposed on the trust under this chapter,
which would not have been payable by the trust for any preceding
taxable year had the trust in fact made distributions at the times and
in the amounts deemed under section 666, shall not be refunded or
credited to the trust, but shall be allowed as a eredit under section
668 (b) against the tax of the beneficiaries who are treated as having
receivedﬁghe distributions. For purposes of the preceding sentence,
the amount of taxes which may not be refunded or credited to the
trust shall be an amount equal to the excess of (1) the taxes imposed
on the trust for any preceding taxable year (computed without regard
to the accumulation distribution for the taxable year) over (2) the
amount of taxes for such preceding taxable year imposed on the
undistributed portion of distributable net income of the trust for
such preceding taxable year after the application of this subpart on
account, of the accumulation distribution determined for such taxable
year.

SEC. 668. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN
PRECEDING YEARS,

(a) Amounts TrEAaTED AS RECEIVED IN PriorR TAXABLE YBARS —
The total of the amounts which are treated under section 666 as having
been distributed by the trust in a preceding taxable year shall be
included in the income of a beneficiary or beneficiaries of the trust
when paid, eredited, or required to be distributed to the extent that
such total would have been included in the income of such beneficiary
or beneficiaries under section 662 (a) (2) and (b) if such total had been
paid to such beneficiary or beneficiaries on the last day of such pre-
ceding taxable year. The portion of such total included under the
preceding sentence in the income of any beneficiary shall be based
upon the same ratio as determined under the second sentence of section
662 (a) (2) for the taxable year in respect of which the accumulation
distribution is determined, except that proper adjustment of such
ratio shall be made, in accordance with regulations prescribed by the
Secretary or his delegate, for amounts which fall within paragraphs
(1) through (4) of section 665 (b). The tax of the beneficiaries attrib-
utable to the amounts treated as having been received on the last
day of such precedjn% taxable year of the trust shall not be greater
than the aggregate of the taxes attributable to those amounts had
they been included in the gross income of the beneficiaries on such
day in accordance with section 662 (a) (2) and (b).

(b) Crepir For Taxmes Parmp By Trusr.—The tax imposed on
beneficiaries under this chapter shall be credited with a pro rata
portion of the taxes imposed on the trust under this chapter for such
preceding taxable year which would not have been payable by the
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trust for such preceding taxable year had the trust in fact made dis-
tributions to such beneficiaries at the times and in the amounts
speeified in section 666.

Subpart E—Grantors and Others Treated as Substantial Owners

Sec. 671. Trust income, deductions, and credits attributable to
grantors and others as substantial owners.

Sec. 672. Definitions and rules.

Sec. 673. Reversionary interests,

Sec. 674. Power to control beneficial enjoyment.

Sec. 675. Administrative powers.

Sec. 676. Power to revoke. -

Sec. 677. Income for benefit of grantor.

Sec. 678. Person other than grantor treated as substantial owner.

SEC. 671. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE
TO GRANTORS AND OTHERS AS SUBSTANTIAL OWNERS.

Where it is specified in this subpart that the grantor or another
person shall be treated as the owner of any portion of a trust, there
shall then be included in computing the taxable income and credits of
the grantor or the other person those items of income, deductions, and
credits against tax of the trust which are attributable to that portion
of the trust to the extent that such items would be taken into account
under this chapter in computing taxable income or credits against the
tax of an individual. Any remaining portion of the trust shall be
subject to subparts A through D. No items of a trust shall be in-
cluded in computing the taxable income and eredits of the grantor or
of any other person solely on the grounds of his dominion and control
over the trust under section 61 (relating to definition of gross income)
or any other provision of this title, except as specified in this subpart,
SEC. 672. DEFINITIONS AND RULES.

(a) Apverse Parrv.—For purposes of this subpart, the term
“adverse party” means any person having a substantial beneficial
interest in the trust which would be adversely affected by the exercise
or nonexercise of the power which he possesses respecting the trust.
A person having a general power of appointment over the trust
property shall be deemed to have a beneficial interest in the trust.

(E) oNADVERSE PArTy.—For purposes of this subpart, the term
“nonadverse party” means any person who is not an adverse party.

(¢) ReLATED OR SuBORDINATE PArTY.—For purposes of this sub-
part, the term “related or subordinate party” means any nonadverse
party who is— =

(1) the grantor’s spouse if Ii ﬁ with the grantor; :

(2) any one of the following: The grantor’s father, mother, issue,
brother or sister; an employee of the grantor; a corporation or any
employee of a corporation in which the stock holdings of the grantor
and the trust are significant from the viewpoint of voting control;
a subordinate employee of a corporation in which the grantor is
an executive.

For purposes of sections 674 and 675, a related or subordinate party
shall be presumed to be subservient to the grantor in respect of the
exercise or nonexercise of the powers conferred on him unless such
pa_rc%y is shown not to be subservient by a preponderance of the
evidence,
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(d) Rure Waere Power Is Sussecr To ConpitioN PRECEDENT.—
A person shall be considered to have a power deseribed in this subpart
even though the exercise of the power is subject to a precedent giving
of notice or takes effect only on the expiration of a certain periof1 after
the exercise of the power.

SEC. 673. REVERSIONARY INTERESTS.

(a) GeneraL RuLe.—The grantor shall be treated as the owner of
any portion of a trust in which he has a reversionary interest in either
the corpus or the income therefrom if, as of the inception of that por-
tion of the trust, the interest will or may reasonably be expected to
take effect in possession or enjoyment within 10 years commencing
with the date of the transfer of that portion of the trust.

(b) Exceprion Wuere Income Is Pavasie 10 CHARITABLE
BenEeFiciARIES. —Subsection (a) shall not apply to the extent that
the income of a portion of a trust in which the grantor has a rever-
sionary interest is, under the terms of the trust, irrevocably payable
for a period of at least 2 years (commencing with the date of the
transfer) to a designated beneficiary, which beneficiary is of a type
deseribed in section 170 (b) (1) (A) (@), (i), or (iii).

(¢) ReversioNARY InTeresT Tarkine ErreEct AT Deats o
Income Benericiary.—The grantor shall not be treated under sub-
section (a) as the owner of any portion of a trust where his reversion-
ary interest in such portion is not to take effect in possession or enjoy-
ment until the death of the person or persons to whom the income
therefrom is payable.

(d) PosrroxnemuNT oF DATE SprEciFiep ror REAcquisiTioN.—Any
postponement of the date specified for the reacquisition of possession
or enjoyment of the reversionary interest shall be treated as a new
transfer in trust commencing with the date on which the postpone-
ment is effected and terminating with the date prescribed by the
postponement. However, income for any period shall not be in-
cluded in the income of the grantor by reason of the preceding sentence
if such income would not be so includible in the absence of such
postponement.

SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT.

(a) GeExNErRAL RuLe.—The grantor shall be treated as the owner of
any portion of a trust in respect of which the beneficial enjoyment of
the corpus or the income therefrom is subject to a power of disposition,
exercisable by the grantor or a nonadverse party, or both, without
the approval or consent of any adverse party.

(b) Exceprions ror CerTaIN Powsrs.—Subsection (a) shall not
apply to the following powers regardless of by whom held:

(1) PowER 10 APPLY INCOME TO SUPPORT OF A DEPENDENT.—A
power described in section 677 (b) to the extent that the grantor
would not be subject to tax under that section.

(2) PowER AFFECTING BENEFICIAL ENJOYMENT ONLY AFTER
EXPIRATION OF 10-YEAR PERIOD.—A power, the exercise of which
can only affect the beneficial enjoyment of the income for a period
commencing after the expiration of a period such that a grantor
would not Ee treated as the owner under section 673 if the power
were a reversionary interest; but the grantor may be treated as the
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owner after the expiration of the period unless the power is
relinquished.

(3) POWER BXERCISABLE ONLY BY WILL.—A power exercisable
only by will, other than a power in the grantor to appoint by will
the income of the trust where the income is accumulated for such
disposition by the grantor or may be so accumulated in the dis-
cretion of the grantor or a nonadverse party, or both, without the
approval or consent of any adverse party.

(4) POWER TO ALLOCATE AMONG CHARITABLE BENEFICIARIES.—
A power to determine the beneficial enjoyment of the corpus or
the income therefrom if the corpus or income is irrevocably payable
for a purpose specified in section 170 (¢) (relating to definition of
charitable contributions).

(5) Power TO DISTRIBUTE CcORPUS.—A power to distribute
corpus either—

(A) to or for a beneficiary or beneficiaries or to or for a class
of beneficiaries (whether or not income beneficiaries) provided
that the power is limited by a reasonably definite standard which
is set forth in the trust instrument; or

(B) to or for any current income beneficiary, provided that
the distribution of corpus must be chargeable against the pro-
portionate share of corpus held in trust for the payment of income
to the beneficiary as if the corpus constituted a separate trust.

A power does not fall within the powers described in this paragraph
if any person has a power to add to the beneficiary or beneficiaries
or to a class of beneficiaries designated to receive the income or
corpus, except where such action is to provide for after-born or
after-adopted children.

(6) POWER TO WITHHOLD INCOME TEMPORARILY.—A power to
distribute or apply income to or for any current income beneficiary
or to accumulate the income for him, provided that any accumu-
lated income must ultimately be pa.yaj)le—

(A) to the beneficiary from whom distribution or application
is withheld, to his estate, or to his appointees (or persons named
as alternate takers in default of appointment) provided that such
beneficiary possesses a power oF appointment which does not
exclude from the class of possible appointees any person other
than the beneficiary, his estate, his creditors, or the creditors of
his estate, or

(B) on termination of the trust, or in conjunction with a
distribution of corpus which is augmented by such accumulated
income, to the current income beneficiaries in shares which have
been irrevocably specified in the trust instrument.

Accumulated income shall be considered so payable although it is
provided that if any beneficiary does not survive a date of distribu-
tion which could reasonably have been expected to occur within
the beneficiary’s lifetime, the share of the deceased beneficiary is
to be paid to his appointees or to one or more designated alternate
takers (other than the grantor or the grantor’s estate) whose shares
have been irrevocably specified. A power does not fall within the
powers deseribed in this paragraph if any person has a power to
add to the beneficiary or beneficiaries or to a class of beneficiaries
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designated to receive the income or corpus except where such

action is to provide for after-born or after-adopted children.

(7) POoWER TO WITHHOLD INCOME DURING DISABILITY OF A
BENEFICIARY.—A power exercisable only during—

(A) the existence of a legal disability of any eurrent income
beneficiary, or :

(B) the period during which any income beneficiary shall be
under the age of 21 years,

to distribute or apply income to or for such beneficiary or to accumu-
late and add the income to corpus. A power does not fall within
the powers deseribed in this paragraph if any person has a power
to add to the beneficiary or beneficiaries or to a class of beneficiaries
designated to receive the income or corpus, except where such action
is to provide for after-born or after-adopted children.

(8) POWER TO ALLOCATE BETWEEN CORPUS AND INCOME.—A
power to allocate receipts and disbursements as between corpus
and income, even though expressed in broad language.

(¢) Exceprion For Cerrain Powers or InpreexpeEnt TrUus-
TEEs.—Subsection (a) shall not apply to a power solely exercisable
(without the approval or consent of any other person) by a trustee or
trustees, none of whom is the grantor, and no more than half of whom
are related or subordinate parties who are subservient to the wishes
of the grantor—

(1) to distribute, apportion, or accumulate income to or for a
beneficiary or beneficiaries, or to, for, or within a class of benefici-
aries; or

(2) to pay out corﬁus to or for a beneficiary or beneficiaries
or, to) or for a class of beneficiaries (whether or not income benefici-
aries).

A power does not fall within the powers described in this subseetion
if any person has a power to add to the beneficiary or beneficiaries or
to a class of beneficiaries designated to receive the income or corpus,
except where such action is to provide for after-born or after-adopted
children.

(d) Power To ALLocAaTE IxcoMmME 1F LIMITED BY A STANDARD.—
Subsection (a) shall not apply to a power solely exercisable (without
the approval or consent of any other person) by a trustee or trustees,
none of whom is the grantor or spouse living with the grantor, to
distribute, apportion, or accumulate income to or for a beneficiary or
beneficiaries, or to, for, or within a class of beneficiaries, whether or
not the conditions of paragraph (6) or (7) of subsection (b) are satisfied,
if such power is limited by a reasonably definite external standard
which is set forth in the trust instrument. A power does not fall
within the powers described in this subsection if any person has a
power to add to the beneficiary or beneficiaries or to a class of bene-
ficiaries designated to receive t.ie income or corpus except where such
action is to provide for after-born or after-adopted children.

SEC. 675. ADMINISTRATIVE POWERS.

The grantor shall be treated as the owner of any portion of a trust
in respect, of which—

(1) POWER TO DEAL FOR LESS THAN ADEQUATE AND FULL CON-

SIDERATION.—A power exercisable by the grantor or a nonadverse
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party, or both, without the approval or consent of any adverse

party enables the grantor or any person to purchase, exchange, or

otherwise deal with or dispose of the corpus or the income therefrom
for less than an adequate consideration in money or money’s worth.

(2) PowER TO BORROW WITHOUT ADEQUATE INTEREST OR
sECcURITY.—A power exercisable by the grantor or a nonadverse
party, or both, enables the grantor to borrow the corpus or income,
directly or indirectly, without adequate interest or without adequate
security except where a trustee (other than the grantor) is author-
ized under a general lending power to make loans to any person
without regard to interest or security.

(3) BorrowiNG oF THE TRUST FUNDS.—The grantor has directly
or indirectlf borrowed the corpus or income and has not completely
repaid the loan, including any interest, before the beginning of the
taxable year. The preceding sentence shall not apply to a loan
which provides for adequate interest and adequate security, if such
loan is made by a trustee other than the grantor and other than a
related or subordinate trustee subservient to the grantor.

(4) GBENERAL POWERS OF ADMINISTRATION.—A power of adminis-
tration is exercisable in a nonfiduciary eapacity by any person with-
out the approval or consent of any person in a fiduciary capacity.
For purposes of this paragraph, the term “power of administration”
means any one or more of the following powers: (A) a power to vote
or direct the voting of stock or other securities of a corporation in
which the holdings of the grantor and the trust are significant from
the viewpoint of voting control; (B) a power to control the invest-
ment of the trust funds either by directing investments or reinvest-
ments, or by vetoing proposed investments or reinvestments, to the
extent that the trust funds consist of stocks or securities of cor-
porations in which the holdings of the grantor and the trust are
significant from the viewpoint of voting control; or (C) a power to
reacquire the trust corpus by substituting other property of an
equivalent value.

SEC. 676. POWER TO REVOKE.

(2) GeneErAL Rune.—The grantor shall be treated as the owner of
any portion of a trust, whether or not he is treated as such owner
under any other provision of this part, where at any time the power
to revest in the grantor title to such portion is exercisable by the
grantor or a non-adverse party, or both.

(b) Powrr ArrecrinGg Bexerician Exjoymext OnLy Arrer Ex-
PIRATION OF 10-YEar Puriop.—Subsection (a) shall not apply to a
power the exercise of which can only affect the beneficial enjoyment
of the income for a period commencing after the expiration of a period
such that a grantor would not be treated as the owner under section
673 if the power were a reversionary interest. But the grantor may
be treated as the owner after the expiration of such period unless the
power is relinquished.

SEC. 677. INCOME FOR BENEFIT OF GRANTOR.

(a) GenerAL Rune.—The grantor shall be treated as the owner of
any portion of a trust, whether or not he is treated as such owner
under section 674, whose income without the approval or consent of
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any adverse party is, or, in the discretion of the grantor or a non-
adverse party, or both, may be— ) gels
(1) distributed to the grantor;
(2) held or accumulated for future distribution to the tor; or
(3) applied to the payment of premiums on policies of insurance
on the liFe of the grantor (except policies of insurance irrevoeably
payable for a purpose specified in seetion 170 (¢) (relating to defini-
tion of charitable contributions)).
This subsection shall not apply to a power the exercise of which can
only affect the beneficial enjoyment of the income for a period com-
meneing after the expiration of a period such that the grantor would
not be treated as the owner under section 673 if the power were a
reversionary interest; but the grantor may be treated as the owner
after the expiration of the period unless the power is relinquished.

(b) OsricaTiONs oF SupporT.—Income of a trust shall not be
considered taxable to the grantor under subsection (a) or any other
provision of this chapter merely because such income in the diseretion
of another person, the trustee, or the grantor acting as triustee or
co-trustee, may be applied or distributed for the support or mainte-
nance of a beneficiary whom the grantor is legally obligated to sup-
port or maintain, except to the extent that such income is so applied
or distributed. In cases where the amounts so applied or distributed
are paid out of corpus or out of other than income for the taxable
year, such amounts shall be considered to be an amount paid or
credited within the meaning of paragraph (2) of section 661 (a) and
shall be taxed to the grantor under section 662.

SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUBSTAN-
TIAL OWNER.

(a) GeneraL Rure.—A person other than the grantor shall be

treated as the owner of any portion of a trust with respect to which:
(1) such person has a power exercisable solely by himself to vest

the corpus or the income therefrom in himself, or
(2) such person has previously partially released or otherwise
modified such a power and after the release or modification retains

such control as would, within the prineciples of sections 671 to 677,

inclusive, subject a grantor of a trust to treatment as the owner

thereof.

(b) Exceprion WrHERE Grantor Is TaxaBre.—Subsection (a)
shall not apply with respect to a power over income, as originally
granted or thereafter modified, if the grantor of the trust is otherwise
treated as the owner under sections 671 to 677, inclusive.

(¢) OrricaTioNs oF SurporT.—Subsection (a) shall not apply to a
power which enables such person, in the capacity of trustee or co-
trustee, merely to apply the income of the trust to the support or
maintenance of a person whom the holder of the power is obligated to
support or maintain except to the extent that such income is so applied.
In cases where the amounts so applied or distributed are paid out of
corﬁus or out of other than income of the taxable year, such amounts
shall be considered to be an amount paid or credited within the
meaning of paragraph (2) of section 661 (a) and shall be taxed to the
holder of the power under section 662.
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(d) Errecr or Renunciation or Discraimer.—Subsection (a)
shall not apply with respect to a power which has been renounced or
disclaimed within a reasonable time after the holder of the power first
became aware of its existence,

Subpart F—Miscellaneous

Seec. 681. Limitation on charitable deduction.
Seec. 682. Income of an estate or trust in case of divoree, ete.
Bec. 683. Applicability of provisions.

SEC, 681. LIMITATION ON CHARITABLE DEDUCTION.

(a) Trape or Business Income.—In computing the deduction
allowable under section 642 (c) to a trust, no amount otherwise allow-
able under section 642 (¢) as a deduction shall be allowed as a deduc-
tion with respect to income of the taxable year which is allocable to
its unrelated business income for such year. For purposes of the
preceding sentence, the term “unrelated business income’ means an
amount equal to the amount which, if such trust were exempt from
tax under section 501 (a) by reason of section 501 (¢) (3), would be
computed as its unrelated business taxable income under section 512
(nelat.in% to income derived from certain business activities and from
certain leases).

(b) OreraTIONS OF TRUSTS.—

(1) LIMITATION ON CHARITABLE, ETC., DEDUCTION.—The amount
otherwise allowable under section 642 (c) as a deduction shall not
exceed 20 percent of the taxable income of the trust (computed with-
out the benefit of section 642 (¢) but with the benefit of section
170 (b) (1) (A)) if the trust has engaged in a prohibited transaction,
as defined in paragraph (2).

(2) PromiBiTED TRANSACTIONS.—For purposes of this subsection,
the term “prohibited transaction’” means any transaction after
July 1, 1950, in which any-trust while holding income or corpus
which has been permanently set aside or is to be used exclusively
for charitable or other purposes described in section 642 (¢)—

(A) lends any part of such income or corpus, without receipt
of adequate security and a reasonable rate of interest, to;
(B) pays any compensation from such income or corpus, in
excess of a reasonable allowance for salaries or other compensation
for personal services actually rendered, to;
1 (_8) makes any part of its services available on a preferential
asis to;

(D) uses such income or corpus to make any substantial
purchase of securities or any other property, for more than an
adequate consideration in money or money’s worth, from;

(E) sells any substantial part of the securities or other property
comprising such income or corpus, for less than an adequate
consideration in money or money’s worth, to; or

(F) engages in any other transaction which results in a sub-
stantial diversion of such income or corpus to;

the creator of such trust; any person who has made a substantial
contribution to such trust; a member of a family (as defined in
section 267 (c¢) (4)) of an individual who is the creator of the trust
or who has made a substantial contribution to the trust; or a cor-
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poration controlled by any such creator or person through the

ownership, directly or indirectly, of 50 percent or more of the total

combined voting power of all classes of stock entitled to vote or 50

percent or more of the total value of shares of all classes of stock of

the corporation.

(3) TaxaBLe vEARS AFFECTED.—The amount otherwise allow-
able under section 642 (c) as a deduction shall be limited as provided
in paragraph (1) only for taxable years after the taxable year during
which the trust is notified by the Secretary that it has engaged in
such transaction, unless such trust entered into such prohibited
transaction with the purpose of diverting such corpus or income from
the purposes described in section 642 (¢), and such transaction in-
volved a substantial part of such corpus or income.

(4) FUTURE CHARITABLE, ETC., DEDUCTIONS OF TRUSTS DENIED
DEDUCTION UNDER PARAGRAPH (3).—If the deduction of any trust
under section 642 (¢) has been limited as provided in this sub-
section, such trust, with respect to any taxable year following
the taxable year in which notice is received of limitation of dedue-
tion under section 642 (¢), may, under regulations prescribed by
the Secretary or his delegate, file claim for the allowance of the
unlimited deduction under section 642 (c), and if the Secretary,
pursuant to such regulations, is satisfied that such trust will not
knowingly again engage in a prohibited transaction, the limitation
provided in paragraph (1) shall not apply with respect to taxable
years after the year in which such claim is filed.

(5) DISALLOWANCE OF CERTAIN CHARITABLE, ETC., DEDUCTIONS.—
No gift or bequest for religious, charitable, scientific, literary, or
educational purposes (including the encouragement of art and the
prevention of eruelty to children or animals), otherwise allowable
as a deduetion under section 170, 545 (b) (2), 642 (e), 2055, 2106
(a) (2), or 2522, shall be allowed as a deduction if made in trust
and, in the taxable yvear of the trust in which the gift or bequest is
made, the deduction allowed the trust under section 642 (c) is
limited by paragraph (1). With respect to any taxable year of a
trust in which such deduction has been so limited by reason of
entering into a prohibited transaction with the purpose of diverting
such corpus or income from the purposes described in section 642
(¢), and such transaction involved a substantial part of such income
or corpus, and which taxable year is the same, or before the, taxable
year of the trust in which such prohibited transaction ocecurred,
such deduetion shall be disallowed the donor only if such donor or
(if such donor is an individual) any member of his family (as defined
in seetion 267 (¢) (4)) was a party to such prohibited transaction.

(6) DerintTioN.—For purposes of this subsection, the term “gift
or bequest’” means any gift, contribution, bequest, devise, or legacy,
or any transfer without adequate consideration.

(¢) AccumuraTEp Income.—If the amounts permanently set
aside, or to be used exclusively for the charitable and other purposes
described in section 642 (c) during the taxable year or any prior
taxable year and not actually paid out by the end of the taxable
year—

(1) are unreasonable in amount or duration in order to carry
out such purposes of the trust;

§ 681(c)(1)
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(2) are used to a substantial degree for purposes other than
those preseribed in section 642 (¢); or
(3) are invested in such a manner as to jeopardize the interests
of the religious, charitable, scientific, etc., beneficiaries,
the amount otherwise allowable under section 642 (¢) as a deduction
shall be limited to the amount actually paid out during the taxable
year and shall not exceed 20 percent of the taxable income of the
trust (computed without the benefit of section 642 (¢) but with the
benefit of seetion 170 (b) (1) (A)). Paragraph (1) shall not apply to
income attributable to property of a decefent dying before January 1,
1951, which is transferred under his will to a trust created by such
will. In the case of a trust created by the will of a decedent dying on
or after January 1, 1951, il income is required to be accumulated
pursuant to the mandatory terms of the will creating the trust, para-
graph (1) shall apply only to income accumulated during a taxable
year of the trust beginning more than 21 years after the date of death
of the last life in being designated in the trust instrument.
(d) Cross REFERENCE.—

For disallowance of certain charitable, etc., deductions otherwise
allowable under section 642 (¢), see section 503 (e).

SEC. 682. INE'IQCME OF AN ESTATE OR TRUST IN CASE OF DIVORCE,

(a) Incrusion ix Gross Income oF Wire.—There shall be included
in the gross income of a wife who is divorced or legally separated under
a decree of divorce or of separate maintenance (or who is separated
from her husband under a written separation agreement) the amount
of the income of any trust which such wife is entitled to receive and
which, exeept for this section, would be includible in the gross income
of her husband, and such amount shall not, despite any other pro-
vision of this subtitle, be includible in the gross income of such
husband. This subsection shall not apply to that part of any such
income of the trust which the terms of the decree, written separation
agreement, or trust instrument fix, in terms of an amount of money
or a portion of such income, as a sum which is payable for the sup-
port of minor children of such husband. In case such income is less
than the amount specified in the decree, agreement, or instrument,
for the purpose of applying the preceding sentence, such income, to
the extent of such sum payable for such support, shall be considered
a payment for such support.

(b) Wire CoxsmerEp A BeExEericiAry.—For purposes of com-
puting the taxable income of the estate or trust and the taxable in-
come of a wife to whom subsection (a) or section 71 applies, such wife
shall be considered as the beneficiary specified in this part. A
periodie payment under section 71 to any portion of which this part
applies shall be included in the gross income of the beneficiary in the
taxable year in which under this part such portion is required to be
included. '

(¢) Cross REFERENCE.—

For definitions of “husband’ and “wife’’, as used in this section, see
section 7701 (a) (17).

§ 681(c) (2)



CH. 1.—NORMAL TAXES AND SURTAXES 235

SEC. 683. APPLICABILITY OF PROVISIONS.

(a) GeneEraL RuLe.—This part shall apply only to taxable years
beginning after December 31, 1953, and ending after the date of the
enactment of this title.

(b) Exceprrons.—In the case of any beneficiary of an estate or
trust—

(1) this part shall not apply to any amount paid, eredited, or to
be distributed by the estate or trust in any taxable year of such
estate or trust to which this part does not apply, and

(2) the Internal Revenue Code of 1939 shallyapply for purposes
of determining the amount includible in the gross income of the
beneficiary. .

To the extent that any amount paid, credited, or to be distributed
by an estate or trust in the first taxable vear of such estate or trust
to which this part applies would be treated, if the Internal Revenue
Code of 1939 were applicable, as paid, credited, or to be distributed
on the last day of the preceding taxable year, such amount shall not
be taken into account for purposes of this part but shall be taken into
account as provided in the Internal Revenue Code of 1939.

PART II-INCOME IN RESPECT OF DECEDENTS

Sec. 691. Recipients of income in respect of decedents.
Sec. 692. Income taxes of members of Armed Forces on death,

SEC. 691. RECIPIENTS OF INCOME IN RESPECT OF DECEDENTS.

(a) IncrLusion 1N Gross IncomE.—

(1) GenerAL rULE.—The amount of all items of gross income
in respect of a decedent which are not properly includible in respect
of the taxable period in which falls the date of his death or a prior
period (including the amount of all items of gross income in respect
of a prior decedent, if the right to receive such amount was acquired
by reason of the death of the prior decedent or by bequest, devise,
or inheritance from the prior decedent) shall be included in the
gross income, for the taxable year when received, of:

(A) the estate of the decedent, if the right to receive the amount
is acquired by the decedent’s estate from the decedent;

(B) the person who, by reason of the death of the decedent,
acquires the right to receive the amount, if the right to receive
the amount is not acquired by the decedent’s estate from the
decedent; or

(C) the person who acquires from the decedent the right to
receive the amount by bequest, devise, or inheritance, if the
amount is received after a distribution by the decedent’s estate
of such right.

(2) IncoMe 1IN casp oF saLe, mrc.—If a right, deseribed in
paragraph (1), to receive an amount is transferred by the estate
of the decedent or a person who received such right by reason of
the death of the decedent or by bequest, devise, or inheritance from
the decedent, there shall be included in the gross income of the
estate or such person, as the case may be, for the taxable period in
which the transfer oceurs, the fair market value of such right at the
time of such transfer plus the amount by which any consideration
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for the transfer exceeds such fair market value. For purposes of
this paragraph, the term “transfer” includes sale, exchange, or
other disposition, or the satisfaction of an installment obligation
at other than face value, but does not include transmission at death
to the estate of the decedent or a transfer to a person pursuant to
the right of such person to receive such amount by reason of the
death of the decedent or by bequest, devise, or inheritance from the
decedent.

(3) CHARACTER OF INCOME DETERMINED BY REFERENCE TO DE-
cepENT.—The right, described in paragraph (1), to receive an
amount shall be treated, in the hands of the estate of the decedent
or any person who acquired such right by reason of the death of the
decedent, or by bequest, devise, or inheritance from the decedent,
as if it had been acquired by the estate or such person in the trans-
action in which the right to receive the income was originally de-
rived and the amount includible in gross jncome under paragraph
(1) or (2) shall be considered in the hands of the estate or such person
to have the character which it would have had in the hands of the
decedent if the decedent had lived and received such amount.

(4) INSTALLMENT OBLIGATIONS ACQUIRED FROM DECEDENT.—In
the case of an installment obligation received by a decedent on
the sale or other disposition of property, the income from which
‘was properly reportable by the decedent on the installment basis
under section 453, if such obligation is acquired by the decedent’s
estate from the decedent or by any person by reason of the death
of the decedent or by bequest, devise, or inheritance from the
decedent—

(A) an amount equal to the excess of the face amount of such
obligation over the basis of the obligation in the hands of the
decedent (determined under section 453 (d)) shall, for the purpose
of paragraph (1), be considered as an item of gross income in
respect of the decedent; and

(B) such obligation shall, for purposes of paragraphs (2) and
(3), be considered a right to receive an item of gross income
in respect of the decedent, but the amount includible in gross
income under paragraph (25 shall be reduced by an amount equal
to the basis of the obligation in the hands of the decedent (de-
termined under section 453 (d)).

(b) ArLowancs oF Depucrions AND CrEp1T.—The amount of any
deduction specified in section 162, 163, 164, 212, or 611 (relating to
deductions for expenses, interest, taxes, and depletion) or credit
specified in section 33 (relating to foreign tax credit), in respect of a
decedent which is not properly allowable to the decedent in respect
of the taxable period in which falls the date of his death, or a prior
period, shall be allowed:

(1) ExpENsEs, INTEREST, AND TAXES.—In the case of a deduc-
tion specified in section 162, 163, 164, or 212 and a credit specified
in section 33, in the taxable year when paid—

(A) to the estate of the decedent ; except that

(B) if the estate of the decedent is not liable to discharge the
obligation to which the deduction or credit relates, to the person
who, by reason of the death of the decedent or by bequest, devise,
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or inheritance acquires, subject to such obligation, from the

decedent an interest in property of the decedent.

(2) DepreTiON.—In the case of the deduction specified in section
611, to the person described in subsection (a) (1) (A), (B), or (C)
who, in the manner described therein, receives the income to which
the deduction relates, in the taxable year when such income is
received.

(¢) Depucrion ror Estate Tax.—

(1) ALLOWANCE OF DEDUCTION.—

(A) GeneraL RULE.—A person who includes an amount in
gross income under subsection (a) shall be allowed, for the same
taxable year, as a deduction an amount which bears the same
ratio to the estate tax attributable to the net value for estate
tax purposes of all the items deseribed in subsection (a) (1) as
the value for estate tax purposes of the items of gross income or
portions thereof in respect of which such person included the
amount in gross income (or the amount included in gross income,
whichever is lower) bears to the value for estate tax purposes
of all the items deseribed in subsection (a) (1).

(B) Esrares anp Trusts.—In the case of an estate or trust,
the amount allowed as a deduction under subparagraph (A) shall
be computed by excluding from the gross income of the estate or
trust the portion (if any) of the items described in subsection (a)
(1) which is properly paid, eredited, or to be distributed to the
beneficiaries during the taxable year. This subparagraph shall
apply to the same taxable years, and to the same extent, as is
provided in section 683.

: (2)h lkd)mnon OF COMPUTING DEDUCTION.—For purposes of para-
1)—
grap(A) The term “‘estate tax” means the tax imposed on the

estate of the decedent or any prior decedent under section 2001

or 2101, reduced by the credits against such tax.

(B) The net value for estate tax purposes of all the items de-
seribed in subsection (a) (1) shall be the excess of the value for
estate tax purposes of all the items described in subsection (a) (1)
over the deductions from the gross estate in respect of claims
which represent the deduetions and credit described in subsec-
tion (b). Such net value shall be determined with regard to the
provisions of section 421 (d) (6) (B), relating to the deduction
for estate tax with respect to restricted stock options.

(C) The estate tax attributable to such net value ghall be an
amount equal to the excess of the estate tax over the estate tax
computed without including in the gress estate such net value.

(d) AmounTs REcEIVED BY SURVIVING ANNUITANT UNDER JOINT
AND Survivor AnNurry CoNTRACT. —

(1) Depverion romr esTATE TAX.—For purposes of computing
the deduction under subsection (¢) (1) (A), amounts received by a
surviving annuitant—

(A) as an annuity under a joint and survivor annuity contract
where the decedent annuitant died after December 31, 1953, and
aft(ifr the annuity starting date (as defined in section 72 (¢) (4)),
an
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(B) during the surviving annuitant’s life expectancy period,
shall, to the extent included in gross income under section 72, be
considered as amounts included in gross income under subsection (a).

(2) NET VALUE FOR ESTATE TAX PURPOSES.—In determining the
net value for estate tax purposes under subsection (¢) (2) (B) for
purposes of this subsection, the value for estate tax purposes of the
it-emi:1 deseribed in paragraph (1) of this subsection shall be com-

uted—

K (A) by determining the excess of the value of the annuity at
the date of the death of the deceased annuitant over the total
amount excludable from the gross income of the surviving annui-
tant under section 72 during the surviving annuitant’s life
expectancy period, and

(B) by multiplying the figure so obtained by the ratio which
the value of the annuity for estate tax purposes bears to the
value of the annuity at the date of the death of the deceased.

(3) DeriniTions.—For purposes of this subsection—

(A) The term “life expectancy period’’ means the period begin-
ning with the first day of the first period for which an amount
is received by the surviving annuitant under the contract and
ending with the close of the taxable year with or in which falls
the termination of the life expectancy of the surviving annuitant.
For purposes of this subparagraph, the life expectancy of the
surviving annuitant shall beaggtermined, as of the date of the
death of the deceased annuitant, with reference to actuarial
tables preseribed by the Secretary or his delegate.

(B) The surviving annuitant’s expected return under the con-
tract shall be computed, as of the death of the deceased annuitant,
with reference to actuarial tables prescribed by the Secretary or
his delegate.

(e) Cross REFERENCE.—

For application of this seciion to income in respect of a deceased
partner, see section 753.

SEC. 692. II%)CE‘:.)&I\';E TAXES ON MEMBERS OF ARMED FORCES ON

In the case of any individual who dies during an induetion period
(as defined in section 112 (¢) (5)) while in active service as a member
of the Armed Forces of the United States, if such death occurred
while serving in a combat zone (as determined under section 112) or
as a result of wounds, disease, or injury incurred while so serving—

(1) any tax imposed by this subtitle shall not apply with respect
to the taxable year in which falls the date of his death, or with
respect to any prior taxable year ending on or after the first day he
so served in a combat zone after June 24, 1950; and

(2) any tax under this subtitle and under the corresponding pro-
visions of prior revenue laws for taxable years preceding those
specified in paragraph (1) which is unpaid at the date of his death

(ncluding interest, additions to the tax, and additional amounts)

shall nnt%e assessed, and if assessed the assessment shall be abated,

and if collected shall be credited or refunded as an overpayment,.
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Subchapter K—Partners and Partnerships

Part . I. Determination of tax liability.

Part II. Contributions, distributions, and transfers.
Part IT1. Definitions,

Part IV. Effective date for subchapter.

PART I—-DETERMINATION OF TAX LIABILITY

Sec. 701. Partners, not partnership, subject to tax.

See. 702. Income and credits of partner.

Sec. 703. Partnership eomputations.

See. 704. Partner’s distributive share.

Sec. 705. Determination of basis of partner’s interest.
See. 706. Taxable years of partner and partnership.

Sec. 707. Transactions between partner and partnership.
See. 708. Continuation of partnership.

SEC. 701. PARTNERS, NOT PARTNERSHIP, SUBJECT TO TAKX,

A partnership as such shall not be subjeect to the income tax imposed
by this chapter. Persons carrying on business as partners shall be
liable for income tax only in their separate or individual capacities.
SEC. 702, INCOME AND CREDITS OF PARTNER. )

(a) GeneEraL RuLe—In determining his income tax, each partner
shall take into account separately his distributive share of the
partnership’s—

(1) gains and losses from sales or exchanges of capital assets held
for not more than 6 months,

(2) gains and losses from sales or exchanges of capital assets held
for more than 6 months,

(3) gains and losses from sales or exchanges of property described
in section 1231 (relating to certain property used in a trade or
business and involuntary conversions),

(4) charitable contributions (as defined in section 170 (c)),

(5) dividends with respect to which there is provided a credit
under section 34, an exclusion under section 116, or a deduction
under part VIII of subchapter B,

(6) taxes, described in section 901, paid or accrued to foreign
countries and to possessions of the United States,

(7) partially tax-exempt interest on obligations of the United
States or on obligations of instrumentalities of the United States
as described in section 35 or section 242 (but, if the partnership
elects to amortize the premiums on bonds as provided in section
171, the amount received on such obligations shall be reduced by
the reduction provided under section 171 (a) (3)),

(8) other items of income, gain, loss, deduction, or credit, to the
extent provided by regulations prescribed by the Secretary or his
delegate, and ;

(9) taxable income or loss, exclusive of items requiring separate
computation under other paragraphs of this subsection.
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(b) CaaracteEr oF Items ConNstrruring DIsTRIBUTIVE SHARE.—
The character of any item of income, gain, loss, deduction, or eredit
included in a partner’s distributive share under paragraphs (1) through
(8) of subseetion (a) shall be determined as if such item were realized
directly from the source from which realized by the partnership, or
incurred in the same manner as incurred by the partnership.

(¢) Gross INncoME oF A PArTNER.—In any case where it is necessary
to determine the gross income of a partner for purposes of this title,
such amount shall include his distributive share of the gross income of
the partnership.

SEC. 703. PARTNERSHIP COMPUTATIONS,

(a) Income aND DEbpucrioNns.—The taxable income of a partner-
ship shall be computed in the same manner as in the case of an indi-
vidual except that—

(1) the items described in section 702 (a) shall be separately
stated, and
(2) the following deductions shall not be allowed to the partner-

p:

(A) the standard deduction provided in section 141,

. (B) the deductions for personal exemptions provided in section
151,

(C) the deduction for taxes provided in section 164 (a) with
respect to taxes, described in section 901, paid or acerued to
foreign countries and to possessions of the United States,

(D) the deduction for charitable contributions provided in

- section 170, '

((iE) the net operating loss deduction provided in section 172,
an

(F) the additional itemized deduetions for individuals pro-
vided in part VII of subchapter B (sec. 211 and following).

(b) Erecrions or THE Parrnersaip.—Any clection affecting the
computation of taxable income derived from a partnership shall be
made by the partnership, except that the election under section 901,
relating to taxes of foreign countries and possessions of the United
States, shall be made by each partner separately.

SEC. 704. PARTNER’S DISTRIBUTIVE SHARE.

(a) ErrFecr oF PARTNERSHIP AGREEMENT.—A partner’s distributive
share of income, gain, loss, deduction, or eredit shall, except as other-
wise provided in this section, be determined by the partnership agree-
ment.

(b) Digrrisurive SHARE Drerermined BY Income or Loss
Rario.—A partner’s distributive share of any item of income, gain,
loss, deduction, or eredit shall be determined in aecordance with his
distributive share of taxable income or loss of the partnership, as
deseribed in section 702 (a) (9), for the taxable year, if—

(1) the partnership agreement does not provide as to the partner’s
distributive share of such item, or

(2) the principal purpose of any provision in the partnership
agreement with respect to the partner’s distributive share of such
item is the avoidance or evasion of any tax imposed by this subtitle.

(¢) ConTRIBUTED PROPERTY.—
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(1) GexeEraL rRULE.—In determining a partner’s distributive
share of items described in section 702 (a), depreciation, depletion,
or gain or loss with respect to property contributed to the partner-
ship by a partner shall, except to the extent otherwise provided in
paragraph (2) or (3), be allocated among the partners in the same
manner as if such property had been purchased by the partnership.
(2) EFFECT OF PARTNERSHIP AGREEMENT.—If the partnership
agreement so provides, depreciation, depletion, or gain or loss
with respect to property contributed to the partnership by a
partner shall, under regulations prescribed by the Secretary or his
delegate, be shared among the partners so as to take account of
the variation between the basis of the property to the partnership
and its fair market value at the time of contribution.
(3) Uxpivipep inTerisTs.—If the partnership agreement does
not provide otherwise, depreciation, depletion, or gain or loss with
respect to undivided interests in property contributed to a part-
nership shall be determined as though such undivided interests had
not been contributed to the partnership. This paragraph shall
apply only if all the Earmers had undivided interests in such
property prior to contribution and their interests in the capital and
profits of the partnership correspond with such undivided interests.
(d) Lamrration oN Arnnowance orF Losses—A partner’s distribu-
tive share of partnership loss (including capital loss) shall be allowed
only to the extent of the adjusted basis of such partner’s interest in
the partnership at the end 0% the partnership year in which such loss
occurred. Any excess of such loss over such basis shall be allowed as
a deduetion at the end of the partnership year in which such excess
is repaid to the partnership.

(e) Faminy PARTNERSHIPS.—

(1) RECOGNITION OF INTEREST CREATED BY PURCHASE OR GIFT.—
A person shall be recognized as a partner for purposes of this sub-
title if he owns a capital interest in a partnership in which capital is
a material income-producing factor, whether or not such interest
was derived by purchase or gift from any other person.

(2) DISTRIBUTIVE SHARE OF DONEE INCLUDIBLE IN GROSS IN-
come.—In the case of any partnership interest created by gift, the
distributive share of the donee under the partnership agreement
shall be includible in his gross income, except to the extent that
such share is determined without allowance of reasonable compen-
sation for services rendered to the partnership by the donor, and
except to the extent that the portion of such share attributable to
donated capital is proportionately greater than the share of the
donor attributable to igl)ne donor’s eapital. The distributive share
of a partner in the earnings of the partnership shall not be dimin-
ished because of absence due to military service.

(3) PURCHASE OF INTEREST BY MEMBER OF FAMILY.—For pur-
poses of this section, an interest purchased by one member of a
family from another shall be considered to be created by gift from
the seller, and the fair market value of the purchased interest shall
be considered to be donated capital, The “family” of any indi-
vidual shall include only his spouse, ancestors, and lineal descend-
ants, and any trusts for the primary benefit of such persons.
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SEC. 705. DETERMINATION OF BASIS OF PARTNER’S INTEREST.

(a) GExERAL RunE.—The adjusted basis of a partner’s interest in
a partnership shall, except as provided in subsection (b), be the basis
of such interest determined under section 722 (relating to contribu-
tions to a partnership) or section 742 (relating to transfers of partner-
ship interests)— .

(1) increased by the sum of his distributive share for the taxable
year and prior taxable years of—

(A) taxable income of the partnership as determined under

section 703 (a),

(B) income of the partnership exempt from tax under this

title, and .

(C) the excess of the deductions for depletion over the basis
of the property subject to depletion; and :

(2) decreased (but not below zero) by distributions by the part-
nership as provided in section 733 and by the sum of his distributive
share for t.ﬁe taxable year and prior taxable years of—

(A) losses of the partnership, and

(B) expenditures of the partnership not deductible in comput-
ing its taxable income and not properly chargeable to capital
account.

(b) AvterNaTive Rune.—The Secretary or his delegate shall
prescribe by regulations the cireumstances under which the adjusted
basis of a partner’s interest in a partnership may be determined by
reference to his proportionate share of the adjusted basis of partner-
ship property upon a termination of the partnership.

SEC. 706. TAXABLE YEARS OF PARTNER AND PARTNERSHIP.

(a) Year 1N Wuica Parrxersaip INcoMeE 1s INcrupieLe.—In
computing the taxable income of a partner for a taxable gaar, the
inclusions required by section 702 and section 707 (e) with respect
to a partnership shall be based on the income, gain, loss, deduction,
or credit of the partnership for any taxable year of the partnership
ending within or with the taxable year of the partner.

(b) AporprioN oF TaxaBLe YEAR—

(1) PArRTNERSHIP'S TAXABLE YEAR.—The taxable year of a
partnership shall be determined as though the partnership were a
taxpayer. A partnership may not change to, or adopt, a taxable
year other than that of all its principal partners unless it establishes,
to the satisfaction of the Secretary or his delegate, a business purpose
therefor.

(2) PARTNER’S TAXABLE YEAR—A partner may not change to a
taxable year other than that of a partnership in which he is a
principalypa.rtner unless he establishes, to the satisfaction of the
Secretary or his delegate, a business purpose therefor.

(3) Principan PARTNER.—For the purpose of this subsection, a
principal partner is a partner having an interest of 5 percent or
more in partnership profits or capital.

(¢) Crosing oF PARTNERSHIP Y EAR.—

(1) GeENERAL RULE.—Except in the case of a termination of a
partnership and except as provided in paragraph (2) of this sub-
section, the taxable year of a partnership shall not close as the
result of the death of a partner, the entry of a new partner, the
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liquidation of a partner’s interest in the partnership, or the sale or
exchange of a partner’s interest in the partnership.
(2) PARTNER WHO RETIRES OR SELLS INTEREST IN PARTNERSHIP.—

(A) DisrosiTioN oF ENTIRE INTEREST.—The taxable year of a
partnership shall close— - :

(i) with respect to a partner who sells or exchanges his entire
interest in a partnership, and

(ii) with respect to a partner whose interest is liquidated,
except that the taxable year of a partnership with respect to

a partner who dies shall not close prior to the end of the partner-

ship’s taxable year.

Such partner’s distributive share of items described in section
702 (a) for such year shall be determined, under regulations pre-
scribed by the Secretary or his delegate, for the period cnging
with such sale, exchange, or liquidation. :

(B) DisposITION OF LESS THAN ENTIRE INTEREST.— T he taxable
vear of a partnership shall not close (other than at the end of a
partnership’s taxable year as determined under subsection (b)
(1)) with respect to a partner who sells or exchanges less than
his entire interest in the partnership or with respect to a partner
whose interest is reduced, but such partner’s distributive share
of items described in section 702 (a) shall be determined by
taking into account his varying interests in the partnership
during the taxable year.

SEC. 707. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP.

(a) PartnEr Nor Acting v Caracity As ParTNER.—If & partner
engages in a transaction with a partnership other than in his capacity
as a member of such partnership, the transaction shall, except as
otherwise provided in this section, be considered as occurring between
the partnership and one who is not a partner.

(b) CerraN SALEs orR ExcuANGES oF ProreErTY WitH RESprcTr
10 CoNTROLLED PARTNERSHIPS.—

(1) Losses pisanrowed.—No deduction shall be allowed in
respect of losses from sales or exchanges of property (other than an
interest in the partnership), directly or indirectly, between—

(A) a partnership and a partner owning, directly or indirectly,
more than 50 percent of the capital interest, or the profits interest,
in such partnership, or

(B) two partnerships in which the same persons own, directly
or indirectly, more tEun 50 percent of the capital interests or
profits interests.

In the case of a subsequent sale or exchange by a transferee de-

scribed in this paragraph, section 267 (d) shall be applicable as if

the loss were disallowed under section 267 (a) (1).

(2) GAINS TREATED AS ORDINARY INCcOME,—In the case of a sale
or exchange, directly or indirectly, of property, which in the hands
of the transferee, is property other than a capital asset as defined in
section 1221—

(A) between a partnership and a partner owning, directly or
indirectly, more than 80 percent of the capital interest, or profits
interest, in such partnership, or
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(B) between two partnerships in which the same persons own,
directly or indirectly, more than 80 percent of the capital interests
or profits interests,

any gain recognized shall be considered as gain from the sale or

exchange of property other than a capital asset. _

(3) (%WNERSHIP OF A CAPITAL OR PROFITS INTEREST.—For pur-
poses of paragraphs (1) and (2) of this subsection, the ownership
of a eapital or profits interest in a partnership shall be determined
in accordance with the rules for constructive ownership of stock
provided in section 267 (c) other than paragraph (3) of such
section.

(¢) GuaranTEED Payments.—To the extent determined without
regard to the income of the partnership, payments to a partner for
services or the use of capital shall be considered as made to one who
1s not a member of the partnership, but only for the purposes of sec-
tion 61 (a) (relating to gross income) and section 162 (a) (relating to

e or business expenses).

SEC. 708. CONTINUATION OF PARTNERSHIP.

(a) Generan Rune.—For purposes of this subchapter, an existing
partnership shall be considered as continuing if it is not terminated.

(b) TERMINATION.—

(1) GeneraL rULE.—For purposes of subsection (a), a partner-
ship shall be considered as terminated only if—

(A) no part of any business, financial operation, or venture
of the partnership continues to be carried on by any of its partners
in a partnership, or

(B) within a 12-month period there is a sale or exchange of
50 percent or more of the total interest in partnership capital
and profits.

(2) SPECIAL RULES.—

(A) MERGER OR CONSOLIDATION.—In the case of the merger
or consolidation of two or more partnerships, the resulting
partnership shall, for purposes of this section, be considered the
continuation of any merging or consolidating partnership whose
members own an interest of more than 50 percent in the capital
and profits of the resulting partnership.

(B) Division oF A paArRTNERsHIP,—In the case of a division of
a partnership into two or more partnerships, the resulting part-
nerships (other than any resulting partnership the members of
which had an interest of 50 percent or less in the capital and
profits of the prior partnership) shall, for purposes of this section,
be considered a continuation of the prior partnership.

§ 707(b)(2)(B)
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PART II--CONTRIBUTIONS, DISTRIBUTIONS, AND
TRANSFERS

Subpart A—Contributions to a partnership.
Subpart B— Distributions by a partnership.
Subpart C—Transfers of interests in a partnership.
Subpart D—Provisions common to other subparts.

Subpart A—Contributions to a Partnership

Sec. 721. Nonrecognition of gain or loss on contribution.
See. 722. Basis of contributing partner’s interest.
Sec. 723. Basis of property contributed to partnership.

SEC. 721. NONRECOGNITION OF GAIN OR LOSS ON CONTRIBUTION.

No gain or loss shall be recognized to a partnership or to any of its
partners in the case of a contribution of property to the partnership
in exchange for an interest in the partnership.

SEC. 722. BASIS OF CONTRIBUTING PARTNER'S INTEREST.

The basis of an interest in a partnership accluire(l by a contribution
of property, including money, to the partnership shall be the amount
. of such money and the adjusted basis of such property to the contrib-
uting partner at the time of the contribution.

SEC. 723. BASIS OF PROPERTY CONTRIBUTED TO PARTNERSHIP.

The basis of property contributed to a partnership by a partner
shall be the adjusted basis of such property to the contributing
partner at the time of the contribution.

Subpart B—Distributions by a Partnership

Sec. 731. Extent of recognition of gain or loss on distribution.

Sec. 732. Basis of distributed property other than money.

See. 733. Basis of distributee partner’s interest.

Sec. 734. Optional adjustment to basis of undistributed partnership
. property.

Sec. 735. Character of gain or loss on disposition of distributed
property.

Sec. 736. Payments to a retiring partner or a deceased partner’s
sliceessor in interest.

SEC. 731. EXT’IiI(E'.)IiEIT OF RECOGNITION OF GAIN OR LOSS ON DISTRIBU-

(a) ParTNErs.—In the case of a distribution by a partnership to a
partner—

(1) gain shall not be recognized to such partner, except to the
extent that any money distributed exceeds the adjusted basis of
such partner’s interest in the partnership immediately before the
distribution, and

(2) loss shall not be recognized to such partner, except that
upon a distribution in liquidation of a partner’s interest in a part-
nership where no property other than that described in subpara-
graph (A) or (B) is distributed to such partner, loss shall be recog-
nized to the extent of the excess of the adjusted basis of such
partner’s interest in the partnership over the sum of—

(A) any money distributed, and

(B) the basis to the distributee, as determined under section
732, of any unrealized receivables (as defined in section 751 (¢))
and inventory (as defined in section 751 (d) (2)).

§ 731(a) (2)(B)
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Any gain or loss recognized under this subsection shall be considered
as gain or loss from the sale or exchange of the partnership interest
of the distributee partner.

(b) ParrnersHips.—No gain or loss shall be recognized to a
partnership on a distribution to a partner of property, including
money. -

(e) Excrrrions.—This section shall not apply to the extent other-
wise provided by section 736 (relating to payments to a retiring
partner or a deceased dpa-rtn'er’s suecessor in interest) and section 751
(relating to unrealized receivables and inventory items).

SEC. 732. BASIS OF DISTRIBUTED PROPERTY OTHER THAN MONEY.

(a) DistriBuTioNs OTHER THAN IN LiQUIDATION OF A PARTNER'S
INTEREST.— '

(1) GeNeErAL rRULB.—The basis of property (other than money)
distributed by a partnership to a partner other than in liquidation
of the partner’s interest shall, except as provided in paragraph (2),
be its adjusted basis to the partnership immediately before such
distribution.

(2) LimiraTion.—The basis to the distributee partner of property
to which paragraph (1) is applicable shall not exceed the adjusted
basis of such partner’s interest in the partnership reduced by any
money distributed in the same transaction.

(b) Distrisurions 1IN LiquipaTioN.—The basis of property (other
than money) distributed by a partnership to a partner in liquidation
of the partner’s interest shall be an amount equ aFto the adjusted basis
of such partner’s interest in the partnership reduced by any money
distributed in the same transaction.

(¢) ArrocarioNn oF Basis.—The basis of distributed properties to
whicdh subsection (a) (2) or subsection (b) is applicable shaﬂ be allo-
tated—

(1) first to any unrealized receivables (as defined in section
751 (e)) and inventory items (as defined in section 751 (d) (2)) in an
amount equal to the adjusted basis of each such property to the
partnership (or if the basis to be allocated is less than the sum of the
adjusted bases of such properties to the partnership, in proportion to
such bases), and

(2) to the extent of any remaining basis, to any other distributed
properties in proportion to their adjusted bases to the partnership.
(d) SpeciaL EART}TERSHIP Basis To TransFErREE.—For purposes

of subsections (a), (b), and (c), a partner who acquired all or a part of
his interest by a transfer with respect to which the election provided
in section 754 is not in effect, and to whom a distribution of property
(other than money) is made with respect to the transferred interest
within 2 years after such transfer, may elect, under regulations pre-
seribed by the Secretary or his delegate, to treat as the adjusted part-
nership basis of such property the adjusted basis such property would
have if the adjustment provided in section 743 (b) were in effect with
respect to the partnership property. The Secretary or his delegate
may by regulations require the application of this subsection in the
case of a distribution to a transferee partner, whether or not made
within 2 years after the transfer, if at the time of the transfer the fair
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market value of the partnership property (other than money) ex-
ceeded 110 percent of its adjusted basis to the partnership.

(e) Exceprron.—This section shall not apply to the extent that a
distribution is treated as a sale or exchange of property under section
751 (b) (relating to unrealized receivables and inventory items).
SEC. 733. BASIS OF DISTRIBUTEE PARTNER’'S INTEREST.

In the case of a distribution by a partnership to a partner other
than in liqguidation of a partner’s interest, the adjusted basis to such
partner of his interest in the partnership shall be reduced (but not
below zero) by—

(1) the amount of any money distributed to such partner, and
(2) the amount of the basis to such partner of distributed prop-

erty other than money, as determined under section 732.

SEC. 734. OPTIONAL ADJUSTMENT TO BASIS OF UNDISTRIBUTED
PARTNERSHIP PROPERTY.

(a) GeneraL Rune.—The basis of partnership property shall not be
adjusted as the result of a distribution of property to a partner unless
the election, provided in section 754 (relating to optional adjustment
to basis of partnership property), is in effect with respect to such
partnership.

(b) MeraOD OF ApsusrMENT.—In the case of a distribution of
property to a partner, a partnership, with respect to which the election
provided in section 754 1s in effect, shall—

(1) increase the adjusted basis of partnership property by—

(A) the amount of any gain recognized to the distributee
paﬁtnar with respeet to such distribution under section 731 (a) (1),
an

(B) in the case of distributed property to which section 732
(a) (2) or (b) applies, the excess of the adjusted basis of the
distributed property to the partnership immediately before the
distribution (as adjusted by section 732 (d)) over the basis of
the distributed property to the distributee, as determined under
section 732, or
(2) decrease the adjusted basis of partnership property by—

(A) the amount of any loss recognized to tEle distributee
1()a)rt,ne:'i with respect to such distribution under section 731 (a)

2), an

(B) in the case of distributed property to which section 732 (b)
applies, the excess of the basis of the distributed property to the
distributee, as determined under section 732, over the adjusted
basis of the distributed property to the partnership immediately
before such distribution (as adjusted by section 732 (d)).

(¢) Arrocarion oF Basis.—The allocation of basis among partner-
ship properties where subsection (b) is applicable shall be made in
accordance with the rules provided in section 755.

SEC. 735. CHARACTER OF GAIN OR LOSS ON DISPOSITION OF DIS-
TRIBUTED PROPERTY.
(a) SaLe or ExcranGE oF CerTAIN DisTRIBUTED PROPERTY.—
(1) Unrearizep RECEIVABLES.—Gain or loss on the disposition
by a distributee partner of unrealized receivables (as defined in
section 751 (c¢)) distributed by a partnership, shall be considered
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gain or loss from the sale or exchange of property other than a

capital asset.

(2) Inventory 1TEMs.—Gain or loss on the sale or exchange by
a distributee partner of inventory items (as defined in section 751
(d) (2)) distributed by a partnership shall, if sold or exchanged
within 5 years from the date of the distribution, be considered gain
or loss from the sale or exchange of property other than a capital
asset.

(b) Howrpine Periop ror Digrrisuted Prorerry.—In determin-
ing the period for which a partner has held property received in a
distribution from a partnership (other than for purposes of subsection
(a) (2)), there shall be included the holding period of the partnership,
as determined under section 1223, with respect to such property.
SEC. 736. PAYMENTS TO A RETIRING PARTNER OR A DECEASED

PARTNER’S SUCCESSOR IN INTEREST.

(2) Paymenrs CoxNsipered As DISTRIBUTIVE SHARE OR GUAr-
ANTEED PAYMENT.—Payments made in liquidation of the interest of
a refiring partner or a deceased partner shall, except as provided in
subsection (b), be considered—

(1) as a distributive share to the recipient of partnership income
if the amount thereof is determined with regard to the income of
the partnership, or

(2% as a guaranteed payment deseribed in section 707 (e) if the
amount thereof is determined without regard to the income of the
partnership.

(b) PaymeENTS FOR INTEREST IN PARTNERSHIP.—

(1) GenerAL RULE.—Payments made in liquidation of the in-
terest of a retiring partner or a deceased partner shall, to the
extent such payments (other than payments described in para-

ph (2)) are determined, under regulations prescribed by the

Secretary or his delegate, to be made in exchange for the interest

of such partner in partnership property, be considered as a dis-

tribution by the partnership and not as a distributive share or

guaranteed payment under subsection (a).

(2) SpeciaL ruLes,—For purposes of this subsection, payments
in exchange for an interest in partnership property shall not include
amounts paid for—

(A) unrealized receivables of the partnership (as defined in
section 751 (¢)), or

(B) good will of the partnership, except to the extent that the
partnership agreement, provides for a payment with respect to
good will.

Subpart C—Transfers of Interests in a Partnership
Sec. 741. Recognition and character of gain or loss on sale or ex-

change.
Sec. 742, Basis 0% transferee partner’s interest. g
Bec. 743. Optional adjustment to basis of partnership property.

SEC. 741. RECOGNITION AND CHARACTER OF GAIN OR LOSS ON
SALE OR EXCHANGE.

In the case of a sale or excha,n%'e of an interest in a partnership, gain
or loss shall be recognized to the transferor partner. Such gain or
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loss shall be considered as gain or loss from the sale or exchange of a
capital asset, except as otherwise provided in section 751 (relating to
unrealized receivables and inventory items which have appreciated
substantially in value).
SEC. 742. BASIS OF TRANSFEREE PARTNER'S INTEREST.

The basis of an interest in a partnership acquired other than by
contribution shall be determined under part IT of subchapter O (sec.
1011 and following).

SEC. 743. Ol;}'ll'{’?;lAL ADJUSTMENT TO BASIS OF PARTNERSHIP PROP-

(a) GeneraL RurLe.—The basis of partnership property shall not
be adjusted as the result of a transfer of an interest in a partnership
by sale or exchange or on the death of a partner unless the election
provided by section 754 (relating to optional adjustment to basis of
partnership property) is in effect with respect to such partnership.

(b) ApjusTmeNT TO Basis oF ParrNersaip Proprrry.—In the
case of a transfer of an interest in a partnership by sale or exchange
or upon the death of a partner, a partnership with respect to which
the election provided in section 754 is in effect shall—

(1) inerease the adjusted basis of the partnership property by
the excess of the basis to the transferee partner of his interest in
the partnership over his proportionate share of the adjusted basis
of the partnership property, or

(2) decrease the adjusted basis of the partnership property by
the excess of the transferee partner’s proportionate share of the
adjusted basig of the partnership property over the basis of his
interest in the partnership.

Under regulations prescribed by the Secretary or his delegate, such
inerease or decrease shall constitute an adjustment to the basis of
partnership property with respect to the transferee partner only. = A
partner’s proportionate share of the adjusted basis of partnership
property shall be determined in accordance with his interest in part-
nership eapital and, in the case of an agreement desceribed in section
704 (c) (2) (relating to effect of partnership agreement on contributed
property), such share shall be determined by taking such agreement
mto account.. In the case of an adjustment under this subsection to
the basis of partnership property subject to depletion, any depletion
allowable shall be determined separately for the transferee partner
with respect to his interest in such property.

(¢) Arrocarion oF Basis.—The allocation of basis among partner-
ship properties where subsection (b) is applicable shall be made in
accordance with the rules provided in section 755.

§ 743(c)
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Subpart D—Provisions Common to Other Subparts

See. 751, Unrealized receivables and inventory items.

Sec. 752. Treatment of certain liabilities.

Sec. 753. Partner receiving income in respect of decedent.

See. 754. Manner of electing optional adjustment to basis of part-
nership property.

See. 755. Rules for alloeation of basis.

SEC. 751. UNREALIZED RECEIVABLES AND INVENTORY ITEMS.

(a) SaLe or ExcuanGe orF INTErREsST IN PArTnNERsHIP.—The
amount of any money, or the fair market value of any property,
received by a transferor partner in exchange for all or a part of his
interest in the partnership attributable to—

(1) unrealized receivables of the partnership, or

(2) inventory items of the partnership which have appreciated
substantially in value,

shall be considered as an amount realized from the sale or exchange
of property other than a capital asset.

(b) Cerraix DistriBuTioNs TREATED As SALES 0rR ExcHANGES.—

(1) GexeraL rRULE.—To the extent a partner receives in a dis-
tribution—

(A) partnership property described in subsection (a) (1) or (2)
in exchange for all or a part of his interest in other partnership
property (including money), or

(B) partnership property (including money) other than prop-
erty described in subsection (a) (1) or (2) in exchange for all or
a part of his interest in partnership property described in sub-
section (a) (1) or (2),

such transactions shall, under regulations prescribed by the Sec-

retary or his delegate, be considered as a sale or exchange of such

property between the distributee and the partnership (as consti-
tuted after the distribution).

(2) Exceprions.—Paragraph (1) shall not apply to—

(A) adistribution of property which the distributee contributed
to the partnership, or

(B) payments, deseribed in section 736 (a), to a retiring partner
or successor in interest of a deceased partner,

(¢) Uxreauizep Recervasues.—For purposes of this subchapter,
the term ‘“‘unrealized receivables” includes, to the extent not previ-
ously includible in income under the method of accounting used by the
partnership, any rights (contractual or otherwise) to payment for—

(1) goods delivered, or to be delivered, to the extent the proceeds
therefrom would be treated as amounts received from the sale or
exchange of property other than a capital asset, or

(2) services rendered, or to be rendered.

(d) Inventory ITEms WraicH HAVE APPRECIATED SUBSTANTIALLY
IN VALUE.—

(1) SUBSTANTIAL APPRECIATION.—Inventory items of the part-
nership shall be considered to have appreciated substantially in
value if their fair market value exceeds—

(A) 120 percent of the adjusted basis to the partnership of
such property, and
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(B) 10 percent of the fair market value of all partnership
property, other than money.
(2) InveNnTORY 1rEMS.—For purposes of this subchapter the term

“inventory items’ means—

(A)(p)roperty of the partnership of the kind deseribed in section
1221 (1

(B) aa;y other propezg]s;] of the partnership which, on sale or
exchange by the partnership, woulg be considered property other
than a cﬁpital asset and other than property deseribed in section
1231, an '

(C,) any other property held by the partnership which, if held
by the selling or distributee partner, would be considered property
of the type described in subparagraph (A) or (B).

SEC. 752. TREATMENT OF CERTAIN LIABILITIES.

(a) INcrREARE IN PARTNER’S LIABILITIES. —Any increase in a part-
ner’s share of the liabilities of a partnership, or any increase in a
partner’s individual liabilities by reason of the assumption by such
partner of partnership liabilities, shall be considered as a contribution
of money by such partner to the partnership.

(b) DecrEASE 1IN PArTNER'S LiaBiiTizs,—Any decrease in a
partner’s share of the liabilities of a partnership, or any decrease in a
partner’s individual liabilities by reason of the assumption by the
partnership of such individual liabilities, shall be considered as a
distribution of money to the partner by the partnership.

(¢) Liasiuity 70 Waice ProrertY 18 SuBiect.—For purposes of
this section, a liability to -which property is subject shall, to the
extent of the fair market value of such property, be considered as a
liability of the owner of the property.

(d) SaLe or ExcHANGE oF AN INTEREST.—In the case of a sale
or exchange of an interest in a partnership, liabilities shall be treated
in the same manner as liabilities in connection with the sale or exchange
of property not associated with partnerships.

SEC. 753. PARTNER RECEIVING INCOME IN RESPECT OF DECEDENT.

The amount includible in the gross income of a successor in interest
of a deceased partner under section 736 (a) shall be considered income
in respect of a decedent under section 691.

SEC. 754. MANNER OF ELECTING OPTIONAL ADJUSTMENT TO BASIS
OF PARTNERSHIP PROPERTY.

If a partnership files an election, in accordance with regulations
prescribed by the Secretary or his (ielega.te, the basis of partnership
property shall be adjusted, in the case of a distribution of property,
in the manner provided in section 734 and, in the case of a transfer
of a partnership interest, in the manner provided in section 743.
Such an election shall apply with respect to all distributions of property
by the partnership a.miJ to all transEars of interests in the partnership
during the taxable year with respect to which such election was filed
and all subsequent taxable years. Such election may be revoked by
the partnership, subject to such limitations as may be provided by
regufations preseribed by the Secretary or his delegate.
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SEC. 755. RULES FOR ALLOCATION OF BASIS.

() Generan Rurne—Any increase or decrease in the adjusted
basis of partnership property under section 734 (b) (relating to the
optional adjustment to the basis of undistributed partnership prop-
erty) or section 743 (b) (relating to the optional adjustment to the
basis of partnership property in the case of a transfer of an interest in
a pa&rtnership) shall, except as provided in subsection (b), be allo-
cated—

(1) in a manner which has the effect of reducing the difference
between the fair market value and the adjusted basis of partnership
properties, or

(2) in any other manner permitted by regulations prescribed by
the Secretary or his delegate.

(b) SerciaL Rune.—In applying the allocation rules provided in
subsection (a), increases or decreases in the adjusted basis of partner-
ship property arising from a distribution of, or a transfer of an intercst
attributable to, property consisting of—

(1; capital assets and property described in section 1231 (b), or

(2) any other property of the partnershjfp, ;

shall be allocated to partnership property of a like character except
that the basis of any such partnership property shall not be reduced
below zero. If, in the case of a distribution, the adjustment to basis
of property described in paragraph (1) or (2) is prevented by the
absence of such property or by insufficient adjusted basis for such
property, such adjustment sha.lf be applied to subsequently acquired
property of a like character in accordance with regulations prescribed
by the Secretary or his delegate.

PART III—DEFINITIONS

Sec. 761. Terms defined.
SEC. 761. TERMS DEFINED.

(a) ParrnersuIp.—For purposes of this subtitle, the term ‘“partner-
ship” includes a syndicate, group, pool, joint venture, or other unin-
corporated organization through or by means of which any business,
financial operation; or venture is carried on, and which is not, within
the meaning of this title, a corporation or a trust or estate. Under
regulations the Secretary or his delegate may, at the election of all
the members of an unincorporated organization, exclude such organ-
ization from the application of all or part of this subchapter, if it is
availed of—

(1) for investment purposes only and not for the active conduct
of a business, or
(2) for the joint production, extraction, or use of property, but
not for the purpose of selling services or property produced or
extracted,
if the income of the members of the organization may be adequately
determined without the computation of partnership taxable income.

(b) ParrNer.—For purposes of this subtitle, the term “partner
means a member of a partnership,

(¢) ParTvErsHIP AGREEMENT.—For purposes of this subchapter, a
partnership agreement includes any modifications of the partnership

”
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agreement made prior to, or at, the time prescribed by law for the
filing of the partnership return for the taxable year (not including
extensions) which are agreed to by all the partners, or which are
adopted in such other manner as may be provided by the partnership
agreement. :

(d) LiquipaTioN oF A PArTNER’s INTEREST—For purposes of this
subchapter, the term “liquidation of a partner’s interest” means the
termination of a partner’s entire interest in a partnership by means of
a distribution, or a series of distributions, to the partner by the
partnership.

PART IV—EFFECTIVE DATE FOR SUBCHAPTER

Sec. 771. Effective date.

SEC. 771. EFFECTIVE DATE.
(2) GexBRAL RULE—

(1) TAXABLE YEARS BEGINNING AFTER DECEMBER 381, 1954.—
Except as provided in subsection (b), this subchapter shall apply
with respect to—

(A) any partnership taxable year beginning after December

31, 1954, and

(B) any part of a partner’s taxable year falling within such
partnership taxable year.

(2) APPLICATION OF PRIOR PROVIsIONS.—Except as provided in
subsection (b), seetions 113 (a) (13), 181 to 191 (inclusive), and
3797 (a) (2) of the Internal Revenue Code of 1939 shall apply with
respect to—

(A) a:udy partnership taxable year beginning before January 1,

1955, an

(B) any part of a partner’s taxable year falling within such
partnership taxable year.
(b) Specian Runes—

(1) ApoPTION OF TAXABLE YEAR.—Section 706 (b) (rvelating to
the adoption of a taxable year by a partnership or partner) shall
apply to—

(A) any partnership which adopts, or changes to, a taxable
year beginning after April 1, 1954, and
(B) any partner who changes to a taxable year beginning after

April 1, 1954, : '
For the purpose of applying this paragraph, section 708 (relating
to the continuation of a partnership) shall be effective for taxable
years beginning after April 1, 1954.

(2) PROPERTY DISTRIBUTED BY A PARTNERSHIP.—Section 735 (a)
(relating to the character of gain or loss on the disposition of prop-
erty distributed by a partnership) shall apply only to property
distributed by a partnership after March 9, 1954,

(3) UNRBALIZED RECEIVABLES AND INVENTORY ITEMS.—Section
751 (relating to unrealized receivables and inventory items) shall
al]lnlply with respeet to gain or loss to a seller, distributee, or partner-
ship in the case of a sale, exchange, or distribution occurring after
March 9, 1954, For the purpose of applying this paragraph in the
case of a taxable year beginning before January 1, 1955, the other
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sections of this subchapter shall be applicable to the extent provided

by regulations prescribed by the Secretary or his delegate.

(4) PARTNER RECEIVING INCOME IN RESPECT OF DECEDENT.—
Section 753 (relating to income in respect of a decedent) shall apply
only in the case of payments made with respect to decedents dying
after December 31, 1954.

(¢) Oprionan TrEsATMENT OF CuErRTAIN DIistrisurions.—In the
case of a partnership taxable year beginning after December 31, 1953,
and before January 1, 1955, a partnership may elect, under regulatnons
preseribed by the Secretary or his delegate, with rospect to distribu-
tions made urmg such year to any partner, other than in liquidation
of the partner’s interest, to apply the rules in sections 731, 732 (a), (¢),
and (e), 733, 735, and 751 (lE , (¢), and (d) (and, to the extent apph—
cable, the rules provided in sections 705, 752, 'and 761 (d)). If a
partnership so elects, such rules shall be effective for the partnership
and all members of such partnership with respect to such distributions.
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Subchapter L—Insurance Companies

Part 1. Life insurance companies.

Part II. Mutual insurance companies (other than life or marine
or fire insurance companies issuing perpetual policies).

Part ITI. Other insurance companies.

Part IV. Provisions of general application.

PART I—-LIFE INSURANCE COMPANIES

Sec. 801. Definition of life insurance company.

See. 802. Imposition of tax.

Sec. 803. Other definitions and rules.

Sec. 804. Reserve and other poliey liability deduction.
Sec. 805. 1954 life insurance company taxable income.
Seec. 806. Adjustment for certain reserves.

Sec. 807. Foreign life insurance companies.

SEC, 801. DEFINITION OF LIFE INSURANCE COMPANY.

For purposes of this subtitle, the term “life insurance company”’
means an insurance company which is engaged in the business of
issuing life insurance and annuity contracts (either separately or
combined with health and accident insurance), or noncancellable
contracts of health and accident insurance, if its life insurance reserves
(as defined in section 803 (b)), plus unearned premiums and unpaid
losses on noncancellable life, health, or accident policies not included
in life insurance reserves, comprige more than 50 percent of its total
reserves. IFor purposes of this section, the term “total reserves”
means life insurance reserves, unearned premiums and unpaid losses
not included in life insurance reserves, and all other insurance reserves
required by law. A burial or funeral benefit insurance company
engaged directly in the manufacture of funeral supplies or the per-
formance of funeral services shall not be taxable under section 802
but shall be taxable under section 821 or section 831.

SEC. 802. IMPOSITION OF TAX.

(a) In GENERAL.—Except as otherwise provided in subsection (b),
there shall be imposed for each taxable year on the life insurance
company taxable income of every life insurance company a tax con-
sisﬁn%of a normal tax and a surtax computed as provided in seetion
11 or purposes of such tax, the term “life insurance company
taxable income” means the taxable income (as defined in section
803 (g)) minus the reserve and other policy liability deduection pro-
vided in section 804 and plus the amount of the adjustment for certain
reserves provided in section 806. For purposes of the surtax, such
taxable income shall be computed without regard to the deduction
provided in section 242 for partially tax-exempt interest.

(b) TaxasLe Years BreinNING IN 1954 —In lieu of the tax im-
gosed by subsection (a) there shall be imposed, for taxable years
eginning in 1954, on the 1954 life insurance company taxable income
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(as defined in section 805) of every life insurance company a tax equal
to the sum of the following:
]( 1) 3% percent of the amount thereof not in excess of $200,000,
plus
(2) 6} percent of the amount thereof in excess of $200,000.
SEC. 803. OTHER DEFINITIONS AND RULES.

(a) ArpricaTiON OF SEcTION; GROsSs INcoME.—

(1) AppricaTioN.—The definitions and rules contained in this
section shall apply only in the case of life insurance companies.

(2) Gross incoms,—The term “gross income” means the gross
amount of income received or accerued during the taxable year from
interest, dividends, and rents.

(b) Lare Insurance Reserves.—The term “life insurance re-
serves' means amounts which are computed or estimated on the basis
of recognized mortality or morbidity tables and assumed rates of
interest, and which are set aside to mature or liquidate, either b
payment or reinsurance, future unaccrued claims arising from life
insurance, annuity, and noncancellable health and accident in-
surance contracts (including life insurance or annuity contracts
combined with noncancellable health and acecident insurance) in-
volving, at the time with respect to which the reserve is computed,
life, health, or accident contingencies. Such life insurance reserves,
except in the case of policies covering life, health, and accident
insurance combined in one policy issued on the weekly premium
payment plan, continuing for life and not subject to cancellation and
except as hereinafter provided in the case of assessment life insurance,
must algo be required by law. In the case of an assessment life
insurance company or association, the term ‘flife insurance reserves”
includes sums actually deposited by such company or association with
State or Territorial officers pursuant to law as guaranty or reserve
funds, and any funds maintained, under the charter or articles of
incorporation or association (or bylaws approved by a State insurance
commissioner) of such company or association, exclusively for the
payment of claims arising under certificates of membership or policies
1ssued on the assessment plan and not subject to any other use. :

(¢) ApjusteEp REsErvEs.—The term “‘adjusted reserves” means
life insurance reserves plus 7 percent of that portion of such reserves
as are computed on a preliminary term basis.

(d) Reserve Earnings Rare.—The term “‘reserve earnings rate’’
means a rate computed by adding 2.1125 percent (65 percent of 3%
percent) to 35 percent of the average rate of interest assumed in
computing life insurance reserves. Such average rate shall be cal-
culated by multiplying each assumed rate of interest by the means
of the amounts of the adjusted reserves computed at that rate at the
beginning and end of the taxable year and dividing the sum of the
products by the mean of the total adjusted reserves at the beginning
and end of the taxable year.

(e) ReservE ror DereErreEp Divinexps.—The term ‘“‘reserve for
deferred dividends’” means sums held at the end of the taxable year
as a reserve for dividends (other than dividends payable during the
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year following the taxable year) the payment of which is deferred for
a period of not less than 5 years from the date of the policy contract.

(f) InTeErREST PAID,—The term “interest paid” means—

(1) All interest paid or accrued within the taxable year on
indebtedness, except on indebtedness incurred or continued to

urchase or carry obligations (other than obligations of the United
gtates issued after September 24, 1917, and originally subseribed
for by the taxpayer) the interest upon which is wholly exempt from
taxation under t.iis chapter, and

(2) All amounts in the nature of interest, whether or not guar-
anteed, paid or accrued within the taxable year on insurance or
annuity contracts (or contracts arising out of insurance or annuit
contracts) which do not involve, at the time of payment or accrual,
life, health, or accident contingencies.

(zg) Taxapue Ixcoums.—The term ‘‘taxable income’ means the
gross income less the following deductions:

(1) Tax-rrEE INTEREST.—The amount of interest received or
accrued during the taxable year which under section 103 is excluded
from gross income.

(2) INVESTMENT EXPENSES.—Investment expenses paid or in-
curred during the taxable year. If any general expenses are in
part assigned to or included in the investment expenses, the total
deduction under this paragraph shall not exceed one-fourth of 1 per-
cent of the mean of the book value of the invested assets held at
the beginning and end of the taxable year plus one-fourth of the
amount by which taxable income (computed without any deduc-
tion for-investment expenses allowed by this paragraph, for tax-
free interest allowed by paragraph (1), or for partially tax-exempt
interest and dividends received allowed by paragraph (5)) exceeds
3% percent of the book value of the mean of the invested assets
held at the beginning and end of the taxable year.

(3) REAL ESTATE EXPENSES.—Taxes and other expenses paid or
accrued during the taxable year exclusively on or with respect to
the real estate owned by the company, not including taxes assessed
against local benefits o{y a kind tending to increase the value of the
Eroperty assessed, and not including any amount paid out for new

uildings, or for permanent improvements or betterments made to
increase the value of any property. The deduction allowed by this

Eara.graph shall be allowed in the case of taxes imposed on a share-

older of a company on his interest as shareholder, which are paid
or accrued by the company without reimbursement from the share-
holder, but in such cases no deduction shall be allowed the share-
holder for the amount of such taxes.

(4) Depreciarion.—The depreciation deduction allowed by
section 167.

(5) Seecian pepucrtioNns.—The special deductions allowed by
part VIII of subchapter B (except section 248).

(h) ReEntan Varue oF Rean Estrare—The deduction under sub-
section (g) (3) and (4) on account of any real estate owned and occupied
in whole or in part by a life insurance company shall be limited to an
amount which bears the same ratio to such deduction (computed
without regard to this subsection) as the rental value of the space not
so occupied bears to the rental value of the entire property.
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(i) AmorTizATION OF PREMIUM AND AccrUAnL oF Discount.—The
gross income, the deduction provided in subsection (g) (1), and the
deduction allowed by section 242 (relating to partially tax-exempt
interest) shall each be decreased to reflect the appropriate amortiza-
tion of premium and increased to reflect the appropriate acerual of
discount attributable to the taxable year on bonds, notes, debentures,
or other evidences of indebtedness held by a life insurance company.
Such amortization and accrual shall be determined—

(1) in accordance with the method regularly employed by such
company, if such method is reasonable, and

(2) in all other cases, in accordance with regulations prescribed
by the Secretary or his delecate.

(j) DousrLe Depverrons.—Nothing in this part shall permit the
same item to be deducted more than once.

SEC. 804, RESERVE AND OTHER POLICY LIABILITY DEDUCTION.

(2) In Gexeran.—Ior purposes of this subpart, the term “reserve
and other policy liability deduetion’” means an amount computed by
multiplying the taxable income by a figure, to be determined and pro-
claimed by the Secretary or his delegate for each taxable year. This
figure shall be based on such data with respect to life insurance
companies for the preceding taxable year as the Secretary or his
delegate considers representative and shall be computed in accordance
with the following formula: The ratio which a numerator comprised
of the aggregate of the sums of —

(1) 2 percent of the reserves for deferred dividends,
(2) interest paid, and
(3) the product of —
(A) the mean of the adjusted reserves at the beginning and
end of the taxable year and
(B) the reserve earnings rate,
bears to a denominator comprised of the aggregate of the excess of
taxable incomes (computed without any deduction for tax-free interest,
partially tax-exempt interest, or dividends received) over the adjust-
ment for certain reserves provided in section 806,

(b) Surtax CompuraTiON.—In determining the life insurance
company taxable income for purposes of the surtax, the taxable
income to be multiplied by the figure determined and proclaimed
under subsection (a) shall be computed without regard to the deduction
provided in section 242 for partially tax-exempt interest.

SEC. 805, 1954 LIFE INSURANCE COMPANY TAXABLE INCOME.

(a) Drerinrrion.—For purposes of section 802 (b), the term ‘1954
life insurance company taxable income’ means the taxable income (as
defined in section 803 (g)), plus 8 times the amount of the adjust-
ment for certain reserves provided in section 806, and minus the
reserve interest credit, if any, provided in subsection (b) of this
section.

(b) Reserve IntEresT CrEDIT,—For purposes of subsection (a),
the reserve interest credit shall be an amount determined as follows:

(1) Divide the amount of the adjusted taxable income (as
defined in subsection (c)) by the amount of the required interest

(as defined in subsection (d)).
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(2) If the quotient obtained in paragraph (1) is 1.05 or more,
the reserve interest credit shall be zero.

(3) If the quotient obtained in paragraph (1) is 1.00 or less,
the reserve interest credit shall be an amount equal to 50 percent
of the taxable income. y

(4% If the quotient obtained in paragraph (1) is more than 1.00
but less than 1.05, the reserve interest credit shall be the amount

obtained by multiplying the taxable income by 10 times the

difference between the figures 1.05 and such quotient.

(¢) ApjusTeEp TaxasLE Income.—For purposes of subsection (b)
(1), the term “adjusted taxable income’” means the taxable income
(computed without the deductions provided in section 803 (g) (1) or
(5)) minus 50 percent of the amount of the adjustment for certain
reserves provided in section 806.

(d) Requirep InTEREST.—For purposes of subsection (b) (1), the
term “required interest’” means the total of—

(1) the sum of the amounts obtained by multiplying—

(A) each rate of interest assumed in computing the taxpayer’s
life insurance reserves by

(B) the means of the amounts of the taxpayer’s adjusted
reserves computed at that rate at the beginning and end of the
taxable year,
(2) 2 percent of the reserve for deferred dividends, and
(3) interest paid.

SEC. 806. ADJUSTMENT FOR CERTAIN RESERVES,

In the case of a life insurance company writing contracts other than
life insurance or annuity contracts (either separately or combined with
noncancellable health and accident insurance), the term “adjustment
for certain reserves’’ means an amount equaj to 3) percent of the
unearned ]ivremiums and unpaid losses on such other contracts which
are not included in life insurance reserves (as defined in section 803 (b).
For purposes of this section, such unearned premiums shall not be
considered to be less than 25 percent of the net premiums written
during the taxable year on such other contracts. p

SEC. 807. FOREIGN LIFE INSURANCE COMPANIES.

() Carrving oN Unirep Srares Insurance Business.—A
foreign life insurance company carrying on a life insurance business
within the United States, if with respect to its United States business
it would qualify as a life insurance company under section 801, shall
be taxable in the same manner as a domestic life insurance company ;
atrift that the determinations necessary for %urposes of this subtitle
shall be made on the basis of the income, disbursements, assets, and
Liabilities reported in the annual statement for the taxable year of the
United States business of such company on the form approved for
life insurance companies by the National Association of Insurance
Commissioners.

(b) No Untrep Startes Insurance Business.—Foreign life in-
surance companies not carrying on an insurance business within the
United States shall not be taxable under this section but shall be tax-
able as other foreign corporations.
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PART II--MUTUAL INSURANCE COMPANIES (OTHER THAN
LIFE OR MARINE OR FIRE INSURANCE COMPANIES
ISSUING PERPETUAL POLICIES)

Sec. 821. Tax on mutual insurance companies (other than life or
marine or fire insurance companies issuing perpetual
policies).

See. 822. Determination of mutual insurance company taxable
income,

See. 823. Other definitions.

SEC. 821. TAX ON MUTUAL INSURANCE COMPANIES (OTHER THAN
LIFE OR MARINE OR FIRE INSURANCE COMPANIES
ISSUING PERPETUAL POLICIES). .

(a) ImposiTioN oF Tax oN Murtuvan CompaniEs Oraer THAN
InTeERINSURERS.—There shall be imposed for each taxable year on
the income of every mutual insurance company (other than a life or a
marine insurance company or a fire insurance company subject to the
tax imposed by section 831 and other than an interinsurer or reciprocal
underwriter) a tax computed under paragraph (1) or paragraph (2),
whichever is the greater: .

(1) If the mutual insurance company taxable income (computed
without regard to the deduction provided in section 242 for partially
tax-exempt interest) is over $3,000, a tax computed as follows:

(A) NorMAL TAX.—
(i) TAXABLE YEARS BEGINNING BEFORE APRIL 1, 1955.—In
the case of taxable years beginning before April 1, 1955, a
normal tax of 30 percent of the mutual insurance company
taxable income, or 60 percent of the amount by which such
taxable income exceeds $3,000, whichever is the lesser;
(ii) TAXABLE YEARS BEGINNING AFTER MARCH 31, 1955.—In
the case of taxable years beginning after March 31, 1955, a
normal tax of 25 percent of the mutual insurance company
taxable income, or 50 percent of the amount by which such
taxable income exceeds $3,000, whichever is the lesser; plus
(B) Surtax.—A surtax of 22 percent of the mutual insurance
company taxable income (eomputed without regard to the dedue-
tion provided in section 242 for partially tax-exempt interest)
in excess of $25,000.

(2) If for the taxable year the gross amount of income from
interest, dividends, rents, and net premiums, minus dividends to
policyholders, minus the interest which under section 103 ig excluded
from gross income, exceeds $75,000, a tax equal to 1 percent of the
amount so computed, or 2 percent of the excess of the amount so
computed over $75,000, whichever is the lesser.

(b) ImrositioN oF Tax on INTERINSURERS.—In the case of every
mutual insurance company which is an interinsurer or reciprocal
underwriter (other than a life or a marine insurance company or a
fire insurance company subject to the tax imposed by section 831),
if the mutual insurance company taxable income (computed as pro-
vided in subsection (a) (1)) is over $50,000, there shall be imposed for
each taxable year on the mutual insurance company taxable income a
tax computecr as follows:
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(1) NORMAL TAX.—

(A) TAXABLE YEARS BEGINNING BEFORE APRIL 1, 1956.—In the
case of taxable years beginning before April 1, 1955, a normal tax
of 30 percent of the mutual insurance company taxable income,
or 60 percent of the amount by which such taxable income
exceeds $50,000, whichever is the lesser;

(B) TAXABLE YEARS BEGINNING AFTER MARCH 81, 1955.—In
the case of a taxable year beginning after March 31, 1955, a
normal tax of 25 percent of the mutual insurance company tax-
able income, or 50 percent of the amount by which such taxable
income exeeeds $50,000, whichever is the lesser; plus
(2) Surrax.—A surtax of 22 percent of the mutual insurance

company taxable income (computed as provided in subsection (a)

(1)) in excess of $25,000, or 33 percent of the amount by which such -

taxable income exceeds $50,000, whichever is the lesser.

(¢) Gross Amount Receivep, Over $75,000 Bur Less Taax
$125,000.—If the gross amount received during the taxable year
from interest, divig:;n'ds, rents, and premiums (including deposits
and assessments) is over $75,000 but less than $125,000, the tax
imposed by subsection (a) or subseetion (b), whichever appﬁies, shall
be reduced to an amount which bears the same proportion to the
amount of the tax determined under such subsection as the excess
over $75,000 of such gross amount reeeived bears to $50,000.

(d) No Unirep Srares InsuvranceE Business.—Foreign mutual
insurance companies (other than g life or marine insurance company
or a fire insurance company subjeet to the tax imposed by section 831)
not carrying on an insurance business within the United States shall
not be subject to this part but shall be taxable as other foreign
corporations.

(e) AvrerNaTive Tax on Caprran Gaing—

For alternative tax in case of capital gains, see section 1201 (a).

SEC. 822. DETERMINATION OF MUTUAL INSURANCE COMPANY TAX-
ABLE INCOME.

(a) DeriniTioN.—For purposes of section 821, the term “mutual
insurance compan taxa.gle income” means the gross investment
income minus the deductions provided in subsection (c). "

(b) Gross InvesTMENT INcomE.—For purposes of subsection (a),
the term “gross investment income” means the gross amount of
income during the taxable year from interest, dividends, rents, and

ains from sales or exchanges of capital assets to the extent provided
m subchapter P (sec. 1201 and following, relating to capital gains
and losses).

(¢) Depuctions.—In computing mutual insurance company tax-
able income, the following deductions shall be allowed:

(1) Tax-rree INTEREST.—The amount of interest which under
section 103 is excluded for the taxable year from gross income.

(2) INVESTMENT EXPENSES.—Investment expenses paid or ac-
crued during the taxable year. If any general expenses are in part
assigned to or included in the investment expenses, the total de-
duction under this paragraph shall not exceed one-fourth of 1 per-
cent of the mean 0? the book value of the invested assets held at
the beginning and end of the taxable year plus one-fourth of the
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amount by which mutual insurance company taxable income (com-
puted without any deduction for investment expenses allowed by
this paragraph, for tax-free interest allowed by paragraph (1), or
for partially tax-exempt interest and dividends received allowed by
paragraph (7)), exceeds 3% percent of the book value of the mean
of the invested assets held at the beginning and end of the taxable
ear.

- (3) ReAL EsTATE EXPENSES.—Taxes and other expenses paid or
accrued during the taxable year exclusively on or with respect
to the real estate owned by the company, not including taxes
assessed against local benefits of a kind tending to inerease the
value of the property assessed, and not inch?fing any amount
paid out for new buildings, or for permanent improvements or
betterments made to increase the value of any property. The
deduction allowed by this paragraph shall be allowed in the ease of
taxes imposed on a shareholder of & company on his interest as
shareholder, which are paid or accrued by the company without
reimbursement from the shareholder, but in such cases no deduction
shall be allowed the shareholder for the amount of such taxes.

(4) DepruciaTioNn.—The depreciation deduction allowed by sec-
tion 167.

(5) IntErEST PAID OR AccrRUED.—AIl interest paid or accrued
within the taxable year on indebtedness, except on indebtedness
incurred or continued to purchase or carry obligations (other than
obligations of the United States issued after September 24, 1917,
and originally subseribed for by the taxpayer) the interest on
which is wholly exempt from taxation under tﬁis subtitle.

(6) Carrran nosses.—Capital losses to the extent provided in
subchapter P (sec. 1201 and following) plus losses from capital
assets sold or exchanged in order to obtain funds to meet abnormal
insurance losses and to provide for the payment of dividends and
similar distributions to policyholders. Capital assets shall be con-
sidered as sold or exchanged in order to obtain funds to meet
abnormal insurance losses and to provide for the payment of
dividends and similar distributions to policyholders to the extent
that the gross receipts from their sale or exchange are not greater
than the excess, if any, for the taxable year of the sum of dividends
and similar distributions paid to policyholders, losses paid, and
expenses paid over the sum of interest, dividends, rents, and net
premiums received. In the application of section 1211 for pur-

oses of this section, the net capital loss for the taxable year shall
Ee the amount by which losses for such year from sales or ex-
changes of capital assets' exceeds the sum of the gains from such
?ale.s or exchanges and whichever of the following amounts is the
esser.

A) the mutual insurance company taxable income (computed
without regard to gains or losses from sales or exchanges of
capital assets or to the deduction provided in section 242 for
partially tax-exempt interest); or

(B) losses from the sale or exchange of capital assets sold or
exchanged to obtain funds to meet abnormal insurance losses
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and to provide for the payment of dividends and similar dis-

tributions to policyholders.

(7) Speciar pepucrioNs.—The special deductions allowed by
part VIII S{axcept section 248) of subchapter B (sec. 241 and
following, relating to partially tax-exempt interest and to dividends
received).

(d) Oraer ApprLicABLE RULES.—

(1) RENTAL VALUE OF REAL BSTATE,—The deduction under sub-
section (e) (3) or (4) on account of any real estate owned and
occupied in whole or in part by & mutual insurance company subject
to the tax imposed by section 821 shall be limited to an amount
which bears tﬁe same ratio to such deduction (computed without
regard to this paragraph) as the rental value of the space not so
occupied bears to the rental value of the entire property.

(2) AMORTIZATION OF PREMIUM AND ACCRUAL OF DISCOUNT.—
The gross amount of income during the taxable year from interest,
the ti:guct.ion provided in subsection (¢) (1), and the deduction

allowed by section 242 (relating to partially tax-exempt interest)

shall each be decreased to reflect the appropriate amortization of
premium and increased to reflect the appropriate accrual of dis-
count attributable to the taxable year on bonds, notes, debentures,
or other evidences of indebtedness held by a mutual insurance
company subject to the tax imposed by section 821. Such amor-
tization and accrual shall be determined—
(A) in accordance with the method regularly employed by
such company, if such method is reasonable, and
(B) in all other cases, in accordance with regulations pre-
seribed by the Secretary or his delegate.

(3) DousLg pEpucrioNs.—Nothing in this part shall permit the
same item to be deducted more than once.

() Forrran MurvaL Insurance Companies Oraer THAN LiFe
or MaRriNE.—In the case of a foreign mutual insurance company
(other than a life or marine insurance company or a fire insurance
company subject to the tax imposed by section 831), the mutual
insurance company taxable income shall be the taxable income from
sources within the United States (computed without regard to the
deductions allowed by subsection (¢) (7)), and the gross amount of
inecome from the interest, dividends, rents, and net premiums shall be
the amount of such income from sources within the United States. In
the case of a company to which the preceding sentence applies, the
deductions allowed in this section shall be allowed to the extent
provided in subpart B of part II of subchapter N {(see. 881 and
following) in the case of a foreign corporation engaged in trade or
business within the United States.

SEC. 823. OTHER DEFINITIONS.

For purposes of this part—

(1) Ner preEMiums,—The term “net premiums’” means gross
premiums (including deposits and assessments) written or received
on insurance contracts during the taxable year less return pre-
miums and premiums paid or incurred for remsurance. Amounts
returned where the amount is not fixed in the insurance contract
but depends on the experience of the company or the discretion
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of the management shall not be included in return premiums but
shall be treated as dividends to policyholders under paragraph (2).

(2) DivipeEnps mo rpouicyHOLDERS,—The term “dividends to
policyholders” means dividends and similar distributions paid or
declared to policyholders. For purposes of the preceding sentence,
the term “paid or declared” shall be construed according to the
method regularly employed in keeping the books of the insurance
company.

PART III-—OTHER INSURANCE COMPANIES

Sec. 831. Tax on insurance companies (other than life or mutual),
mufual marine insurance companies, and mutual fire
insurance companies issuing perpetual policies.

Sec. 832, Insurance company taxable income.

SEC. 831. TAX ON INSURANCE COMPANIES (OTHER THAN LIFE OR

MUTUAL), MUTUAL MARINE INSURANCE COMPANIES,

AND MUTUAL FIRE INSURANCE COMPANIES ISSUING
PERPETUAL POLICIES.

(a) Imposition or Tax—Taxes computed as provided in section
11 shall be imposed for each taxable year on the taxable income of
every insurance company (other than a life or mutual insurance
company), every mutual marine insurance company, and every mutual
fire msurance company exclusively issuing either perpetual policies
or policies for which the sole premium charged is a single deposit which
(except for such deduction of underwriting costs as may be provided)
is refundable on cancellation or expiration of the policy.

(b) No Unrrep States INsuranNce Business.—Foreign insurance
companies (other than a life or mutual insurance company), foreign
mutual marine insurance companies, and foreign mutual fire insurance
companies described in subsection (&), mot earrying on an insurance
business within the United States, shall not be subject to t.].llS part
but shall be taxable as other foreign corporations.

(¢) AvreErnaTIVE TAx oN Caprran GAINs.—

For alternative tax in case of capital gains, see section 1201 (a).
SEC. 832. INSURANCE COMPANY TAXABLE INCOME.

(a) Durinrrion oF TaxasrLe Income.—In the case of an insurance
company-subject to the tax imposed by section 831, the term “taxable
income’ means the gross income as defined in subsectmn (b) (1) less
the deduections allowed by subsection (c).

(b). Durinrrions.—In the case of an insurance company subject to
the tax imposed by section 831—

(1) Gross income.—The term “gross income’ means the sum

(A) the combined gross amount earned during the taxable
year, from investment income and from underwntm% income as
provided in this subsection, computed on the basis of the under-
writing and investment exhibit O?Hhe annual statement approved
by the National Convention of Insurance Commissioners,

(B) gain durmg the taxable year from the sale or other disposi-
tion of property, a

(C) all other 1tems constituting gross income under subchapter
B, except that, in the case of a mutual fire insurance company
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deseribed in section 831 (a), the amount of single deposit pre-

miums paid to such company shall not be included in gross

income.

(2) InvestTmeNT iNcoMB.—The term “investment income’ means
the gross amount of income earned during the taxable year from
interest, dividends, and rents, computed as follows: To all interest,
dividends, and rents received during the taxable year, add interest,
dividends, and rents due and accrued at the end of the taxable year,
and deduct all interest, dividends, and rents due and acerued at the
end of the preceding taxable year.

(3) UnpErRWRITING INcOME.—The term “underwriting income”
means the premiums earned on insurance contracts during the
taxable year less losses incurred and expenses incurred.

(4) PrEmiums EARNED.—The term “premiums earned on insur-
ance contracts during the taxable year” means an amount computed
as follows:

(A) From the amount of gross premiums written on insurance
contracts during the taxable year, deduct return premiums and
premiums paid %or reinsurance.

(B) To the result so obtained, add unearned premiums on
outstanding business at the end of the preceding taxable year
and deduet unearned premiums on outstanding business at the
end of the taxable year.

For purposes of this subsection, unearned premiums shall include

life insurance reserves, as defined in section 806, pertaining to the

life, burial, or funeral insurance, or annuity business of an insurance
company subject to the tax imposed by section 831 and not qual-

ifying as a life insurance company under section 801.

(5) Losses iNcurrED.—The term “losses incurred’” means losses
incurred during the taxable year on insurance contracts, computed
as follows:

(A) To losses paid during the taxable year, add salvage and
reinsurance recoverable outstanding at the end of the preceding
taxable year and deduct salvage and reinsurance recoverable
outstanding at the end of the taxable year.

(B) To the result so obtained, add all unpaid losses outstanding
at the end of the taxable year and deduct unpaid losses out-
standing at the end of the preceding taxable year,

(6) Expunses iNcurRED,—The term “expenses incurred’” means
all expenses shown on the annual statement approved by the
National Convention of Insurance Commissioners, and shall be
computed as follows: To all expenses paid during the taxable year,
add expenses unpaid at the end of the taxable year and deduct
expenses unpaid at the end of the preceding taxable year, For the
Eurpoae of computing the taxable income subject to the tax imposed

v section 831, there shall be deducted from expenses incurred (as
defined in this paragraph) all expenses incurred which are not
allowed as deductions by subsection (¢).

(¢) DEpucrions ALLowep.—In computing the taxable income of
an insurance company subject to the tax imposed by section 831,
there shall be allowed as deductions:

(1) all ordi and necessary expenses incurred, as provided
in section 162 (relating to trade or business expenses);
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(2) all interest, as provided in section 163;

(3) taxes, as provided in section 164;

(4) losses incurred, as defined in subsection (b) (5) of this
section; .

(5) capital losses to the extent provided in subchapter P (sec.
1201 and following, relating to capital gains and losses) plus losses
from capital assets sold or exchanged in order to obtain funds
to meet abnormal insurance losses and to provide for the pay-
ment of dividends and similar distributions to policyholders.
Capital assets shall be considered as sold or exchanged in order
to obtain funds to meet abnormal insurance losses and to provide
for the payment of dividends and similar distributions to policy-
holders to the extent that the gross receipts from their sale or
exchan?e are not greater than the excess, if any, for the taxable
year of the sum of dividends and similar distributions paid to
policyholders in their capacity as such, losses paid, and expenses
paid over the sum of interest, dividends, rents, and net premiums
received. In the application of section 1211 for purposes of this
section, the net capital loss for the taxable year shall be the amount
by which losses for such year from sales or exchanges of capital
assets exceeds the sum of the gains from such sales or exchanges
and whichever of the following amounts is the lesser:

(A) the taxable income (computed without regard to gains or
losses from sales or exchanges of capital assets or to the dedue-
tions provided in section 242 for partially tax-exempt interest);

r

(B) losses from the sale or exchange of capital assets sold or
exchanged to obtain funds to meet abnormal insurance losses
and to provide for the payment of dividends and similar dis-
tributions to policyholders;

(6) debts in the nature of agency balances and bills receivable
which become worthless within the taxable year;

(7) the amount of interest earned during the taxable year
which under section 103 is excluded from gross income;

(8) the depreciation deduction allowed by section 167;

(9) charitable, ete., contributions, as provided in seetion 170;

(10) deductions (other than those specified in this subsection)
as provided in part VI of subchapter B (sec. 161 and following, relat-
ing to itemized deductions for individuals and corporations);

(11) dividends and similar distributions paid or declared to
policyholders in their capacity as such, except in the case of a
mutual fire insurance company described in section 831 (a). For
puﬂrﬁoses of the preceding sentence, the term ‘‘paid or declared”
shall be construed according to the method of accounting regularly
employed in keeping the books of the insurance company; and

(12) the special deductions allowed by part VIII of subchapter B
(see. 241 and following, relating to partially tax-exempt interest and
to dividends received).

(d) TaxasLe Income or Foreien Insuraxce Companies OTHER
TrAx Lire or MurvuaL AND Foreign Murual MariNe.—In the case
of a foreign insurance company (other than a life or mutual insurance
company), a foreign mutual marine insurance company, and a foreign
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mutual fire insurance company described in section 831 (a), the taxable
income shall be the taxable income from sources within the United
States. In the case of a company to which the preceding sentence
applies, the deductions aullowecfJ in this section shalf)be allowed to the
extent provided in subpart B of part 1T of subchapter N (sec. 881 and
following) in the case of a foreign corporation engaged in trade or busi-
ness W{]tiin the United States.

(¢) Dousre Depucrions.—Nothing in this section shall permit the
same item to be deducted more than once.

PART IV—PROVISIONS OF GENERAL APPLICATION

See. 841, Credit for foreign taxes.
See. 842, Computation of gross income,

SEC. 841. CREDIT FOR FOREIGN TAXES.

The taxes imposed by foreign countries or possessions of the United
States shall be allowed as a credit against the tax of a domestic insur-
ance company subject to the tax imposed by section 802, 821, or 831,
to the extent provided in the case of a domestic corporation in section
901 (relating to foreign tax credit). - For purposes of the preceding
sentence, the term “taxable income” as used in section 904 means—

(1) in the case of the tax imposed by section 802, the taxable

income (as defined in section 803 (g)),

(2) in the case of the tax imposed by section 831, the taxable

income (as defined in section 832 (a)).

SEC. 842, COMPUTATION OF GROSS INCOME.

The gross income of insurance companies subject to the tax imposed

by section 802 or 831 shall not be determined in the manner provided

in part I of subchapter N (relating to determination of sources of
income).
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Subchapter M—Regulated Investment Companies

See. 851. Definition of regulated investment company.

Seec. 852. Taxation of regulated investment companies and their
shareholders.

Sec. 853. Foreign tax credit allowed to shareholders.

Sec. 854. Limitations applicable to dividends reeceived from regu-
lated investment company.

Sec. 855, Dividends paid by regulated investment company after
close of taxable year.

SEC. 851. DEFINITION OF REGULATED INVESTMENT COMPANY.

() Generan Rurne—For purposes of this subtitle, the term
“r:ﬁ'u]ated investment company”’ means any domestic corporation
(other than a personal holding company as defined in section 542)—

(1) which, at all times during the taxable year, is registered under
the Investment Company Act of 1940, as amended (54 Stat. 789;
15 U. 8. C. 80 a-1 to 80 b-2), either as a management company or
as a unit investment trust, or

(2) which is a common trust fund or similar fund excluded by
section 3 (e) (3) of such Act (15 U. S. C. 80 a-3 (¢)) from the defini-
tion of “investment company’’ and is not included in the definition
of “common trust fund”’ by section 584 (a).

(b) LimrraTions.—A corporation shall not be considered a regulated
investment company for any taxable year unless—

(1) it files with its return for the taxable year an election to
be a regulated investment company or has made such election for
a previous taxable year which began after December 31, 1941;

(2) at least 90 percent of its gross income is derived from divi-
dends, interest, and gains from the sale or other disposition of stock
or securities;

(3) less than 30 percent of its gross income is derived from the
sale or other disposition of stock or securities held for less than
3 months; and

(4) at the close of each quarter of the taxable year—

(A) at least 50 percent of the value of its total assets is repre-
gented by—

(i) cash and cash items (including receivables), Government
securities and securities of other regulated investment com-
panies, and

(i1) other securities for purposes of this calculation limited,
except and to the extent provided in subsection (e), in respect
of any one issuer to an amount not greater in value than 5
percent of the value of the total assets of the taxpayer and to
not more than 10 percent of the outstanding voting securities
of such issuer, and
(B) not more than 25 percent of the value of its total assets is

invested in the securities (other than Government securities or the

securities of other regulated investment companies) of any one
issuer, or of two or more issuers which the taxpayer controls and
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which are determined, under regulations prescribed by the Secre-

tary or his delegate, to be engaged in the same or similar trades or

businesses or related trades orgi)usinesses.
(¢) Runes AppricaBLE To Sussucrion (b) (4).—For purposes of
subsection (b) (4) and this subsection—

(1) In ascertaining the value of the taxpayer’s investment in the.
securities of an issuer, for the purposes of subparagraph (B), there
shall be included its proper proportion of the investment of any other
corporation, a member of a controlled group, in the securities of
such issuer, as determined under regu%ations prescribed by the
Secretary or his delegate.

(2) The term “controls” means the ownership in a corporation
of 20 percent or more of the total combined voting power of all
classes of stock entitled to vote.

(3) The term ‘“‘controlled group” means one or more chains of
pfurporations connected through stock ownership with the taxpayer
l o

(A) 20 percent or more of the total combined voting power of
all classes of stock entitled to vote of each of the corporations

(except the taxpayer) is owned directly by one or more of the

other corporations, and

(B) the taxpayer owns directly 20 percent or more of the total
combined voting power of all classes of stock entitled to vote, of
at least one of the other corporations.

(4) The term “value’” means, with respect to securities (other
than those of majority-owned subsidiaries) for whiech market quo-
tations are readily available, the market value of such securities;
and with respect to other securities and assets, fair value as deter-
mined in good faith by the board of directors, except that in the
case of securities of majority-owned subsidiaries which are invest-
ment companies such fair value shall not exceed market value or
asset value, whichever is higher.

(5) All other terms shall have the same meaning as when used
in the Investment Company Act of 1940, as amended. -

- (d) DeTERMINATION OF STATUS.—A corporation which meets th

requirements of subseetions (b) (4) and (e) at the close of any quarter
shall not lose its status as a regulated investment company because
of a diserepancy during a subsequent quarter between the value of its
various investments and such requirements unless such diserepancy
exists immediately after the aequisition of any security or other prop-
erty and is wholly or partly the result of such acquisition. A corpo-
ration which does not meet such requirements at the close of any
quarter by reason of a discrepancy existing immediately after the
acquisition of any security or other property which is wholfy or partly
the result of such aequisition during such quarter shall not lose its
status for such quarter as a regulated investment company if such
discrepancy is eliminated within 30 days after the close of such quarter
and in such cases it shall be considered to have met such requirements
at ihe close of such quarter for purposes of applying the preceding
sentence.
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(e) InvestmeENT CompaniEs Fumrnisming Carrrarn To DrvELop-
MENT CORPORATIONS.—

(1) GeneraL RuLE—If the Securities and Exchange Commission
determines, in accordance with regulations issued by it, and certifies
to the Secretary or his delegate not less than 60 days prior to the
close of the taxable year of a registered management company, that
such investment company is principally engaged in the furnishing
of capital to other corporations which are principally engaged in
the development or exploitation of inventions, technological im-
provements, new processes, or products not previously generally
available, such investment company may, in the computation of
50 percent of the value of its assets under subparagraph (A) of
subsection (b) (4) for ang quarter of such taxable year, include the
value of any securities of an issuer, whether or not the investment
company owns more than 10 percent of the outstanding voting
securities of such issuer, the basis of which, when added to the basis
of the investment company for securities of such issuer previously
acquired, did not exceed 5 percent of the value of the total assets
of the investment company at the time of the subsequent acquisi-
tion of securities. The preceding sentence shall not apply to the
securities of an issuer if the investment company has continuously
held any security of such issuer (or of any predecessor company
of such issuer as determined under regulations prescribed by the
Secretary or his delegate) for 10 or more years preceding such quarter

. of such taxable year.

(2) Lismirarron.—The provisions of this subsection shall not
apply at the close of any quarter of a taxable year to an investment
company if at the close of such quarter more than 25 percent of
the value of its total assets is represented by securities of issuers
with respect to each of which the investment company holds more
than 10 percent of the outstanding voting securities of such issues
and in respect of each of which or any predecessor thereof the
investment company has continuously held any security for 10 or
more years preceding such quarter unless the value of its total
assets so represented is reduced to 25 percent or less within 30
days after the close of such quarter.

(3) DETERMINATION OF STATUS.—For purposes of this subsection,
unless the Securities and Exchange Commission determines other-
wise, a corporation shall be considered to be principally engaged in
the development or exploitation of inventions, technological im-
provements, new processes, or products not previously generally
available, for at least 10 years after the date of the first acquisition
of any security in such corporation or any Fredecessor thereof by
such Imvestment company if at the date of such acquisition the
corporation or its predecessor was prinecipally so engaged, and an
investment company shall be considered at any date to be furnish-
ing capital to any company whose securities 1t holds if within 10
years prior to such date it has acquired any of such securities, or
any securities surrendered in exchange therefor, from such other
company or predecessor thereof. For purposes of the certification
under this subsection, the Securities and Exchange Commission shall
have authority to issue such rules, regulations and orders, and to
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conduct such investigations and hearings, either public or private,

as it may deem appropriate.

(4) Derinirions.—The terms used in this subsection shall have
the same meaning as in subsections (b) (4) and (¢) of this section.

SEC. 852. TAXATION OF REGULATED INVESTMENT COMPANIES AND
THEIR SHAREHOLDERS.

() REQUIREMENTS APPLICABLE T0 REGULATED INVESTMENT
Coumraxtes.—The provisions of this subchapter shall not be applicable
to a regulated investment company for a taxable year unless—

(1) the deduction for dividends paid during the taxable year (as
defined in section 561, but without regard to capital gains dividends)
equals or exceeds 90 percent of its investment company taxable
income for the taxable year (determined without regard to sub-
section (b) (2) (D)), and

(2) the investment company complies for such year with regula-
tions prescribed by the Secretary or his delegate for the purpose of
ascertaining the actual ownership of its outstanding stock.

(b) MuraHOD OF TAxATION OF COMPANIES AND SHAREHOLDERS.—

(1) IMPOSITION OF NORMAL TAX AND SURTAX ON REGULATED
INVESTMENT cOMPANTIES.— There is hereby imposed for each taxable
rear upon the investment company taxable income of every regu-
ated investment company a normal tax and surtax computed as
provided in section 11, as though the investment company taxable
ineome were the taxable income referred to in section 11. For,
purposes of computing the normal tax under section 11, the taxable
income and the dividends paid deduction of such investment
company for the taxable year (computed without regard to eapital

. gains dividends) shall be reduced by the deduction provided by
section 242 (relating to partially tax-exempt interest). '

(2) INVESTMENT COMPANY TAXABLE INcOME.—The investment
company taxable income shall be the taxable income of the regulated
investment company adjusted as follows:

(A) There shall be excluded the excess, if any, of the net long-
term capital gain over the net short-term capital loss,

- (B) The net operating loss deduction provided in section 172

shall not be allowed.

(C) The deductions for corporations provided in part VIII
(except seetion 248) in subchapter B (section 241 and following,
relating to the deduction for dividends received, ete.) shall not
be allowed.

(D) The deduction for dividends paid (as defined in section
561) shall be allowed, but shall be computed without regard to
capital gains dividends.

(E) -’,%he taxable income shall be computed without regard to
section 443 (b) (relating to computation of tax on change of annual
accounting period).
(3) CAPITAL GAINS.

(A) ImposiTion oF Tax.—There is hereby imposed for each
taxable year in the case of every regulated investment company a
tax of 25 percent of the excess, if any, of the net long-term capital
gain over the sum of—

(i) the net short-term capital loss, and
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(ii) the deduction for dividends paid (as defined in section

561) determined with reference to capital gains dividends only.

(B) TREATMENT OF CAPITAL GAIN DIVIDENDS BY SHARE-
HOLDERS.—A capital gain dividend shall be treated by the share-
holders as a gain from the sale or exchange of a capital asset held
for more than 6 months.

(C) DEFINITION OF CAPITAL GAIN DIVIDEND.—A capital gain
dividend means any dividend, or part thereof, which is designated
by the company as a e&pitai %,rain dividend in a written notice
mailed to its shareholders not later than 30 days after the close
of its taxable year. If the aggregate amount so designated with
respect to a taxable year of the company (inclugi?: capital
gains dividends paid after the close of the taxable year described
m section 855) is greater than the excess of the net long-term
capital gain over the net short-term capital loss of the taxable
year, the portion of each distribution which shall be a capital
gain dividend shall be only that proportion of the amount so
designated which such exeess of the net long-term eapital gain
over the net short-term capital loss bears to the aggregate amount
so designated.

(¢) Earnings axp Prorirs.—The earnings and profits of a regu-
lated investment company for any taxable year (but not its accumu-
lated earnings and profits) shall not be reduced by any amount which
is not, allowable as a deduction in ecomputing its taxable income for
such taxable year.

SEC. 853. FOREIGN TAX CREDIT ALLOWED TO SHAREHOLDERS.

(a) GeneraL RuLe.—A regulated investment company—

(1) more than 50 percent of the value (as defined in section 851

(e) (4)) of whose totalj assets at the close of the taxable year consists

of stock or securities in foreign corporations, and

(2) which meets the requirements of section 852 (a) for the tax-
able year,
may, for such taxable year, elect the application of this section with
respect to income, war profits, and excess profits taxes described in
section 901 (b) (1), which are paid by the investment company
during such taxable year to foreign countries and possessions of the
United States.

(b) ErreEct oF Evrecrion.—If the election provided in subsection
(a) is effective for a taxable year—

(1) the regulated investment company—

(A) shall not, with respect to such taxable year, be allowed a
deduction under section 164 (a) or a credit under section 901 for
taxes to which subsection (a) is applicable, and

(B) shall be allowed as an addition to the dividends paid
deduction for such taxable year the amount of such taxes;

(2) each shareholder of such investment company shall—

(A) include in gross income and treat as paid by him his
proportionate share of such taxes, and

(B) treat as gross income from sources within the respective
foreign countries and possessions of the United States, for pur-
poses of applying subpart A of part IIT of subchapter N, the
sum of his proportionate share of such taxes and the portion of
any dividend paid by such investment company which repre-
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sents inecome derived from sources within foreign countries or
possessions of the United States.

(¢) Notick 70 SHAREHOLDERS.—The amounts to be treated by the
Sh};arehorlder, for purposes of subsection (b) (2), as his proportionate
share ol—

(1) taxes paid to any foreign country or possession of the United

States, and

(2) gross income derived from sources within any foreign country
or possession of the United States,
shall not exceed the amounts so designated by the company in a
written notice mailed to its shareholders not later than 30 days after
the close of its taxable year.

(d) Manngr oF Makine Evngcrtion AND NOTIFYING SHARD-
poLpERS.—The election provided in subsection (a) and the notice
to shareholders required by subsection (¢) shall be made in such
manner as the Seeretary or Kis delegate may prescribe by regulations.

(e) Cross REFERENCES,—

(1) For treatment by shareholders of taxes paid to foreign countries
;3;1 possessions of the United States, see section 164 (a) and section

(é) For definition of foreign corporation, see section 7701 (a) (5).

SEC. 854. LIMITATIONS APPLICABLE TO DIVIDENDS RECEIVED FROM
REGULATED INVESTMENT COMPANY.

(a) Oaprrar Gary Divipenp.—For purposes of section 34 (a)
(relating to credit for dividends received by individuals), section 116
(relating to an exelusion for dividends received by individuals), and
section 243 (relating to deductions for dividends received by corpora-
tions), a capital gain dividend (as defined in section 852 (b) (3))
received from a regulated investment company shall not be considered
as a dividend.

(b) Oraer DivipENDS.— :

(1) GeNEraL RULE.—In the case of a dividend received from a
reiulated investment company (other than a dividend to which
subsection (a) applies)—

(A) if such investment company meets the requirements of
section 852 &a‘) for the taxable year during which it paid such
dividend; an r

(B) the aggregate dividends received by such company during’
such taxable year are less than 75 percent of its s income,

then, in computing the credit under section 34 (ag,mtfae exclusion
under section 116, and the deduction under section 243, there shall
be taken into account only that portion of the dividend which
bears the same ratio to the amount of such dividend as the aggre-
gate dividends received by such company during such taxable year
bear to its gross income for such taxable year.

(2) NoTicE To SHAREHOLDERS,— The amount of any distribution
by a regulated investment company which may be taken into ac-
count as a dividend for purposes of the ecredit under section 34, the
exclusion under section 116, and the deduction under-section 243
shall not exceed the amount so designated by the company in a
written notice to its shareholders mailed not later than 30 days
after the close of its taxable year.
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(3) DeriniTions.—For purposes of this subsection—

(A) The term ‘‘gross income’ does not include gain from the
sale or other disposition of stock or securities.

(B) The term ‘“aggregate dividends received” includes only
dividends received from domestic corporations other than divi-
dends described in section 116 (b) (relating to dividends excluded
from gross income). In determining the amount of any dividend
for purposes of this subparagraph, the rules provided in section
116 (¢) (relating to certain distributions) shall apply.

SEC. 855. DIVIDENDS PAID BY REGULATED INVESTMENT COMPANY
AFTER CLOSE OF TAXABLE YEAR.
(a) GenxeraL Rune.—For purposes of this chapter, if a regulated
investment company—
(1) declares a dividend prior to the time prescribed by law for
the filing of its return for a taxable year (including the period of
any extension of time granted for filing such return), and
(2) distributes the amount of such dividend to shareholders in
the 12-month period following the close of such taxable year and
not later than the date of the first regular dividend payment made
after such declaration,
the amount so declared and distributed shall, to the extent the com-
Eany elects in such return in accordance with regulations prescribed

y the Secretary or his delegate, be considered as having been paid
du;irég)such taxable year, except as provided in subsections (b), (¢)
an g

(b) REcrirT BY SHAREHOLDER.—Amounts to which subsection (a)
is applicable shall be treated as received by the shareholder in the tax-
able year in which the distribution is made.

(¢) NoTice To SHAREHOLDERS.—In the case of amounts to which
subsection (a) is applicable, any notice to shareholders required under
this subchapter with respect to such amounts shall be made not
later than 30 days after the close of the taxable year in which the
distribution is made. ,

(d) Foruigyn Tax ErrcrioN.—If an investment company to which
section 853 is applicable for the taxable year makes a distribution as
provided in subsection (a) of this section, the shareholders shall
consider the amounts deseribed in section 853 (b) (2) allocable to
such distribution as paid or received, as the case may be, in the
taxable year in which the distribution is made.
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Subchapter N—Tax Based on Income From Sources
Within or Without the United States

Part I. Determination of sources of income.
Part II. Nonresidenf aliens and foreign corporations.
Part ITI. Income from sources without the United States,

PART I -DETERMINATION OF SOURCES OF INCOME

Sec. 861. Income from sources within the United States.
See. 862. Income from sources without the United States.
Sec. 863. Items not specified in section 861 or 862.

Sec. 864. Definitions.

SEC. 861. INCOME FROM SOURCES WITHIN THE UNITED STATES.

(a) Gross Income From Sovrces WitHiy Unirep States.—The
following items of gross income shall be treated as income from sources
within the United States:

(1) InTerEsT.—Interest from the United States, any Territory,
any political subdivision of a Territory, or the District of Columbia,
and interest on bonds, notes, or other interest-bearing obligations
of residents, corporate or otherwise, not including—

(A) interest on deposits with persons carrying on the banking
business paid to persons not engaged in business within the
United States,

(B) interest received from a resident alien individual, a resi-
dent foreign corporation, or a domestic corporation, when it is
shown to the satisfaction of the Secretary or his delegate that
less than 20 percent of the gross income of such resident payor
or domestic corporation has been derived from sources within the
United States, as determined under the provisions of this part,
for the 3-year period ending with the close of the taxable
year of such payor preceding the payment of such interest, or
for such part of such period as may be applicable, and

(C) income derived by a foreign central bank of issue from
bankers’ acceptances.

(2) Divipexps.—The amount received as dividends—

(A) from a domestic corporation other than a corporation
entitled to the benefits of section 931, and other than a cor-
poration less than 20 percent of whose gross income is shown
to the satisfaction of the Secretary or his delegate to have been
derived from sources within the United States, as determined
under the provisions of this part, for the 3-year period
endingl with the close of the taxable year of such corporation
preceding the declaration of such dividends (or for such part of
such period as the corporation has been in existence), or

(B) from a foreign corporation unless less than 50 percent of
the gross income of such foreign corporation for the 3-year period
ending with the close of its taxable year preceding the declara-
tion of such dividends (or for such part of such period as the
corporation has been in existence) was derived from sources
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within the United States as determined under the provisions of

this part; but only in an amount which bears the same ratio

to such dividends as the gross income of the corporation for such

eriod derived from sources within the United States bears to
its gross income from all sources; but dividends from a foreign
corporation shall, for purposes of subpart A of part III (relating
to foreign tax credit), be treated as income from sources without
the United States to the extent exceeding the amount of the de-
duetion allowable under section 245 in respect of such dividends.

(3) PersonaL services.—Compensation for labor or personal
services performed in the United States; except that compensation
for labor or services performed in the United States shall not be
deemed to be income from sources within the United States if—

(A) the labor or services are performed by a nonresident alien
individual temporarily present in the United States for a period
or periods not exceeding a total of 90 days during the taxable year,

(113) such compensation does not exceed $3,000 in the aggregate,
anc

(C) the compensation is for labor or services performed as an
employee of or under a contract with—

(i; a nonresident alien, foreign partnership, or foreign cor-
poration, not engaged in trade or business within the United
States, or

(ii) a domestic eorporation, if such labor or services are per-
formed for an office or place of business maintained in a foreign
country or in a possession of the United States by such cor-
poration.

(4) RenTALs AND ROYALTIES.—Rentals or royalties from prop-
erty located in the United States or from any interest in such
property, including rentals or rogalties for the use of or for the
privilege of using in the United States patents, copyrights, secret
processes and formulas, good will, trade-marks, trade brands, fran-
chises, and other like property. ;

(5) SALE oF REAL PROPERTY.—QGains, profits, and income from
the sale of real property located in the United States.

(6) SALE OF PERSONAL PROPERTY.—Gains, profits, and income
derived from the purchase of personal property without the United
States (other than within a possession of the United States) and its
sale within the United States.

(b) TaxasLe Income From Sources WrtHiN UNiTED STATES.—
From the items of gross income specified in subsection (a) as being
income from sources within the United States there shall be deducted
the expenses, losses, and other deductions properly apportioned or
allocated thereto and a ratable part of any expenses, losses, or other
deduetions which cannot definitely be allocated to some item or class
of gross income. The remainder, if any, shall be included in full as
taxable income from sources within the United States.

SEC. 862. INCOME FROM SOURCES WITHOUT THE UNITED STATES.

(a) Gross Income From Souvrces WitaHouT UnNitED STaTEs.—The
following items of gross income shall be treated as income from sources
without the United States: '

(1) interest other than that derived from sources within the
United States as provided in section 861 (a) (1);
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(2) dividends other than those derived from sources within the
United States as provided in section 861 (a) (2);

(3) compensation for labor or personal services performed with-
out the United States;

(4) rentals or royalties from property located without the
United States or from any interest in such property, including
rentals or royalties for the use of or for the privilege of using with-
out the United States patents, copyrights, secret processes and
formulas, good will, trade-marks, trade brands, franchises, and
other like properties; -

(5) gains, profits, and income from the sale of real property
locatef without the United States; and

(6) gains, profits, and income derived from the purchase of
personal property within the United States and its sale without
the United States.

(b) Taxasre Income From Sovrces WitaouT UNiTED STATES.—
From the items of gross income specified in subsection (a) there shall be
deducted the expenses, losses, and other deductions properly appor-
tioned or allocated thereto, and a ratable part of any expenses, losses,
or other deductions which cannot definitely be allocated to some item
or class of gross income. The remainder, if any, shall be treated in
full as taxable income from sources without the United States.

SEC. 863. ITEMS NOT SPECIFIED IN SECTION 861 OR 862,

(a) ArLocarioNn UnpEr RucuraTions.—Items of gross income,
expenses, losses, and deductions, other than those specified in sections
861 (a) and 862 (a), shall be allocated or apportioned to sources
within or without the United States, under regulations prescribed
by the Secre or his delegate. Where items of gross income
are separately allocated to sources within the United States, there
shall be deducted (for the purpose of computing the taxable income
therefrom) the expenses, losses, and other deductions properly appor-
‘tioned or allocated thereto and a ratable part of other expenses, losses,
or other deductions which cannot definitely be allocated to some item
or class of gross income. The remainder, if any, shall be included:in
full as taxable income from sources within the United States.

(b) IncomE ParTLY From WitHiN AnD PartLy From WirHOUT
THE UNITED STATES.—In the case of gross income derived from sources
partly within and partly without the United States, the taxable in-
come may first be computed by deducting the expenses, losses, or other
deductions a.pgortioned or aﬁocated thereto and a ratable part of
any expenses, losses, or other deductions which cannot definitely be
allocated to some item or class of gross income; and the portion of
such taxable income attributable to sources within the United States
may be determined by processes or formulas of general apportionment
prescribed by the Secretary or his delegate. Gains, profits, and
meome—

(1) from transportation or other services rendered partly within
and partly without the United States,

(2) from the sale of personal property produced (in whole or in
part) by the taxpayer within and sold without the United States,
or produced (in whole or in part) by the taxpayer without and
sold within the United States, or
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(3) derived from the purchase of personal property within a
gossessmn of the United States and its sale within the United
tates,
shall be treated as derived partly from sources within and partly from
sources without the United States.
SEC. 864. DEFINITIONS.

For purposes of this part, the word “‘sale” includes “exchange”; the
word ““sold” includes “‘exchanged”; and the word “produced” includes
“created”, “fabricated”, “manufactured”’, “extracted”, “processed”,
“cured”, or “aged”.

PART II—-NONRESIDENT ALIENS AND FOREIGN
CORPORATIONS

Subpart A. Nonresident alien individuals.
Subpart B. Foreign eorporations.
Subpart C. Miscellaneous provisions.

Subpart A—Nonresident Alien Individuals

Sec. 871. Tax on nonresident alien individuals,

Sec. 872. Gross income.

Sec. 873. Deductions.

Sec. 874. Allowance of deductions and credits.

Sec. 875. Partnerships.

Sec. 876. Alien residents of Puerto Rico.

Sec. 877. Foreign educational, charitable, and certain other
exempt organizations.

SEC. 871. TAX ON NONRESIDENT ALIEN INDIVIDUALS.
() No Un~rrep Srares Business anp Gross INncoms or Nor
More TuaAN $15,400.—

(1) ImposiTioN oF TAX.—Except as otherwise provided in sub-
section (b) there is hereby imposed for each taxa%le year, in lieu
of the tax imposed by section 1, on the amount received, by every
nonresident a?ien individual not engaged in trade or business with-
in the United States, from sources within the United States, as
interest (except interest on deposits with persons carrying on the
banking business), dividends, rents, salaries, wages, premiums,
annuities, compensations, remunerations, emoluments, or other
fixed or determinable annual or periodical gains, profits, and income
(including amounts deseribed in section 402 (a) F?), section 631 (b)
and (c), and section 1235, which are considered to be gains from
the sale or exchange of capital assets), a tax of 30 percent of such
amount.

(2) CAPITAL GAINS OF ALIENS TEMPORARILY PRESENT IN THE
UNITED STATES.—In the case of a nonresident alien individual not
engaged in trade or business in the United States, there is hereby
imposed for each taxable year, in addition to the tax imposed by
paragraph (1)—

(A) if he is present in the United States for a period or periods
aggregating less than 90 days during such taxable year—a tax of
30 percent of the amount by which his gains, derived from
sources within the United States, from sales or exchanges of
capital assets effected during his presence in the United States
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exceed his losses, allocable to sources within the United States,
from such sales or exchanges effected during such presence; or

(B) if he is present in the United States for a period or periods
aggregating 90 days or more during such taxable year—a tax of

30 percent of the amount by which his gains, derived from

sources within the United States, from sales or exchanges of

capital assets effected at any time during such year exceed his
losses, allocable to sources within the United States, from such
sales or exchanges effected at any time during such year,

For purposes of this paragraph, gains and losses shall be taken

into aceount only if, and to the extent that, they would be recog-

nized and taken into account if such individual were engaged in
trade or business in the United States, except that such gains and
losses shall be computed without regard to section 1202 (relating to
deduction for capital gains) and such losses shall be determined
without the benefits of the capital loss carryover provided in sec-

tion 1212,

(b) No Unitep StaTeEs Businuss AND Gross Income oF MoRE
TraAN $15,400.—A nonresident alien individual not engaged in trade
or business within the United States shall be taxable without regard
to subsection (a) if during the taxable year the sum of the aggregate
amount received from the sources specified in subsection (a) (1), plus
the amount by which gains from sales or exchanges of capital assets
exceed losses from such sales or exchanges (determined in accordance
with subsection (a) (2)) is more than $15,400, except that—

(1) the gross income shall include only income from the sources
specified in subsection (a) (1) plus any gain (to the extent provided
in subchapter P; see, 1201 and following, relating to capital gains
and losses) from a sale or exchange of a capital asset if such gain
would be taken into account were the tax being determined under
subsection (a) (2);

(2) the deductions (other than the deduction for charitable con-
tributions and gifts provided in section 873 (c)) shall be allowed
only if and to the extent that they are properly allocable to the
gross income from the sources specified in subsection (a), except
that any loss from the sale or exchange of a capital asset shall be
allowed (to the extent provided in subchapter P without the benefit
of the capital loss carryover provided in section 1212) if such
loss would be taken into account were the tax being determined
under subsection (a) (2);

(3) the taxes imposed by this subtitle (under section 1, or under

; seet.iori! 1201 (b)) shall, in no case, be less than 30 percent of the

sum ol—

~ (A) the aggregate amount received from the sources specified

in subsection (a) (1), c;lilus

(B) the amount, determined under subsection (a) (2), by

. 'which gains from sales or exchanges of capital assets exceed

losses from such sales or exchanges.

“(e) Unrtep StaTes Business.—A nonresident alien individual
engaged in trade or business within the United States shall be taxable
without regard to subsection (a). For purposes of part I, this section,
sections 881 and 882, and chapter 3, the term ‘“‘engaged in trade or
business. within the United States” includes the performance of

§ 871(e)



280 INTERNAL REVENUE CODE OF 1954

personal services within the United States at any time within the -
taxable year, but does not include the performance of personal
services—

(1) for a nonresident alien individual, foreign partnership, or
foreign corporation, not engaged in trade or business within the
United States, or

(2) for an office or place of business maintained by a domestic
gorporation in a foreign country or in a possession of the United

tates,

by a nonresident alien individual temporarily present in the United
States for a period or periods not exceeding a total of 90 days during
the taxable year and whose compensation for such services does not
exceed in the aggregate $3,000. Such term does not include the
effecting, through a resident broker, commission agent, or custodian,
of transactions in the United States in stocks or securities, or in com-
modities (if of a kind customarily dealt in on an organized commodity
exchange, if the transaction is of the kind eustomarily consummated
at such place, and if the alien, partnership, or corporation has no office
or place of business in the United States at any tinie during the taxable
year through which or by the direction of which such transactions in
commodities are eﬁ'ectad{.

(d) DouBring oF Tax.—

For doubling of tax on citizens of certain foreign countries, see sec-
: tion 891.
SEC. 872. GROSS INCOME. :

(a) GeneraL Rune.—In the case of a nonresident alien individual
%ross income includes only the gross income from sources within the

nited States.

(b) ExcrLusions.—The following items shall not be included in

oss income of a nonresident alien individual, and shall be exempt

rom taxation under this subtitle:

(1) SHIPS UNDER FOREIGN FLAG.—Earnings derived from the
operation of a ship or ships documented under the laws of a foreign
country which grants an equivalent exemption to citizens of the
United States and to corporations organized in the United States.

(2) AIRCRAFT OF FOREIGN REGISTRY.—Larnings derived from
the operation of aircraft registered under the laws of a forei
country which grants an equivalent exemption to citizens of the
United States and to corporations organized in the United States.

SEC. 873. DEDUCTIONS.

(a) GeneranL RuLe.—In the case of a nonresident alien individual
the deductions shall be allowed only if and to the extent that they are
conneeted with income from sources within the United States; and the
proper apportionment and allocation of the deductions with respect
to sources of income within and without the United States shall be
determined as provided in part I, under regulations preseribed by the
Secretary or his delegate.

(b) Losses.—

(1) The deduction, for losses not econnected with the trade or
business if incurred in transactions entered into for profit, allowed
by section 165 (¢) (2) (relating to losses) shall be allowed whether
or not eonnected with income from sources within the United States,
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but only if the profit, if such transaction had resulted in a profit,

would be taxable under this subtitle.

(2) The deduction for losses of property not connected with the
trade or business if arising from certain casualties or theft, allowed
by section 165 (¢) (3), shall be allowed whether or not connected
with income from sources within the United States, but only if the
loss is of property within the United States.

(¢) CaarrraBrue ContriBurions.—The deduction for charitable
contributions and gifts provided by section 170 shall be allowed
whether or not connected with income from sources within the United
States, but only as to contributions or gifts made to domestic corpo-
rations, or to community chests, funds, or foundations, created in the
United States.

(d) Personan ExemprioNn.—In the case of a nonresident alien
individual who is not a resident of a contiguous country, only one
exemption under section 151 shall be allowed as a deduction,

(e) StanparD DEDUCTION.—

For disallowance of standard deduction, see section 142 (b) (1).
SEC. 874. ALLOWANCE OF DEDUCTIONS AND CREDITS.

(a) ReTurN PREREQUISITE TO ALLOWANCE.—A nonresident alien
individual shall receive the benefit of the deductions and credits
allowed to him in this subtitle only by filing or causing to be filed a
true and accurate return of his total income received from all sources
in the United States, in the manner prescribed in subtitle F' (sec. 6001
and following, relating to procedure and administration), including
therein all the information which the Secretary or his delegate may
deem necessary for the calculation of such deductions and credits.
This subsection shall not be construed to deny the credits provided
by sections 31 and 32 for tax withheld at the source.

(b) Tax WitsasLDp AT SourcE.—The benefit of the deduction for
exemptions under section 151 may, in the discretion of the Secretary
or his delegate, and under regulations prescribed by the Secretary or
his delegate, be received by a nonresident alien individual .entitled
thereto, by filing a claim therefor with the withholding agent.

(c) Foreien Tax Creprr Nor AnLowep.—A nonresident alien
individual shall not be allowed the credits against the tax for taxes
of fqreigm{l] countries and possessions of the United States allowed by
section 901.

SEC. 875. PARTNERSHIPS.

For purposes of this subtitle, a nonresident alien individual shall
be considered as being engaged in a trade or business within the
United States if the partnership of which he is a member is so engaged.
SEC. 876. ALIEN RESIDENTS OF PUERTO RICO.

(2) No AprricatioNn To CerrTalN ArLieN REesipENTS oF PUERTO
Rico.—This subpart shall not apply to an alien individual who is a
bona fide resident of Puerto Rico during the entire taxable year, and
such alien shall be subject to the tax imposed by section 1.

(b) Cross REFERENCE.—

For exclusion from gross income of income derived from sources
within Puerto Rico, see section 933.
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SEC. 877. FOREIGN EDUCATIONAL, CHARITABLE, AND CERTAIN
OTHER EXEMPT ORGANIZATIONS.

For special provisions relating to unrelated business income of
g;rzeigr; educational, charitable, and other exempt trusts, see section
a).
Subpart B—Foreign Corporations

Sec. 881. Tax on foreign corporations not engaged in business in
United States.

Sec. 882. Tax on resident foreign corporations.

Sec. 883. Exclusions from gross income.

Sec. 884. Cross references.

SEC, 881. TAX ON FOREIGN CORPORATIONS NOT ENGAGED IN BUSI-
NESS IN UNITED STATES.

(a) Imposition oF Tax.—In the case of every foreign corporation
not engaged in trade or business within the United States, there is
hereby imposed for each taxable year, in lieu of the taxes imposed by
section 11, a tax of 30 percent of the amount received from sources
within the United States as interest (except interest on deposits
with persons carrying on the banking business), dividends, rents,
salaries, wages, premiums, annuities, compensations, remunerations,
emoluments, or other fixed or determinable annual or periodical gains,
profits, and income (including amounts described in section 631 (b)
and (c¢) which are considered to be gains from the sale or exchange of
capital assets).

(b) Dousring or Tax.—

For doubling of tax on corporations of certain foreign countries, see
section 891.
SEC. 882, TAX ON RESIDENT FOREIGN CORPORATIONS.

(a) Imposrtion oF Tax.—A foreign corporation engaged in trade or
business within the United States shall be taxable as provided in sec-
tion 11.

(b) Gross Incoms.—In the case of a foreign corporation, gross in-
gome includes only the gross income from sources within the United

tates. *

(¢) ALLowance oF Depucrions AND CREDITS.—

(1) DEDUCTIONS ALLOWED ONLY IF RETURN FILED.—A foreign
corporation shall receive the benefit of the deductions allowed to it
in this subtitle only by filing or causing to be filed with the Secretary
or his delegate a true and accurate return of its total income received
from all sources in the United States, in the manner prescribed in
subtitle F, including therein all the information which the Secretary
or his delegate may deem necessary for the calculation of such
deductions.

(2) AvrocaTion oF pepuctions.—In the case of a foreign cor-
poration the deductions shall be allowed only if and to the extent
that they are connected with income from sources within the
United States; and the proper apportionment and allocation of the
deductions with respect to sources within and without the United
States shall be determined as provided in part I, under regulations
prescribed by the Secretary or his delegate,

(3) CrariTaBLE coNTRIBUTIONS.—The deduction for charitable
contributions and gifts provided by section 170 shall be allowed
whether or not connected with income from sources within the
United States.
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(4) ForrieN TAX crEDIT.—Foreign corporations shall not be
allowed the credits against the tax for taxes of foreign countries
and possessions of the United States allowed by section 901.

(d) Rerurns oF Tax BY AcEnT.—If any foreign corporation has
no office or place of business in the United States but has an agent in
the United States, the return required under section 6012 shall be made
by the agent.

SEC. 883. EXCLUSIONS FROM GROSS INCOME.

The following items shall not be included in gross income of a
fml-)eigrll corporation, and shall be exempt from taxation under this
subtitle:

(1) SHIPS UNDER FOREIGN FLAG.—Earnings derived from the
operation of a ship or ships documented under the laws of a forei
country which grants an equivalent exemption to citizens of the
United States and to corporations organized in the United States.

(2) AIRCRAFT OF FOREIGN REGISTRY.—Earnings derived from the
operation of aircraft registered under the laws of a foreign country
which grants an equivalent exemption to citizens of the United
States and to corporations organized in the United States.

SEC. 884. CROSS REFERENCES.

(1) For withholding at source of tax on income of foreign corpora-
tions, see section 1442,

(2) For rules applicable in determining whether any foreign corpora-
tion is engaged in trade or business within the United States, see
section 871 (e).

(8) For special provisions relating to foreign insurance companies,
see subchapter L (sec. 801 and following).

(4) For special provisions relating to unrelated business income of
foreign educational, charitable, and certain other exempt organizations,
see seclion 512 (a),

Subpart C—Miscellaneous Provisions

Sec. 891. Doubling of rates of tax on citizens and corporations of
certain foreign countries.

Sec. 892, Inco;r}e of foreign governments and of international organi-
zations.

Sec. 893. Compensation of employees of foreign governments or
international organizations.

Seec. 894. Income exempt under treaty.

SEC. 891. DOUBLING OF RATES OF TAX ON CITIZENS AND CORPORA-
TIONS OF CERTAIN FOREIGN COUNTRIES.

Whenever the President finds that, under the laws of any forei:
country, citizens or corporations of the United States are being sub-
jected to diseriminatory or extraterritorial taxes, the President shall
so proclaim and the rates of tax imposed by sections 1, 3, 11, 802, 821,
831, 852, 871, and 881 shall, for the taxable year during which
" such proclamation is made and for each taxable year thereafter, be
doubled in the case of each citizen and corporation of such foreign
country; but the tax at such doubled rate shall be considered as
imposed by such sections as the case may be. In no case shall this
section operate to increase the taxes imposed by such sections (com-
puted without regard to this section) to an amount in excess of 80
percent of the taxable income of the taxpayer (computed without
regard to the deductions allowable under section 151 and under part
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VIII of subchapter B). Whenever the President finds that the laws
of any foreign country with respect to which the President has made
a proclamation under the preceding provisions of this section have
been modified so that diseriminatory and extraterritorial taxes
applicable to citizens and corporations of the United States have
been removed, he shall so proclaim, and the provisions of this section
providing for doubled rates of tax shall not apply to any citizen or
corporation of such foreign country with respect to any taxable year
beginning after such proc%amation is made.

SEC. 892, INCOME OF FOREIGN GOVERNMENTS AND OF INTER-

NATIONAL ORGANIZATIONS.

The income of foreign governments or international organizations
received from investments in the United States in stocks, bonds,
or other domestic securities, owned by such foreign governments
or by international organizations, or from interest on deposits in
banks in the United States of moneys belonging to such foreign
governments or international organizations, or from any other source
within the United States, shall not be included in gross income and
shall be exempt from taxation under this subtitle.

SEC. 893. COMPENSATION OF EMPLOYEES OF FOREIGN GOVERN-
MENTS OR INTERNATIONAL ORGANIZATIONS.

(a) RuLe ror Excrusion.—Wages, fees, or salary of any employee
of a foreign government or of an international organization (includin
a consular or other officer, or a nondiplomatic representative), receive
as compensation for official services to such government or interna-
tional organization shall not be included in gross income and shall be
exempt from taxation under this subtitle if—

8) such employee is not a citizen of the United States, or is a
citizen of the Republic of the Philippines (whether or not a citizen
of the United States); and

(2) in the case of an employee of a foreign government, the
services are of a character similar to those performed by employees
of the Government of the United States in foreign countries; and

(3) in the case of an employee of a foreign government, the
foreign government grants an equivalent exemption to employees
of the Government 0%1;3119 United States performing similar services
in such foreign country.

(b) CERTIFICATE BY SECRETARY OF STATE.—The Secretary of State
shall certify to the Secretary of the Treasury the names of the forei
countries which grant an equivalent exemption to the employees of the
Government of the United States performing services in such foreign
countries, and the character of the services performed by employees
of the Government of the United States in foreign countries.

SEC. 894, INCOME EXEMPT UNDER TREATY.

Income of any kind, to the extent required by any treaty obligation -
of the United States, shall not be included in gross income amf shall
be exempt from taxation under this subtitle.
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PART III—INCOME FROM SOURCES WITHOUT THE UNITED
‘ STATES

Subpart A. Foreign tax credit.

Subpart B. Earned income of citizens of United States.
Subpart C. Western Hemisphere trade corporations,
Subpart D. Possessions of the United States.

Subpart E. China Trade Act corporations.

Subpart A—Foreign Tax Credit

Sec. 901. Tag&es of foreign eountries and of possessions of United
tates.

See. 902. Credit for corporate stockholder in foreign corporation.

See. 903. Credit for taxes in lieu of inecome, ete., taxes.

Sec. 904. Limitation on credit.

Seec. 905. Applicable rules.

SEC. 901. TAXES OF FOREIGN COUNTRIES AND OF POSSESSIONS OF
UNITED STATES.

(2) ArLowance oF CreEprr.—If the taxpayer chooses to have the
benefits of this subpart, the tax imposed by this chapter shall, subject
to the limitation of section 904, be credited with the amounts provided
in the applicable paragraph of subsection (b) plus, in the case of a
cor[i‘oration, the taxes deemed to have been paid under section 902,
Such choice may be made or changed at any time prior to the expira-
tion of the period prescribed for making a claim for credit or refund of
the tax against which the credit is allowable. The eredit shall not be
allowed against the tax imposed by section 531 (relating to the tax on
accumulated earnings), against the additional tax imposed for the tax-
able year under section 1333 (relating to war loss recoveries), or against
the personal holding company tax imposed by section 541.

(b) AmounT ALLOWED.—gubject to the limitation of section 904,
the following amounts shall be allowed as the credit under sub-
section (a):

(1) CiTIZENS AND DOMESTIC CORPORATIONS.—In the case of a
citizen of the United States and of a domestic corporation, the
amount of any income, war profits, and excess profits taxes paid or
accrued during the taxable year to any foreign country or to any
possession of the United States; and

(2) RESIDENT OF THE UNITED STATES OR PUERTO RIco.—In the
case of a resident of the United States and in the case of an indi-
vidual who is a bona fide resident of Puerto Rico during the entire
taxable year, the amount of any such taxes paid or accrued during
the taxa%le year to any possession of the United States; and
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(3) ALIEN RESIDENT OF THE UNITED STATES OR PUERTO RICO.—In
the case of an alien resident of the United States and in the case
of an alien individual who is a bona fide resident of Puerto Rico
during the entire taxable year, the amount of any such taxes paid
or accrued during the taxable year to any foreign country, if the
foreign country of which such alien resident is a citizen or subject,
in imposing such taxes, allows a similar credit to citizens of the
United States residing in such count.r}r; and

(4) ParTnersHIPS AND ESTATES.—In the case of any individual
described in paragraph (1), (2), or (3), who is a member of a

artnership or a beneficiary of an estate or trust, the amount of

is proportionate share of the taxes (described in such paragraph)
of the partnership or the estate or trust paid or acerued during
the taxable year to a foreign country or to any possession of the

United States, as the case may be.

(¢) CorroraTioNs TruEATED A8 Formien.—For purposes of this
subpart, the following corporations shall be treated as foreign cor-
porations:

(1) a corporation entitled to the benefits of section 931, by reason
of receiving a large percentage of its gross income from sources
within a possession of the United States; and

(2) a corporation o ized under the China Trade Act, 1922
(15 U. S. C., chapter 4), and entitled to the deduction provided in
section 941.

(d) Cross REFERENCE.—

(1) For deductions of income, war profits, and excess profits taxes
paid to a foreign country or a possession of the United States, see
section 164.

(2) For right of each partner to make election under this section,
see section 703 (b‘?. -

(3) For right of estate or trust to the credit for taxes imposed by
foreign countries and possessions of the United States under this
section, see section 642 (a) (2).

SEC. 902. CREDIT FOR CORPORATE STOCKHOLDER IN FOREIGN
CORPORATION.

(a) TreaTmENT OF TaxEs Paip BY Forrigy Corrorarion.—For
purposes of this subpart, a domestic corporation which owns at least
10 percent of the voting stock of a foreign corporation from which it
receives dividends in any taxable year shall be deemed to have paid
the same proportion of any income, war profits, or excess profits taxes
paid or deemed to be pai(f’ by such foreign corporation to any foreign
country or to any possession of the United States, on or with respect
to the accumulated profits of such foreign corporation from which
such dividends were paid, which the amount of such dividends bears
to the amount of such accumulated profits.

(b) Forrien Supsmiary oF Formigy CorroraTion.—If such
foreign corporation owns 50 percent or more of the voting stock of
another foreign corporation from which it receives dividends in any
taxable year, it shall be deemed to have paid the same proportion of
any income, war profits, or excess profits taxes paid by such other
foreign corporation to any foreign country or to any possession of the
United States, on or with respect to the accumulated profits of the
corporation from which such dividends were paid, whic]g the amount
of such dividends bears to the amount of such aceumulated profits.
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(¢) ArpricaBLE RuLEs.—

(1) The term ‘“‘accumulated profits”, when used in this section
in reference to a foreign eorporation, means the amount of its gains,
profits, or income in excess of the income, war profits, and excess
profits taxes imposed on or with res:ﬂlect to such profits or income;
and the Secretary or his delegate shall have full power to determine
from the accumulated profits of what year or years such dividends
were paid, treating dividends paid in the first 60 days of any year
as having been paid from the accumulated profits of the preceding
year or years (unless to his satisfaction shown otherwise), and in
other respects treating dividends as having been paid from the most
recently accumulated gains, profits, or earnings,

(2) In the case of a foreign corporation, the income, war profits,
and excess profits taxes of which are determined on the basis of an
accounting period of less than 1 year, the word “year” as used in
this subsection shall be construed to mean such accounting period.
(d) SerciaL Rures For CerrAry WHoLLy-Ownep ForrieN Cor-

PORATIONS.—For purposes of this subtitle, if—

(1) a domestie corporation owns, directly or indirectly, 100 percent
of all classes of outstanding stock of a foreign corporation engaged
in manufacturing, production, or mining,

(2) such domestic corporation receives property in the form of a
royalty or compensation from such foreign corporation pursuant
to any form of contractual arrangement under which the do-
mestic corporation agrees to furnish services or property in
consideration for the lpropert.y 80 received, and

(3) such contractual arrangement provides that the propertf;
so received by such domestic corporation shall be accepted by suc
domestic corporation in lieu of dividends and that such foreign
corporation shall neither declare nor pay any dividends of an
kind in any calendar year in which such property is paid to su
domestic corporation by such foreign corporation,

then the excess of the fair market value of such property so received
by such domestic corporation over the cost to such domiestic corpora-
tion of the property and services so furnished by such domestic cor-
poration shall be treated as a distribution by such foreign corporation
to such domestic corporation, and for purposes of section 301, the
amount of such distribution shall be such excess, in lieu of any amount
otherwise determined under section 301 without regard to this sub-
section; and the basis of such property so received by such domestic
corporation shall be the fair market value of such property, in lieu
of the basis otherwise determined under section 301 (d) without
regard to this subsection.

SEC. 903. CREDIT FOR TAXES IN LIEU OF INCOME, ETC., TAXES.

For purposes of this subpart and of section 164 (b), the term
“income, war profits, and excess profits taxes’” shall include a tax
paid in lieu of a tax on income, war profits, or excess profits otherwise
generally imposed by any foreign country or by any possession of
the United States.

SEC. 904, LIMITATION ON CREDIT.

(a) Lamrration.—The amount of the credit in respect of the tax
paid or acerued to any country shall not exceed the same proportion
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of the tax against which such credit is taken which the taxpayer’s tax-
able income from sources within such country (but not in excess of the
taxpayer’s entire taxable income) bears to his entire taxable income
for the same taxable year.

(b) Taxasre INcome For PurrogE oF CoMpuTiNG LiMiTATION.—
For purposes of computing the limitation under subsection (a), the
Laxal?le income in the case of an individual, estate, or trust shall be
computed without any deduction for personal exemptions under
section 151 or 642 (b).

SEC. 905. APPLICABLE RULES.

(a) Year 1n WaHicH Crepir TaAgkeEn.—The credits provided in
this subpart may, at the option of the taxpayer and irrespective of
the method of accounting employed in keeping his books, be taken
in the year in which the taxes of %e foreiin country or the possession
of the United States accrued, subject, however, to the conditions
prescribed in subsection (c). If the taxpayer elects to take such
credits in the year in which the taxes of the foreign country or the
possession of the United States accrued, the credits for all subsequent
years shall be taken on the same basis, and no portion of any such
taxes shall be allowed as a deduction in the same or any succeeding

year,

(221 Proor or Crepirs.—The creditﬁﬁﬂrovided in this subpart shall
be allowed only if the taxpayer establishes to the satisfaction of the
Secretary or his delegate—

(1) the total amount of income derived from sources without the
United States, determined as provided in part I,

(2) the amount of income derived from each country, the tax paid
or acerued to which is claimed as a credit under this subpart, such
amount to be determined under regulations prescribed by the
Secretary or his delegate, and

(3) all other information necessary for the verification and
computation of such credits.

(¢) ApjusTMENTS ON PAvYmMENT OF Accruep Taxes.—If accrued
taxes when paid differ from the amounts claimed as credits by the
taxpayer, or if any tax paid is refunded in whole or in part, the tax-
payer shall nOti{i the Secretary or his delegate, who shall redetermine
the amount of the tax for the year or years affected. The amount
of tax due on such redetermination, if any, shall be paid by the
taxpayer on notice and demand by the Secretary or his delegate, or
the amount of tax overpaid, if any, shall be credited or refunded to the
taxpayer in accordance with subchapter B of chapter 66 (sec. 6511 and
following). In the case of such a tax accrued but not paid, the Secre-
tary or his delegate, as a condition precedent to the allowance of this
credit, may require the taxpayer to give a bond, with sureties satis-
factory to and to be approved by the gecreta,ry or his delegate, in such
sum as the Secretary or his delegate may require, conditioned on the
payment by the taxpayer of any amount of tax found due on any such
redetermination; and the bond herein prescribed shall contain such
further conditions as the Secretary or his delegate may require. In
such redetermination by the Secretary or his delegate of the amount
of tax due from the taxpayer for the year or years affected by a refund,
the amount of the taxes refunded for which credit has been allowed
under this section shall be reduced by the amount of any tax described
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in section 901 imposed by the foreign country or possession of the
United States wit.g respect to such refund; but no credit under this
subpart, and no deduction under section 164 (relating to deduction for
taxes) shall be allowed for any taxable year with respect to such tax
imposed on the refund. No interest shall be assessed or collected on
any amount of tax due on any redetermination by the Secretary or
his delegate, resulting from a refund to the taxpayer, for any period
before Lﬁe receipt of such refund, except to the extent interest was paid
by the foreign country or possession of the United States on such
refund for such period.

Subpart B—Earned Income of Citizens of United States

Sec. 911. Earned income from sources without the United States
See. 912. Exemption for certain allowances,

SEC. 911. E:g}i%gSINCOME FROM SOURCES WITHOUT THE UNITED

(a) GenerAL Rune.—The following items shall not be included in
gross income and shall be exempt from taxation under this subtitle:
(1) BONA FIDE RESIDENT OF FOREIGN COUNTRY.—In the case of an
individual citizen of the United States, who establishes to the satis-
faction of the Secretary or his delegate that he has been a bona fide
resident of a foreign country or countries for an uninterrupted period
which includes an entire taxable year, amounts received from sources
without the United States (except amounts paid by the United
States or any agency thereof) if such amounts constitute earned
income (as defined in subsection (b)) attributable to such period;
but such individual shall not be allowed as a deduction from his
gross income any deductions (other than those allowed by section
151, relating to personal exemptions) properly allecable to or
chargeable against amounts excluded from gross income under this
paragraph.

(2) PRESENCE IN FOREIGN COUNTRY FOR 17 MoNTHS,—In the
case of an individual citizen of the United States, who during any
period of 18 consecutive months is present in a foreign country or
countries during at least 510 full days in such period, amounts
received from sources without the United States (except amounts
paid by the United States or an agency thereof) if such amounts
constitute earned income (as deﬁneg in subsection (b)) attributable
to such period; but such individual shall not be allowed as a deduc-
tion from his gross income any deductions (other than those allowed
by section 151, relating to personal exemptions) properly allocable
to or chargeable against amounts excluded from gross income under
this paragraph. %f the 18-month period includes the entire taxa-
ble gear, the amount excluded under this paragraph for such
taxable year shall not exceed $20,000, If the 18-month period
does not include the entire taxable year, the amount excluded
under this paragraph for such taxable year shall not exceed an
amount which bears the same ratio to $20,000 as the number of
days in the part of the taxable year within the 18-month period
bears to the total number of days in such year,

(b) Derinition oF Esarnep Income.—For purposes of this sec-
tion, the term ““earned income’ means wages, salaries, or professional
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fees, and other amounts received as compensation for personal serv-
ices actually rendered, but does not include that part of the compen-
sation derived by the taxpayer for personal services rendered by him
to a corporation which represents a distribution of earnings or profits
rather than a reasonable allowance as compensation for the personal
services actually rendered. In the case of a taxpayer engaged in a
trade or business in which both personal services and capital are
material income-producing factors, under regulations preseribed by
the Secretary or his delegate, a reasonable allowance as compensation
for the personal 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.

SEC. 912. EXEMPTION FOR CERTAIN ALLOWANCES.

The following items shall not be included in gross income, and shall
be exempt from taxation under this subtitle:

(1) Cosr-0F-LIVING ALLOWANCES.—In the case of civilian officers
or employees of the Government of the United States stationed
outside continental United States, amounts received as cost-of-
living allowances in accordance with regulations approved by the
President.

(2) ForREIGN SERVICE ALLOWANCES.—In the case of an officer or
employee of the Foreign Service of the United States, amounts
received by such officer or employee as allowances or otherwise
under the terms of title IX of the Foreign Service Act of 1946 (22
U. 8. C. 1131-1158).

Subpart C—Western Hemisphere Trade Corporations

Sec. 921. Definition of Western Hemisphere trade corporations.
Bec. 922. Special deduetion.

SEC. 921. DEFINITION OF WESTERN HEMISPHERE TRADE COR-
PORATIONS.

For purposes of this subtitle, the term ‘“Western Hemisphere trade
corporation” means a domestic corporation all of whose business
(other than incidental purchases) is done in any country or countries
in North, Central, or South America, or in the West Indies, and which
satisfies the following conditions:

(1) if 95 percent or more of the gross income of such domestic
corporation for the 3-year period immediately preceding the
close of the taxable year (or for such part of such period during
which the corporation was in existencef was derived from sources
without the United States; and

(2) if 90 percent or more of its gross income for such period or
such part thereof was derived from the active conduet of a trade
or business.

For any taxable year beginning prior to January 1, 1954, the deter-
mination as to whether any corporation meets the requirements of
section 109 of the Internal Revenue Code of 1939 shall be made as
if this section had not been enacted and without inferences drawn
from the fact that this section is not expressly made applicable with
respect to taxable years beginning prior to January 1, 1954.
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SEC. 922, SPECIAL DEDUCTION.

In the case of a Western Hemisphere trade corporation there shall
be allowed as a deduction in ecomputing taxable income an amount
computed as follows—

(1) First determine the taxable income of such corporation com-
puted without regard to this section.
(2) Then multiply the amount determined under paragraph (1)
by the fraction—
(A) the numerator of which is 14 percent, and
(B) the denominator of which is that percentage which equals
the sum of the normal tax rate and the surtax rate for the tax-
able year prescribed by section 11.

Subpart D—Possessions of the United States

Sec. 931. Ingﬂme from sources within possessions of the United
tates.

Sec. 932. Citizens of possessions of the United States.

Sec. 933. Income from sources within Puerto Rico.

SEC. 931. INCOME FROM SOURCES WITHIN POSSESSIONS OF THE
UNITED STATES.

(a) GeveraL Rune—In the case of citizens of the United States
or domestic corporations, gross income means only gross income from
sources within the United States if the conditions of both paragraph
(1) and paragraph (2) are satisfied:

(1) TureE-YEAR PERIOD.—If 80 percent or more of the gross in-
come of such citizen or domestic corporation (computed without the
benefit of this section) for the 3-year period immediately pre-
ceding the close of the taxable year (or for such part of such period
immediately preceding the close of such taxable year as may be
applicable) was derived from sources within a possession of the

nited States; and

(2) TrADE OR BUSINESS.—If—

(A) in the case of such corporation, 50 percent or more of
its gross income (computed without the benefit of this section)
for such period or suc]f part thereof was derived from the active
conduct of a trade or business within a possession of the United
States; or

(B) in the case of such citizen, 50 percent or more of his gross
income (computed without the benefit of this section) for such
period or such part thereof was derived from the active conduct
of a trade or business within a possession of the United States
either on his own account or as an employee or agent of another.

(b) Amounts REcmivep v Unitep SrtaTes.—Notwithstanding
subsection (a), there shall be included in gross income all amounts
received by such citizens or corporations within the United States,
whether derived from sources W'lrtEm or without the United States.

(¢) Derinrrion.—For purposes of this section, the term “possession
of the United States” does not include the Virgin Islands of the United
States, and such term when used with respect to citizens of the
United States does not include Puerto Rico.

(d) DepucTIONS.—

(1) Citizens of the United States entitled to the benefits of this
section shall have the same deductions as are allowed by section 873
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in the case of a nonresident alien individual engaged in trade or

business within the United States.

(2) Domestic corporations entitled to the benefits of this section
ghall have the same deductions as are allowed by section 882 (¢) in
the case of a foreign corporation engaged in trade or business
within the United States.

(e) Depucrion For PursonAn Exzmprion—A citizen of the
United States entitled to the benefits of this section shall be allowed a
deduction for only one exemption under section 151.

(f) Arnowance or Depucrions aAND CrEprrs.—Persons entitled
to the benefits of this section shall receive the benefit of the deductions
and credits allowed to them in this subtitle only by filing or causing
to be filed with the Secretary or his delegate a true and accurate
return of their total income received from all sources in the United
States, in the manner prescribed in subtitle F, including therein all
the information which the Secre or his delegate may deem neces-
sary for the calculation of such deductions and credits.

(g) Forriay Tax Crepir.—Persons entitled to the benefits of this
section shall not be allowed the credits against the tax for taxes of
foreign countries and possessions of the United States allowed by
section 901.

(h) InrervEES.—In the case of a citizen of the United States
interned by the enemy while serving as an employee within a possession
of the United States—

(1) if such citizen was confined in any place not within a posses-
sion of the United States, such place of confinement shall, for
purposes of this section, be considered as within a possession of
the United States; and

(2) subsection (b) shall not apply to any compensation received
within the United States by sucg citizen attributable to the period
of time during which such citizen was interned by the enemy.

(i) Emproyees or taE UxiteEp States.—For purposes of this
section, amounts paid for services performed by a citizen of the
United States as an employee of the United States or any agency
ghemof shall be deemed to be derived from sources within the United

tates.
SEC. 932, CITIZENS OF POSSESSIONS OF THE UNITED STATES.

(a) Generan Rune.—Any individual who is a citizen of any

ossession of the United States (but not otherwise a citizen of the
%nibed States) and who is not a resident of the United States shall be
subject to taxation under this subtitle only as to income derived from
sources within the United States, and in such case the tax shall be
computed and paid in the same manner and subject to the same condi-
tions as in the case of other persons who are taxable only as to income
derived from such sources. This section shall have no application in
the case of a citizen of Puerto Rico.

(b) Virein IsLanps.—Nothing in this section shall be construed to
alter or amend the Act entitled ““An Act making appropriations for
the naval service for the fiscal year ending June 30, 1922, and for
other purposes”, approved July 12, 1921 (48 U. S. C. 1397), relatin
go the imposition of income taxes in the Virgin Islands of the Unite

tates.
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(¢) Guam.—

For apgllcabﬂity of United States income tax laws in Guam, see sec-
tion 31 of the Act of August 1, 1950 (48 U, 8. C. 1421i); for disposition
fi 2?1?} proceeds of such taxes, see section 30 of such Act (48 U, 8. C.
SEC. 933. INCOME FROM SOURCES WITHIN PUERTO RICO.
The following items shall not be included in gross income and shall
be exempt from taxation under this subtitle:

(1) RESIDENT OF PUERTO RICO FOR ENTIRE TAXABLE YEAR.—In
the case of an individual who is a bona fide resident of Puerto Rico
during the entire taxable year, income derived from sources within
Puerto Rico (except amounts received for services performed as an
employee of the United States or any agency thereof); but such
individual shall not be allowed as a deduction from his gross income
any deductions (other than the deduction under section 151, relating
to personal exemptions) properly allocable to or chargeable against
amounts axcludeg from gross income under this paragraph.

(2) TAXABLE YEAR OF CHANGE OF RESIDENCE FROM PUERTO
rico.—In the case of an individunal citizen of the United States who
has been a bona fide resident of Puerto Rico for a period of at least
2 years before the date on which he changes his residence from
Puerto Rico, income derived from sources therein (except amounts
received for services performed as an employee of the United States
or any agency thereof) which is attributable to that part of such
period of Puerto Rican residence before such date; but such indi-
vidual shall not be allowed as a deduction from his gross income any
deductions (other than the deduction for personal exemptions under
section 151) properly allocable to or chargeable against amounts
excluded from gross income under this paragraph.

Subpart E—China Trade Act Corporations

Sec. 941. Special deduction for China Trade Act corporations.

See. 942. Disallowance of foreign tax credit.

Seec. 943. E.\:lc{lusion of dividends to residents of IFformosa or Hong
ong.

SEC. 941. Sl’ll.ﬂlglﬁ&é. DEDUCTION FOR CHINA TRADE ACT CORPORA-

(a) ArLowance oF Depucrion.—For purposes only of the taxes
imposed by section 11, there shall be allowed, in the case of a cor-
poration organized under the China Trade Aect, 1922 (15 U. S. C.
ch. 4, see. 141 and following), in addition to the deductions from
taxable income otherwise allowed such corporation, a special deduc-
tion, in computing the taxable income, of an amount equal to the
proportion of the taxable income derived from sources within Formosa
and Hong Kong (determined without regard to this section and deter-
mined in a similar manner to that provided in part I) which the par
value of the shares of stock of the corporation owned on the last day
of the taxable year by—

(1) persons residyent in Formosa, Hong Kong, the United States,
or possessions of the United States, and
(2) individual citizens of the United States wherever resident,
bears to the par value of the whole number of shares of stock of the
corporation outstanding on such date. In no case shall the diminu-
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tion, by reason of such special deduction, of the taxes imposed by
section 11 (computed without regard to this section) exceed the
amount of the special dividend certified under subsection (b) of this
section,

(b) Seecian Divipenp.—The special deduction provided in sub-
section (a) shall not be allowed unless the Secretary of Commerce
has certified to the Secretary of the Treasury or his delegate—

(1) the amount which, during the year ending on the date fixed
by law for filing the return, the corporation has distributed as a
special dividend to or for the benefit of such persons as on the last
day of the taxable year were resident in Formosa, Hong Kong, the
United States, or possessions of the United States, or were individual
citizens of the United States, and owned shares of stock of the
corporation;

(2) that such special dividend was in addition to all other
amounts, payable or to be payable to such persons or for their
benefit, by reason of their interest in the corporation; and

(3) that such distribution has been made to or for the benefit
of such persons in proportion to the par value of the shares of
stock of the corporation owned by each; except that if the cor-
poration has more than one class of stock, the certificates shall
contain a statement that the articles of incorporation provide a
method for the apportionment of such special dividend among such
persons, and that the amount certified has been distributed in
accordance with the method so provided.

(¢) OwnersHIP oF Stock.—For purposes of this section, shares
of stock of a corporation shall be considered to be owned by the
person in whom the equitable right to the income from such shares is
in good faith vested.

SEC. 942, DISALLOWANCE OF FOREIGN TAX CREDIT.

A corporation organized under the China Trade Aect, 1922, shall
not be allowed the credits against the tax for taxes of foreign countries
and possessions of the United States allowed by section 901.

SEC. 943. EXCLUSION OF DIVIDENDS TO RESIDENTS OF FORMOSA OR
HONG KONG

Amounts distributed as dividends to or for the benefit of any
person by a corporation organized under the China Trade Act, 1922,
shall not be included in gross income and shall be exempt from
taxation under this subtitle if, at the time of such distribution, such
person is a resident of Formosa or Hong Kong, and the equitable right
to the income of the shares of stock of the corporation is in good faith
vested in him,
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Subchapter O—Gain or Loss on Disposition of Property

Part ' T. Deltarmm' ation of amount of and recognition of gain or
o0ss.

Part II. Basis rules of general application.

Part 1I1. Common nontaxable exchanges.

Part IV. Special rules.

Part V. anges to effectuate F. C. C. policy.

Part VI. Exchanges in obedience to 8. E. C. orders.

Part VII. Wash sales of stock or securities.

PART I-DETERMINATION OF AMOUNT OF AND
RECOGNITION OF GAIN OR LOSS

Sec. 1001. Determination of amount of and recognition of gain or

loss.
Sec. 1002. Recognition of gain or loss.

SEC. 1001. DETERMINATION OF AMOUNT OF AND RECOGNITION OF
GAIN OR LOSS.

(a) CompuraTion oF Gain or Loss.—The gain from the sale or
other disposition of property shall be the excess of the amount realized
therefrom over the adjusted basis provided in section 1011 for de-
termining gain, and the loss shall be the excess of the adjusted basis
provided in such section for determining loss over the amount realized.

(b) AmounT REALIZED.—The amount realized from the sale or
other disposition of property shall be the sum of any money received

lus the fair market value of the property (other than money) received.
determining the amount realized—

(1) there shall not be taken into aceount any amount received as
reimbursement for real property taxes which are treated under sec-
tion 164 (d) as imposed on the purchaser, and

(2) there shall be taken into account amounts representing real
property taxes which are treated under section 164 (d) as imposed
on the taxpayer if such taxes are to be paid by the purchaser.

(¢) Recoanrrion oF Gamx or Loss.—In the case of a sale or ex-
change of property, the extent to which the gain or loss determined
under this section shall be recognized for purposes of this subtitle shall
be determined under section 1002.

(d) InsTaLuMeENT SAanms.—Nothing in this section shall be con-
strued to prevent (in the case of property sold under contract pro-
viding for payment in installments) the taxation of that portion of
any installment payment representing gain or profit in the year in
which such payment is received.

SEC. 1002. RECOGNITION OF GAIN OR LOSS.

Except as otherwise provided in this subtitle, on the sale or exchange
of property the entire amount of the gain or loss, determined under
section 1001, shall be recognized.
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PART II—BASIS RULES OF GENERAL APPLICATION

See. 1011. Adjusted basis for determining gain or loss.

Sec. 1012. Basis of property—cost.

See. 1013. Basis of property included in inventory.

Sec. 1014. Basis of property acquired from a decedent.

Sec. 1015. Basis of property acquired by gifts and transfers in trust.
See. 1016. Adjustments to basis.

Seec. 1017. Discharge of indebtedness.

Bec. 1018. Adljggtément of capital structure before September 22,
See. 1019, Property on which lessee has made improvements.

Sec. 1020. Eleg%ign in respect of depreciation, etc., allowed before

See. 1021, Sale of annuities.
Sec. 1022, Cross references.

SEC. 1011, ADJUSTED BASIS FOR DETERMINING GAIN OR LOSS.,
The adjusted basis for determining the gain or loss from the sale
or other disposition of property, whenever acquired, shall be the basis
(determined under section 1012 or other applicable sections of this
subchapter and subchapters C (relating to eorporate distributions and
adjustments), K (relating to partners and partnerships), and P (relating
to capital gains and losses)), adjusted as provided in section 1016.

SEC. 1012, BASIS OF PROPERTY—COST.

The basis of property shall be the cost of such property, except as
otherwise provided in this subchapter and subchapters C (relating
to corporate distributions and adjustments), K (relating to partners
and partnerships), and P (relating to ca.pit&i gains and %osses). The
cost of real property shall not include any amount in respect of real
property taxes which are treated under section 164 (d) as imposed on
the taxpayer.

SEC. 1013. BASIS OF PROPERTY INCLUDED IN INVENTORY.

If the property should have been included in the last inventory, the
basis shall be the last inventory value thereof.

SEC. 1014. BASIS OF PROPERTY ACQUIRED FROM A DECEDENT.

(a) In GenerAL.—Except as otherwise provided in this section, the
basis of property in the hands of a person acquiring the property from
a decedent or to whom the property passed from & decedent shall,
if not sold, exchanged, or otherwise disposed of before the decedent’s
death by such person, be the fair market value of the property at the
date of the decedent’s death, or, in the case of an election under
either section 2032 or section 811 (j) of the Internal Revenue Code of
1939 where the decedent died after October 21, 1942, its value at the
applicable valuation date prescribed by those sections.

(b) ProrerTY AcqQuireDp FroMm THE DECEDENT.—For purposes of
subsection (a), the following property shall be considered to have been
acquired from or to have passed from the decedent:

(1) Property acquired by bequest, devise, or inheritance, or by
the decedent’s estate from the decedent;
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(2) Property transferred by the decedent during his lifetime in
trust to pay the income for life to or on the order or direction
of the decedent, with the right reserved to the decedent at all
times before his death to revoke the trust;

(3) In the case of decedents dying after December 31, 1951,
property transferred by the decedent during his lifetime in trust
to pay the income for life to or on the order or direction of the
decedent with the right reserved to the decedent at all times before
his death to make any change in the enjoyment thereof through
the exercise of a power to alter, amend, or terminate the trust;

(4) Property passing without full and adequate consideration
Endeli*u a general power of appointment exercised by the decedent

awills

y(5} Tn the case of decedents dying after August 26, 1937, property
acquired by bequest, devise, or il%herit.a.nce or by the decedent’s
estate from the decedent, if the property consists of stock or
securities of a foreign corporation, which with respect to its taxable

ear next preceding the date of the decedent’s death was, under the
aw applicable to such year, a foreign personal holding company.
In such case, the basis shall be the fair market value of such property
at the date of the decedent’s death or the basis in the hands of the
decedent, whichever is lower;

(6) In the case of decedents dying after December 31, 1947,
property which represents the surviving spouse’s one-half share of
community property held by the decedent and the surviving spouse
under the community property laws of any State, Territory, or
possession of the United States or any foreign country, if at least
one-half of the whole of the community interest in such property
was includible in determining the value of the decedent’s gross
estate under chapter 11 of subtitle B (section 2001 and following,
r?lating to estate tax) or section 811 of the Internal Revenue Code
of 1939;

(7) In the case of decedents dying after October 21, 1942, and
on or before December 31, 1947, such part of any property, repre-
senting the surviving spouse’s one-half share of property held by a
decedent and the surviving spouse under the communit; é)roperby
laws of any State, Territory, or possession of the United States or
any foreign country, as was included in determining the value of
the gross estate of the decedent, if a tax under chapter 3 of the
Internal Revenue Code of 1939 was payable on the transfer of the
net estate of the decedent. In such case, nothing in this paragraph
shall reduce the basis below that which would exist if the Revenue
Act of 1948 had not been enacted;

(8) In the case of decedents dying after December 31, 1950, and
before January 1, 1954, property which represents the survivor’s
interest in a joint and surviver’s annuity if the value of any part
of such interest was required to be included in determining the value
of decedent’s gross estate under section 811 of the Internal Revenue
Code of 1939;

(9) In the case of decedents dying after December 31, 1953,
property acquired from the decedent by reason of death, form of
ownership, or other conditions (including property acquired through
the exercise or non-exercise of a power of appointment), if by reason
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thereof the property is required to be included in determining the

value of the decedent’s gross estate under chapter 11 of subtitle B

or under the Internal Revenue Code of 1939. In such case, if the

property is acquired before the death of the decedent, the basis shall
be the amount determined under subsection (a) reduced by the
amount allowed to the taxpayer as deductions in computing tax-
able income under this subtitle or prior income tax laws for exhaus-
tion, wear and tear, obsolescence, amortization, and depletion on
such pro[)erty before the death of the decedent. Such basis shall be
applicable to the property commencing on the death of the decedent.

This paragraph shall not apply to—

(A) annuities deseribed in section 72;

(B) property to which paragraph (5) would apply if the
progerty had been acquired by bequest; and

(C) property described in any other paragraph of this sub-
section.

(¢) Prorerry REPREsENTING INcoME IN REspect oF A Dez-
cEpENT.—This section shall not apply to property which constitutes
a right to receive an item of income in respect of a decedent under
section 691,

(d) Emproyse Stock Orprions.—This section shall not apply to
restricted stock options desecribed in section 421 which the employee
has not exercised at death.

SEC. 1015. BASIS OF PROPERTY ACQUIRED BY GIFTS AND TRANSFERS
IN TRUST.

(a) Girrs Arrer DecemBER 31, 1920—If the proﬁerty was ac-
quired by gift after December 31, 1920, the basis shall be the same
as it would be in the hands of the donor or the last 11’prexcs‘ading owner
by whom it was not acquired by gift, except that if such basis (ad-
justed for the period before the date of the gift as provided in section
1016) is greater than the fair market value of the property at the time
of the gift, then for the purpose of determining loss the basis shall be
such fair market value. If the facts necessary to determine the basis
in the hands of the donor or the last preceding owner are unknown
to the donee, the Secretary or his delegate shall, if possible, obtain
such facts from such donor or last preceding owner, or any other
person cognizant thereof. If the Secretary or his delegate finds it
mfossible to obtain such facts, the basis in the hands of such donor
or last preceding owner shall be the fair market value of such property
as found by the Secretary or his delegate as of the date or approxi-
mate date at which, according to the best information that the
Secretary or his delegate is able to obtain, such property was aequired
by such donor or last preceding owner.

(b) Transrer IN Trust Arrer Decimeer 31, 1920.—If the
property was acquired after December 31, 1920, by a transfer in
trust (other than by a transfer in trust by a gift, bequest, or devise),,
the basis shall be the same as it would be in the hands of the grantor
increased in the amount of gain or decreased in the amount of loss
recognized to the grantor on such transfer under the law applicable
to the year in which the transfer was made.

(¢) Girr or TranNsrER IN TrusTr BeEFOrRE JANUARY 1, 1921.—If
the property was acquired by gift or transfer in trust on or before
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December 31, 1920, the basis shall be the fair market value of such
property at the time of such acquisition.,
SEC. 1016. ADJUSTMENTS TO BASIS.

(a) GeneraL RuLe.—Proper adjustment in respect of the property
shall in all cases be made—

(1) for expenditures, receipts, losses, or other items, properly
chargeable to capital account, but no such adjustment shall be
made—

(A) for taxes or other carrying charges described in section 266,
or
(B) for expenditures described in section 173 (relating to cir-
culation expenditures),
for which deductions have been taken by the taxpayer in determin-
ing taxable income for the taxable year or prior taxable years;

(2) in respect of any period since February 28, 1913, for
exhaustion, wear and tear, obsolescence, amortization, and
depletion, to the extent of the amount—

(A) allowed as deductions in computing taxable income under

this subtitle or prior income tax laws, a

(B) resulting (by reason of the deductions so allowed) in a
reduction for any taxable year of the taxpayer’s taxes under
this subtitle (other than chapter 2, relating to tax on self-employ-
inent income), or prior income, war-profits, or excess-profits tax
aws

but not less than the amount allowable under this subtitle or
prior income tax laws. Where no method has been adopted under
section 167 (relating to depreciation deduction), the amount allow-
able shall be determined under section 167 (b) (1). Subparagraph
(B) of this paragraph shall not apply in respect of any period since
February 28, 1913, and before Jlmum'%vi, 1952, unless an election
has been made under section 1020. ere for any taxable year
before the taxable year 1932 the depletion allowance was based on
discovery value or a percentage of income, then the adjustment for
depletion for such year shall be based on the depletion which would
have been allowable for such year if computed without reference to
discovery value or a percentage of income;

(3) in respect of any period—

(A) before March 1, 1913, and

(B) since February 28, 1913, during which such property was
held by a person or an organization not subject to income tax-
ation under this chapter or prior income tax laws,

for exhaustion, wear and tear, obsolescence, amortization, and
depletion, to the extent sustained;

(4) in the case of stock (to the extent not provided for in the
foregoing paragraphs) for the amount of distributions previously
made which, under the law applicable to the year in which the
distribution was made, either were tax-free or were applicable in
reduction of basis (not including distributions made by a corpora-
tion which was classified as a personal service corporation under
the provisions of the Revenue Act of 1918 (40 Stat. 1057), or the
Revenue Act of 1921 (42 Stat. 227), out of its earnings or profits
which were taxable in accordance with the provisions of section 218
of the Revenue Act of 1918 or 1921);
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(5) in the case of any bound (as defined in section 171 (d)) the
interest on which is wholly exempt from the tax imposed by this
subtitle, to the extent of the amortizable bond premium disallowable
as a deduction pursuant to section 171 (a) (2), and in the case of any
other bond (as defined in seetion 171 (d)) to the extent of the deduc-
tions allowable pursuant to section 171 (a) (1) with respeet thereto;

(6) in the case of any short-term municipal bond (as defined in
section 75 (b)), to the extent provided in section 75 (a) (2);

(7) in the case of a residence the acquisition of which resulted,
under section 1034, in the nonrecognition of any part of the gain
realized on the sale, exchange, or involuntary conversion of another
residence, to the extent provided in section 1034 (e);

(8) in the case of property pledged to the Commodity Credit
Corporation, to the extent oty tﬁe amount received as a loan from
the Commodity Credit Corporation and treated by the taxpayer
as income for the year in which received pursnant to section 77,
and to the extent of any deficiency on such loan with respect to
which the taxpayer has been relieved from liability;

(9) for amounts allowed as deductions as deferred expenses
under section 616 (b) (relating to certain expenditures in the de-
velopment of mines) and resulting in a reduction of the taxpayer’s
taxes under this subtitle, but not less than the amounts allowable
under such section for the taxable year and prior years;

(10) for amounts allowed as deductions as deferred expenses
under section 615 (b) (relating to certain exploration expendi-
tures) and resulting in a reduction of the taxpayer’s taxes under
this subtitle but not less than the amounts allowable under such
section for the taxable year and prior years;

(11) for deductions to the extent disallowed under section 268
(relating to sale of land with unharvested crops), notwithstanding
the provisions of any other paragraph of this subsection;

(12) to the extent provided in section 28 (h) of the Internal
Revenue Code of 1939 in the case of amounts specified in a share-
holder’s consent made under section 28 of such code;

(13) to the extent provided in section 551 (f) in the case of the
stock of United States shareholders in a foreign personal holding
company;

(14) {yc;r amounts allowed as deductions as deferred expenses
under section 174 (b) (1) (relating to research and experimental
expenditures) and resulting in a reduction of the taxpayers’ taxes
under this subtitle, but not less than the amounts allowable under
such section for the taxable year and prior years;

15) for deductions to the extent disallowed under section 272
(relating to disposal of coal), notwithstanding the provisions of
any other paragraph of this subsection.

(b) SusstiTuTED BaAsis—Whenever it appears that the basis of
property in the hands of the taxpayer is a substituted basis, then the
adjustments provided in subsection (a) shall be made after first making
in respect of such substituted basis proper adjustments of a similar
nature in respect of the period during which the property was held by
the transferor, donor, or grantor, or during which the other propert;
was held by the person for whom the basis is to be determined. X
similar rule shall be applied in the case of a series of substituted bases.
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The term “substituted basis’” as used in this section means a basis
determined under any provision of this subchapter and subchapters C
(relating to corporate distributions and adjustments), K (relating to
partners and partnerships), and P (relating to capital gains and losses),
or under any corresponding provision of a prior income tax law, pro-
viding that the basis shall be determined—
(1) by reference to the basis in the hands of a transferor, donor,
or grantor, or
(2) by reference to other property held at any time by the
person for whom the basis is to be determined.
(¢) SeraraTE MiNERAL INTERESTS TREATED A8 ONE PROPERTY.—

For treaiment of separate mineral interests as one property, see
section 614.

SEC. 1017. DISCHARGE OF INDEBTEDNESS.

Where any amount is excluded from gross income under section 108
(a) (relating to income from discharge of indebtedness) on account of
the discharge of indebtedness the whole or a part of the amount so
excluded from gross income shall be applied in reduction of the basis
of any property held (whether before or after the time of the discharge)
by the taxpayer during any portion of the taxable year in which such
discharge occurred. The amount to be so applied (not in excess of
the amount so excluded from income, reduced by the amount
of any deduction disallowed under section 108 (a)) and the particular
properties to which the reduction shall be allocated, shall be deter-
mined under regulations (prescribed by the Secretary or his delegate)
in effect at the time of the filing oiy the consent by the taxpayer
referred to in section 108 (a). The reduction shall be made as of the
first day of the taxable year in which the discharge occurred, except
in the case of property not held by the taxpayer on such first day,
in which case it shall take effect as of the time the holding of the
taxpayer began.

SEC. 1018. ADJUSTMENT OF CAPITAL STRUCTURE BEFORE SEPTEM-
BER 22, 1938.

Where a plan of reorganization of a corporation, approved by the
court in a proceeding under section 77B of the National Bankruptcy
Act, as amended (48 Stat. 912), is consummated by adjustment of
the capital or debt structure of such corporation without the transfer
of its assets to another corporation, and a final judgment or decree
in such proceeding has been entered before September 22, 1938,
then the provisions of section 270 of the Bankruptey Act, as amended
(54 Stat. 709; 11 U. 8. C. 670), shall not apply in respect of the property
of such corporation. For purposes of this section, the term ‘“re-
organization” shall not be limited by the definition of such term in
section 112 (g) of the Internal Revenue Code of 1939.

SEC. 1019. PROPERTY ON WHICH LESSEE HAS MADE IMPROVEMENTS.

Neither the basis nor the adjusted basis of any portion of real prop-
erty shall, in the case of the lessor of such property, be increased or

iminished on account of income derived by the lessor in respect of
such property and excludable from gross income under section 109
(relating to improvements by lessee on lessor’s property). If an
amount representing any part of the value of reaf property attrib-
utable to buildings erected or other improvements made by a lessee
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in respect of such property was included in gross income of the lessor

for any taxable year beginning before January 1, 1942, the basis of

each portion of such property shall be properly adjusted for the

amount so included in gross income.

SEC. 1020. ELECTION IN RESPECT OF DEPRECIATION, ETC., ALLOWED
BEFORE 1952,

Any person may elect to have subparagraph (B) of section 1016 (a)
(2) apply in respect of periods since February 28, 1913, and before
January 1, 1952. Such an election shall be made in such manner as
the Secret.a,rf or his delegate may by regulations presecribe and shall
be irrevocable when made, except that an election made on or before
December 31, 1952, may be revoked at any time before January 1,
1955. A revocation of an election shall be made in such manner as the
Secretary or his delegate may by regulations preseribe, and no election
may be made by any person after he has so revoked an election. The
election shall apply in respect of all property held by the person making
the election at any time on or before December 31, 1952, and in respect
of all periods since February 28, 1913, and before Janu 1, 1952,
during which such person held such property or for which adjustments
must be made under section 1016 (b). An election or a revocation of
an election by a transferor, donor, or grantor made after the date of the
transfer, gift, or grant of property shall not affect the basis of such
property in the hands of the transferee, donee, or grantee. No election
may be made under this section after December 31, 1954.

SEC. 1021. SALE OF ANNUITIES,

In case of the sale of an annuity contract, the adjusted basis shall
in no case be less than zero.

SEC. 1022, CROSS REFERENCES. &

(1) For certain distributions by a corporation which are applied in
reduction of basis of stock, see section 301 (¢) (2).

(2) For basis of property in case of certain reorganizations and
arrangements under the Bankruptcy Act, see sections 270, 396, and 522
of that Act, as amended (11 U. 8, C. 670, 796, 922).

(3) For basis in case of construction of new vessels, see section 511
of the Merchant Marine Act, 1936, as amended (46 U. 8. C. 1161).

(4) For rules applicable in case of payments in violation of Defense
Production Act of 1950, as amended, see section 405 of that Act.

PART III—COMMON NONTAXABLE EXCHANGES

Sec. 1031. Exchange of property held for productive use or invest-
ment.

See. 1032, Exchange of stock for property.

Sec. 1033. Involuntary conversions.

Sec. 1034. Sale or exchange of residence.

See. 1035. Certain exchanges of insurance policies.

See. 1036. Stock for stock of same corporation.

SEC. 1031. EXCHANGE OF PROPERTY HELD FOR PRODUCTIVE USE
OR INVESTMENT.

(a) NonrecoGNITION OF GAIN OR Loss From ExcHANGES SOLELY
v Kinp.—No gain or loss shall be recognized if property held for pro-
ductive use in trade or business or for investment (not including stock
in trade or other property held primarily for sale, nor stocks, bonds,
notes, choses in action, certificates of trust or beneficial interest, or
other securities or evidences of indebtedness or interest) is exchanged
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solely for property of a like kind to be held either for productive use in
trade or business or for investment.

(b) Gamvy From Excaances Nor Sovery v Kino.—If an exchange
would be within the provisions of subsection (a), of section 1035 (a),
or of section 1036 (a), if it were not for the fact that the property
received in exchange consists not only of property permitted by such
provisions to be received without the recognition of gain, but also of
other property or money, then the gain, if any, to the recipient shall
be recognized, but in an amount not in excess of the sum of such
money and the fair market value of such other property.

(¢) Loss From Excaanaes Nor Sorery iv Kino.—If an exchange
would be within the provisions of subsection (a), of section 1035 (a),
or of section 1036 (a), if it were not for the fact that the property
received in exchange consists not only of property permitted by such
provisions to be received without the recognition of gain or loss, but
also of other property or money, then no loss from the exchange shall
be recognized.

(d) Basrs—If property was acquired on an exchange described in
this seetion, section 1035 (a), or section 1036 (a), then the basis shall
be the same as that of the property exchanged decreased in the amount
of any money received by the taxpayer and increased in the amount
of gain to the taxpayer that was recognized on such exchange. If the
property so acquired consisted in part of the type of property per-
mitted by this section, section 1035 (a), or section 1036 (a), to be
received without the recognition of gain or loss, and in part of other
Eroperty, the basis provided in this paragraph shall be allocated

etween the properties (other than money) received, and for the pur-
pose of the allocation there shall be assigned to such other property
an amount equivalent to its fair market value at the date of the
exchange. TFor purposes of this section, section 1035 (a), and sec-
tion 1036 (a), where as part of the consideration to the taxpayer
another party to the exchange assumed a liability of the taxpayer or
acquired from the taxpayer property subject to a liability, such
assumption or acquisition (in the amount of the liability) shall be
considered as money received by the taxpayer on the exchange.

SEC. 1032, EXCHANGE OF STOCK FOR PROPERTY.

(a) NongrEcoaNITION OF GAIN OR Loss—No gain or loss shall
be recognized to a corporation on the receipt of money or other
property in exchange for stock (including treasury Btoci) of such
corporation,

(b) Basis.—

For basis of property acquired by a corporation in certain exchanges
for its stock, see section 362,

SEC. 1033. INVOLUNTARY CONVERSIONS.

(a) GenerAL RurLe—If property (as a result of its destruction in
whole or in part, theft, seizure, or requisition or condemnation or threat
or imminence thereof) is compulsorily or involuntarily converted—

(1) CoNVERSION INTO SIMILAR PROPERTY.—Into property similar
or related in service or use to the property so converted, no gain
shall be recognized.

(2) CoNVERSION INTO MONEY WHERE DISPOSITION OCCURRED

PRIOR TO 1951.—Into money, and the disposition of the converted

property occurred before January 1, 1951, no gain shall be recognized
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if such money is forthwith in good faith, under regulations pre-
scribed by the Secretary or his delegate, expended in the acquisition
of other property similar or related in service or use to the property
so converted, or in the acquisition of control of a corporation owning
such other property, or in the establishment of a replacement fund.
If any part of the money is not so expended, the gain shall be recog-
nized to the extent of the money which is not so expended (regardless
of whether such money is received in one or more taxable years and
regardless of whether or not the money which is not so expended
constitutes gain). For purposes of this paragraph and paragraph
(3), the term “disposition of the converted property”’ means the .
destruction, theft, seizure, requisition, or condemnation of the con-
verted property, or the sale or exchange of such property under
threat or imminence of requisition or condemnation.

(3) CONVERSION INTO MONEY WHERE DISPOSITION OCCURRED
AFTER 1950.—Into money or into property not similar or related in
service or use to the converted property, and the disposition of the
converted property (as deﬁnedp in paragraph (2)) occurred after
December 31, 1950, the gain (if any) shall be recognized except to the
extent hereinafter provided in this paragraph:

(A) NonrEcOoGNITION OF GAIN.—If the taxpayer during the
period specified in subparagraph (B), for the purpose of replac-
mﬁthe property so converted, purchases other property similar or
related in service or use to the property so converted, or purchases
stock in the acquisition of control of a corporation owning such
other property, at the election of the taxpayer the gain shall
be recognized only to the extent that the amount realized upon
such conversion ge dless of whether such amount is received
in one or more taxable years) exceeds the cost of such other prop-
erty or such stock. Such election shall be made at such time and
in such manner as the Secretary or his delegate may by regulations
prescribe. For purposes of this paragraph—

(i) no property or stock acquired before the disposition of
the converted property shall be considered to have been ac-
quired for the purpose of replacing such converted property
uniless held by the taxpayer on the date of such disposition;
an

(ii) the taxpayer shall be considered to have purchased prop-
erty or stock only if, but for the provisions of subsection (¢) of
this section, the unadjusted basis of such property or stock
would be its cost within the meaning of section 1012,

(B) PErIOD WITHIN WHICH PROPERTY MUST BE REPLACED.—
The period referred to in subparagraph (A) shall be the period be-
ginning with the date of the disposition of the converted property,
or the earliest date of the threat or imminence of requisition or
con&derr:lj_mtion of the converted property, whichever is the earlier,
and em

* (i) one year after the close of the first taxable year in which

any part of the gain upon the conversion is realized, or

(ii) subject to such terms and conditions as may be specified
by the Secretary or his delegate, at the close of such later date
as the Secretary or his delegate may designate on application
by the taxpayer. Such application shall be made at such time
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and in such manner as the Secretary or his delegate may by

regulations prescribe.

(C) TiMe FOR ASSESSMENT OF DEFICIENCY ATTRIBUTABLE TO
GAIN UPON coNVERsIoN.—If a taxpayer has made the election pro-
vided in subparagraph (A), then—

(i) the statutory period for the assessment of any deficiency,
for any taxable year in which any part of the gain on such
conversion is realized, attributable to such gain shall not expire
prior to the expiration of 3 years from the date the Secretary
or his delegate is notified by the taxpayer (in such manner as
the Secretary or his delegate may by regulations preseribe) of
the replacement of the converted property or of an intention
not to replace, and

(ii) such deficiency may be assessed before the expiration
of such 3-year period notwithstanding the provisions of section
6212 (¢) or the provisions of any other law or rule of law which
would otherwise prevent such assessment.

(D) TiMBE FOR ASSESSMENT OF OTHER DEFICIENCIES ATTRIBUT-
ABLE To BLECTION.—If the election provided in subparagraph (A)
is made by the taxpayer and such other property or such stock was
purchased before the beginning of the last taxable year in which
any part of the gain upon such conversion is realized, any de-
ficiency, to the extent resulting from such election, for any taxable
year ending before such last taxable year may be assessed (not-
withstanding the provisions of section 6212 (¢) or 6501 or the pro-
visions of any other law or rule of law which would otherwise
prevent such assessment) at any time before the expiration of the
geriod within which a deficiency for such last taxable year may

e assessed.

(b) Resmunce oF Taxpaver.—Subsection (a) shall not apply, in
the case of property used by the taxpayer as his principal residence,
if the destruction, theft, seizure, requisition, or condemnation of the
residence, or the sale or exchange of such residence under threat or
imminence thereof, occurred after December 31, 1950, and before
January 1, 1954,

(c) Basis or ProrerTy Acquirep TrroveH INvorunTArRY CoON-
vErstoN.—If the property was acquired, after February 28, 1913,
as the result of a compulsory or involuntary conversion described in
subsection (a) (1) or (2), the basis shall be the same as in the case of
the property so converted, decreased in the amount of any mone
received by the taxpayer which was not expended in accordance wit.
the provisions of law &pplicable to the year in which such conversion
was made) determining the taxable status of the gain or loss upon such
conversion, and increased in the amount of gain or decreased in the
amount of loss to the taxpayer recognized upon such conversion under
the law applicable to the year in which such conversion was made.
This subsection shall not apply in respect of property acquired as a
result of a compulsory or involuntary conversion of property used by
the taxpayer as his principal residence if the destruction, t.hafytt, seizure,
requisition, or condemnation of such residence, or the sale or exchange
of such residence under threat or imminence thereof, occurred after
December 31, 1950, and before January 1, 1954. In the case of
property purchased by the taxpayer in a transaction described in
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subsection (a) (3) which resulted in the nonrecognition of any part
of the gain realized as the result of a compulsory or involuntary
conversion, the basis shall be the cost of such property decreased in
the amount of the gain not so recognized; and if the property pur-
chased consists of more than one piece of property, the basis deter-
mined under this sentence shall be allocated to the purchased proper-
ties in proportion to their respective costs.

(d) ProrerTY Sornp Pumsvant 1o REecramarion Laws.—For
purposes of this subtitle, if property lying within an irrigation project
1s sold or otherwise disposed of in order to conform to the acreage
limitation provisions of Federal reclamation laws, such sale or dis-
position shall be treated as an involuntary conversion to which this
section applies.

(e) Livesrock DEsTroYED BY DisEase.—For purposes of this
subtitle, if livestock are destroyed by or on account of disease, or
are sold or exchanged because of disease, such destruction or such
sale or exchange shall be treated as an involuntary conversion to
which this section applies.

(f) Cross REFERENCES.—

(1) For determination of the period for which the taxpayer has held
property involuntarily converted, see section 1223,

(2) For treatment of gains from involuntary conversions as capital
gains in certain cases, see section 1231 (a).

SEC. 1034. SALE OR EXCHANGE OF RESIDENCE,

(a) NonrecoaNITION OF GAIN.—If property (in this section called
“old residence’’) used by the taxpayer as his principal residence is
sold by him after December 31, 1953, and, within a period beginnin
1 year before the date of such sale and ending 1 year after suc
date, property (in this section called “new residence”) is purchased
and used by the taxpayer as his principal residence, gain (if any)
from such sale shall be recognized only to the extent that the tax-
payer’s adjusted sales price %:E defined in subsection (b)) of the old
residence exceeds the taxpayer’s cost of purchasing the new residence.

(b) ApjusteED SALES PRICE DEFINED.—

(1) In gEnErAL.—For purposes of this section, the term “ad-
justed sales price’” means the amount realized, reduced by the
aggregate of the expenses for work performed on the old residence
in order to assist in its sale,

(2) Limrrarions.—The reduction provided in paragraph (1)
applies only to expenses—

(A) for work performed during the 90-day period ending on
the day on which the contract to sell the old residence is entered
mnto;

(B) which are paid on or before the 30th day after the date of
the sale of the old residence; and

(C) which are—

1) not allowable as deductions in computing taxable income
under section 63 (a) (defining taxable income), and

(i1) not taken into account in computing the amount realized
from the sale of the old residence.

(3) Errecrive pare.—The reduction provided in paragraph (1)
applies to expenses for work performed in any taxable year (whether
beginning before, on, or after January 1, 1954), but only in the case
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of a sale or exchange of an old residence which occurs after Decem-

ber 31, 1953.

(¢) RuLes ror AprricaTioN oF SecrioN.—For purposes of this
section:

(1) An exchange by the taxpayer of his residence for other prop-
erty shall be treated as a sale of such residence, and the acquisition
of a residence on the exchange of property shall be treated as a
purchase of such residence.

(2) A residence any part of which was constructed or recon-
structed by the taxpayer shall be treated as purchased by the
taxpayer. In determining the taxpayer’s cost of purchasing a
residence, there shall be included only so much of his cost as is
attributable to the acquisition, construction, reconstruction, and
improvements made which are gljoperly cil&lgeable to capital
account, during the period specified in subsection (a).

(3) If a residence is purchased by the taxpayer before the date
of his sale of the old residence, the purchased residence shall not be
treated as his new residence if sold or otherwise disposed of by him
before the date of the sale of the old residence.

(4) If the taxpayer, during the period described in subsection
(a), purchases more than one residence which is used by him as his
principal residence at some time within 1 year after the date of
the sale of the old residence, only the last of such residences so used
by him after the date of such sale shall constitute the new residence.

(5) In the case of a new residence the construction of which was
commenced by the taxpayer before the expiration of one year after
the date of the sale of the old residence, the period specified in sub-
section (a), and the 1 year referred to in paragraph (4) of this
subsection, shall be treated as including a period of 18 months
beginning with the date of the sale of the old residence.

(d) LamiTaTron.—Subsection (a) shall not apply with respect to
the sale of the taxpayer’s residence if within 1 year before the
date of such sale the taxpayer sold at a gain other property used by
him as his principal residence, and any part of such gain was not
recognized by reason of subsection (a) or section 112 (n) of the Internal
Revenue Code of 1939.

(e) Basis or Now ResipENcE.—Where the purchase of a new
residence results, under subsection (a) or under section 112 (n) of
the Internal Revenue Code of 1939, in the nonrecognition of gain
on the sale of an old residence, in determining the adjusted basis of
the new residence as of any time following the sale of the old residence,
the adjustments to basis shall include a reduction by an amount
equal to the amount of the gain not so recognized on t{e sale of the
old residence. For this purpose, the amount of the gain not so
recognized on the sale of the old residence includes only so much of
such gain as is not recognized by reason of the cost, up to such time,
of purchasing the new residence.

(f) TenanNT-StockHOLDER IN A CoorEraTivE Housing Corrora-
TioN.—For purposes of this section, section 1016 (relating to adjust-
ments to basis), and section 1223 (relating to holding period), refer-
ences to property used by the taxpayer as his principal residence, and
references to the residence of a taxpayer, shaﬁ. include stock held by
a tenant-stockholder (as defined in section 216, relating to deduction
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for amounts representing taxes and interest paid to a cooperative
housing corporation) in a cooperative housing corporation (as defined
in such section) if—

(1) in the case of stock sold, the house or apartment which the
taxpayer was entitled to occupy as such stockholder was used by
him as his principal residence, and

(2) in the case of stock purchased, the taxpayer used as his
principal residence the house or apartment which he was entitled
to oceupy as such stockholder.

(g) Hussanp anp Wire.—If the taxpayer and his spouse, in accord-
ance with regulations which shall be preseribed by the Secretary or
his delegate pursuant to this subsection, consent to the application
of paragraph (2) of this subsection, then—

(1) for purposes of this section—

(A) the taxpayer’s adjusted sales price of the old residence is
the adjusted sales price (of the taxpayer, or of the taxpayer and
his spouse) of the old residence, and

(B) the taxpayer’s cost of purchasing the new residence is the
cost (to the taxpayer, his spouse, or both) of purchasing the new
residence (whether held by the taxpayer, his spouse, or the
taxpayer and his spouse); and
(2) so much of the gain on the sale of the old residence as is not

recognized solely by reason of this subsection, and so much of the

adjustment under subsection (e) to the basis of the new residence

as results solely from this subsection shall be allocated between

the taxpayer and his spouse as provided in such regulations.
This subsection shall apply only if the old residence and the new
residence are each used by the taxpayer and his spouse as their princi-
pal residence. In case the taxpayer and his spouse do not consent to
the application of paragraph (2) of this subsection then the recognition
of gain on the sale of the old residence shall be determined under this
section without regard to the rules provided in this subsection.

MgeumsBErs oF ArMED Forces.—The running of any period of

time specified in subsection (a) or (¢) (other than the 1 year referred
to in subsection (¢) (4)) shall be suspended during any time that the
taxpayer (or his spouse if the old residence and the new residence are
each used by the taxpayer and his spouse as their principal residence)
serves on extended active duty with the Armed Forces of the United
States after the date of the sale of the old residence and during an
induction period (as defined in section 112 (¢) (5)) except that any
such pel‘ioéj of time as so suspended shall not extend beyond the date
4 years after the date of the sale of the old residence. For purposes of
this subsection, the term “extended active duty’ means any period of
active duty pursuant to a call or order to such duty for a period in
excess of 90 days or for an indefinite period.

(1) Seecran Rune ror InvorLunTARY CONVERSIONS.—

(1) In eeneEranL.—For purposes of this section, the destruction,
theft, seizure, requisition, or condemnation of property, or the sale
or exchange of property under threat or imminence thereof—

(A) if oceurring after December 31, 1950, and before January
1, 1954, shall be treated as the sale of such property; and

(B) if occurring after December 31, 1953, shall not be treated
as the sale of such property.
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(2) Cross REFERENCE.—

For treaiment of residences involuntarily converted after December
31, 1953, see section 1033 (relating to involuntary conversions).

() Stature oF Limrrarions.—If after December 31, 1950, the
taxpayer during a taxable year sells at a gain property used by him
as his principal residence, then—

(1) the statutory period for the assessment of any deficiency
attributable to any part of such gain shall not expire before the
expiration of 3 years from the date the Secretary or his delegate
is notified by the taxpayer (in such manner as the Secretary or
his delegate may by regulations preseribe) of—

(A) the taxpayer’s cost of purchasing the new residence which
the taxpayer claims results in nonrecognition of any part of such
ain,
(B) the taxpayer’s intention not to purchase a new residence
within the period specified in subsection (a), or
(C) a failure to make such purchase within such period; and

(2) such deficiency may be assessed before the expiration of such
3-year period notwithstanding the provisions of any other law or
rule of law which would otherwise prevent such assessment.

SEC. 1035. CERTAIN EXCHANGES OF INSURANCE POLICIES.

(a) GeneraL Rures.—No gain or loss shall be recognized on the
exchange of—

(1) a contract of life insurance for another contract of life insur-
ance or for an endowment or annuity contract; or

(2) a contract of endowment insurance (A) for another contract
of endowment insurance which provides for regular payments
beginning at a date not later than the date payments would have
begun under the contract exchanged, or (B) for an annuity con-
tract; or

(3) an annuity contract for an annuity contract.

(b) DeriniTioNs.—For the purpose of this section—

(1) ENpowMENT cONTRACT.—A contract of endowment insurance
is a contract with a life insurance company as defined in section 801
which depends in part on the life expectancy of the insured, but
which may be payable in full in a single payment during his life.

(2) ANNuUITY cONTRACT.—An annuity contract is & contract to
which paragraph (1) applies but which may be payable during the
life of the annuitant only in installments.

(3) Lire INSURANCE CONTRACT.—A contract of life insurance is a
contract to which paragraph (1) applies but which is not ordinarily
payable in full during the life of the insured.

(¢) Cross REFERENCES—

(1) For rules relating to recognition of gain or loss where an exchange
is not solely in kind, see subsections (b) and (c¢) of section 1031.
(2) For rules relating to the basis of property acquired in an exchange
described in subsection (a), see subsection (d) of section 1031.
SEC. 1036. STOCK FOR STOCK OF SAME CORPORATION.

(n) GexerAL RunLe.—No gain or loss shall be recognized if common
stock in a corporation is exchanged solely for common stock in the
same corporation, or if preferred stock in a corporation is exchanged
solely for preferred stock in the same corporation,
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(b) Cross REFERENCES.—

. (1) For rules relating to recognition of gain or loss where an exchange
is not solely in kind, see subsections (b) and (¢) of section 1031.
(2) For rules relating to the basis of property acquired in an exchange
deseribed in subsection (a), see subsection (d) of section 1031,

PART IV—SPECIAL RULES

Sec. 1051. Property acquired during affiliation.

Sec. 1052, Basis established by the Revenue Act of 1932 or 1934
or by the Internal Revenue Code of 1939.

Seec. 1053. Property acquired before March 1, 1913.

Sec. 1054. Cross references.

S8EC. 1051, PROPERTY ACQUIRED DURING AFFILIATION.

In the case of property acquired by a corporation, during a period of
affiliation, from a corporation with which it was affiliated, the basis of
such property, after such period of affiliation, shall be determined, in
accordance with regulations prescribed by the Secretary or his dele-
gate, without regard to inter-company transactions in respect of which
gain or loss was not recognized. Fyor purposes of this section, the
term “period of affiliation’” means the period during which such corpo-
rations were affiliated (determined in accordance with the law ap-
plicable thereto) but does not include any taxable year beginning on
or after January 1, 1922, unless a consolidated return was made, nor
any taxable year after the taxable year 1928. The basis in case of
property acquired bﬁ a corporation during any period, in the taxable
year 1929 or any subsequent taxable year, in respect of which a con-
solidated return was made by such corporation under chapter 8 of this
subtitle (see. 1501 and following) or under section 141 of the Internal
Revenue Code of 1939 or of the %evenue Act of 1938, 1936, 1934, 1932,
or 1928 shall be determined in accordance with regulations preseribed
under section 1502 or in accordance with regulations prescribed
under the appropriate section 141, as the case may be. The basis in
the case of property held by a corporation during any period, in the
taxable year 1929 or any subsequent taxable year, in respect of which
a consolidated return was made by such corporation under chapter 6
of this subtitle or such section 141 shall be adjusted in respect of
any items relating to such period, in accordance with regulations
prescribed under section 1502 or in accordance with regulations
prescribed under the appropriate section 141, as the case may be.
SEC. 1052. BASIS ESTABLISHED BY THE REVENUE ACT OF 1932 OR

1934 OR BY THE INTERNAL REVENUE CQDE OF 1939,

(a) Revenue Act or 1932.—If the property was acquired, after
February 28, 1913, in any taxable year beginning before January 1,
1934, and the basis thereof, for purposes of the Revenue Act of 1932
was prescribed by section 113 (a) (6), (7), or (9) of such Act (47 Stat.
199), then for purposes of this subtitle the basis shall be the same as
the basis therein prescribed in the Revenue Act of 1932.

(b) Revenur Act or 1934.—If the property was acquired, after
February 28, 1913, in any taxable year beginning before January 1,
1936, and the basis thereof, for purposes of the Revenue Act of 1934,
was prescribed by section 113 (a) (6), (7), or (8) of such Act (48 Stat.
706), then for purposes of this subtitle the basis shall be the same as
the basis therein prescribed in the Revenue Act of 1934,
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(¢) InTerNAL ReEvenur Cobe oF 1939.—If the property was ac-
uired, after February 28, 1913, in a transaction to which the Internal
Z(l-]{evenue Code of 1939 applied, and the basis thereof, for purposes of
the Internal Revenue Code of 1939, was prescribed by section 113 (a)
(6), (7), (8), (13), (15), (18), (19), or (23) of such code, then for pur-
poses of this subtitle the basis shall be the same as the basis therein
prescribed in the Internal Revenue Code of 1939.
SEC. 1053. PROPERTY ACQUIRED BEFORE MARCH 1, 1913.

In the case of property acquired before March 1, 1913, if the basis
otherwise determined under this part, adjusted (for the period before
March 1, 1913) as provided in section 1016, is less than the fair
market value of the property as of March 1, 1913, then the basis for
determining gain shall be such fair market value. In determining
the fair market value of stock in a corporation as of March 1, 1913,
due regard shall be given to the fair market value of the assets of the
corporation as of that date.

SEC. 1054. CROSS REFERENCES.

(1) For nonrecognition of gain in connection with the transfer of
obsolete vessels to the Maritime Administration under section 510 of the
Merchant Marine Act, 1936, see subsection (e) of that section, as
amended August 4, 1939 (46 U. 8. C. 1160).

(2) For recognition of gain or loss in connection with the construction
ogsrit;w vessels, see section 511 of such Act, as amended (46 U. S. C.
1 .

(3) For nonrecognition of gain in connection with vessels exchanged
with the Maritime Administration under section 8 of the Merchant Ship
?’?}leli)‘ Act of 1946, see subsection (a) of that section (50 U. S. C. App.

PART V—CHANGES TO EFFECTUATE F. C. C. POLICY
Sec. 1071. G&II:‘D émén sale or exchange to effectuate policies of

SEC. 1071. GA(l)l; EI;R(()}.MCSALE OR EXCHANGE TO EFFECTUATE POLICIES
(a) NonrecoeNITION OF GAIN OR Loss.—If the sale or exchange of
%roperty (including stock in & corporation) is certified by the Federal
ommunications Commission to be necessary or appropriate to effec-
tuate the policies of the Commission with respect to the ownership
and control of radio broadeasting stations, such sale or exchange shall,
if the taxpayer so elects, be treated as an involuntary conversion of
such property within the meaning of section 1033. ¥or purposes of
such section as made applicable by the provisions of this section,
stock of a corporation operating a radio broadcasting station, whether
or not representing control of such corporation, shall be treated as
property similar or related in service or use to the property so con-
verted. The part of the gain, if any, on such sale or exchange to
which section 1033 is not applied shall nevertheless not be recognized,
if the taxpayer so elects, to the extent that it is applied to reduce the
basis for determining gain or loss on sale or exchange of property,
of a character subject to the allowance for depreciation under section
167, remaining in the hands of the taxpayer immediately after the
sale or exchange, or acquired in the same taxable year. The manner
and amount 0% such reduction shall be determined under regulations
prescribed by the Secretary or his delegate. Any election made by the
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taxpayer under this section shall be made by a statement to that effect
in his return for the taxable year in which the sale or exchange takes
place, and such election shalfbe binding for the taxable year and all
subsequent taxable years.

(b) Basis.—

For basis of property acquired on a sale or exchange treated as an
involuntary conversion under subsection (a), see section 1033 (c).

PART VI-EXCHANGES IN OBEDIENCE TO S. E. C. ORDERS

Sec. 1081. Nonrecognition of gain or loss on exchanges or distribu-
tions in obedience to orders of 8. E. C.

Sec. 1082. Basis for determining gain or loss.

See. 1083. Definitions.

SEC. 1081. NONRECOGNITION OF GAIN OR LOSS ON EXCHANGES OR
DISTRIBUTIONS IN OBEDIENCE TO ORDERS OF 8. E. C.
(a) Excaanees oF Stock or SecurrTies ONLy.—No gain or loss
shall be recognized to the transferor if stock or securities in a cor-
poration which is a registered holding company or a majority-owned
subsidiary company are transferred to such corporation or to an
associate company thereof which is a registered holding company or
a majority-owned subsidiary company solely in exchange for stock
or securities (other than stock or securities which are nonexempt
property), and the exchange is made by the transferee corporation in
obedience to an order of the Securities and Exchange Commission.
(b) ExcEANGES AND SALES OF PRoPERTY BY CORPORATIONS. —

(1) GeneraL ruLE.—No gain shall be recognized to a transferor
corporation which is a registered holding company or an associate
company of a registered holding company, if such corporation,
in obedience to an order of the Securities and Exchange Commis-
sion, transfers property in exchange for property, and such order
recites that such exchange by the transferor corporation is necessary
or appropriate to the integration or simplification of the holding
company system of which the transferor corporation is a member.
Any gain, to the extent that it cannot be applied in reduction of
basis under section 1082 (a) (2), shall be recognized.

(2) Nonexempr PROPERTY.—If any such property so received is
nonexempt property, gain shall be recognized unless such nonexempt
property or an amount equal to the fair market value of such
property at the time of the transfer is, within 24 months of the
transfer, under regulations prescribed by the Secretary or his dele-

ate, and in accordance with an order of the Securities and Exchange
%ommission, expended for property other than nonexempt property
or is invested as a contribution to the capital, or as paid-in surplus,
of another corporation, and such order recites that such expenditure
or investment by the transferor corporation is necessary or appro-
priate to the integration or simplification of the holding company
system of which the transferor corporation is a member. If the fair
market value of such nonexempt property at the time of the transfer
exceeds the amount expended and the amount invested, as required
in the preceding sentence, the gain, if any, to the extent of such
excess, shall be recognized.

(3) CANCELLATION OR REDEMPTION OF STOCK OR SECURITIES, —
For purposes of this subsection, a distribution in cancellation or
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redemption (except a distribution having the effect of a dividend)
of the whole or a part of the transferor’s own stock (not acquired
on the transfer) and a payment in complete or partial retirement or
cancellation of securities representing indebtedness of the transferor
or a complete or partial retirement or cancellation of such securities
which is a part of the consideration for the transfer shall be con-
sidered an expenditure for ]i*aroperty other than nonexempt property,
and if, on the transfer, a liability of the transferor is assumed, or
property of the transferor is transferred subject to a liability, the
amount of such liability shall be considered to be an expenditure by
the transferor for property other than nonexempt property.

(4) Consents.—This subsection shall not apply unless the
transferor corporation consents, at such time and in such manner
as the Secretary or his delegate may by regulations prescribe to the
regulations preseribed under section 1082 (a) (2) in effect at the time
of filing its return for the taxable year in which the transfer occurs.
(¢) DISTRIBUTION OF STOCK OR SECURITIES ONLY.—

(1) I~ generaL.—If there is distributed, in obedience to an order
of the Securities and Exchange Commission, to a shareholder in a
corporation which is a registered holding company or a majority-
owned subsidiary company, stock or securities (other than stock or
securities which are nonexempt property), without the surrender by
such shareholder of stock or securities mn such corporation, no gain
to the distributee from the receipt of the stock or securities so dis-
tributed shall be recognized.

(2) SeeciaL RULE.—If—

(A) there is distributed to a shareholder in a corporation rights
to acquire common stock in a second corporation without the
surrender by such shareholder of stock in the first corporation,

(B) such distribution is in accordance with an arrangement
forming a ground for an order of the Securities and Exchange
Commission issued pursuant to section 3 of the Publie Utility
Holding Company Act of 1935 (49 Stat. 810; 15 U. S. C. 79¢) that
such corporation is exempt from any provision or provisions of
such Act, and

(C) before January 1, 1958, the first corporation disposes of
all of the common stock in the second corporation which it owns,

then no gain to the distributee from the receipt of the rights so
distributed shall be recognized. If the first corporation does not,
before January 1, 1958, dispose of all of the common stock which
it owns in the second corporation, then the periods of limitation
provided in sections 6501 and 6502 on the making of an assessment
or the collection by levy or a proceeding in court shall, with respect
to any deficiency (including interest and additions to the tax)
resulting solely from the receipt of such rights to acquire stock,
include one year immediately following the date on which the
first eorporation notifies the gecretary or his delegate whether or
not the requirements of subparagraph (C) of the preceding sentence
have been met; and such assessment and collection may be made
notwithstanding any provision of law or rule of law which would
otherwise prevent such assessment and collection. s
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(d) Traxsrers WiTHIN SysteM Group—
(1) GeneraL rRULE.—No gain or loss shall be recognized to a
corporation which is a member of a system group—

(A) if such corporation transfers property to another corpora-
tion which is a member of the same system group in exchange for
other property, and the exchange by each corporation is made in
obedience to an order of the Securities and Exchange Commission,

or

(B) if there is distributed to such corporation as a shareholder
in a corporation which is a member of the same system group,
property, without the surrender by such shareholder of stock or
securities in the corporation making the distribution, and the
distribution is made and received in obedience to an order of the

Securities and Exchange Commission.

If an exchange by or a distribution to a corporation with respect to
which no gain or loss is recognized under any of the provisions of
this paragraph may also be considered to be within the provisions
of subsection (a), (b), or (c), then the provisions of this paragraph
only shall apply.

(2) SALEs oF STOCK OR SECURITIES.—If the property received
on an exchange which is within any of the provisions of para-

aph (1) consists in whole or in part of stock or securities issued

y the corporation from which such property was received, and
if in obedience to an order of the Securities and Exchange Com-
mission such stock or securities (other than stock which is not
preferred as to both dividends and assets) are sold and the pro-
ceeds derived therefrom are applied in whole or in part in the
retirement or cancellation of stock or of securities of the recipient
corporation outstanding at the time of such exchange, no gain or
loss shall be recognized to the recipient corporation on the sale
of the stock or securities with respect to which such order was
made; except that if any part of the proceeds derived from the
sale of such stock or securities is not so apﬁh’ed, or if the amount
of such proceeds is in excess of the fair market value of such stock
or securities at the time of such exchange, the gain, if any, shall
be recognized, but in an amount not in excess of the proceeds which
are not so applied, or in an amount not more than the amount by
which the proceeds derived from such sale exceed such fair market
value, whichever is the greater.

(e) Excaavces Nor SoneLy iy Kinp.—

(1) GeNERAL RULE.—If an exchange (not within any of the
provisions of subsection (d)) would be within the provisions of
subsection (a) if it were not for the fact that property received in
exchange consists not only of property permitted by such sub-
section to be received without the recognition of gain or loss, but
also of other property or money, then the gain, if any, to the re-
cipient shall be recognized, but in an amount not in excess of the
sum of such money and the fair market value of such other property,
and the loss, if any, to the recipient shall not be recognized.

(2) DIsTRIBUTION TREATED AS DIVIDEND.—If an exchange is
within the provisions of paragraph (1) and if it includes a distri-
bution which has the effect of the distribution of a taxable dividend,
then there shall be taxed as a dividend to each distributee such an
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amount of the gain recognized under such paragraph as is not in

excess of his ratable share of the undistributed earnings and profits

of the corporation accumulated after February 28, 1913. The

remainder, if any, of the gain recognized under paragraph (1)

shall be taxed as a gain from the exchange of property.

(f) ConprTiONs FOR APPLICATION OF SECTION.—]chept in the ease
of a distribution deseribed in subsection (¢) (2), the provisions of this
section shall not apply to an exchange, expenditure, investment,
distribution, or sale unless—

(1) the order of the Securities and Exchange Commission in
obedience to which such exchange, expenditure, investment, dis-
tribution, or sale was made recites that such exchange, expenditure,
investment, distribution, or sale is necessary or s;gpropriate to
effectuate the provisions of section 11 (b) of the Publie Utility
Holding Company Act of 1935 (49 Stat. 820; 15 U. 8. C. 79k (b)),

(2) such order specifies and itemizes the stock and securities and
other property which are ordered to be acquired, transferred,
received, or sold on such exchange, acquisition, expenditure, dis-
tribution, or sale, and, in the case of an investment, the invest-
ment to be made, and

(3) such exchange, acquisition, expenditure, investment, dis-
tribution, or sale was made in obedience to such order, and was
completed within the time preseribed therefor.

(2) Nonaprrication oF OraeEr Provisions.—If a distribution
described in subsection (¢) (2), or an exchange or distribution made
in obedience to an order of the Securities and Exchange Commission,
is within any of the provisions of this part and may also be considered
to be within any of the ether provisions of this subehapter or sub-
chapter C (sec. 301 and following, relating to corporate distributions
and adjustments), then the provisions of this part only shall apply.

SEC. 1082. BASIS FOR DETERMINING GAIN OR LOSS.
(a) ExcEANGES (GENERALLY.—

(1) ExXCHANGES SUBJECT TO THE PROVISIONS OF SECTION 1081 (a)
or (e).—If the property was acquired on an exchange subject to
the provisions of section 1081 (a) or (e), or the corresponding pro-
visions of prior internal revenue laws, the basis shall be the same
as in the case of the property exchanged, decreased in the amount
of any money received by the taxpayer, and increased in the amount
of gain or decreased in the amount of loss to the taxpayer that was
recognized on such exchange under the law applicable to the year
in which the exchange was made. If the property so acquired
consisted in part of the type of property permitted by section
1081 (a) to be received without the recognition of gain or loss, and
in part of nonexempt property, the basis provided in this subsection
shall be allocated between the properties (other than money)
received, and for the purpose of the allocation there shall be as-
signed to such nonexempt property (other than money) an amount
equivalent to its fair mar!:et, value at the date of the exchange.

is subsection shall not apply to property acquired by a cor-
poration by the issuance of its stock or securities as the considera-
tion in whole or in part for the transfer of the property to it.

(2) EXCHANGES SUBJECT TO THE PROVISIONS OF SECTION 1081 (b).—
The gain not recognized on a transfer by reason of section 1081 (b)
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or the corresponding provisions of prior internal revenue laws
shall be applied to reduce the basis for determining gain or loss on
sale or exéimuga of the following categories of property in the hands
of the transferor immediately after the transfer, and property
acquired within 24 months after such transfer by an expenditure
or investment to which section 1081 (b) relates on aceount of the
acquisition of which gain is not recognized under such subsection,
in the following order:

(A) property of a character subject to the allowance for depre-
ciation under section 167;

(B) property (not described in subparagraph (A)) with respect
to which a deduction for amortization is allowable under section
168 or 169;

(C) property with respect to which a deduction for depletion
is allowable under section 611 but not allowable under section 613;

(D) stock and securities of corporations not members of the
system group of which the transferor is a member (other than
stock or securities of a corporation of which the transferor is a
gubsidiary);

(E) securities (other than stock) of corporations which are
members of the system group of which the transferor is & member
(other than securities of the transferor or of a corporation of
which the transferor is a subsidiary);

(F) stock of corporations Whlqiﬁ are members of the system
group of which the transferor is a member (other than stock of
the transferor or of a corporation of which the transferor is a
subsidiary);

(GQ) ﬂother remaining property of the transferor (other than
stock or securities of the transferor or of a corporation of which
the transferor is a subsidiary).

The manner and amount of the reduction to be applied to particular

property within any of the categories described in subparagraphs

(A) to (@), inclusive, shall be determined under regulations pre-

scribed by the Secretary or his delegate.

(3) BASIS IN CASE OF PRE-1942 AcqQuisiTroN.—Notwithstandin
the provisions of paragraph (1) or (2), if the property was acquir
in a taxable year beginning before January 1, 1942, in any manner
described in section 372 of the Internal Revenue Code of 1939
before its amendment by the Revenue Act of 1942, the basis shall be
that prescribed in such section (before its amendment by such Act)
with respect to such property.

(b) TrANSFERS TO anromnows.——If, in connection with a trans-
fer subiect to the provisions of section 1081 (a), (b), or (e) or the cor-
responding provisions of prior internal revenue laws, the property
was acquired by & corporation, either as paid-in surplus or as a con-
tribution to capital, or in consideration for stock or securities issued
bPr the corporation receiving the property (including cases where part
of the consideration for the transfer of such property to the corpora-
tion consisted of property or money in addition to such stock or
securities), then the basis shall be the same as it would be in the hands
of the transferor, increased in the amount of gain or decreased in the
amount of loss recognized to the transferor on such transfer under
the law applicable to the year in which the transfer was made.
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(¢) DisrrisurioNs oF Stock or SecuriTiES.—If the stock or
securities were received in & distribution subject to the provisions of
section 1081 (¢) or the corresponding provisions of prior internal rev-
enue laws, then the basis in the case of the stock in respect of which
the distribution was made shall be apportioned, under regulations
prescribed by the Secretary or his delegate, between such stock and
the stoek or securities distributed.

(d) Transrars WitmiNn System Group.—If the property was ac-
quired by a corporation which is a member of a system group on
o transfer or distribution described in section 1081 (d) (1), then the
basis shall be the same as it would be in the hands of the transferor;
except that if such property is stock or securities issued by the cor-
poration from which such stock or securities were received and they
were issued—

(1) as the sole consideration for the property transferred to such
corporation, then the basis of such stock or securities shall be
either—

. (A) the same as in the case of the property transferred there-

or, or '

(B) the fair market value of such stock or securities at the
time of their receipt, whichever is the lower; or

(2) as part consideration for the property transferred to such cor-
poration, then the basis of such stock or securities shall be either—

(A) an amount which bears the same ratio to the basis of the
property transferred as the fair market value of such stock or
securities at the time of their receipt bears to the total fair market
value of the entire consideration received, or

(B) the fair market value of such stock or securities at the
time of their receipt, whichever is the lower.

SEC. 1083. DEFINITIONS

(a) Orper oF SEcuriTiES AND Excuance Commission.—For pur-
poses of this part, the term “order of the Securities and Exchange
Commission’’ means an order issued after May 28, 1938, by the Securi-
ties and Exchange Commission which requires, authorizes, permits, or
approves transactions deseribed in such order to effectuate section
11 (b) of the Public Utility Holding Company Act of 1935 (49 Stat.
820; 15 U, 8. C. 79k (b)), which has become or becomes final in accord-
ance with law.

(b) Rucisterep Horping Company; Houping CoMPANY SysSTEM;
AssociaTe CompaNy.—For purposes of this part, the terms “registered
holding company”’, “holding company system”’, and “associate com-
%?ln{l’ shall have the meanings assigned to them by section 2 of the
79bb(c th:]it.y Holding Company Act of 1935 (49 Stat. 804; 15 U. S. C.

a)).

(c) i/IAJORITY-O wNED SussipiARY Company,—For purposes of this
art, the term “majority-owned subsidiary company” of a registered
olding company means a corporation, stock of which, representing in

the aggregate more than 50 percent of the total combined voting power

of all classes of stock of sucﬂ corporation entitled to vote (not includ-
ing stock which is entitled to vote only on default or nonpayment
of dividends or other special circumstances) is owned wholly by such
registered holding company, or partly by such registered holding
company and partly by one or more majority-owned subsidiary

§ 1083(c)



318 INTERNAL REVENUE CODE OF 1054

companies thereof, or by one or more majority-owned subsidiary
oomdpaujas of such registered holding company.

(d) System Group.—For purposes of this part, the term “system
group’’ means one or more chains of corporations connected through
stock ownership with a common parent corporation if—

(1) at least 90 percent of each eclass of the stock (other than
(A) stock which is preferred as to both dividends and assets, and
(B) stock which is limited and preferred as to dividends but which
is not preferred as to assets but only if the total value of such stock
is less than 1 percent of the aggregate value of all classes of stock
which are not preferred as to Egtl..h dividends and assets) of each of
the corporations (except the common parent corporation) is owned
directly by one or more of the other corporations; and

(2) the common parent corporation owns directly at least 90
percent of each class of the stock (other than stock, which is pre-
ferred as to both dividends and assets) of at least one of the other
corporations; and

(3) each of the corporations is either a registered holding com-
pany or a majority-owned subsidiary company.

(e) Nonexempr ProreErTY.—For purposes of this part, the term
“nonexempt property” means—

(1) any consideration in the form of evidences of indebtedness
owed by the transferor or a cancellation or assumption of debts
or other liabilities of the transferor (including a continuance of
encumbrances subject to which the property was transferred);

(2) short-term obligations (including notes, drafts, bills of ex-
change, and bankers’ acceptances) having a maturity at the time
of issuance of not exceeding 24 months, exclusive of days of grace;

(3) securities issued or guaranteed as to principal or interest
by a government or subdivision thereof (including those issued
by a corporation which is an instrumentality of a government or
subdivision thereof);

(4) stock or securities which were acquired from a registered
holding company or an associate company of a registered holding
company which acquired such stock or securities after February
28, 1938, unless such stock or securities (other than obligations
described as nonexempt property in paragraph (1), (2), or (3))
were acquired in obedience to an order of the Securities and Ex-
change Commission or were acquired with the authorization or
approval of the Securities and Exchange Commission under any
section of the Public Utility Holding Company Act of 1935 (49
Stat. 820; 15 U. S. C. 79k (b)); .

(5) money, and the right to receive money not evidenced by a
security other than an obligation described as nonexempt property
in paragraph (2) or (3).

(f) Stock or Securiries.—For purposes of this part, the term
“gtock or securities” means shares of stock in any corporation,
certificates of stock or interest in any corporation, notes, bonds,
debentures, and evidences of indebtedness (including any evidence
of an interest in or right to subseribe to or purchase any of the

foregoing).
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PART VII-WASH SALES OF STOCK OR SECURITIES
Sec. 1091. Loss from wash sales of stock or securities.

SEC. 1091. LOSS FROM WASH SALES OF STOCK OR SECURITIES.

a) DisarLowanes oF Loss DepucrioN.—In the case of any loss
claimed to have been sustained from any sale or other disposition of
shares of stock or securities where it appears that, within a period
beginning 30 days before the date of such sale or disposition and
ending 30 days after such date, the taxpayer has acquired (by pur-
chase or by an exchange on which the entire amount of gain or loss
was recognized by law), or has entered into a contract or option so to
acquire, substantially identical stock or securities, then no deduction
for the loss shall be allowed under section 165 (¢) (2); nor shall such
deduction be allowed a corporation under section 165 (a) unless it is
a dealer in stocks or securities, and the loss is sustained in a transaction
made in the ordinary course of its business.

(b) Srock Acquirep Liess TaAN Srock Sonp.—If the amount of
stock or securities acquired (or covered by the contract or option to
acquire) is less than the amount of stock or securities sold or other-
wise disposed of, then the particular shares of stock or securities the
loss from the sale or other disposition of which is not deduetible shall
gel determined under regulations preseribed by the Secretary or his

elegate.

(e) Srock Acquirep Nor Less TraN Stock Sonp.—If the amount
of stock or securities acquired (or covered by the contract or option to
acquire) is not less than the amount of stock or securities sold or other-
wise disposed of, then the particular shares of stock or securities the
acquisition of which (or the contract or option to acquire which)
resulted in the nondeductibility of the loss shall be determined under
regulations prescribed by the Secretary or his delegate.

(d) UnapyusTep Basis in Case or Wasa SALE or Stock.—If the
property consists of stock or seeurities the aequisition of which (or the
contract or option to acquire which) resulted in the nondeductibility
(under this section or corresponding provisions of prior internal reve-
nue laws) of the loss from the sale or other disposition of substantially
identical stock or securities, then the basis shall be the basis of the
stock or securities so sold or disposed of, inereased or decreased, as
the case may be, by the difference, if any, between the price at which the
property was acquired and the price at which such substantially
identical stock or securities were sold or otherwise disposed of,
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Subchapter P—Capital Gains and Losses

Part 1. Treatment of capital gains.
Part II. Treatment of capital losses.
Part III. General rules for determining capital gains and losses.
Part IV. Special rules for determining capital gains and losses.

PART I-TREATMENT OF CAPITAL GAINS

Sec. 1201. Alternative tax.
See. 1202. Deduction for eapital gains.

SEC. 1201. ALTERNATIVE TAX,

(a) CorroraTrons.—If for any taxable year the net long-term
capital gain of any corporation exceeds the net short-term capital
loss, then, in lieu of the tax imposed by sections 11, 511, 821 (a) (1) or
(b), and 831 (a), there is hereby imposed a tax (if such tax is less than
the tax imposed by such sections) which shall consist of the sum of—

(1) a partial tax computed on the taxable income reduced by the
amount of such excess, at the rates and in the manner as if this sub-
section had not been enacted, and

(2) an amount equal to 25 percent of such excess, or, in the case
of a taxable year beginning before April 1, 1954, an amount equal
to 26 percent of such excess.

In the case of a taxable year beginning before April 1, 1954, the amount
under paragraph (2) shall be determined without regard to section 21
(relating to effect of change of tax rates).

(b) Oraer Taxpayers.—If for any taxable year the net long-term
capital gain of any ayer (other than a corporation) exceeds the
net short-term capital loss, then, in lieu of the tax imposed by sec-
tions 1 and 511, there is hereby imposed a tax (if such tax is less than
the tax imposed by such sections) which shall consist of the sum of—

(1) a partial tax computed on the taxable income reduced by an
amount equal to 50 percent of such excess, at the rate and in the
manner as if this subsection had not been enacted, and

(2) an amount equal to 25 percent of the excess of the net long-
term capital gain over the net short-term capital loss.

SEC. 1202. DEDUCTION FOR CAPITAL GAINS.

In the case of a taxpayer other than a corporation, if for any taxable

frcar the net long-term capital gain exceeds the net short-term capital
oss, 50 percent of the amount of such excess shall be a deduction from
gross income. In the case of an estate or trust, the deduction shall be
computed by excluding the portion (if any), of the gains for the taxable
year from sales or exchanges of capital assets, which, under sections
652 and 662 (relating to inclusions of amounts in gross income of
beneficiaries of trusts), is includible by the income beneficiaries as
gain derived from the sale or exchange of capital assets.
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PART II-TREATMENT OF CAPITAL LOSSES

Sec. 1211. Limitation on capital losses.
See. 1212. Capital loss earryover.

SEC. 1211. LIMITATION ON CAPITAL LOSSES.

(a) CorporATroNns.—In the case of a corporation, losses from
sales or exchanges of capital assets shall be allowed only to the extent
of gains from such sales or exchanges.

) Oraer Taxpavers.—In the case of a taxpayer other than
a corporation, losses from sales or exchanges of capital assets shall
be allowed only to the extent of the gains from such sales or ex-
changes, plus the taxable income of the taxpayer or $1,000, whichever
is smaller. For purposes of this subsection, taxable income shall be
computed without regard to gains or losses from sales or exchanges
of capital assets and without regard to the deductions provided in
section 151 (relating to personal exemptions) or any deduction in
lieu thereof. If the taxpayer elects to pay the optional tax imposed
by section 3, “taxable income” as used i this subsection shall be
read as “adjusted gross income”’,
SEC. 1212, CAPITAL LOSS CARRYOVER. ‘

If for any taxable year the taxpayer has a net capital loss, the
amount, thereof shall {;e a short-term capital loss in each of the 5
succeeding taxable years to the extent that such amount exceeds the
total of any net capital gains of any taxable years intervening between
the taxable year in which the net capital loss arose and such succeed-
ing taxable year. For purposes of this section, a net capital gain
shall be computed without regard to such net capital loss or to any
net eapital losses arising in any such intervening taxable years, and
a net capital loss for a taxable year beginning before October 20,
1951, shall be determined under the applicable law relating to the
computation of capital gains and losses in effect before such date.

PART III-GENERAL RULES FOR DETERMINING CAPITAL
GAINS AND LOSSES

See. 1221. Capital asset defined.
See. 1222. Other items relating to capital gains and losses.
Sec. 1223. Holding period of property.

SEC. 1221. CAPITAL ASSET DEFINED.

For purposes of this subtitle, the term ‘“capital asset’” means
property held by the taxpayer (whether or not connected with his
trade or business), but does not include—

(1) stock in trade of the taxpayer or other property of a kind
which would properly be included in the inventory of tge taxpayer
if on hand at the close of the taxable year, or property held by the
taxpayer primarily for sale to customers in the ordinary course of
his trade or business;

(2{) pmper:g, used in his trade or business, of a character which
is subject to the allowance for depreciation provided in section 167,

or real property used in his trade or business;

IT(I?.I) a copyright, a literary, musical, or artistic composition, or
similar property, held by—
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(A) a taxpayer whose personal efforts created such property,
or

(B) a taxpayer in whose hands the basis of such property is
determined, for the purpose of determining gain {from a sale or
exchange, in whole or in part by reference to the basis of such
progerty in the hands of the person whose personal efforts created
such property;

(4) accounts or notes receivable acquired in the ordinary course
of trade or business for services rendered or from the sale of
property described in paragraph (1); or

(5) an obligation of the United States or any of its possessions,
or of a State or Territory, or any political subdivision thereof, or
of the District of Columbia, issued on or after March 1, 1941, on
a discount basis and pa.ya.bfe without interest at a fixed maturity
date not exceeding one year from the date of issue.

SEC. 1222, OTHER TERMS RELATING TO CAPITAL GAINS AND LOSSES.
For purposes of this subtitle—

(lf SHORT-TERM CAPITAL GAIN,—The term “short-term capital
ain’’ means gain from the sale or exchange of a capital asset held
or not more than 6 months, if and to the extent su(gl gain is taken

into account in computing gross income.

(2) SHORT-TERM CAPITAL Loss.—The term “short-term capital
loss” means loss from the sale or exchange of a capital asset held for
not more than 6 months, if and to the extent that such loss is taken
into account in computing taxable income.

(3) Long-TERM cAPITAL GAIN.—The term ‘Jong-term capital
ain”’ means gain from the sale or exchange of a capital asset held
or more than 6 months, if and to the extent such gain is taken into

account in computing gross income.

(4) LoNG-TERM cAPITAL LosS.—The term ‘“long-term capital
loss” means loss from the sale or exchange of a capital asset held for
more than 6 months, if and to the extent that such loss is taken into
account in computing taxable income,

(5) NET SHORT-TERM CAPITAL GAIN,—The term ‘“net short-term
capital gain”’ means the excess of short-term capital gains for the
taxable year over the short-term capital losses for such year.

(6) NET SHORT-TERM CAPITAL LOoSs.—The term “net short-term
capital loss’” means the excess of short-term capital losses for the
taxable year over the short-term capital gains for such year.

(7) NET LONG-TERM CAPITAL GAIN,—The term ‘“net long-term
capital gain” means the excess of long-term capital gains for the
taxable year over the long-term c&pita.lg losses for such year.

(8) NET LONG-TERM CAPITAL LOsSs.—The term ‘“net long-term
capital loss” means the excess of long-term capital losses for the
taxable year over the long-term ca.pitnf gains for such year,

(9) NET CAPITAL GAIN.—

(A) Corrorarions.—In the case of a corporation, the term
“net capital gain”’ means the excess of the gains from sales or
aﬁchanges of capital assets over the losses from such sales or ex-
changes.

(ng Orapr TAXPAYERS.—In the case of a taxpayer other than
a corporation, the term ‘“net capital gain’”” means the excess of—
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(i) the sum of the gains from sales or exchanges of capital
assets, plus taxable income (computed without regard to the
deductions provided by section 151, relating to personal
exemptions or any deduction in lieu thereof) of the taxpayer
or $1,000, whichever is smaller, over

(ii) the losses from such sales or exchanges.

For purposes of this subparagraph, taxable income shall be

computed without re, to gains or losses from sales or exchanges

of capital assets. If the taxpayer elects to pay the optional tax
under section 3, the term “taxable income” as used in this
subparagraph shall be read as “adjusted gross income.”

(10) Ner capiTAL Loss.—The term “net capital loss” means the
excess of the losses from sales or exchanges of capital assets over
the sum allowed under section 1211. For the purpose of determinin,
losses under this paragraph, amounts which are short-term capita
losses under section 1212 shall be excluded.

SEC. 1223. HOLDING PERIOD OF PROPERTY.
For purposes of this subtitle—

(1§1 In determining the period for which the taxpayer has held
property received in an exchange, there shall be included the
period for which he held the property exchanged if, under this
chapter, the property has, for the purpose of determining gain or
logs from a sale or exchange, the same basis in whole or in part
in his hands as the property exchanged, and, in the case of such
exchanges after March 1, 1954, the property exchanged at the
time of such exchange was a capital asset as defined in section 1221
or property described in section 1231. For purposes of this para-

(A) an involuntary conversion described in section 1033 shall
be considered an exchange of the property converted for the
property acquired, and

(B) a distribution to which section 355 (or so much of section
356 as relates to section 355) applies shall be treated as an
exchange.

(2) In determining the period for which the taxpayer has held
property however ﬂ,cqu_ira(F there shall be included the period for
which such property was held by any other person, if under this
chapter such property has, for the purpose of determining gain or
loss from a sale or exchange, the same basis in whole or in part in
his hands as it would have in the hands of such other person.

(3) In determining the period for which the taxpayer has held
stock or securities received upon a distribution where no gain was
recognized to the distributee under section 1081 (¢) (or under sec-
tion 112 (g) of the Revenue Act of 1928, 45 Stat. 818, or the
Revenue ‘Act of 1932, 48 Stat. 705), there shall be included the
period for which he held the stock or securities in the distributin
corporation before the receipt of the stock or securities on sucﬁ
distribution.

(4) In determining the period for which the taxpayer has held
stock or securities the acquisition of which (or the contract or option
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to acquire which) resulted in the nondeductibility (under section
1091 relating to wash sales) of the loss from the sale or other disposi-
tion of substantially identical stock or securities, there shall be
included the period for which he held the stock or securities the Joss
from the sale or other disposition of which was not deductible.

(5) In determining the period for which the taxpayer has held
stock or rights to acquire stock received on a distribution, if the
basis of such stock or rights is determined under section 307 (or
under so much of section 1052 (¢) as refers to section 113 (a) (23)
of the Internal Revenue Code of 1939), there shall (under regula-
tions preseribed by the Secretary or his delegate) be included the
geriod for which he held the stock in the distributing corporation

efore the receipt of such stock or rights upon such distribution.

(6) In determining the period for which the taxpayer has held
stock or securities acquired from a corporation by the exercise of
rights to acquire such stock or securities, there shall be included only
the period beginning with the date on which the right to acquire
was exercised.

(7) In determining the period for which the taxpayer has held a
residence, the acquisition olifJ which resulted under section 1034 in the
nonrecognition of any part of the gain realized on the sale or ex-
change of another residence, there shall be included the period for
which such other residence had been held as of the date of such sale
or exchange. For purposes of this paragraph, the term ‘“sale or
exchange” includes an involuntary conversion occurring after
December 31, 1950, and before January 1, 1954.

(8) In determining the period for which the taxpayer has held a
commodé}f acquired in satisfaction of a c(:tmmodi:fr futures contract
there shall be included the period for which he held the commodity
futures contract if such commodity futures contract was a capital
asset in his hands.

(9) Any reference in this section to a provision of this title shall,
where applicable, be deemed a reference to the corresponding pro-
vision of the Internal Revenue Code of 1939, or prior internal
revenue laws.

(10) Cros8 REFERENCE.—

For special holding period provision relating to certain partnership
distributions, see section 735 (b).
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PART IV—SPECIAL RULES FOR DETERMINING CAPITAL
GAINS AND LOSSES

See. 1231. Property used in the trade or business and involuntary
conversions,

Sec. 1232. Bonds and other evidences of indebtedness,

See. 1233. Gains and losses from short sales.

Sec. 1234, Options to buy or sell.

Sec. 1235. Sale or exchange of patents.

Sec. 1236. Dealers in securities,

Seec. 1237. Real property subdivided for sale.

Sec. 1238. Amortization in excess of depreciation.

Seec. 1239. Gain from sale of certain property between spouses or
between an individual and a controlled corporation.

See. 1240. Taxability to employee of termination payments.

See. 1241. Cancellation of lease or distributor’s agreement.

SEC. 1231. PROPERTY USED IN THE TRADE OR BUSINESS AND IN-
VOLUNTARY CONVERSIONS.

(a) GenEraL RuLe.—If, during the taxable year, the recognized
gains on sales or exchanges of property used in the trade or business,
plus the recognized gains from the compulsory or involuntary con-
version (as a result of destruction in whole or in part, theft or seizure,
or an exercise of the power of requisition or.condemnation or the
threat or imminence thereof) of property used in the trade or business
and capital assets held for more than 6 months into other property
or money, exceed the recognized losses from such sales, exchanges,
and conversions, such gains and losses shall be considered as gains
and losses from sales or exchanges of capital assets held for more than
6 months. If such gains do not exceed such losses, such gains and
losses shall not be considered as gains and losses from sales or exchanges
of capital assets. For purposes of this subsection—

(1) in determining under this subsection whether gains exceed
losses, the gains described therein shall be included only if and to
the extent taken into account in computing gross income and the
losses described therein shall be 'mclm})ed only if and to the extent
taken into account in computing taxable income, except that
section 1211 shall not apply; and

(2) losses upon the destruction, in whole or in part, theft or
seizure, or requisition or condemnation of property used in the
trade or business or capital assets held for more than 6 months shall
be considered losses from a compulsory or involuntary conversion.
(b) DeriniTioN oF ProrerTY UsEp IN THE TRADE or BUsiNEss.—

For purposes of this section—

(1) GeneErRAL RULE.—The term “property used in the trade or
business’ means property used in the trade or business, of a charac-
ter which is subject to the allowance for depreciation provided in
section 167, helcf for more than 6 months, and real property used
in the trade or business, held for more than 6 months, wgich is
not—

(A) property of a kind which would properly be includible
in the mventory of the taxpayer if on hand at the close of the
taxable year,

(B) property held by the ayer primarily for sale to cus-
tomers in the ordinary course of his trade or business, or

§ 1231 (b) (1)(B)



326 INTERNAL REVENUE CODE OF 1954

(C) a copyright, a literary, musical, or artistic composition,
or similar property, held by a taxpayer described in paragraph
(3) of section 1221.

(2) TimBER oR coaL.—Such term includes timber and coal with
respect to which section 631 applies.

(3) Lrvestock.—Such term also includes livestock, regardless
of age, held by the taxpayer for draft, breeding, or dairy purposes,
and held by him for 12 months or more from the date of acquisition.
Such term does not include poultry.

(4) UnaARVESTED crRoP.—In the case of an unharvested crop
on land used in the trade or business and held for more than 6
months, if the crop and the land are sold or exchanged (or com-
pulsorily or involuntarily converted) at the same fime and to the
same person, the crop shall be considered as “property used in the
trade or business.”

SEC. 1232, BONDS AND OTHER EVIDENCES OF INDEBTEDNESS.

(a) GeneErAL Rure.—For purposes of this subtitle, in the case of
bonds, debentures, notes, or certificates or other evidences of indebted-
ness, which are capital assets in the hands of the taxpayer, and which
&tﬁe iss;led by any corporation, or government or political subdivision

ereof—

(1) RerirEMENT—Amounts received by the holder on retire-
ment of such bonds or other evidences of indebtedness shall be
considered as amounts received in exchange therefor (except that
in the case of bonds or other evidences of indebtedness issued
before January 1, 1955, this paragraph shall apply only to those
issued with interest coupons or in registered form, or to those in
such form on March 1, 1954).

(2) SALE OR EXCHANGE.—

(A) GenerAL RULE.—Except as provided in subpar, ph (B),
upon sale or exchange of bonds or other evidences of indebtedness
issued after December 31, 1954, held by the taxpayer more than 6
months, any gain realized which does not exceed an amount
which bears the same ratio to the original issue discount (as
defined in subsection (b)) as the number of complete months that
the bond or other evidences of indebtedness was held by the tax-
payer bears to the number of complete months from the date
of original issue to the date of maturity, shall be considered as
gain from the sale or exchange of property which is not a capital
asset., Gain in excess of such amount shall be considered gain
from the sale or exchange of a capital asset held more than 6
months.

(B) Exceprions.—This paragraph shall not apply to—

(i) obligations the interest on which is not includible in
gross income under section 103 (relating to certain govern-
mental obligations), or

(i1) any holder who has purchased the bond or other evidence
of indebtedness at a premium.

(C) ErLrcrion As To incLusioNn.—In the case of obligations
with respect to which the taxpayer has made an election provided
by section 454 (83 and (c) (relating to accounting rules for certain
obligations issued at a discount), this section shall not require the
inclusion of any amount previously includible in gross income,
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(b) DerINITIONS.—

(1) Or1GINAL 18SUE DIscOUNT.—For purposes of subsection (a),
the term ‘‘original issue discount’” means the difference between the
issue price and the stated redemption price at maturity. If the
original issue discount is less than one-fourth of 1 percent of the
redemption price at maturity multiplied by the number of complete

ears to maturity, then the issue discount shall be considered to

e zero. For purposes of this paragraph, the term “stated redemp-
tion price at maturity” means the amount fixed by the last modifica-
tion of the purchase agreement and includes dividends payable at
that time.

(2) Issuk pricE.—In the case of issues of bonds or other evidences
of indebtedness registered with the Securities and Exchange Com-
mission, the term “issue price’’ means the initial offering price to
the publie (excluding bond houses and brokers) at which price a
substantial amount of such bonds or other evidences of indebtedness
were sold. In the case of privately placed issues of bonds or other
evidence of indebtedness, the issue price of each such bond or other
evidence of indebtedness is the price paid by the first buyer of such
bond. For purposes of this paragraph, the terms “initial offering
price”” and “price paid by the first buyer” include the aggregate
payments made by the purchaser under the purchase agreement,
mncluding modifications thereof.

(3) Issur paTe.—In the case of issues of bonds or other evidences
of mdebtedness registered with the Securities and Exchange Com-
mission, the term “date of original issue’” means the date on which
the issue was first sold to the public at the issue price. In the case
of privately placed issues of bonds or other evidences of indebted-
ness, the term “date of original issue’” means the date on which each
such bond or other evidence of indebtedness was sold by the issuer.
(c) Bonp Wita Excrss Numser or Covrons Deracuep.—If—

(1) a bond or other evidence of indebtedness issued at any time
with interest coupons is purchased after the date of enactment of
this title, and

(2) the purchaser does not receive all the coupons which first
become payable more than 12 months after the date of the purchase,

then the gain on the sale or other disposition of such evidence of in-
debtedness by such purchaser shall be considered as gain from the
sale or exchange of property which is not a capital asset to the extent
that the market value (determined as of the time of the purchase) of
the evidence of indebtedness with coupons attached exceeds the pur-
chase price. If this subsection and subsection (a) (2) (A) apply with
regpect to gain realized on the retirement of any bond, then subsee-
tion (a) (2) (A) shall apply with respect to that part of the gain to
which this subgection does not apply.

(d) Cross REFERENCE.—

For special treatment of face-amount certificates on retirement, see
section 72,
SEC. 1233. GAINS AND LOSSES FROM SHORT SALES.

(a) Caritan Assuers.-For purposes of this subtitle, gain or loss
from the short sale of property, other than a hedging transaction
in commodity futures, shall be considered as gain or loss from the
sale or exchange of a capital asset to the extent that the property,
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ineluding a commodity future, used to close the short sale constitutes
a ca,pit,af asset in the hands of the taxpayer.

(b) Smorr-TerM Gains axnp Houping Prriovs.—If gain or loss
from a short sale is considered as gain or loss from the sale or exchange
of a capital asset under subsection (a) and if on the date of such short
sale substantially identical property has been held by the taxpayer
for not more than 6 months (determined without regard to the effect,
under paragraph (2) of this subsection, of such short sale on the holding
period), or if substantially identical property is acquired by the tax-
pﬁmyer i'_after such short sale and on or before the date of the closing
thereol—

(1) any gain on the closing of such short sale shall be considered
as a gain on the sale or exchange of a capital asset held for not
more than 6 months (notwithstanding the period of time any
property used to close such short sale has been held); and

(2) the holding period of such substantially identical property
shall be considered to begin (notwithstanding section 1223, relating
to the holding period of propert&) on the date of the closing of the
short sale, or on the date of a sale, gift, or other disposition of such
property, whichever date occurs first. This par: ph shall apply
to such substantially identical property in the order of the dates of
the acquisition of such property, but onl(f' to so much of such prop-
erty as does not exceed the quantity sold short.

For purposes of this subsection, the acquisition of an option to sell
property at a fixed price shall be considered as a short sale, and the
exercise or failure to exercise such option shall be considered as a
closing of such short sale.

(¢) Cerrain OprioNs T0 SpLL.—Subsection (b) shall not include
an o&tion to sell property at a fixed price acquired on the same day on
which the property identified as intended to be used in exercising such
option is acquired and which, if exercised, is exercised through the
sale of the property so identified. If the option is not exercised, the
cost of the option shall be added to the basis of the property with
which the option is identified. This subsection shall apply only to
options acquired after the date of enactment of this title.

(d) Lone-TerM Losses.—If on the date of such short sale sub-
stantially identical property has been held by the taxpayer for more
than 6 months, any loss on the closing of such short sale shall be
considered as a loss on the sale or exchange of a capital asset held
for more than 6 months (notwithstanding the period of time any
property used to close such short sale has been held, and notwith-
standing section 1234).

(¢) RuLes FOR APPLICATION OF SECTION—

(1) Subsection (b) (1) or (d) shall not apply to the gain or loss,
respectively, on any quantity of property used to close such short
sale which is in excess of the quantity of the substantially identical
property referred to in the applicable subsection.

(2) For purposes of subsections (b) and (d)— g

(A) the term “property” includes only stocks and securities

(including stocks and securities dealt with on a “when issued”

basis), and commodity futures, which are capital assets in the

hands of the taxpayer;
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(B) in the case of futures transactions in any commodity on
or subject to the rules of a board of trade or commodity exchange,

a commodity future requiring delivery in 1 calendar month shall

not be considered as property substantially identical to another

commodity future requiring delivery in a different calendar
month; and

(C) in the case of a short sale of property by an individual,
the term ‘““taxpayer”, in the application of this subsection and
subsections (b) and (d), shall be read as * ayer or his spouse”;
but an individual who is legally separated from the taxpayer
under a decree of divorce or of separate maintenance shall not
be considered as the spouse of the taxpayer.

(3) Where the taxpayer enters into 2 commodity futures trans-
actions on the same day, one requiring delivery by him in one
market and the other requiring delivery to him of the same (or
substantially identical) commodity in the same calendar month
in a different market, and the taxpayer subsequently closes both
such transactions on the same day, subsections (b) and (d) shall
have no application to so much of the commodity involved in
either such fransaction as does not exceed in quantity the com-
modity involved in the other.

SEC. 1234. OPTIONS TO BUY OR SELL.

Gain or loss attributable to the sale or exchange of, or loss on failure
to exercise, a privilege or option to buy or sell property which in
the hands of the taxpayer constitutes (or if acquired would consti-
tute) a capital asset shall be considered gain or loss from the sale
or exchange of a capital asset; and, if the loss is attributable to
failure to exercise such privilege or option, the privilege or option
shall be deemed to have been so%d or exchanged on the day it expired.
This section shall not apply to losses on failure to exercise options de-
scribed in section 1233 (¢).

SEC. 1235. SALE OR EXCHANGE OF PATENTS.

(a) GeENErAL—A transfer (other than by gift, inheritance, or
devise) of property consisting of all substantial richts to a patent, or an
undivided interest therein which includes a part of all such rights, by
any holder shall be considered the sale or exchange of a capital asset
held for more than 6 months, regardless of whether or not payments
in consideration of such transfer are—

(1) payable periodically over a period generally coterminous with
the transferee’s use of the patent, or

(2) contingent on the productivity, use, or disposition of the
property transferred.

(b) “Horper” DeriNnep.—For purposes of this section, the term
“holder” means—

(1) any individual whose efforts created such property, or
(2) any other individual who has acquired his interest in such
property in exchange for consideration in money or money’s worth
paid to such creator prior to actual reduction to practice of the
mvention covered by the patent, if such individual is neither—
(A) the employer of such ereator, nor
(d)(;S) related to such creator (within the meaning of subsection

§ 1235(b) (2) (B)
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(¢) Errecmive Dare.—This section shall be applicable with regard
to any amounts received, or payments made, pursuant to a transfer
deseribed in subsection (a) in any taxable year to which this subtitle
applies, regardless of the taxable year in which such transfer oceurred.

(d) Reratep PErsons.—Subsection (a) shall not apply to any sale
or exchange between an individual and any other related person (as
defined in section 267 (b)), except brothers and sisters, whether by
the whole or half blood.

(e) Cross REFERENCE.—

For special rule relating to nonresident aliens, see section 871 (a).
SEC. 1236. DEALERS IN SECURITIES.

(a) Caprrar Gains.—Gain by a dealer in securities from the sale
or exchange of any security shall in no event be considered as gain
from the sale or exchange of a capital asset unless—

(1) the security was, before the expiration of the 30th day after
the date of its acquisition, clearly identified in the dealer’s records
as a security held for investment or if acquired before October 20,
1951, was so identified before November 20, 1951; and

(2) the security was not, at any time after the expiration of
such 30th day, held by such dealer primarily for sale to customers in
the ordinary course of his trade or%usiness.

(b) OrpiNary Losses.—Loss by a dealer in securities from the sale
or exchange of any security shall, except as otherwise provided in
section 582 (c), (relating to bond, ete., losses of banks), in no event be
considered as loss from the sale or exchange of property which is
not a capital asset if at any time after November 19, 1951, the security
was clearly identified in the dealer’s records as a security held for
investment,

(¢) DerFintTioN OF SECcURITY.—For purposes of this section, the
term “security” means any share of stock in any corporation, certifi-
cate of stock or interest in any corporation, note, bond, debenture,
or evidence of indebtedness, or any evidence of an interest in or right
to subscribe to or purchase any of the foregoing.

SEC. 1237. REAL PROPERTY SUBDIVIDED FOR SALE.

(a) GEnerAL.—Any lot or parcel which is part of a tract of real

Eroé)erty in the hands of a ta,;]:ayer other than a corporation shall not

e deemed to be held primarily for sale to customers in the ordinary
course of trade or business at the time of sale solely because of the
taxpayer having subdivided such tract for purposes of sale or because
of any activity incident to such subdivision or sale, if—

ei) such tract, or any lot or parcel thereof, had not previously
been held by such taxpayer primarily for sale to customers in the
ordinary course of trade or business (unless such tract at such
previous time would have been covered by this section) or, in the
same taxable year in which the sale occurs, such taxpayer does not
so hold any other real property; and

(2) no substantial improvement that substantially enhances the
value of the lot or parcel sold is made by the taxpayer on such tract
while held by the taxpayer or is made pursuant to a contract of
sale entered into between the taxpayer and the buyer. For pur-
poses of this paragraph, an improvement shall be deemed to be
made by the taxpayer if such improvement was made by—
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(A) the taxpayer or members of his family (as defined in sec-
tion 267 (c) (4)), by a corporation controlled by the taxpayer, or
by a partnershi w{nich included the taxpayer as a partner; or

(B) a lessee, but only if the improvement constitutes income to
the taxpayer; or

(9] eral, State, or local government, or political subdivi-
sion thereof, but only if the improvement constitutes an addition
to basis for the taxpayer; and
(3) such lot or parcel, exceﬁ)t. in the case of real property acquired

by inheritance or devise, is held by the taxpayer for a pe:;f)%l of 5
years.
(b) SpeciaL RULES FOR APPLICATION OF SECTION.—

(1) Gains.—If more than 5 lots or parcels contained in the
same tract of real property are sold or exchanged, gain from an
sale or exchange (which occurs in or after the taxable year in whi
the sixth lot or parcel is sold or exchanged) of any lot or parcel which
comes within the provisions of paragraphs (1), (2) and (3) of sub-
section (a) of this section shall be deemed to be gain from the sale
of property held primarily for sale to customers in the ordinary
course of the trade or business to the extent of 5 percent of the selling

rice.

i (2) ExpExDITURES OF sALE.—For the purpose of computing
gain under paragraph (1) of this subsection, expenditures incurred
m connection with the sale or exchange of any lot or parcel shall
neither be allowed as a deduction in computing taxable income,
nor treated as reducing the amount realized on such sale or exchange;
but so much of such expenditures as does not exceed the portion of
§ain deemed under paragraph (1) of this subsection to be gain
rom the sale of property held primarily for sale to customers in
the ordinary course of trade or business shall be so allowed as a
deduction, and the remainder, if any, shall be treated as reducing
the amount realized on such sale or exchange.

(3) NECcESsARY IMPROVEMENTS.—No improvement shall be
deemed a substantial improvement for purposes of subsection (a)
if Eih?f lot or parcel is held by the taxpayer for a period of 10 years
M —_—

(A) such improvement is the building or installation of water
or sewer facilities or roads (if such improvement would except
for this paragraph constitute a substantial improvement);

(B) it isr:E;m to the satisfaction of the Secretary or his dele-
gate that the lot or parcel, the value of which was substantiall
enhanced by such improvement, would not have been marketable
at the prevailing local price for similar building sites without
such improvement; and

(C) the taxpayer elects, in accordance with regulations pre-
scribed by the Secretary or his delegate, to make no adjustment
to basis of the lot or parcel, or of any other property owned by
the taxpayer, on account of the expenditures for such improve-
ments, S}I{mh election shall not make any item deductible which
would not otherwise be deduetible.

(¢) Tracr Derinep.—For purposes of this section, the term “tract
of real property’” means a single piece of real property, except that 2
or more pieces of real property shall be considered a tract if at any
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time they were contiguous in the hands of the taxpayer or if they
would be contiguous except for the interposition of a road, street,
railroad, stream, or similar property. If, following the sale or ex-
change of any lot or parcel from a tract of real property, no further
sales or exchanges of any other lots or parcels from the remainder of
such tract are made for a period of 5 years, such remainder shall be
deemed a tract.

(d) Errective DaTe.—This section shall apply only with respect to
sales of property occurring after December 31, 1953, except that, for
purposes of subsection () (defining tract of real property) and for
determining the number of sales under paragraph (1) of subsection (b),
all sales of lots and parcels from any tract of real property during the
period of 5 years before December 31, 1953, shall be taken into account,
except as provided in subsection (c).

SEC. 1238. AMORTIZATION IN EXCESS OF DEPRECIATION.

Gain from the sale or exchange of property, to the extent that the
adjusted basis of such property is less than its adjusted basis deter-
mined without regard to section 168 (relating to amortization deduc-
tion of emergency facilities), shall be considered as gain from the sale
or exchange of property which is neither a capital asset nor property
described in section 1231.

SEC. 1239. GAIN FROM SALE OF CERTAIN PROPERTY BETWEEN
SPOUSES OR BETWEEN AN INDIVIDUAL AND A CON-
TROLLED CORPORATION.

(a) TrEaATMENT OoF GAIN As OrDINARY INcoMuE.—In the case of a
sale or exchange, directly or indirectly, of property described in sub-
section (b)—

(1) between a husband and wife; or
(2) between an individual and a corporation more than 80 percent
in value of the outstanding stock of which is owned by such indi-
vidual, his spouse, and his minor children and minor grandchildren;
any gain recognized to the transferor from the sale or exchange of such
property shall be considered as gain from the sale or exchange of prop-
erty which is neither a capital asset nor property described in section
1231.

(b) Smcrron AppricaBLE ONLY T0O SALES orR ExcaANGES oF DEPRE-
ciaBLE ProrErTY.—This section shall apply only in the case of a sale
or exchange by a transferor of property which in the hands of the
transferee 1s property of a character which is subject to the allowance
for depreciation provided in section 167,

SEC. 1240. TAXABILITY TO EMPLOYEE OF TERMINATION PAYMENTS,

Amounts received from the assignment or release by an employee,
after more than 20 years’ employment, of all his rights to receive,
after termination of his employment and for a period of not less than
5 years (or for a period ending with his death), a percentage of future
profits or receigts of his emﬁloyer shall be considered an amount
received from the sale or exchange of a capital asset held for more
than 6 months if—

(1) such rights were included in the terms of the employment of
such employee for not less than 12 years,

(2) such rights were included in the terms of the employment of
such employee before the date of enactment of this title, and
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(3) the total of the amounts received for such assignment or
release is received in one taxable year and after the termination of
such employment.
SEC. 1241. CANCELLATION OF LEASE OR DISTRIBUTOR’S AGREEMENT.

Amounts received by a lessee for the cancellation of a lease, or by a
distributor of goods for the cancellation of a distributor’s agreement
(if the distributor has a substantial capital investment in the dis-
tributorship), shall be considered as amounts received in exchange
for such lease or agrecment,

§ 1241



334 INTERNAL REVENUE CODE OF 1954

Subchapter Q—Rea%iustment of Tax Between Years and
. pecial Limitations

Part I. Income attributable to several taxable years.

Part II. Mitigation of effect of limitations and other provisions.

Part IIT. In:o:iuntary liguidation and replacement of LIFO inven-
oriea.

Part IV. War loss recoveries.

Part V. Claim of right.

Part VI. Other limitations.

PART I—-INCOME ATTRIB{(IE::RB;E TO SEVERAL TAXABLE

Sec. 1301. Compensation from an employment.,

See. 1302. Income from an invention or artistic work.
Sec. 1303. Income from back pay.

Sec. 1304. Rules applicable to this part.

SEC. 1301. COMPENSATION FROM AN EMPLOYMENT.
(a) Lovararion on Tax.—If an individual or partnership—
(1) engages in an employment as defined in subsection (b); and
(2) the employment covers a period of 36 months or more (from
the beginning to the completion of such employment); and
(3) the gross compensation from the em ﬁ:r;ment received or
accrued in the taxabil:; year of the indjvidualpor partnership is not
less than 80 percent of the total compensation from such employ-
ment,
then the tax attributable to any part of the compensation which is
included in the gross income of any individual shall not be greater
than the aggregate of the taxes attributable to such part had it been
included in the gross income of such individual ratably over that part
of the period which precedes the date of such receipt or accrual.

(b) DeriniTiON OF AN EMPLOYMENT.—For purposes of this section,
the term ‘‘an employment’ means an arrangement or series of arrange-
ments for the performance of personal services by an individual or
partnership to effect a particular result, regardless of the number of
sources from which compensation therefor is obtained.

(¢) RuLe Wire Respecr 1o ParTNERs.—An individual who is a
member of a partnership receiving or accruing compensation from an
employment of the type described in subsection (a) shall be entitled
to the benefits of that subsection only if the individual has been a
member of the partnership continuously for a period of 36 months or
the period of the employment immediately preceding the receipt or
accrual. In such a case the tax attributable to the part of the com-
pensation which is includible in the gross income of the individual
shall not be greater than the egate of the taxes which would have
been attributable to that part had it been included in the gross income
of the individual ratably over the period in which it was earned or
the period during which the individual continuously was a member
of the partnership, whichever period is the shorter. For purposes of
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this subsection, & member of a partnership shall be deemed to have
been a member of the partnership for any period, ending immediately
prior to becoming such a member, in which he was an employee of
such partnership, if during the taxable year he received or acerued
compensation attributable to employment by the partnership during
such period.

SEC. 1302, INCOME FROM AN INVENTION OR ARTISTIC WORK.

(a) Limitatron on Tax—If—

(1) an individual includes in gross income amounts in respect of a
particular invention or artistic work created by the individual; and

(2) the work on the invention or the artistic work covered a
period of 24 months or more (from the beginning to the completion
thereof); and

(3) the amounts in respect of the invention or the artistic work
includible in gross income for the taxable year are not less than 80
percent of the gross income in respect of such invention or artistic
work in the taxable year plus the gross income therefrom in pre-
vious taxable years and the 12 months immediately succeeding the
close of the taxable year,

then the tax attributable to the part of such gross income of the
taxable year which is not taxable as a gain from the sale or exchange
of a capital asset held for more than 6 months shall not be greater
than the aggregate of the taxes attributable to such part had it been
received ratably over, in the case of an invention, that part of the
period preceding the close of the taxable year or 60 months, whichever
is shorter, or, in the case of an artistic work, that part of the period
preceding the close of the taxable year but not more than 36 months.

(b) Drrinirions.—For purposes of this section—

(1) InvexTion.—The term “invention’” means a patent covering
an invention of the individual.

(2) Artistic work.—The term “artistic work” means a literary,
musical, or artistic composition or a copyright covering a literary,
musical, or artistic composition.

SEC. 1303. INCOME FROM BACK PAY.

(a) Livrrarion oN Tax.—If the amount of the back pay received
or acerued by an individual during the taxable year exceeds 15 fper—
cent of the gross income of the individual for such year, the part of the
tax attributable to the inclusion of such back pay in gross income for
the taxable year shall not be greater than the aggregate of the increases
in the taxes which would have resulted from tire inelusion of the re-
spective portions of such back pay in gross income for the taxable years
to which such portions are respectively attributable, as determined
under regulations prescribed by the Secretary or his delegate.

(b) Derinrrion oF Back Pay.—For purposes of this section, the
term “back pay’’ means amounts includible in gross income under this
subtitle which are one of the following—

(1) Remuneration, including wages, salaries, retirement pay, and
other similar compensation, which is received or acerued during the
taxable year by an employee for services performed before the
taxable year for his employer and which would have been paid
before the taxable year except for the intervention of one of the
following events:
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(A) bankruptey or receivership of the employer;

(B) dispute as to the liability of the employer to pay such
remuneration, which is determined after the commencement of
court proceedings;

(C) if the employer is the United States, a State, a Territory,
or any political subdivision thereof, or the District of Columbia
or any agency or instrumentality of any of the foregoing, lack o
funds appropriated to pay such remuneration; or

(D) any other event determined to be similar in nature under
regulations prescribed by the Secretary or his delegate.

(2) Wages or salaries which are received or accrued during the
taxable year by an employee for services performed before the
taxable year for his employer and which constitute retroactive
wage or salary increases ordered, recommended, or approved by any
Federal or State agency, and made retroactive to any period before
the taxable year.

(3) Payments which are received or accrued during the taxable
year as the result of an alleged violation by an employer of any State
or Federal law relating to labor standards or practices, and which
are determined under regulations prescribed by the Secretary or his
delegate to be attributaﬁle to a prior taxable year.

SEC. 1304. RULES APPLICABLE TO THIS PART.

(a) Fracrionan Parrs or A Monra.—For purposes of this part, a
fractional part of a month shall be disregarded unless it amounts to
more l:Jhan half a month, in which case it should be considered as a
month.

(b) Tax ox Serr-Emproymunt Incoms.—This part shall be applied
without regard to, and shall not affect, the tax imposed by chapter 2
relating to self-employment income,

(¢) CompuraTioN OF TAX ATTRIBUTABLE TO INCOME ALLOCATED
70 Prior Perion.—For the purpose of computing the tax attributable
to the amount of an item of gross income allocable under this part
to a particular taxable year, such amount shall be considered income
only of the person who would be required to include the item of gross
income in a separate return filed for the taxable year in which such
item was received or accrued.

(d) Errecrive DaTe or CerraN Sussperions.—Subsection (¢) of
section 1301 and subsection (¢) of this section shall apply only to
amounts received or accrued after March 1, 1954. Notwithstanding
any other provision of this title, section 107 of the Internal Revenue
Code of 1939 shall apply to amounts received or accrued as a partner
on or before March 1, 1954, under this section and to the computation
of tax on amounts received or accrued on or before March 1, 1954.
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PART II-MITIGATION OF EFFECT OF LIMITATIONS AND
OTHER PROVISIONS

Seec. 1311, Correction of error.

Sec. 1312, Circumstances of adjustment.

Seec. 1313. Pefinitions.

Sec. 1314, Amount and method of adjustment.
Sec. 1315. Effective date.

SEC. 1311. CORRECTION OF ERROR.

(a) GeneEraL RuLe.—If a determination (as defined in section
1313) is described in one or more of the paragraphs of section 1312
and, on the date of the determination, correction of the effect of the
error referred to in the applicable pam%mph of section 1312 is pre-
vented by the operation of any law or rule of law, other than this part
and other than section 7122 (relating to compromises), then the effect
of the error shall be corrected by an adjustment made in the amount
and in the manner specified in section 1314.

(b) ConprrioNns NECESSARY FOR ADJUSTMENT.—

(1) MAINTENANCE OF AN INCONSISTENT POSITION.—Except in
cases described in paragraphs (3) (B) and (4) of section 1312, an
adjustment shall be made under this part only if—

(A) in case the amount of the adjustment would be credited
or refunded in the same manner as an overpayment under section
1314, there is adopted in the determination a position maintained
by the Secretary or his delegate, or

(B) in case the amount of the adjustment would be assessed
and collected in the same manner as a deficiency under section
1314, there is adopted in the determination a position maintained
by the taxpayer with respect to whom the determination is made,

and the position maintained by the Secretary or his delegate in the
case described in subparagraph (A) or maintained by the taxpayer
in the case described in subparagraph (B) is inconsistent with the
erroneous inclusion, exclusion, omission, allowance, disallowance,
recognition, or nonrecognition, as the case may be.

(2) CORRECTION NOT BARRED AT TIME OF ERRONEOUS ACTION.—

(A) DETERMINATION DESCRIBED IN SECTION 1812 (3) (B).—
In the case of a determination deseribed in section 1312 (3) (B)
(relating to certain exclusions from income), adjustment shall be
made under this part only if assessment of a deficiency for the
taxable year in which the 1tem is includible or against the related
taxpayer was not barred, by any law or rule of law, at the time
the Secretary or his deiegabe first maintained, in a notice of
deficiency ®ent pursuant to section 6212 or before the Tax
Court, of the United States, that the item described in seection
1312 (3) (B) should be included in the gross income of the tax-
payer for the taxable year to which the determination relates.

(B) DETERMINATION DESCRIBED IN SECTION 1312 (4).—In the
case of a determination described in section 1312 (4) (relating
to disallowance of certain deductions and credits), adjustment
shall be made under this part only if credit or refund of the over-
payment attributable to the deduction or credit described in such
section which should have been allowed to the taxpayer or related
taxpayer was not barred, by any law or rule of law, at the time the
taxpayer first maintained before the Secretary or his delegate or
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before the Tax Court of the United States, in writing, that he

was entitled to sueh deduection or credit for the taxable year to

which the determination relates.

(3) ExisTencE OF RELATIONSHIP. —In case the amount of the
adjustment would be assessed and collected in the same manner as
a deficiency (except for cases described in section 1312 (3) (B)),
the adjustment shall not be made with respect to a related tax-
payer unless he stands in such relationship to the taxpayer at the
time the latter first maintains the inconsistent position in a return,
claim for refund, or petition (or amended petition) to the Tax
Court of the United States for the taxable year with respect to
which the determination is made, or if sucz position is not so
maintained, then at the time of the determination.

SEC. 1312. CIRCUMSTANCES OF ADJUSTMENT.
The circumstances under which the adjustment provided in section
1311 is authorized are as follows:

(1) DoUBLE INCLUSION OF AN ITEM OF GROSS INCOME.—The
determination requires the inclusion in gross income of an item
which was erroneously included in the gross income of the taxpayer
for another taxable year or in the gross income of a related taxpayer.

(2) DOUBLE ALLOWANCE OF A DEDUCTION OR CREDIT.—The
determination allows a deduction or credit which was erroneously
allowed to the taxpayer for another taxable year or to a related
taxpayer.

(3) DOUBLE EXCLUSION OF AN ITEM OF GROSS INCOME.—

(A) Items iNcLupmp IN INcOoME.—The determination requires
the exclusion from gross income of an item included in a return
filed by the taxpayer or with respect to which tax was paid and
which was erroneously excluded or omitted from the gross income
of the taxpayer for another taxable year, or from the gross
income of a related taxpayer; or

(B) ITems Nor INCLUDED IN INcOME.—The determination re-
quires the exclusion {from gross income of an item not included in
a return filed by the taxpayer and with respect to which the tax
was not paid but which is includible in the gross income of the
taxpayer for another taxable year or in the gross income of a
related taxpayer.

(4) DOUBLE DISALLOWANCE OF A DEDUCTION OR CREDIT.—The
determination disallows a deduction or credit which should have
been allowed to, but was not allowed to, the taxpayer for another
taxable year, or to a related taxpayer.

(5) CORRELATIVE DEDUCTIONS AND INCLUSIONSs FOR TRUSTS OR
ESTATES AND LEGATEES, BENEFICIARIES, OR HBIRS.—The determi-
nation allows or disallows any of the additional deductions allow-
able in computing the taxable income of estates or trusts, or re-
quires or denies any of the inclusions in the computation of taxable
income of beneficiaries, heirs, or legatees, specified in subparts A
to E, inclusive (secs. 641 and following, relating to estates, trusts,
and beneficiaries) of part I of subchapter J of this chapter, or cor-
responding provisions of prior internal revenue laws, and the cor-
relative inclusion or deduction, as the case may be, has been
erroneously excluded, omitted, or included, or disallowed, omitted,
or allowed, as the case may be, in respect of the related taxpayer.
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(6) BAsis OF PROPERTY AFTER ERRONEOUS TREATMENT OF A
PRIOR TRANSACTION.—

(A) GeneraL ruLe.—The determination determines the basis
of property, and in respect of any transaction on which such
basis depends, or in respect of any transaction which was errone-
ously treated as affecting such basis, there oceurred, with respect
to a taxpayer described in subparagraph (B) of this paragraph, any
of the errors described in subparagraph (C) of this paragraph.

(B) TAXPAYERS WITH RESPECT TO WHOM THE ERRONEOUS
TREATMENT OCCURRED.—The taxpayer with respect to whom the
erroneous treatment occurred must be—

aai:l) the taxpayer with respect to whom the determination is
made

(ii)’ a taxpayer who acquired title to the property in the
transaction and from whom, mediately or immediately, the
taxpayer with respect to whom the determination is made
derived title, or

(iii) a taxpayer who had title to the property at the time of
the transaction and from whom, mediately or immediately,
the taxpayer with respect to whom the determination is mage
derived title, if the basis of the property in the hands of the
taxpayer with respect to whom the determination is made is
determined under section 1015 (a) (relating to the basis of
property acquired by gift).

(C) PrioR ERRONEOUS TREATMENT.— With respect to a tax-
payer described in subparagraph (B) of this paragraph—

(i) there was an erroneous inclusion in, or omission from,
gross income,
(ii) there was an erroneous recognition, or nonrecognition,
of gain or loss, or
gii) there was an erroncous deduction of an item properly
chargeable to capital account or an erroneous charge to capital
account of an item properly deductible.
SEC. 1313. DEFINITIONS.
(a) DerermiNnaTiON.—For purposes of this part, the term “deter-
mination” means—
(1) a decision by the Tax Court or a judgment, decree, or other
order by any court of competent jurisdiction, which has become

(2) a closing agreement made under section 7121;

(3) a final disposition by the Secretary or his delegate of a
claim for refund. For purposes of this part, a claim for refund
shall be deemed finally disposed of by the Secretary or his delegate—

(A) as to items with respect to which the claim was allowed,
on the date of allowance of refund or credit or on the date of
mailing notice of disallowance (by reason of offsetting items)
of the claim for refund, and

(B) as to items with respect to which the claim was dis-
allowed, in whole or in part, or as to items applied by the Secre-
tary or his delegate in reduction of the refund or credit, on
expiration of the time for instituting suit with respect thereto

(unless suit is instituted before the expiration of such time); or
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(4) under regulations prescribed by the Secretary or his delegate,
an agreement for purposes of this part, signed by the Secretary or
his delegate and Ey any person, relating to the liability of such

erson (or the person for whom he acts) in respect of a tax under
this subtitle for any taxable period.

(b) Taxpavyer.—Notwithstanding section 7701 (a) (14), the term
“taxpayer”’ means any person subject to a tax under the applicable
revenue law.

(¢) RuraTep Taxpayur.—For purposes of this part, the term
“related taxpayer’ means a taxpayer who, with the taxpayer with
respect to whom a determination is made, stood, in the taxable year
with respect to which the erroneous inclusion, exclusion, omission,
a}gljowance, or disallowance was made, in one of the following relation-
ships:

1) husband and wife,

2) grantor and fiduciary,

3) grantor and beneficiary,

4) ﬁfiuciary and beneficiary, legatee, or heir,

5) decedent and decedent’s estate,

Eﬁ) partner, or

7) member of an affiliated group of corporations (as defined in
section 1504).

SEC. 1314. AMOUNT AND METHOD OF ADJUSTMENT.

(a) AsSCERTAINMENT OF AMOUNT OF ApJUsTMENT.—In computing
the amount of an adjustment under this part there shall first be as-
certained the tax previously determined for the taxable year with
respect to which the error was made. The amount of the tax pre-
viously determined shall be the excess of—

(1) the sum of—

(A) the amount shown as the tax by the taxpayer on his
return (determined as provided in section 6211 (b) (1) and (3),
relating to the definition of deficiency), if a return was made by
the taanyer and an amount was shown as the tax by the tax-
payer thereon, plus

(B) the amounts previously assessed (or collected without
assessment) as a deficiency, over—

(2) the amount of rebates, as defined in section 6211 (b) (2), made.
There shall then be ascertained the increase or decrease in tax pre-
viously determined which results solely from the correct treatment of
the item which was the subject of the error (with due regard given to
the effect of the item in the computation of gross income, taxable
income, and other matters under this subtitle). A similar computa-
tion shall be made for any other taxable year affected, or treated as
affected, by a net operating loss deduction (as defined in section 172)
or by a capital loss carryover (as defined in section 1212), determined
with reference to the taxable year with respect to which the error was
made, The amount so ascertained (together with any amounts
wrongfully collected as additions to the tax or interest, as a result
of such error) for each taxable year shall be the amount of the adjust-
ment for that taxable year.

(b) MeraoD oF ApjustmENT.—The adjustment authorized in sec-
tion 1311 (a) shall be made by assessing and collecting, or refunding or
crediting, the amount thereof in the same manner as if it were a
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deficiency determined by the Secretary or his delegate with respect
to the taxpayer as to whom the error was made or an overpayment
claimed by such taxpayer, as the case may be, for the taxable year
or years with respect to which an amount is ascertained under sub-
section (a), and as if on the date of the determination one year re-
mained before the expiration of the periods of limitation upon assess-
ment or filing elaim for refund for such taxable year or years. If, asa
result of a determination described in section 1313 (a) (4), an adjust-
ment has been made by the assessment and collection of a deficienc
or the refund or credit of an overpayment, and subsequently suc
determination is altered or revoked, the amount of the adjustment
ascertained under subsection (a) of this section shall be redetermined
on the basis of such alteration or revocation and any overpayment or
deficiency resulting from such redetermination shall be refunded or
credited, or assessed and collected, as the case may be, as an adjust-
ment under this part. In the case of an adjustment resulting from
an increase or decrease in a net operating loss which is ca.rriecgl back
to the year of adjustment, interest shall not be collected or paid for
any period prior to the close of the taxable year in which the net
operating loss arises.

(¢) ApjustmENT UNAFPFECTED BY OrHER ITEMs.—The amount to
be assessed and collected in the same manner as a deficiency, or to be
refunded or credited in the same manner as an overpayment, under
this part, shall not be diminished by any credit or set-off based upon
any item other than the one which was the subject of the adjustment.
Other than in the case of an adjustment resulting from a determination
under section 1313 (a) (4), the amount of the adjustment under this
part, if paid, shall not be recovered by a claim or suit for refund or
suit for erroneous refund based upon any item other than the one
which was the subject of the adjustment.

(d) Periops ror WaicH ApsustmENTs MAY BE Mape.—No adjust-
ment shall be made under this part in respect of any taxable year
beginning prior to January 1, 1932.

%:):mTAXEB Imposep BY SusritLe C.—This part shall not apply to
any tax imposed by subtitle C (sec. 3101 and following relating to
employment taxes).

SEC. 1315. EFFECTIVE DATE.

(a) In GEneraL.—This part shall apply only to determinations (as
defined in section 1313 (a)) made after the 90‘% day after the date of
enactment of this title.

(b) TransirioNAL Provision.—Notwithstanding any other pro-
vision of this title, section 3801 of the Internal Revenue Code of 1939
shall apply to determinations (as defined in subsection (a) of such
sect-ig:{% made on or before such 90th day as if this title had not been
enac .
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'PART III-INVOLUNTARY LIQUIDATION AND REPLACEMENT
OF LIFO INVENTORIES

Beec. 1321. Involuntary liquidation of LIFO inventories.

SEC. 1321. INVOLUNTARY LIQUIDATION OF LIFO INVENTORIES.

(a) ApjustMENT oF TaxasLe Income aND REsvriming Tax.—If,
for any taxable year ending after June 30, 1950, and before January
-1, 1955, the closing inventory of a taxpayer inventorying goods under
the method provided in section 22 (d) of the Internal Revenue Code
of 1939 reflects a decrease from the opening inventory of such goods
for such year, and if the taxpayer elects, at such time and in such
manner and subject to such regulations as the Secretary or his delegate
may tprescribe to have this section apply, and if it is established to the
satisfaction of the Secretary or his delegate, in accordance with such
regulations, that such decrease is attributable to the involuntary liqui-
dation of such inventory as defined in section 22 (d) (6) (B) of the
Internal Revenue Code of 1939 (as modified by subsection (b) of this
section), and if the closing inventory of a sulgsequent taxable year,
ending before January 1, 1956, reflects a replacement, in whole or in
part, of the goods so previously liquidated, then the taxable income of
the taxpayer otherwise determined for the year of such involuntary
liquidation shall be increased by an amount equal to the excess, if any,
of the aggregate cost of such goods reflected in the opening inventory
of the year of involuntary liquidation over the aggregate replacement
cost, or decreased by an amount equal to the excess, if any, of the aggre-
gate replacement cost of such goods over the aggregate cost thereof
reflected in the opening inventory of the year of the involuntary liqui-
dation. The taxes imposed by this chapter (and by chapters 1 and 2
of the Internal Revenue Code of 1939) for the year of such liquidation,
for preceding taxable years, and for all taxable years intervening be-
tween the year of liquidation and the year of replacement shall be re-
determineci giving effect to such adjustments. Any increase in such
taxes resulting from such adjustments shall be assessed and collected
as a deficiency but without interest, and any overpayment so resulting
shall be credited or refunded to the taxpayer without interest.

(b) Derinmrions.—For purposes of this section, the term “in-
voluntary liquidation’ shall have the mean.in% given to it in section
22 (d) (6) (B) of the Internal Revenue Code of 1939 and, in addition,
it shall mean a failure, as referred to in that section, on the part of the
taxpayer due, directly and exclusively, to disruption of normal trade
relations between countries. For purposes of this section, the words
“enemy” and “war”, as used in such section 22 (d) (6) di), shall be
interpreted, pursuant to regulations prescribed by the Secretary or
his delegate, in such a way as to apply to circumstances, occurrences
and conditions, lacking a state of war, which are similar, by reason of
a state of national preparedness, to those which would exist under a
state of war.

(¢) Seecial Runes.—Subparagraphs (C) and (E) of section 22 (d)
(6) of the Internal Revenue Code of 1939, to the extent that they refer
to any taxpayer subject to subparagraph (A) of such section or to
the adjustments specified in or resulting from the effect of subpara-
graph (A) of such section, shall apply to a taxpayer subject to this
section or to adjustments specified in or resulting from the effect of
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this section as though they specifically referred to this seetion. If,
for any taxable year ending after June 30, 1950, and before January 1,
1953, subparagraph (C) of such section 22 (d) (6) applies with respect
to involuntary liquidations of goods of the same class subject to both
subparagraph (A) of such section and to this section, the involun-
tary liquidations of such goods subject to this section shall be
considered for the purpose of such subparagraph (C) as having
occurred before the involuntary liquidations of such goods subject to
subparagraph (A) of such section 22 (d) (6). For the purpose of
this subsection, and with respect to the taxable years covered this
section, the reference in subparagraph (E) of such section 22 (g) (6)
to section 734 (d) shall be taken as a reference to section 452 (d) of
the Internal Revenue Code of 1939, and, with respect to any taxable
year to which any provision of the Internal Revenue Code of 1939
may not be apglica. le, references in such subparagraph to such pro-
vision ghall, where applicable, be deemed a reference to the corre-
sponding provision of the Internal Revenue Code of 1954.

PART IV—WAR LOSS RECOVERIES

See. 1331. War loss recoveries.

Sec. 1332, Inclusion in gross inecome of war loss recoveries.

See. 1333. Tax adjustment measured by prior benefits.

BSee. 1334. Resforation of value of investments referable to de-
stroyed or seized property.

Sec. 1335. Election by taxpayer for application of section 1333.

Sec. 1336. Basis of recovered property.

Sec. 1337. Applicable rules.

SEC. 1331. WAR LOSS RECOVERIES.

On the recovery in the taxable year of any money or property in
respect of property considered under section 127 (a) of the Internal
Revenue C%de of 1939, as destroyed or seized, the amount of such
recovery shall be included in gross income to the extent provided in
section 1332, unless section 1333 applies to the taxable year pursuant
to an election made by the taxpayer under section 1335.

SEC. 1332. INCLUSION IN GROSS INCOME OF WAR LOSS RECOVERIES.

(a) AmounT oF REcovERY.—The amount of the recovery of any
money or property in respect of property considered under section
127 (a) of the Internal Revenue Code of 1939, as destroyed or seized,
shall be an amount equal to the aggregate of such money and the fair
market value of such property, determined as of the date of the re-
covery.

(b)yAMOUNT oF Gain INcLUDIBLE.—

(1) PorTiON EXCLUDED FROM GROSS INCOME.—To the extent
that the amount of the recovery plus the aggregate of the amounts
of previous such recoveries do not exceed that part of the aggregate
of the allowable deductions in prior taxable years on account of
the destruction or seizure of property described in such section
127 (a) which did not result in a reduction of any tax of the tax-
payer under chapter 1 or 2 of the Internal Revenue Code of 1939,
such amount shall not be includible in gross income and shall not
be deemed gain on the involuntary conversion of property as a
result of its destruction or seizure.
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(2) PORTION TREATED A8 ORDINARY INCOME.—To the extent that
such amount plus the aggregate of the amounts of previous such
recoveries exceed that part of the aggregate of such deductions,
which did not result in a reduction of any tax of the taxpayer under
such chapters and do not exceed that part of the aggregate of such
deductions which did result in a reduction of any tax of the tax-
payer under such chapters, such amount shall be included in gross
meome but shall not be deemed a gain on the involuntary conver-
sion of property as a result of its destruction or seizure.

(3) PORTION TREATED A8 GAIN ON INVOLUNTARY CONVERSION.—
To the extent that such amount plus the aggregate of the amounts
of previous such recoveries exceed the aggregate of the allowable
deductions in prior taxable years on account of the destruction or
seizure of property described in such section 127 (a), such amount
shall be consitfere a gain on the involuntary conversion of property
as a result of its destruetion or seizure and shall be recognized or
not recognized as provided in section 1033 (relating to involuntary
conversions),

(4) OBriGATIONS NOT DISCHARGED.—If for any previous taxable
year the taxpayer chose under section 127 (b) of the Internal Reve-
nue Code of 1939 to treat any obligations and liabilities as dis-
charged or satisfied out of the property or interest described in
such section 127 (a), and if such obligations and liabilities were
not so discharged or satisfied, the amount of such obligations and
liabilities treated as discharged or satisfied under such section
127 (b) shall be considered for purposes of this part as a deduction
by reason of such section 127 (a) which did not result in a reduc-
tion of any tax of the taxpayer under such chapters 1 or 2.

(5) ALLOWABLE DEDUCTION NOT ALLOWED.—For purposes of
this subsection, an allowable deduction for any t&x&gle year on
account of the destruction or seizure of property described in such
section 127 (a) shall, to the extent not allowed in computing the
tax of the taxpayer for such taxable year, be considered an allowable
deduection whicK did not result in a reduction of any tax of the
taxpayer under such chapters 1 or 2.

SEC. 1333, TAX ADJUSTMENT MEASURED BY PRIOR BENEFITS.

If this section applies to the taxable year pursuant to an election
made by the taxpayer under section 1335 or section 127 (¢) (5) of
the Internal Revenue Code of 1939—

(1) AmounT oF RECOVERY.—The amount of the recovery in the
taxable year of any money or property in respect of property con-
sidered under section 127 (a) of the Internal Revenue Code of 1939
as destroyed or seized, shall be an amount equal to the aggregate
of such money and the fair market value of such property, deter-
mined as of the date of the recovery. For purposes of this section,
in the case of the recovery of the same property or interest con-
sidered under such section 127 (a) as destroyed or seized, the fair
market value of such property or interest shall, at the option of the
taxpayer, be considered an amount equal to the adjusted basis (for
determining loss) of such property or interest in the hands of the
taxpayer on the date such property or interest was considered under
such section 127 (a) as destroyed or seized. The amount of the
recovery determined under this paragraph shall be reduced for pur-
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FOSBS of paragraphs (2) and (3) by the amount of the obligations or
iabilities with respect to the property considered under such section
127 (a) as destroyed or seized in respect of which the recovery was
received, if the taxpayer for any previous taxable year chose under
section 127 (b) (2) of such code to treat such obligations or liabilities
as discharged or satisfied out of such property, and such obligations
or labilities were not so discharged or satisfied before the date of
the recovery.

(2) ADJUSTMENT FOR PRIOR TAX BENEFITS.— Lhat part of the
amount of the recovery, in respect of any property considered under
such section 127 (a) as destroyed or seized, which is not in excess
of the allowable deductions in prior taxable years on account of
such destruction or seizure of the property (the amount of such
allowable deductions being first reduced by the aggregate amount
of any prior recoveries in respect of the same property) shall be
excludeé) from gross income for the taxable year of the recovery for
purposes of computing the tax under this subtitle; but there shall be
added to, and asses:;s and collected as a part of, the tax under this
subtitle for the taxable year of the recovery the total increase in the
tax under chapters 1 and 2 of the Internal Revenue Code of 1939
for all taxable years which would result by decreasing, in an amount
equal to such part of the recovery so excluded, such deductions

owable in the prior taxable years with respect to the destruction
or seizure of the property. Such increase in the tax for each
such year so resulting shall be eomputed in accordance with regu-
lations prescribed by the Secretary or his delegate. Such regula-
tions shall give effect to previous recoveries of any kind (including
recoveries described in section 111, relating to recovery of bad
debts, ete.) with respect to any prior year, and shall provide for
the case where there was no tax for the prior year, but shall other-
wise treat the tax previously determined for any year in accordance
with the principles set forth in section 1314 (a) (relating to correc-
tions of errors). All credits allowable against the tax for any year
and all carryovers and carrybacks affected by so decreasing the
allowable deduections shall be taken into account in computing the
increase in the tax, except that the computation of the excess
profits credit under chapter 2 E of such code for any taxable year
shall not be affected.

(8) Gain oN reEcOVERY.—The amount of any recovery or part
thereof, in respect of property considered under such section 127 (a)
as destroyed or seized, which is not excluded from §s income
under paragraph (2), shall be considered for the taxable year of the
recovery as gain on the involuntary conversion of property as a
result of its destruction or seizure and shall be recognized or not
recognized as provided in section 1033.

(4) RECOVERIES TREATED AS GROSS INCOME FOR CERTAIN PUR-
rosES.—For purposes of section 6012 (relating to persons required
to make income tax returns) and section 1312 (relating to eircum-
stances of adjustment), the recovery in the taxable year of an
money or property in respect of property considered under sue
section 127 (a) as destroyed or seized in any prior taxable year
shall be deemed to be an item includible in gross income for the
taxable year in which the recovery is made.

§ 1833(4)
49012°—54——25



346 INTERNAL REVENUE CODE OF 1954

SEC, 1334, RESTORATION OF VALUE OF INVESTMENTS REFERABLE
TO DESTROYED OR SEIZED PROPERTY.

For purposes of this part, the restoration in whole or in part of
the va[lt)m of any interest described in section 127 (a) (3) of the In-
ternal Revenue Code of 1939 by reason of any recovery of money
or dproﬁert.y in respect of property to which such interest related
and which was considered under subsection (a) (1) or (2) of such
section 127 as destroyed or seized shall be deemed a recovery of
property in respect of property considered under such section 127 (a)
as destroyed or seized. In applying section 1333, such restoration
shall be treated as the recovery of the same interest considered under
such section 127 (a) as destroyed or seized.

SEC. 1335. ELECTION BY TAXPAYER FOR APPLICATION OF SECTION
1333.

If the taxpayer elects to have section 1333 apply to any taxable
year in which he recovered any money or property in respect of
pm{i)ert considered under section 127 (a) of the Internal Revenue
Code of 1939, as destroyed or seized, section 1333 shall apply to all
taxable years of the taxpayer beginning after December 31, 1941,
and such election, once made, shall be irrevocable. The election
shall be made in such manner and at such time as the Secretary or
his delegate may by regulations preseribe, except that no election
under this section may be made unless the taxpayer recovers money
or property (in respect of property considered under such section
127 (a) as destroyed or seized) during the taxable year for which the
election is made. If pursuant to such election section 1333 applies
to any taxable year—

g) the period of limitations provided in chapter 66 on the
making of assessments and the beginning of distraint or a proceed-
ing in court for collection shall not, with respect to—

(A) the amount to be added to the tax for such taxable year
under section 1333, and

(B) any deficiency for such taxable year or for any other
taxable year, to the extent attributable to the basis of the re-

covered property being determined under section 1336 (b),
expire before the expiration of 2 years following the date of the
making of such election, and such amount and such deficiency may
be assessed at any time before the expiration of such period not-
withstanding any law or rule of law which would otherwise prevent
such assessment and collection, and

(2) in case refund or credit of any overpayment resulting from
the application of section 1333 to such taxable year is prevented
on the date of the making of such election, or within one year from
such date, by the operation of any law or rule of law (other than
seetion 7122, relating to compromises), refund or credit of such
overpayment may, nevertheless, be made or allowed if claim
therefor is filed within one year from such date.

In the case of any taxable year ending before the date of the making
by the taxpayer of an election under this section, no interest shall
be paid on any overpayment resulting from the application of section
1333 to such taxable year, and no interest shall Ee assessed or col-
lected with respect to any amount or any deficiency specified in
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aragraph (1) for any period before the expiration of 6 months
Following the date of the making of such election by the taxpayer.
SEC. 1336. BASIS OF RECOVERED PROPERTY.

(a) In GeEneErAL—The unadjusted basis of property recovered in
respect of property considered as destroyed or seized under section
127 (a) of the Internal Revenue Code of 1939 shall be determined
under this section. Such basis shall be an amount equal to the fair
market value of such property, determined as of the date of the
recovery, reduced by an amount equal to the excess of the aggregate
of such fair market value and the amounts of previous recoveries
of money or property in respect of property considered under such
section 127 (a) as destroyed or seized over the aggregate of the allow-
able deductions in prior taxable years on account of the destruction
or seizure of property described in such section 127 (a), and increased
by that portion of the amount of the recovery which under section
1332 is treated as a recognized gain from the involuntary conversion
of property. On application of the taxpayer, the aggregate of the
bases (determined under the preceding sentence) of any properties
recovered in respect of properties considered under such section
127 (a) as destroyed or seized may be allocated among the properties
so recovered in such manner as the Secretary or his delegate may
determine under regulations prescribed by the Secretary or his dele-
gate, and the amounts so allocated to any such property so recovered
shall be the unadjusted basis of such property in lieu of the unadjusted
basis of such property determined under the preceding sentence.

(b) ProreErTY RECOVERED IN TaxaBLE YEAR TO WHICH SECTION
1333 Arpries.—In the case of a taxpayer who has made an election
under section 1335, the basis of property recovered shall be an amount
equal to the value at which such property is included in the amount
o? the recovery under section 1333 (1) (determined without regard to
the last sentence thereof), reduced by such part of the gain under
section 1333 (3) which is not recognized as provided in section 1033.
SEC. 1337. APPLICABLE RULES.

(a) DererminatioNn oF Tax Benerirs.—The determination as to
whether and to what extent an allowable deduction on account of
the destruction or seizure of property described in section 127 (a) of
the Internal Revenue Code of 1939 did or did not result in a reduction
of any tax of the taxp&lj]'er under chapter 1 or 2 of such code shall be
g:lsi,de in accordance with regulations prescribed by the Secretary or his

elegate.

(b) ParriaL WorTHLESSNESS OF CERTAIN INVESTMENTS TREATED
A8 War Losses Unper 1939 Cope.—The part of the stock or other
interest of the taxpayer treated under subsection (eﬂl of such section
127 as property deseribed in subsection (a) (3) of such section shall be
treated in the same manner for purposes of this part.
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PART V—CLAIM OF RIGHT

Sec. 1341. Computation of tax where taxpayer restores substantial
amount held under elaim of right.

SEC. 1341. COMPUTATION OF TAX WHERE TAXPAYER RESTORES SUB-
STANTIAL AMOUNT HELD UNDER CLAIM OF RIGHT.
(a) GenERAL RuLe.—If—

(1) an item was included in gross income for a prior taxable year
(or years) because it appeared that the taxpayer had an unrestricted
right to such item;

(2) a deduction is allowable for the taxable year because it was
established after the close of such prior taxable year (or years) that
the taxpayer did not have an unrestricted right to such item or to
a portion of such item; and

(3) the amount of such deduction exceeds $3,000,

then the tax imposed by this chapter for the taxable year shall be the
lesser of the following:

(4) the tax for the taxable year computed with such deduetion; or

(5) an amount equal to—

(A) the tax for the taxable year computed without such de-
duction, minus

(B) the decrease in tax under this chapter (or the correspond-
ing provisions of prior revenue laws) for the prior taxable year (or
years) which would result solely from the exclusion of such item

(or portion thereof) from gross income for such prior taxable year

(or years). :

For purposes of paragraph (5) (B), the corresponding provisions of
the Internal Revenue Code of 1939 shall be chapter 1 of such code
(other than subchapter E, relating to self-employment income).

(b) Seecia RuLes.—

(1) If the decrease in tax ascertained under subsection (a) (5) (B)
exceeds the tax imposed by this chapter for the taxable year (com-
puted without the deduction) such excess shall be consilg:ared to be
a payment of tax on the last day prescribed by law for the payment
of tax for the taxable year, and shall be refunded or credited in the
same manner as if it were an overpayment for such taxable year.

(2) Subsection (a) does not apply to any deduction allowable
with res?ech to an item which was included in gross income by
reason of the sale or other disposition of stock in trade of the tax-
pa{er (or other property of a kind which would properly have been
included in the inventory of the taxpayer if on hand at the close of
the prior taxable year) or property held by the taxpayer primarily
for sale to customers in the ordinary course of his trade or business.
This paragraph shall not apply if the deduction arises out of refunds
or repayments made by a regulated public utility (as defined in
section 1503 (¢) without regard to paragraph (2) thereof) if such
refunds or repayments are required to be made by the government,
political subdivision, agency, or instrumentality referred to in such
section,
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PART VI—OTHER LIMITATIONS

Sec. 1346. Recovery of unconstitutional Federal taxes.
Sec. 1347. Claims against United States involving acquisition of
property.

SEC. 1346. RECOVERY OF UNCONSTITUTIONAL FEDERAL TAXES.

Income (excluding interest) attributable to the recovery during the
taxable year of a tax imposed by the United States which has been
held unconstitutional, and in respect of which a deduction was allowed
in a prior taxable year, may be excluded from gross income for the
taxable year, and the deduction allowed in respect thereof in such
prior taxable year treated as not having been allowable, if—

(1) the taxpayer elects in writing (at such time and in such
manner as may be prescribed by regulations prescribed by the
Secretary or his delegate) to treat such deduetion as not having been
allowable for such prior taxable year, and

(2) the taxpayer consents in writing to the assessment, within
such period as may be agreed on, of any deficiency resulting from
such treatment, even though the statutory period for the assessment
of any such deficiency hadg expired before tﬁe filing of such consent.

SEC. 1347. CLAIMS AGAINST UNITED STATES INVOLVING ACQUISI-
TION OF PROPERTY.

In the case of amounts (other than interest) received by a taxpayer
from the United States with respect to a claim against the United
States involving the acquisition of property and remaining unpaid
for more than 15 years, the tax impose(f by section 1 attributable to
such receipt shall not exceed 30 percent of the amount (other than
interest) so received.
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Subchapter R—Election of Certain Partnerships and
Proprietorships as to Taxable Status

See. 1361. Unincorporated business enterprises electing to be taxed
as domestic corporations,

SEC. 1361. UNINCORPORATED BUSINESS ENTERPRISES ELECTING TO
BE TAXED AS DOMESTIC CORPORATIONS.

(a) GeNBrAL RuLE.—Subject to the qualifications in subsection (b),
an election may be made, in accordance with regulations preseribed
bgr the Secretary or his defegate, not later than 60 days after the close
of any taxable year of a proprietorship or partnership owning an
unincorporated business enterprise, by the proprietor or all the part-
ners, owning an interest in such enterprise at any time on or after the
first day of the first taxable year to which the election applies or of the

ear described in subsection (f), to be subject to the taxes deseribed
in subsection (h) as a domestic corporation for such year and sub-
sequent years.

) Quarrricarions.—The election deseribed in subsection (a) may
not be made with respect to an unincorporated business enterprise
unless at all times during the period on or after the first day of the
first taxable year to which the election applies or of the year described
in subsection (f), as the case may be, and on or before the date of
election—

(1) such enterprise is owned by an individual, or by a partnership

consisting of not more than 50 individual members;

(2) no proprietor or partner having more than a 10 percent
interest in profits or capital of such enterprise is a proprietor or a
partner having more than a 10 percent interest in profits or capital
of any other unincorporated business enterprise taxable as a domes-~
tic corporation;

(3) no proprietor or partner of such enterprise is a nonresident
alien or a foreign partnership; and

(4) such enterprise is one in which capital is a material income
producing factor, or 50 percent or more of the gross income of such
enterprise consists of gains, profits, or income derived from trading
as a principal or from buying and selling real property, stock,
securities, or commodities for the account of others.

(¢) Corrorate Provisions AppricaBrLE—Under regulations pre-
scribed by the Secretary or his delegate, an unincorporated business
enterprise as to which an election has been made under subsection
(a), shall, except as provided in subsection (m), be considered a
corﬂoration for purposes of this subtitle, except chapter 2 thereof,
with respect to operation, distributions, sale of an interest, and an
other purpose; and each owner of an interest in such enterprise sha
be considered a shareholder thereof in proportion to his interest.

(d) Lamrrarion.—A partner or proprietor of an unincorporated
business enterprise as to which an election has been made under
subsection (a) shall not be considered an employee for purposes of
section 401 (a) (relating to employees’ pension trusts, etc.).

§ 1361



CH. 1—NORMAL TAXES AND SURTAXES 351

(e) Eurcrion IRrREVOcABLE.—Except as provided in subseetion (f),
the election deseribed in subsection (a) shall be irrevocable—

(1) with respect to an enterprise as to which such election has
been made and the proprietor or partners of such enterprise; and

(2) any unincorporated successor to the business of such enter-
prise and the proprietor or partners of such successor.

(f) Caange or OwnersHip.—In any year in which the electing
proprietor or ?art.ners have an interest of 80 percent or less in profits
and capital of an enterprise described in subsection (e), such enter-

rise shall not be considered a domestic corporation for such year or
or subsequent years unless the proprietor or partners of such enter-
prise make a new election in accordance with subsection (a).

(g) ConstrucTive OwnersHIP.—For purposes of subsection (f),
the ownership of an interest shall be determined in accordance with
the rules for constructive ownership of stock provided in section 267
(c) other than paragraph (3) thereof.

(h) ImposiTiON OF TaxES.—The unincorporated business enterprise
as to which an election has been made under subsection (a) shall be
subject to—

(1) the normal tax and surtax imposed by section 11,

(2; the accumulated earnings tax imposed by section 531, and
(3) the alternative tax for capital gains imposed by section 1201.

(i) Personar Horping Company INCcOME.—

(1) ExcLupep FrROM INCOME OF ENTERPRISE.—There shall not
be included in the gross income of the enterprise as to which an
election has been made under subsection (a) any personal holdiug
company income (as defined in section 543), except income earne
by such enterprise from buying and selling real property, stock,
securities, or commodities for the account of others.

(2) INCOME AND DEDUCTIONS OF OWNERS.—Any personal hold-
ing company income not included in the gross income of the enter-
prise under paragraph (1), and the expenses attributable thereto,
shall be treated as the income and deductions of the proprietor or
partners (in accordance with their distributive shares of partner-
ship income) of such enterprise.

(3) Disrriurions.—If the amount of personal holding company
income includible under paragraph (2) in the income of the proprietor
or partner is distributed to him during the year earned, such amount
shall not be taxed as a corporate distribution. The amount of such
income not distributed during such year shall be considered as
paid-in surplus or as a contribution to capital as of the close of
such year.

(4) RenTs AND RovAnTiEs.—For the purpose of determinin
whether rents, and mineral, oil, or gas royalties constitute person
holding company income under paragraph (1), all income earned
by the enterprise in any taxable year shall enter into the determina-
tion of its gross income for such year.

(j) CompuraTioN oF TaxaBLE INcoME—In computing the taxable
income of an unincorporated business enterprise as to which an
election has been made under subsection (a)—

(1) a reasonable deduction shall be allowed for salary or com-
pelésation to a proprietor or partner for services actually rendered;
an
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(2) there shall be allowed as deductions only such items properly
allocable to the operation of the business of such enterprise, except
El_f;d(ut;bions allocable to the proprietor or partners under subsection

1) (2).

(k) Distrisurions OrHER THAN IN LiguiparioNn—Except as
provided in subsection (1), a distribution with respect to a proprietor-
ship or partnership interest by an enterprise as to which an election
has been made under subsection (a), other than a distribution of
personal holding company income under subsection (i) (3), shall be
treated as a corporate distribution in accordance with part I of sub-
chapter C of this chapter.

(1) DisrriBuTioNs IN Liquiparion.—A distribution in partial or
complete liquidation with respect to a proprietorship or partnership
interest by an enterprise as to which an election has been made under
subsection (a), shall be treated as a corporate liquidation in accord-
ance with part IT of subchapter C of this chapter.

(m) ORGANIZATIONS AND REORGANIZATIONS.—An enterprise as to
which an election has been made under subsection (a) shall not be
considered a corporation, nor shall the proprietor or partners of such
enterprise be considered shareholders, Ejr purposes of parts IIT and
IV of subchapter C of this chapter (relating to corporate organizations,
and r?orgamzations, and insolvency reorganizations) except in the
case of—

(1) a contribution of property, constituting either paid-in surplus
or a contribution to capital, on which gain or loss is recognized ; and

(2) the organization of an enterprise as to which the election
described in subsection (a) is made?or its first taxable year.
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CHAPTER 2—TAX ON SELF-EMPLOYMENT INCOME

Sec. 1401. Rate of tax.-
Seec. 1402. Definitions,
Sec. 1403. Miscellaneous provisions.

SEC. 1401. RATE OF TAX.

In addition to other taxes, there shall be imposed for each taxable
eﬁ,r, on the self-employment income of every individual, a tax as
ollows:

(1) in the case of any taxable year beginning before January 1,
1960, the tax shall be equal to 3 percent of the amount of the self-
employment income for such taxable year;

2) in the case of any taxable year beginning after December 31,
1959, and before January 1, 1965, the tax she.]% be equal to 3% per-
cent of the amount of the self-employment income for such taxable

ear;

: (3) in the case of any taxable year beginning after December 31,

1964, and before January 1, 1970, the tax sha]f be equal to 4% per-

cent of the amount of the self-employment income for such taxable

ear;

" (45 in the case of any taxable year beginning after December 31,

1969, the tax shall be equal to 4% percent 2? the amount of the
self-employment income for such taxable year.

SEC. 1402. DEFINITIONS.

(a) Ner Earninegs From Serr-EmproymeEntT.—The term ‘mnet
earnings from self-employment” means the gross income derived by
an individual from any trade or business carried on by such indi-
vidual, less the deductions allowed by this subtitle which are attribut-
able to such trade or business, plus his distributive share (whether or
not distributed) of income or loss described in section 702 (a) (9) from
any trade or business carried on by a partnership of which he is a
member; except that in computing such gross income and deductions
and such distributive share of partnership ordinary income or loss—

(1) there shall be excluded rentals from real estate (including
personal property leased with the real estate) and deductions
attributable thereto, unless such rentals are received in the course
of a trade or business as a real estate dealer;

(2) there shall be excluded income derived from any trade or
business in which, if the trade or business were carried on exclusively
by employees, the major portion of the services would constitute
agricultural labor as defined in section 3121 (g); and there shall be
excluded all deductions attributable to such income;

(3) there shall be excluded dividends on any share of stock, and
interest on any bond, debenture, note, or certificate, or other
evidence of indebtedness, issued with interest coupons or in regis-
tered form by any corporation (including one issued by a govern-
ment or political subdivision thereof), unless such dividends and

§ 1402(a) (3)



354 INTERNAL REVENUE CODE OF 1954

interest (other than interest described in section 35) are received

in the course of a trade or business as a dealer in stocks or securities;

(4) there shall be excluded any gain or loss—

(A) which is considered as gain or loss from the sale or exchange
of a capital asset,

(B) from the cutting of timber, or the disposal of timber or
coal, if section 631 applies to such gain or loss, or

(é) from the sale, exchange, involuntary conversion. or other
disposition of property if such property is neither—

(i) stock in trade or other property of a kind which would
properly be includible in inventory if on hand at the close of
the taxable year, nor

(ii) property held primarily for sale to customers in the
ordinary course of the trade or business;

(5) the deduction for net operating losses provided in section
172 shall not be allowed;

(6) if—

(A) any of the income derived from a trade or business (other
than a trade or business carried on by a partnership) is com-
munity income under community property laws applicable to
such income, all of the gross income and deduections attributable
to such trade or business shall be treated as the gross income and
deductions of the husband unless the wife exercises substantially
all of the management and control of such trade or business, in
which case all of such gross income and deductions shall be
treated as the gross income and deductions of the wife; and

(B) any portion of a partner’s distributive share of the ordi-
nary income or loss from a trade or business carried on by a
partnership is community income or loss under the community
property laws applicable to such share, all of such distributive
share shall be included in computing the net earnings from
self-employment of such partner, and no part of such share shall
be taken into account in computing the net earnings from self-
employment of the spouse of such partner;

(7) a resident of Puerto Rico shall compute his net earnings from
sell-employment in the same manner as a citizen of the United
States but without regard to section 933;

(8) the deduction for personal exemptions provided in section 151
shall not be allowed.

If the taxable year of a partner is different from that of the partnership,
the distributive share which he is required to include in computing his
net earnings from self-employment shall be based on the ordinary
income or loss of the partnemﬂjp for any taxable year of the partner-
ship ending within or with his taxable year.

(b) SeLr-EmproymenT INcome.—The term “self-employment in-
come’’ means the net earnings from self-employment derived by an
individual (other than a nonresident alien individual) during any
taxable year; except that such term shall not include—

(1) that part of the net earnings from self-employment which
is in excess of—

(A) $3,600, minus

(B) the amount of the wages paid to such individual during the
taxable year; or
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(2) the net earnings from self-employment, if such net earnings
for the taxable year are less than $400.

For purposes of clause (1), the term ‘“wages” includes such remu-
neration paid to an employee for services included under an agree-
ment entered into pursuant to the provisions of section 218 of the
Social Security Act (relating to coverage of State employees) as would
be wages under section 3121 (a) if such services constituted employ-
ment under section 3121 (b). An individual who is not a citizen of the
United States but who is a resident of the Virgin Islands or a resident
of Puerto Rico shall not, for p ses of this chapter be considered to
be a nonresident, alien individuﬁ.

(¢) TrapE or Business.—The term “trade or business’’, when used
with reference to self-employment income or net earnings from self-
employment, shall have the same meaning as when used in section
162 (relating to trade or business expenses), except that such term
shall not inc%ude—

(1) the performance of the functions of a public office;

(2) the performance of service by an individual as an employee
(other than service deseribed in section 3121 (b) (16) (B) performed
by an individual who has attained the age of 18);

(3) the performance of service by an individual as an employee
or employee representative as defined in section 3231;

(4) the performance of service by a duly ordained, commissioned,
or licensed minister of a church in the exercise of his ministry or
by a member of a religious order in the exercise of duties required
by such order; or

(5) the performance of service by an individual in the exercise
of his profession as a physician, lawyer, dentist, osteopath, veter-
inarian, chiropractor, naturopath, optometrist, Christian Science
practitioner, architect, certified public accountant, accountant reg-
istered or licensed as an accountant under State or municipal law,
full-time praecticing public accountant, funeral director, or profes-
sional engineer; or the performance of such service by a partnership.
(d) EmrrLovEE AND Waces.—The term ‘“‘employee’” and the term

‘“‘wages’” shall have the same meaning as when used in chapter 21

J(f,ec). 3101 and following, relating to Federal Insurance Contributions
ct).

SEC. 1403. MISCELLANEOUS PROVISIONS.

(a) TirLe oF CHAPTER.—This chapter may be cited as the “Self-
Employment Contributions Act of 1954”.

(b) Cross REFERENCES.—

(1) For provisions relating to returns, see section 6017.
(2) For provisions relating to collection of taxes in Virgin Islands and
Puerto Rico, see section 7651.

§ 1403(b)
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CH. 3—WITHHOLDING OF TAX 357

CHAPTER 3—WITHHOLDING OF TAX ON NONRESI-
DENT ALIENS AND FOREIGN CORPORATIONS AND
TAX-FREE COVENANT BONDS

" SuscmaprEr A. Nonresident aliens and foreign corporations.
SuscuAPTER B. Tax-free covenant bonds.
Suscuaprer C. Application of withholding provisions.

Subchapter A—Nonresident Aliens and Foreign Corporations

See. 1441, Withholding of tax on nonresident aliens.
Sec. 1442. Withholding of tax on foreign corporations.
Sec. 1443. Foreign tax-exempt organizations.

SEC. 1441. WITHHOLDING OF TAX ON NONRESIDENT ALIENS.

(a) GenEraL Rune.—Except as otherwise provided in subsection
(¢c), all persons, in whatever capacity acting (including lessees or
mortgagors of real or personal property, fiduciaries, employers, and
all officers and employees of the United States) having the control,
receipt, custody, disposal, or payment of any of the items of income
specified in subsection (b) (to the extent that any of such items con-
stitutes gross income from sources within the United States), of any
nonresident alien individual, or of any partnership not engaged in
trade or business within the United States and composed in whole or
in part of nonresident aliens, shall (except in the cases provided for
in section 1451 and except as otherwise provided in regulations pre-
scribed by the Secretary or his delegate under section 874) deduct
and withhold from such items a tax equal to 30 percent thereof.

(b) Incoms ITems.—The items of income referred to in subsection
(a) are interest (except interest on deposits with persons carrying on
the banking business paid to persons not engageg in business in the
United States), dividends, rent, salaries, wages, premiums, annuities,
compensations, remunerations, emoluments, or other fixed or deter-
minable annual or periodical gains, profits, and income, and amounts
described in section 402 (a) (2), section 631 (b) and (¢), and section
1235, which are considered to be gains from the sale or exchange of
capital assets.

(¢) ExceprriOoNs.—

(1) DiviDENDS OF FOREIGN CORPORATIONS.—No deduction or
withholding under subsection (a) shall be required in the case of
dividends paid by a foreign corporation unless (A) such corpora-
tion is engaged in trade or business within the United States, and
(B) more than 85 percent of the gross income of such corporation for
the 3-year period ending with the close of its taxable year pre-
ceding the declaration of such dividends (or for such part of such
period as the corporation has been in existence) was derived from
sources within the United States as determined under part I of
subchapter N of chapter 1.
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(2) OwnNer uNEKNOWN.—The Secretary or his delegate may
authorize the tax under subsection (a) to be deducted an(% withheld
from the interest upon any securities the owners of which are not
known to the withholding agent.

(3) BoNps WITH EXTENDED MATURITY DATES.—The deduction
and withholding in the case of interest on bonds, mortgages, or
deeds of trust or other similar obligations of a corporation, within
subsections (a), (b), and (c¢) of section 1451 were it not for the fact
that the maturity date of such obligations has been extended on or
after January 1, 1934, and the liability assumed by the debtor
exceeds 27% percent of the interest, shall not exceed the rate of 27%
percent per annum,

(4) CoMPENSATION OF CERTAIN ALIENS.—Under regulations pre-
seribed by the Secretary or his delegate, there may be exempted
from deduction and withholding under subsection (a) the compen-
sation for personal services of nonresident alien individuals who
enter and leave the United States at frequent intervals.

(5) SprciaL rrEms.—In the case of amounts described in section
402 (a) (2), section 631 (b) and (¢), and section 1235, which are
considered to be gains from the sale or exchange of capital assets,
the amount required to be deducted and withheld shall, if the
amount of such gain is not known to the withholding agent, be
such amount, not exceeding 30 percent of the proceeds from such,
sale or exchange, as may be necessary to assure that the tax
deducted and withheld shall not be less than 30 percent of such

ain.

%d) Arien Resment oF Puerro Rico.—For purposes of this sec-
tion, the term “nonresident alien individual” includes an alien resident
of Puerto Rico.

SEC. 1442. WITHHOLDING OF TAX ON FOREIGN CORPORATIONS.
In the case of foreign corporations subject to taxation under this

subtitle not engaged in trade or business within the United States,
there shall be deducted and withheld at the source in the same manner
and on the same items of income as is provided in section 1441 or
section 1451 a tax equal to 30 percent thereof; except that, in the case
of interest described in section 1451 (relating to tax-free covenant
bonds), the deduction and withholding shall be at the rate specified
therein.

SEC. 1443. FOREIGN TAX-EXEMPT ORGANIZATIONS.

In the case of income of a foreign organization subject to the tax
imposed by section 511, this chapter shall apply to rents includible
under section 512 in computing its unrelated business taxable income,
but only to the extent and subject to such conditions as may be pro-
vided under regulations prescribed by the Secretary or his delegate.
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CH. 3—WITHHOLDING OF TAX 359

Subchapter B—Tax-Free Covenant Bonds

Sec. 1451. Tax-free covenant bonds.

SEC. 1451. TAX-FREE COVENANT BONDS.

(a) RequireMENT oF WrraaOLDING.—In any case where bonds,
mortgages, or deeds of trust, or other similar obligations of a corpora-
tion, issued before January 1, 1934, contain a contract or provision
by which the obligor agrees to pay any portion of the tax imposed
by this subtitle on the obligee, or to reimburse the obligee for any
portion of the tax, or to pa the interest without deduction for any
tax which the obligor ma ge required or permitted to pay thereon,
or to retain therefrom under any law of the United States, the obligor
shall deduct and withhold a tax equal to 2 percent (regardless of
whether the liability assumed by the obligor isrl)eas than, equal to, or

eater than 2 percent) of the interest on such bonds, mortgages,
cgilt-aeds of trust, or other obligations, whether such interest is payable
annually or at shorter or longer periods, if payable to— '

(1) an individual,

(2) a partnership, or

(3) a foreign eorporation not engaged in trade or business within
the United States.

(b) Payments 170 ForEileNERS.—Notwithstanding subsection (a),
if the liability assumed by the obligor does not exceeg 2 percent of the
interest, then the deduction and withholding shall be at the rate of
30 percent in the case of— -

(1) a nonresident alien individual,

(2) any partnership not engaged m trade or business within the
United States and composed in whole or in part of nonresident
aliens, and

(3) a foreign corporation not engaged in trade or business within
the United States.

(¢) Owner UngNownN.—If the owners of such obligations are not
known to the withholding agent, the Secretary or his delegate may
authorize such deduction &lgg withholding to be at the rate of 2 per-
cent, or, if the liabi]ig assumed by the obligor does not exceed 2 per-
cent of the interest, then at the rate of 30 percent.

(d) Bexerrr or Personan Exemprrions.—Deduction and with-
holding under this section shall not. be required in the case of a citizen
or resident entitled to receive such interest, if he files with the with-
holding agent on or before February 1 a signed notice in writing claim-
ing the benefit of the deduction for personal exemptions provided in
section 151; nor in the case of a nonresident alien individual if so pro-
vided for in regulations prescribed by the Secretary or his delegate
under section 874,

(e) Avien RusipEnTs oF Puerto Rico.—For purposes of this
section, the term “nonresident alien individual” includes an alien
resident of Puerto Rico.

(f) Income or OBLiGOR AND OBrLiGEE,—The obligor shall not be
allowed a deduction for the payment of the tax imposed by this sub-
title, or any other tax paid pursuant to the tax-free covenant clause,
nor shall such tax be included in the gross income of the obligee.

§ 1451(f)
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Subchapter C—Application of Withholding Provisions

Bec. 1461. Return and payment of withheld tax.

Sec. 1462, Withheld tax as eredit to recipient of income.
Sec. 1463. Tax paid by recipient of income.

Sec. 1464. Refunds and credits with respect to withheld tax.
See. 1465. Definition of withholding agent.

SEC. 1461. RETURN AND PAYMENT OF WITHHELD TAX.

Every person required to deduct and withhold any tax under this
chapter shall, on or before March 15 of each year, make return thereof
and pay the tax to the officer designated in section 6151. Every such
person is hereby made liable for such tax and is hereby indemnified
against the claims and demands of any person for the amount of any
payments made in accordance with the provisions of this chapter.
SEC. 1462. WITHHELD TAX AS CREDIT TO RECIPIENT OF INCOME.

Income on which any tax is required to be withheld at the source
under this chapter shaﬂ be included in the return of the recipient of
such income, but any amount of tax so withheld shall be credited
against the amount of income tax as computed in such return.

SEC. 1463. TAX PAID BY RECIPIENT OF INCOME.

If any tax required under this chapter to be deducted and withheld
is paid by the recipient of the income, it shall not be re-collected from
the withholding agent; nor in cases in which the tax is so paid shall
any penalty be imposed on or collected from the recipient of the
income or the withholdin? agent for failure to return or pay the same,
unless such failure was fraudulent and for the purpose of evading
payment.

SEC. 1464. R%l;‘SKNDS AND CREDITS WITH RESPECT TO WITHHELD

Where there has been an overpayment of tax under this chapter,
any refund or credit made under chapter 65 shall be made to the
withholding agent unless the amount of such tax was actually withheld
by the withholding agent.

SEC. 1465. DEFINITION OF WITHHOLDING AGENT.

The term “withholding agent’’ means any person required to deduct

and withhold any tax under this chapter.
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CHAPTER 4—RULES APPLICABLE TO RECOVERY OF
EXCESSIVE PROFITS ON GOVERNMENT CON-
TRACTS

SuscHAPTER A. Recovery of excessive profits on government
contracts.

SuscHAPTER B. Mitigation of effect of renegotiation of government
contracts.

Subchapter A—Recovery of Excessive Profits on Govern-
ment Contracts

Sec. 1471. Recovery of excessive profits on Government contracts.

SEC. 1471. RECOVERY OF EXCESSIVE PROFITS ON GOVERNMENT
CONTRACTS.

(a) MeraOoD OoF CoLLEcTION.—If the amount of profit required to
be paid into the Treasury under section 3 of the Act of March 27, 1934,
as amended (34 U. 8. C. 496), with respect to contracts completed
within taxable years subject to this code is not voluntarily paid,
the Secretary or his delegate shall collect the same under the methods
employed to collect taxes under this subtitle.

(b) Liaws ArpricaBre,—All provisions of law (including penalties)
applicable with respect to the taxes imposed by this subtitle and not
inconsistent with section 3 of the Act of March 27, 1934, as amended,
shall apply with respect to the assessment, collection, or payment of
excess profits to the Treasury as provided by subsection (a), and to
Ir;ifunds by the Treasury of overpayments of excess profits into the

easury.

§ 1471(b)
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Subchapter B—Mitigation of Effect of Renegotiation of
Government Contracts

Sec. 1481. Mitigation of effect of renegotiation of government
contracts,

SEC. 1481. MITIGATION OF EFFECT OF RENEGOTIATION OF GOVERN-
MENT CONTRACTS.
(a) Repuction For Prior TaxaBLE YEAR.—

(1) EXCESSIVE PROFITS ELIMINATED FOR PRIOR TAXABLE YEAR.—
In the case of a contract with the United States or any agency
thereof, or any subcontract thereunder, which is made by the tax-
payer, if a renegotiation is made in respect of such contract or
sugcontmct and an amount of excessive profits received or acerued
under such contract or subcontract for a taxable year (referred to
in this section as ‘‘prior taxable year”) is eliminated and, the tax-
payer is required to pay or repay to the United States or any agency
thereof the amount of excessive profits eliminated or the amount
of excessive profits eliminated is applied as an offset against other
amounts due the taxpayer, the part of the contract or subcontract
price which was received or was accrued for the prior taxable year
shall be reduced by the amount of excessive profits eliminated.
For purposes of this section—

(A) The term ‘“renegotiation’” includes any transaction which
is a renegotiation within the meaning of the Federal renegotiation
act applicable to such transaction, any modification of one or
more contracts with the United States or any agency thereof, and
any agreement with the United States or any ageney thereof in
respect of one or more such eontracts or subcontracts thereunder.

) The term ‘“‘excessive profits’” includes any amount which
constitutes excessive profits within the meaning assigned to such
term by the applicable Federal renegotiation act, any part of the
contract price of a contract with the United States or any agency
thereof, any part of the subcontract price of a subcontract under
such a contract, and any profits derived from one or more such
contracts or subcontracts.

(C) The term ‘‘subcontract’” includes any purchase order or
agreement which is a subcontract within the meaning assigned
to such term by the applicable Federal renegotiation act.

(D) The term “Federal renegotiation act’” includes section 403
of the Sixth Supplemental National Defense Appropriation Act
(Public Law 528, 77th Cong., 2d Sess.), as amended or supple-
mented, the Renegotiation Act of 1948, as amended or supple-
mented, and the Renegotiation Act of 1951, as amended or sup-
plemented.

(2) REDUCTION OF REIMBURSEMENT FOR PRIOR TAXABLE YEAR.—
In the case of a cost-plus-a-fixed-fee contract between the United
States or any agency thereof and the taxpayer, if an item for
which the taxpayer has been reimbursed is disallowed as an item

§ 1481
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of cost chargeable to such contract and the taxpayer is required to
repay the United States or any agency thereof the amount disallowed
or t.ge amount disallowed is applied as an offset against other
amounts due the taxpayer, the amount of the reimbursement of
the taxpayer under the contract for the taxable year in which
the reimbursement for such item was received or was acerued
shall be reduced by the amount disallowed.

(3) DepucrioNn prsanLowep.—The amount of the payment,
rep:ﬁyment., or offset described in ]f)a.r aph (1) or paragraph (2)
shall not constitute a deduction for the year in which paid or
incurred.

(4) Excerrion.—The foregoing provisions of this subsection shall
not apply in respect of any contract if the taxpayer shows to the
satisfaction of the Secretary or his delegate that a different method
of accounting for the amount of the payment, repayment, or disal-
lowance clearly reflects income, and m such case the payment,
repayment, or disallowance shall be accounted for with respect to
the taxable year provided for under such method, which for the
purposes of subsections (b) and (c) shall be considered a prior
taxable year.

(b) Creprr AcainsT REPAYMENT ON AccoUNT 0OF RENEGOTIATION
OR ALLOWANCE.—

(1) GenerAL RULE.—There shall be credited against the amount
of excessive profits eliminated the amount by which the tax for the
prior taxable year under this subtitle is decreased by reason of the
application of paragraph (1) of subsection (a); and there shall be
credited against the amount disallowed the amount by which the
tax for the prior taxable year under this subtitle is decreased by
reason of the application of paragraph (2) of subsection (a).

(2) CrebprT FOR BARRED YEAR.—If at the time of the payment,
repayment, or offset deseribed in paragraph (1) or paragraph (2)
of subsection (a), refund or credit of tax under this subtitle for
the prior taxable year is prevented (except for the provisions of
section 1311) by any provision of the intemaF revenue laws other than
section 7122, or by rule of law, the amount by which the tax for such
year under this subtitle is decreased by the application of paragraph
(1) or paragraph (2) of subsection (a) shall be computed under this
paragraph. There shall first be ascertained the tax previously de-
termined for the prior taxable year. The amount of the tax pre-
viously determined shall be the excess of—

(A) the sum of—

(i) the amount shown as the tax by the taxpayer on his
return (determined as provided in section 6211 (b) (1) and (3)),
if a return was made by the taxpayer and an amount was shown
as the tax by the taxpayer thereon, plus

(ii) the amounts previously assessed (or collected without
assessment) as a deficiency, over—

((Iil) the amount of rebates, as defined in section 6211 (b) (2),
madae.
There shall then be ascertained the decrease in tax previousl
determined which results solely from the application of paragrap
’S}} or paragraph (2) of subsection (a) to the prior taxable year.
he amount so ascertained, together with any amounts collected

§ 14811(b) (2)
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as additions to the tax or interest, as a result of paragraph (1) or

paragraph (2) of subsection (a) not having been applied to the

prior taxable year, shall be the amount by which such tax is
decreased.

(3) InrEREST.—In detarmininf the amount of the credit under
this subsection no interest shall be allowed with respect to the
amount ascertained under paragraph (1); except that if interest is
cha.rsed by the United States or the agency thereof on account of
the disallowance for any period before the date of the payment,
repayment, or offset, the credit shall be increased by an amount
equal to interest on the amount ascertained under such paragraph
at the same rate and for the period (prior to the date of the payment,
repayment, or offset) as interest is so charged.

(¢) Creprr 1Ny Luigu or Oraer Creprr or RErFunp,—If a credit is
allowed under subsection (b) with respect to a prior taxable year no
other credit or refund under the internal-revenue laws founded on the
:Hp].ication of subsection (a) shall be made on account of the amount

owed with respect to such taxable year. If the amount allowable
as a credit under subsection (b) exceeds the amount allowed under
such subsection, the excess shall, for purposes of the internal revenue
laws relating to credit or refund of tax, be treated as an overpayment
for the prior taxable year which was made at the time the payment,
repayment, or offset was made.

(d) RenegoriaTioN orF GovERNMENT CONTRACTS AFFECTING
TaxaBrLe YEArs Prior To 1954.—If a recovery of excessive profits
through renegotiation as described in this section relates to profits of
a taxable year subject to the Internal Revenue Code of 1939, the
adjustments in respect of such renegotiation shall be made under
section 3806 of such code.

§ 1481(b) (2)
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CHAPTER 5—TAX ON TRANSFERS TO AVOID INCOME
TAX

Sec. 1491. Imposition of tax.

Sec. 1492. Nontaxable transfers.
Sec. 1493, Definition of foreign trust.
Sec. 1494, Payment and collection.

SEC. 1491, IMPOSITION OF TAX.

There is hereby imposed on the transfer of stock or securities by a
citizen or resident of the United States, or by a domestic corporation
or partnership, or by a trust which is not a foreign trust, to a foreign
corporation as paid-in surplus or as & contribution to capital, or to a
foreign trust, or to a foreign partnership, an excise tax equai to 27%
percent of the excess of—

(1) the value of the stock or securities so transferred, over
(2) its adjusted basis (for determining gain) in the hands of the
transferor.
SEC. 1492, NONTAXABLE TRANSFERS.

The tax imposed by section 1491 shall not apply—

1) If the transferee is an organization exempt from income tax
under part I of subchapter F of chapter 1 (other than an organi-
zation described in section 401 (a)); or

(2) If before the transfer it has been established to the satisfac-
tion of the Secretary or his delegate that such transfer is not in
pursuance of a plan having as one of its principal purposes the
avoidance of Federal income taxes.

SEC. 1493. DEFINITION OF FOREIGN TRUST.

A trust shall be considered a foreign trust within the meaning of
this chapter if, assuming a subsequent sale by the trustee, outside the
United States and for cash, of the property so transferred, the profit,
if any, from such sale would not be included in the gross income of
the trust under this subtitle.

SEC. 1494. PAYMENT AND COLLECTION.

(a) Time ror PaymeNT.—The tax imposed by section 1491 shall,
without assessment or notice and demand, be due and payable by the
transferor at the time of the transfer, and shall be assessed, collected,
and paid under regulations prescribecf by the Secretary or his delegate.

(b) ABaTEMENT OR REFUND,—Under regulations prescribed by the
Secretary or his delegate, the tax may be abated, remitted, or refunded
if after the transfer it has been established to the satisfaction of the
Secretary or his delegate that such transfer was not in pursuance of a
plan having as one of its principal purposes the avoidance of Federal
meome taxes,

§ 1494 (b)
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CHAPTER 6—CONSOLIDATED RETURNS

SvecmarrEr A, Returns and payment of tax.
SvecrAPTER B. Related rules,

Subchapter A—Returns and Payment of Tax

See. 1501. Privilege to file consolidated returns.
Sec. 1502. Regulations.

See. 1503. Computation and payment of tax.
See. 1504. Definitions.

Sec. 1505. Cross references.

SEC. 1501. PRIVILEGE TO FILE CONSOLIDATED RETURNS.

An affiliated group of corporations shall, subject to the provisions
of this chapter, have the privilege of making a consolidated return
with respect to the income tax imposed by chapter 1 for the taxable
year in lieu of separate returns, The making of a consolidated return
shall be upon the condition that all corporations which at any time
during the taxable year have been members of the affiliated group
consent to all the consolidated return regulations prescribed under
section 1502 prior to the last day preseribed by law for the filing of
such return.  The making of a consolidated return shall be considered
as such consent. In the case of a corporation which is & member of
the affiliated group for a fractional part of the year, the consolidated
return shall include the income of such corporation for such part of
the year as it is a member of the affiliated group.

SEC. 1502. REGULATIONS.,

The Secretary or his delegate shall prescribe such regulations as he
may deem necessary in order that the tax liability of any affiliated
group of corporations making a consolidated return and of each cor-
poration in the group, both during and after the period of affiliation,
may be 1'et.ume§, determined, computed, assessed, collected, and ad-
justed, in such manner as clearly to reflect the income-tax liability
and the various factors necessary for the determination of such liability,
and in order to prevent avoidance of such tax liability.

SEC. 1503. COMPUTATION AND PAYMENT OF TAX.

(a) GexeEran Runes.—In any case in which a consolidated return

is made or is required to be made, the tax shall be determined, com-

uted, assessed, collected, and adjusted in accordance with the regu-
ations under section 1502 prescribed prior to the last day prescribed
by law for the filing of such return; except that the tax imposed under
section 11 (c¢) or section 831 shall be increased for any faxable year
by 2 percent of the consolidated taxable income of the affiliated
group of ineludible corporations. For purposes of this section, the
term ‘“consolidated taxable income” means the consolidated taxable
income computed without regard to the deduction provided by
section 242 for partially tax-exempt interest.

§ 1503 (a)
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(b) Lamrrarron.—If the affiliated group includes one or more
Western Hemisphere trade corporations (as defined in section 921)
or one or more regulated public utilities (as defined in subsection
(c)), the increase of 2 percent Emvided in subsection (a) shall be
a.})piied only on the amount by which the consolidated taxable income
of the affiliated group exceeds the portion (if any) of the consolidated
taxable income attributable to the Western Hemisphere trade cor-
porations and regulated public utilities included in such group.

(¢) ReguraTep Pusric Urinity DeriNep.—

(1) In GeENERAL-—For purposes of subsection (b), the term

“regulated public utility” means—

(A) A corporation engaged in the furnishing or sale of—

(i) electric energy, gas, water, or sewerage disposal services,
or
(ii) transportation (not included in subparagraph (C)) on
an intrastate, suburban, municipal, or interurban electric
railroad, on an intrastate, municipal, or suburban trackless
trolley system, or on a municipal or suburban bus system, or
(iii) transportation (not included in clause (ii)) by motor
vehicle—
if the rates for such furnishing or sale, as the case may be, have
been established or approved %)y a State or political subdivision
thereof, by an agency or instrumentality of the United States,
by a public service or public utility commission or other similar
body of the District of Columbia or of any State or political
subdivision thereof, or by a foreign country or an agency or
instrumentality or political subdivision thereof.

(B) A corporation engaged as a common carrier in the furnish-
ing or sale of transportation of gas by pipeline, if subject to the
jurisdiction of the Federal Power Commission.

(C) A corporation engaged as a common carrier (i) in the
furnishing or sale of transportation by railroad, if subject to the
jurisdiction of the Interstate Commerce Commission, or (ii) in
the furnishing or sale of transportation of oil or other petroleum

roducts (inc%uding shale oil) by pipe line, if subject to the juris-

iction of the Interstate Commerce Commission or if the rates
for such furnishing or sale are subject to the jurisdiction of a
public service or public utility commission or other similar body
of the District of Columbia or of any State.

(D) A corporation engaged in the furnishing or sale of telephone
or telegraph service, if the rates for such furnishing or sale meet
the requirements of subparagraph (A).

(E) A corporation engaged in the furnishing or sale of trans-
portation as a common carrier by air, subject to the jurisdiction
of the Civil Aeronautics Board.

(F) A corporation engaged inthe furnishing or sale of trans-
portation by common carrier by water, subject to the jurisdiction
of the Interstate Commerce Commission under part 1II of the
Interstate Commerce Act, or subject to the jurisdiction of the
Federal Maritime Board under the Intercoastal Shipping Act,
1933.

(2) Lamrrarron.—For purposes of subsection (b), the term “reg-

ulated publie utility’’ does not (except as provided in paragraph (3))

§ 1503(b)
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include a corporation described in paragraph (1) unless 80 percent
or more of its gross income (computed without regard to dividends
and capital gains and losses) for the taxable year is derived from
sources described in paragraph (1). If the taxpayer establishes to
the satisfaction of the Secretary or his delegate that—
(A) its revenue from regulated rates deseribed in paragraph
(1) (A) or (D) and its revenue derived from unregulateg rates are
derived from its operation of a single interconneected and coordi-
n&(tfd system or from the operation of more than one such system,
an
(B) the unregulated rates have been and are substantially as
favorable to users and consumers as are the regulated rates,
such revenue from such unregulated rates shall be considered, for
purposes of this paragraph, as income derived from sources de-
scribed in paragraph (1) (A) or (D).

(3) CERTAIN RAILROAD CORPORATIONS.—

(A) Lpssor corroraTiON.—For purposes of subsection (b)
the term “‘regulated public utility” shﬁ'l also include a railroad
corporation subject to part I of the Interstate Commerce Act, if
(i) substantially all of its railroad properties have been leased to
another such railroad corporation or corporations by an agree-
ment or agreements entered into prior to January 1, 1954, (ii)
each lease is for a term of more than 20 years, and (iii) at least
80 percent or more of its gross income (computed without regard
to Hividends and ecapital gains and losses) for the taxable year is
derived from such leases and from sources described in paragraph
(1). For purposes of the preceding sentence, an agreement for
lease of railroad properties entered into prior to January 1,
1954, shall be considered to be a lease including such term as
the total number of years of such agreement may, unless sooner
terminated, be renewed or continued under the terms of the
agreement, and any such renewal or continuance under such
agreement shall be considered part of the lease entered into prior
to January 1, 1954,

(B) CommoN PARENT CORPORATION.—For purposes of sub-
section (b), the term ‘regulated public utility” also includes a
common parent corporation which is a common carrier by rail-
road subject to part I of the Interstate Commerce Act if at least
80 percent of its gross income (computed without regard to
capital gains or losses) is derived directly or indirectly from
sources described in paragraph (1). For purposes of the pre-
ceding sentence, dividends and interest, and income from leases
described in subparagraph (A), received from a regulated public
utility shall be considered as derived from sources described in
paragraph (1) if the regulated public utility is a member of an
affiliated group (as defined in section 1504) which includes the
common parent corporation.

SEC. 1504. DEFINITIONS.,

(a) DerFiNiTION OF “AFFILIATED GROUP”.—As used in this chapter,
the term ‘‘affiliated group” means one or more chains of includible
corporations connected through stock ownership with a common
parent corporation which is an includible corporation if—

§ 1504 (a)
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(1) Stock possessing at least 80 percent of the voting power of
all classes of stock and at least 80 percent of each class of the non-
voting stock of each of the includible corporations (except the
common parent corporation) is owned directly by one or more of
the other includible corporations; and

(2) The common parent corporation owns directly stock possess-
ing at least 80 percent of the voting power of all classes of stock
and at least 80 percent of each class of the nonvoting stock of at
least one of the other includible corporations.

As used in this subsection, the term “‘stock’’ does not include nonvoting
stock which is limited and preferred as to dividends.

(b) DerinitION OF “INcLUDIBLE CORPORATION”.—As used in this
chapter, the term “includible corporation’” means any corporation
except—

(1) Corporations exempt from taxation under section 501.

(2) Insurance companies subject to taxation under section 802
or 821.

(3) Foreign corporations.

(4) Corporations entitled to the benefits of section 931, by
reason of receiving a large percentage of their income from sources
within possessions of the United States.

(5) Corporations organized under the China Trade Act, 1922.

(6) Regulated investment companies subject to tax under sub-
chapter M of chapter 1.

(7) Unincorporated business enterprises subject to tax as cor-
porations under section 1361.

(¢) IncLupiBLE INsurance Companies.—Despite the provisions
of paragraph (2) of subsection (b), two or more domestic insurance
companies each of which is subject to taxation under the same section
of this subtitle shall be considered as includible corporations for the
purpose of the application of subsection (a) to such insurance com-
panies alone.

(d) Sussmiary Formep 10 Compry Wite FormieN Law.—In the
case of a domestic corporation owning or controlling, directly or in-
directly, 100 percent of the capital stock (exclusive of directors’
qualifying shares) of a corporation organized under the laws of a
contiguous foreign country and maintained solely for the purpose of
cnmp%ying with the laws of such country as to title and operation of
property, such foreign corporation may, at the option of the domestic
corporation, be treated for the purpose of this subtitle as a domestic
corporation.

SEC. 1505. CROSS REFERENCES.

(1) For suspension of running of statute of limitations when notice
in respect of a deficiency is mailed to one corporation, see section
6503 (a) (1).

(2) For allocation of income and deductions of related trades or
businesses, see section 482.

§ 1504(a) (1)
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Subchapter B—Related Rules

Seec. 1551. Disallowanee of surtax exemption and accumulated
earnings credit.
See. 1552, Earnings and profits.

SEC. 1551. DISALLOWANCE OF SURTAX EXEMPTION AND ACCUMU-
LATED EARNINGS CREDIT.

If any corporation transfers, on or after January 1, 1951, all or part
of its property (other than money) to another corporation which was
created for the purpose of acquiring such property or which was not
actively engaged in business at the time of such acquisition, and if
after such transfer the transferor corporation or its stockholders, or
both, are in control of such transferee corporation during any part
of the taxable year of such transferee corporation, then such transferee
corporation shall not for such taxable year (except as may be otherwise
determined under section 269 (b)) be allowed either the $25,000
exemption from surtax provided in section 11 (¢) or the $60,000
accumulated earnings credit provided in paragraph (2) or (3) of section
535 (e), unless such transferee corporation shall establish by the clear
preponderance of the evidence that the securing of such exemption or
credit was not a major purpose of such transfer. For purposes of this
section, control means the ownership of stock possessing at least 80
percent of the total combined voting power of all classes of stock en-
titled to vote or at least 80 percent of the total value of shares of all
classes of stock of the corporation. In determining the ownership of
stock for the purpose of this section, the ownership of stock shall be
determined in accordance with the provisions of section 544, except
that constructive ownership under section 544 (a) (2) shall be de-
termined only with respect to the individual’s spouse and minor
children. The provisions of section 269 (b), and the authority of the
Secretary under such section, shall, to the extent not inconsistent with
the provisions of this section, be applicable to this section,

SEC. 1552. EARNINGS AND PROFITS.

(a) GeneraL Rune.—Pursuant to regulations preseribed by the
Secretary or his delegate the earnings and profits of each member of an
affiliated group required to be included in a consolidated return for
such group filed for a taxable year beginning after December 31, 1953,
and ending after the date of enactment of this title, shall be deter-
mined by alloecating the tax liability of the group for such year among
the members of the group in accord with whichever of the following
methods the group shall elect in its first consolidated return filed for
such a taxable year:

(1) The tax liability shall be apportioned among the members of
the group in accordance with the ratio which that portion of the
consolidated taxable income attributable to each member of the
group having taxable income bears to the consolidated taxable
income.

§ 1552(a) (1)
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(2) The tax liability of the group shall be allocated to the several
members of the group on the basis of the percentage of the total tax
which the tax of such member if computed on a separate return
would bear to the total amount of the taxes for all members of the

oup so computed.

(3) The tax Lability of the group (excluding the tax increases
arising from the consolidation) shall be allocated on the basis of
the contribution of each member of the group to the consolidated
taxable income of the group. Any fax increases arising from the
consolidation shall be distributed to the several members in direct
proportion to the reduction in tax liability resulting to such members
from the filing of the consolidated return as measured by the differ-
ence between their tax liabilities determined on a separate return
basis and their tax liabilities (determined without regard to the 2
percent increase provided by section 1503 (a)) based on their con-
tributions to the consolidated taxable income.

(4) The tax liability of the group shall be allocated in accord with
any other method selected by the group with the approval of the
Secretary or his delegate.

(b) FarLure to Erect.—If no election is made in such first return,
the tax liability shall be allocated among the several members of the
group pursuant to the method preseribed in subsection (a) (1).

§ 1552(a) (2)
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