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Rules and Regulations

Title 26—INTERNAL REVENUE

Chapter l—Internal Revenue Service,
Department of the Treasury

SUBCHAPTER A—INCOME TAX
[T.D. 6885]

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DE-
CEMBER 31, 1953

Iincome Averaging

On April 9, 1965, notice of proposed
rule making with respect to the amend-
ment of the Income Tax Regulations (26
CFR Part 1) under sections 1301 through
1305 of the Internal Revenue Code of
1954 (relating to income averaging) and
certain other conforming changes was
published in the FeperaL REGISTER (30
FR. 4619). After consideration of all
such relevant matter as was presented by
interested persons regarding the rules
proposed, the amendment of the regula-
tions as proposed is hereby adopted sub-
ject to the changes set forth below:

ParacrapH 1. Section 1.1302-2, as set
forth in paragraph 1 of the appendix to
the notice of proposed rule making, is
amended by revising subparagraphs (1)
(ii) and (3) (ii) (b) of paragraph (e) and
paragraph (f).

Par. 2. Section 1.1304-2, as set forth
in paragraph 1 of the appendix to the
notice of proposed rule making, is
amended by revising paragraph (a) (1)
and (4).

Par. 3. Section 1.1304-3, as set forth
In paragraph 1 of the appendix to the
notice of proposed rule making, is
amended by revising paragraph (e).

[SEAL] SHELDON S. COHEN,
Commissioner of Internal Revenue,

Approved: May 24, 1966.

STANLEY S. SURREY,
Assistant Secretary of
the Treasury.

In order to conform the Income Tax
Regulations (26 CFR Part 1) to the
amendments made to part I, subchapter
Q, chapter 1 of the Internal Revenue
Code of 1954 by section 232(a) of the
Revenue Act of 1964 (78 Stat. 105) ; to
redesignate and amend the regulations
under sections 1301 through 1307 of the
Internal Revenue Code of 1954, as in
effect prior to the enactment of the Reve-
hue Act of 1964; and to make certain
other changes, such regulations are
amended as follows:

INCOME AVERAGIN
Sec %

1.1301 Statutory provisions; limitation on

X.
11301 Limitation on tax.

FEDERAL

Sec.

1.1302 Statutory provisions; definition of
averagable income; related defi-
nitions.

Definition of averagable income.

Adjusted taxable income.

Average base period income.

Capital gain net income.

Other related definitions.

Statutory provisions; eligible in-
dividuals.

Eligible individuals.

Statutory provisions; special rules.

Choice of income averaging by
taxpayer.

Provisions Inapplicable If income
averaging is chosen.

Special rules for computing base
period income.

Dollar limitations in case of joint
returns.

Determination of total tax for the
computation year.

Special rule for computation of
alternative tax.

Short taxable years.

Statutory provisions; regulations.

1.1302-1
1.1302-2
1.1302-3
1.1302-4
1.1302-5
1.13038

1.1303-1
1.1304
1.1304-1

1.1304-2
1.1304-3
1.1304-4
1.1304-5
1.1304-6

1.1304-7
1.1305

Avutsority: The provisions of §§1.301 to
1.1305 issued under sec. 7805 of the Internal
Revenue Code of 1954; 68A Stat. 917; 26 U.S.C.
7805.

ParacrarH 1. The following new center
heading and regulations are inserted
following the heading “Readjustment of
Tax Between Years and Special Limita-
tions”':

INCOME AVERAGING

§ L.1301 Statutery limita-

tion on lax.

Sec. 1301. Limitation on taxr. If an eligi-
ble individual has averagable income for the
computation year, and if the amount of such
income exceeds $3,000, then the tax imposed
by section 1 for the computation year which
is attributable to averagable income shall
be five times the increase in tax under such
section which would result from adding 20
percent of such income to the sum of—

(1) 1337, percent of average base period
income, and

(2) The amount (if any) of the average
base period capital gain net income.

provisions:

[Sec. 1301 as amended by sec. 232(a), Rev,
Act 1964 (78 Stat. 105) |

§ 1.1301-1

If, for a taxable year beginning after
December 31, 1963, an eligible individual
(as defined in section 1303 and § 1.1303-
1) has averagable income (as defined in
section 1302(a) and § 1.1302-1) for the
computation year (as defined in section
1302(e) (1) and § 1.1302-5), and if the
amount of his averagable income exceeds
$3,000, then such individual may choose
(pursuant to the provisions of section
1304(a) and §1.1304-1) to compute the
tax attributable to his averagable income
under section 1301. The tax imposed

Limitation on tax,
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by section 1 of the Code which is attribu-
table to an individual’s averagable in-
come for the computation year is the
amount of tax equal to five times the
increase in tax under section 1 which
would result from adding 20 percent of
the averagable income to the sum of—

(a) 133%; percent of the individual’s
average base period income (as defined
in section 1302(¢) and § 1.1302-3), and

(b) The amount (if any) of the indi-
vidual's average base period capital gain
net income (as defined in section 1302
(d) (2) and paragraph (b) of § 1.1302-4) .

§ 1.1302 Statutory provisions; defini-
tion of averagable income; related
definitions.

Sec. 1302. Definition of averagable income;
related definitions—(a) Averagable income.
For purposes of this part—

(1) In general. The term ‘“averagable in-
come’ means the amount (if any) by which
adjusted taxable income exceeds 13314 per-
cent of average base period income.

(2) Adjustment in certain cases for capi-
tal gains. If—

(A) The average base period capital gain
net income, exceeds

(B) The capital gain net income for the
computation year,

then the term “averagable income’ means
the amount determined under paragraph
(1), reduced by an amount equal to such
excess,

(b) Adjusted taxable income. For pur-
poses of this part, the term ‘“adjusted tax-
able income” means the taxable income for
the computation year, decreased by the sum
of the following amounts:

(1) Capital gain net income for the com-
putation year. The amount (if any) of the
caplital gain net income for the computation
year.

(2) Income attiributadble to gifts, bequests,
etc.—(A) In general. The amount of net
income attributable to an interest in prop-
erty where such interest was received by the
taxpayer as a gift, bequest, devise, or in-
heritance during the computation year or
any base period year. This paragraph shall
not apply to gifts, bequests, devises, or in-
heritances between husband and wife if they
make a joint return, or if one of them makes
a return as a surviving spouse (as defined
In section 2(b)), for the computation year,

(B) Amount of met income. Unless the
taxpayer otherwise establishes to the satis-
faction of the Secretary or his delegate, the
amount of net income for any taxable year
attributable to an interest described In sub-
paragraph (A) shall be deemed to be 8
percent of the falr market value of such
interest (as determined in accordance with
the provisions of chapter 11 or chapter 12,
as the case may be).

(C) Limitation. This paragraph shall ap-
ply only if the sum of the net incomes at-
tributable to interests described in subpara-
graph (A) exceeds £3,000.

(D) Net income. For purposes of this
paragraph, the term “net income” means,
with respect to any interest, the excess of—
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(1) Items of gross income attributable to
such interest, over

(ii) The deductions properly allocable to
or chargeable against such items.

For purposes of computing such net income,
capital gains and losses shall not be taken
into account.

(38) Wagering income. The amount (if
any) by which the gains from wagering
transactions for the computation year ex-
ceed the losses from such transactions.

(4) Certain amounts received by owner-
employees. The amount (if any) to which
section 72(m) (5) (relating to penalties ap-
plicable to certain amounts received by
owner-employees) applies.

(c) Average base period income. For pur-
poses of this part—

(1) In general. The term “average base
period income” means one-fourth of the
sum of the base period incomes for the base
period.

(2) Base period income. The base period
income for any taxable year is the taxable
income for such year first increased and then
decreased (but not below zero) in the fol-
lowing order:

(A) Taxable income shall be increased by
an amount equal to the excess of—

(1) The amount excluded from gross in-
come under section 911 (relating to earned
income from sources without the United
States) and subpart D of part II of sub-
chapter N (sec. 931 and following, relating
to income from sources within possessions
of the United States), over

(i1) The deductions which would have
been properly allocable to or chargeable
against such amount but for the exclusion
of such amount from gross income.

(B) Taxable income shall be decreased
by the capital gain net income.

(C) If the decrease provided by paragraph
(2) of subsection (b) applies to the com-
putation year, the taxable income shall be
decreased under the rules of such para-
graph (2) (other than the limitation con-
tained in subparagraph (C) thereof).

(d) Capital gain net income, etc. For
purposes of this part—
(1) Capital gain net income. The term

“capital gain net income" means the amount
equal to 50 percent of the excess of the net
long-term capital gain over the net short-
term capital loss.

(2) Average base period capital gain net
income. The term “average base period
capital gain net income"” means one-fourth
of the sum of the capital gain net incomes
for the base period. For purposes of the
preceding sentence, the capital gain net
income for any base period year shall not
exceed the base period income for such
yvear computed without regard to subsection
(e)(2)(B).

(e) Other related definitions.
poses of this part—

(1) Computation year. The term “com-
putation year” means the taxable year for
which the taxpayer chooses the benefits of
this part.

(2) Base period. The term “base period"
means the 4 taxable years immediately pre-
ceding the computation year.

(3) Base period year. The term “base pe-
riod year' means any of the 4 taxable years
immediately preceding the computation year.

(4) Joint return. The term “joint return”
means the return of a husband and wife
made under section 6013.

[Sec. 1302 as amended by sec. 232(a), Rewv.
Act 1964 (78 Stat. 105) |
§ 1.1302-1

come.

(a) Except as provided in section
1302(a) (2) and paragraph (b) of this
section, the term “averagable income”

For pur-

Definition of averagable in-

FEDERAL

RULES AND REGULATIONS

means the amount (if any) by which
adjusted taxable income (as defined in
section 1302(b) and § 1.1302-2) for the
computation year exceeds 133% per-
cent of average base period income (as
defined in section 1302(¢) and § 1.1302-
3).

(b) If average base period capital gain-
net income exceeds capital gain net in-
come for the computation year, then
the term “averagable income’ means the
amount determined under section 1302
(a) (1) and paragraph (a) of this sec-
tion reduced by an amount equal to such
excess. For example, if the amount of
an individual’s averagable income, de-
termined under section 1302(a) (1) and
paragraph (a) of this section, is $10,000,
and his average base period capital gain
net income is $5,000 while his capital
gain net income for the computation
year is only $3,000, then the amount of
such individual’s averagable income for
the computation year is $8,000.

§ 1.1302-2 Adjusted taxable income.

(a) Definition. The term “adjusted
taxable income” means taxable income
for the computation year as modified in
accordance with paragraphs (1), (2),
(3), and (4) of section 1302(b), section
1304(e) (4) (B), and this section. Such
term is used only for purposes of com-
puting the tax under sections 1301
through 1305. It has no effect, for ex-
ample, upon either the determination of
a credit or a deduction based upon the
income of the computation year or the
amount of income to be taken into ac-
count in computing base period income
if the computation year later becomes a
base period year.

(b) Capital gain net income for the
computation year. In determining ad-
justed taxable income, taxable income
for the computation year is decreased
by the amount (if any) of capital gain
net income (as defined in section 1302
(@) (1) and paragraph (a) of § 1.1302-4)
for that year.

(¢) Income atiributable to gifts, be-
quests, devises, or inheritances—(1)
General rule. (i) In determining ad-
justed taxable income, taxable income
for the computation year is decreased by
the amount of net income attributable to
an interest in property where such inter-
est was received by the taxpayer as a
gift, bequest, devise, or inheritance dur-
ing the computation year or any base
period year. Under the authority of sec-
tions 1302(b) (2) and 1305, this para-
graph shall apply to any inter vivos or
testamentary gift, including interests in
property acquired from a 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).
For example, the gratuitous benefieiary
of a life insurance policy who receives
the proceeds of the policy receives such
proceeds as a gift, devise, bequest, or
inheritance. The time when such an
interest is received is determined in ac-
cordance with subparagraph (2) of this
paragraph. Section 1302(b) (2) and this

paragraph apply only if the total net
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income attributable to all such interests
in property exceeds $3,000 in such year.

(ii) This paragraph shall not apply
to the income attributable to interests in
property transferred between husband
and wife if, for the computation year,
they make a joint return (including a
joint return filed by a survivor with his
deceased spouse for the year of the death
of such spouse), or if one of them makes
a return as a surviving spouse (as de-
fined in section 2(b) and § 1.2-2) with
respect to the transferor. However, this
paragraph is applicable to the amount of
net income attributable to interests in
property transferred befween husband
and wife if such interests were received
by the transferor spouse from a third
party in the computation year or any
base period year as a gift, bequest, devise,
or inheritance.

(2) Date of receipt. (i) For purposes
of section 1302(b) (2) and this para-
graph, an interest in property is received
at the time an individual has a present
right to such property or the income
from such property. An individual has
a present right to the income from prop-
erty even though such right is subject
to the discretion of a fiduciary. For ex-
ample, under the terms of a trust created
by A, the trustee may pay the net income
to B, C, and D in such proportions and
amounts as the trustee, in his absolute
discretion, determines. The trustee is
authorized to accumulate income and add
such income to trust corpus. Although
the rights of B, C, and D to receive in-
come payments are subject to the discre-
tion of a fiduciary, each will be treated
as having received a gift of his propor-
tionate share of the trust corpus at the
time the trust is established.

(ii) An individual may receive, at
various times, different interests in a
single property. For example, if H pur-
chases Blackacre but takes title to the
property with W as a tenant by the en-
tirety, W will be treated as having re-
ceived a gift of an undivided 50-percent
interest in Blackacre at the time of such
purchase. If H predeceases W, she will
be treated as having received, for pur-
poses of section 1302(b)(2) and this
paragraph, the balance of the property
on the date of H's death. However, if
W predeceases H, he will be treated as
having received a gift of W's 50-percent
interest in Blackacre.

(3) Net income—(i) Definition. For
purposes of section 1302(h) (2) and this
paragraph, the term “net income™ means,
with respect to any interest in property,
the excess of items of gross income at-
tributable to such interest over the de-
ductions properly allocable to or charge-
able against such items. The total
amount of net income for any taxable
year attributable to all of the interests
in property which an individual must
take into account under this paragraph
is the sum of the amounts of net income
or net loss attributable to each such in-
terest for such year, However, for pur-
poses of computations under this para-
graph, capital gains and losses and the
deductions allocable to such gains and
losses are not taken into account in de-
termining the amount of net income at-
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tributable to any interest in property.
Thus, in any case in which an interest
in property (or the disposition of such
an interest) to which section 1302(b) (2)
and this paragraph apply gives rise to a
capital gain or loss, neither the amount
of such gain or loss or of any deduction
allocable to such gain or loss is taken into
account in determining the nef income
attributable to such interest in property.

(ii) Amount of net income. (a) The
amount of net income for any taxable
year attributable to an interest in prop-
erty to which this paragraph applies shall
be deemed to be 6 percent of the fair
market value of such interest, as deter-
mined in accordance with the provisions
of chapter 11 (relating to the estate tax)
or chapter 12 (relating to the gift tax) of
the Code, as the case may he, unless the
taxpayer establishes the actual income
attributable to such interest to the satis-
faction of the district director. The fair
market value of an interest jn property
shall be determined as of the date of its
receipt. Six percent of the fair market
value of an interest in property is a fixed
amount. Such amount is not adjusted to
reflect any subsequent increase or de-
crease in the fair market value of such
interest or any increase or decrease in the
amount of income actually arising from
such interest.

(b) With respect to any computation
year, the amount of net income attrib-
utable to each interest in property must
be determined in the same manner for
each of the 5 taxable years taken into
account under the income averaging pro-
visions, Thus, unless the taxpayer es-
tablishes the actual income attributable
fo an interest in property to the satisfac-
tion of the district director for each of
such 5 years, the amount of net income
attributable to each such interest for
each of such 5 years is deemed to be 6
percent of the fair market value of such
interest.

(d) Wagering income. In determin-
ing adjusted taxable income, taxable in-
come for the computation year is de-
creased by the amount (if any) by which
the gains includible in gross income for
the computation year which are attrib-
utable to wagering transactions exceed
the deduction for wagering losses under
section 165(d) and § 1.165-10 for such
Year,

(e) Certain amounts received by own-
er-employees. In determining adjusted
taxable income, taxable income for the
ctomputation year is decreased by the
amounts (if any), described in section
72tm) (5) (A), to which a penalty under
section 72(m) (5) and paragraph (e) of
§1.72-17 is applicable.

(f) Items subject to a limitation on
tax. If the amount of tax attributable
to an item of taxable income is subject
to a limitation, such as section 632 (relat-
ng to the sale of oil and gas properties)
or section 1347 (relating to claims against
the United States), then, in determining
adjusted taxable income, taxable income
for the computation year is decreased by
Such items, If the tax attributable to
any amount of an accumulation distribu-
t~1on_ from a trust is determined under
section 668 (relating to treatment of
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amounts deemed distributed in preceding
yvears) as though such amount had been
distributed in a preceding taxable year,
then, in determining adjusted taxable
income, taxable income for the computa-
tion year is decreased by such amount.

(g) Community income atiributable to
services. (1) Under section 1304(c) (4)
(B), in determining adjusted taxable in-
come in the case of a married taxpayer
who makes a separate return for the
computation year, taxable income for
such year shall be decreased by the ex-
cess (if any) of amounts includible in
such return which constitute earned in-
come (within the meaning of section 911
(b)) and are community income under
community property laws over the
amount of such income which would
have been includible if such earned in-
come did not constitute community in-
come.

(2) This paragraph may be illustrated
by the following example:

Ezample. The total income of a hus-
band and wife for the computation year
consists of $60,000 of community income at-
tributable to personal services, $40,000 of
which is earned by H. W makes a separate
return for such year and reports gross in-
come of $30,000, her share of the community
income. W chooses the benefits of income
averaging for such year. In determining her
adjusted taxable income for such year, W's
taxable income must be reduced by $10,000,
the excess of the community income attrib-
utable to personal services includible in her
return ($30,000) over the amount of such
income from personal services which would
have been reportable by her if such income
did not constitute community income ($20,-
000). 'The additional $10,000 of W's income
for such year (which results from the appli-
cation of local community property laws) is
not subject to income averaging. For tax
on such amounts, see paragraph (b) of
§ 1.1304-5.

§ 1.1302-3  Average hase period income.

(a) Definition. The term “‘average
base period income’” means one-fourth of
the sum of an individual’'s base period
income for the base period. The term
“base period” means the 4 taxable years
immediately preceding the computation
vear.

(b) Base period income—(1) Defini-
tion. Except as otherwise provided in
subparagraph (3) of this paragraph, the
term “base period income’ means taxable
income for any base period year first in-
creased In accordance with subparagraph
(A) of section 1302(¢) (2), and this sec-
tion, and then decreased in accordance
with subparagraphs (B) and (C) of sec-
tion 1302(c) (2) and this section. Base
period income for any taxable year may
never be less than zero.

(2) Base period income with respect
to a computation year. Base period in-
come for each base period year must be
determined in a manner consistent with
the return for the computation year,
The base period income with respect to a
computation year for which an individ-
ual makes a separate return is the sepa-
rate base period income of such individ-
ual. The base period income with respect
to a computation year for which a hus-
band and wife make a joint return is the
sum of the base period incomes of both
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the husband and wife. Thus, if A and
B, who were not married for the taxable
years 1960-1963 and made separate re-
turns for such years, marry in 1964 and
make a joint return for the computation
yvear 1964, their base period income for
each of the taxable years 1960-1963 is
the sum of the base period incomes for
each such year of A (computed on the
basis of his taxable income for each such
year) and of B (similarly computed).
If, however, they were married and made
Jjoint returns with each other for any of
the base period years, their base period
income for any such year may be com-
puted on the basis of their aggregate tax-
able income. The base period income
with respect to a computation year for
which an individual makes a return as
a surviving spouse (as defined in section
2(b) and § 1.2-2) is the sum of the base
period incomes of the surviving spouse
and the decedent with respect to whom
such return is made.

(3) Minimum limilation on base pe-
riod income. For any base period year
to which section 1304(c) (1) applies (gen-
erally where an individual’s marital
status is different from that in the com-
putation year), the separate base period
income of an individual may not be less
than the minimum separate base period
income for such year computed in ac-
cordance with section 1304(c)(2) and
§ 1.1304-3.

(¢) Adjusitments ito taxable income—
(1) Foreign and possessions income. In
determining base period income for any
taxable year, taxable income for such
year shall be increased by an amount
equal to the excess of the amount of in-
come which was excluded from gross in-
come under section 911 (relating to
earned income from sources without the
United States) and subpart D of part III
of subchapter N (sec. 931 and following,
relating to income from sources within
possessions of the United States) over
the deductions which would have been
properly allocable to or chargeable
against such amount but for the exclu-
sion of such amount from gross income.

(2) Capital gain net income. In deter-
mining base period income for any tax-
able year, taxable income for such year
shall be decreased by the amount of
capital gain net income (as defined in
section 1302(d) (1) and paragraph (a)
of §1.1302-4) for such year. Section
1304(c) (3) and paragraph (f) of
§ 1.1304-3, relating to minimum base
period capital gain net income, do not
apply to the adjustment under this sub-
paragraph.

(3) Income atilributable to gifts, be-
quests, devises, or inheritances. If the
decrease provided by section 1302(b) (2)
and paragraph (c¢) of § 1.1302-2 is appli-
cable to the computation year, then, in
determining base period income for any
taxable year, taxable income for such
year shall be decreased under the rules
of section 1302(b) (2) and paragraph (¢)
of § 1.1302-2. The limitation contained
in section 1302(b) (2) (C) and paragraph
(e) (1) 1) of § 1.1302-2 shall not apply to
2 base period year. For example, if an
individual’s taxable income for the com-
putation year includes an amount of net
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income attributable to gifts, bequests,
devises, or inheritances which is in ex-
cess of $3,000, then, in determining base
period income for his base period years,
his taxable income for each such year
must be decreased by any amount of net
income so attributable to such property,
whether or not in excess of $3,000. How-
ever, no adjustment to taxable income
for a base period year shall be made un-
der this subparagraph for a net loss.

§ 1.1302-4 Capital gain net income.

(a) Capital gain net income. The
term “capital gain net income” means
the amount, for any taxable year, equal
to 50 percent of the excess of the net
long-term capital gain (as defined in
section 1222(7)) for such year over the
net short-term capital loss (as defined
in section 1222(6)) for such year. For
example, if, for the taxable year 1964, an
individual has a long-term ecapital gain
of $10,000, a short-term capital gain of
$3,000, and a capital loss carryover to
1964 of $8,000, then such individual has
a capital gain net income for such
yvear of $2,500 ($10,000—($8,000—$3,000)
x 50 percent). An individual’s capital
gain net income for any taxable year
cannot be less than zero.

(b) Awerage base period capital gain
net income—(1) Definition. The term
“average base period capital gain net
income’ means the amount equal to one-
fourth of the sum of the capital gain net
incomes for the 4 base period years.

(2) Limitations. (i) For purposes)of
determining average base period capital
gain net income, the amount of capital
gain net income for any base period year
shall not exceed the amount of base
period income for such year, computed
without reduction by capital gain net
income for such year. For example, if
an individual’s base period income com-
puted without reduction by his capital
gain net income for the base period year
is $1,000, and if the amount of his capital
gain net income for such year is $4,000,
then, for purposes of computing his
average base period capital gain net in-
come, his capital gain net income for
such base period year is $1,000.

(ii) For purposes of determining aver-
age base period capital gain net income,
capital gain net income for any base
period year for which section 1304(¢) (1)
and paragraph (b) (3) of § 1.1302-3 apply
shall not be less than the minimum capi-
tal gain net income for such year com-
puted in accordance with section 1304
(e) (3) and paragraph (b) of § 1.1304-3.
However, the amount of capital gain net
income shall not exceed the amount of
such income computed under subdivision
(i) of this subparagraph.

§ 1.1302-5 Other related definitions.

(a) Computation year. The term
“computation year” means the taxable
yvear for which an eligible individual
chooses under section 1304(a) the bene-
fits of income averaging.

(b) Base period. See paragraph (a)
of §1.,1302-3 for definition of the term
“base period.”

(¢) Base period year. ‘The term “base
period year” means any of the 4 taxable
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years immediately preceding the com-
putation year.

(d) Joint return. The term “joint re-
turn” means the return of a husband and
wife made under section 6013.

§ 1.1303 Statutory provisions; eligible
individuals.

Sec. 1303. Eligible individuals—(a) Gen-
eral rule. Except as otherwise provided in
this section, for purposes of this part the
term “eligible individual” means any indi-
vidual who is a citizen or resident of the
United States throughout the computation
year.

(b) Nonresident alien individuals. TFor
purposes of this parf, an individual shall
not be an eligible individual for the com-
putation year if, at any time during such
year or the base period, such individual was
a nonresident alien.

(¢) Individuals receilving support from
others—(1) In general. For purposes of this
part, an individual shall not be an eligible
individual for the computation year if, for
any base period year, such individual (and
his spouse) furnished less than one-half of
his support.

(2) Ezceptions. Paragraph (1) shall not
apply to any computation year if—

(A) Such year ends after the individual
attained age 25 and, during at least four of
his taxable years beginning after he attained
age 21 and ending with his computation
year, he was not a full-time student,

(B) More than one-half of the individual's
adjusted taxable income for the computation
year is attributable to work performed by
him in substantial part during two or more
of the base period years, or

(€C) The individual makes a joint return
for the computation year and not more than
25 percent of the aggregate adjusted gross
income of such individual and his spouse for
the computation year is attributable to such
individual,

In applying subparagraph (C), amounts
which constitute earned income (within the
meaning of section 911(b)) and are com-
munity income under community property
laws applicable to such income shall be taken
into account as if such amounts did not
constitute community income.

(d) Student defined. For purposes of this
section, the term “student” means, with re-
spect to a taxable year, an individual who
during each of 5 calendar months during
such taxable year—

(1) Was a full-time student at an educa-
tional institution (as defined In section
151(e) (4); or

(2) Was pursuing a full-time course of
institutional on-farm training under the
supervision of an accredited agent of an edu-
cational institution (as defined in section
151(e) (4) or of a State or political subdi-
vision of a State.

[Sec. 1303 as amended by sec. 232(a), Rev.
Act 1964 (78 Stat. 105) ]

§ 1.1303-1 Eligible individuals.

(a) General rule. Except as otherwise
provided in section 1303 and this section,
the term “eligible individual” means any
individual who is a citizen or resident of
the United States throughout the com-
putation year. Such term does not in-
clude an estate or trust. If a husband
and wife make a joint return under sec~
tion 6013 for the computation year, both
the husband and the wife must be eligi-
ble individuals in order fo choose the
benefits of income averaging.

(b) Nonresident alien individuals.
An individual is not an eligible individ-
ual for the computation year if, at any
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time during such year or his base period,
he was a nonresident alien. The deter-
mination that an individual is a non-
resident alien is made in accordance
with §1.871-2 through § 1.871-4. For
example, if H, a United States citizen
living abroad, married W, an alien, dur-
ing 1960 and returned with her to live
in the United States on December 31,
1962, they may not choose the bene-
fits of income averaging if they file a joint
return for the taxable year 1964 since W
was a nonresident alien for three base
period years (1960-1962), H, however,
may make a separate return and may,
if he is otherwise qualified, choose the
benefits of income averaging.

(¢) Individuals receiving support from
others—(1) Selj-support rule. Except
as provided in section 1303(e) (2) and
subparagraphs (2), (3), and (4) of this
paragraph, to be an eligible individual
for the computation year under this
paragraph, an individual must, together
with his spouse, have furnished 50 per-
cent or more of his support during each
of his 4 base period years. For ex-
ample, H and W are married for the
computation year and the 4 base period
years. If H and W have provided more
than 50 percent of their support during
each of the 4 base period years, both H
and W are eligible individuals for the
computation year. For purposes of de-
termining, under section 1303(c) (1) and
this paragraph, whether or not an in-
dividual supplied, for a given taxable
year, 50 percent or more of his support,
the rules of section 152 and the regula-
tions thereunder shall be applied.

(2) Individuals over 25. Notwith-
standing the general rule contained in
section 1303(c) (1) and subparagraph
(1) of this paragraph, an individual may
be an eligible individual for a computa-
tion year if—

(i) That year ends after the individ-
ual attained age 25, and

(ii) During at least four of his taxable
years beginning after he attained age 21
and ending with the computation year,
he was not a full-time student.

For the definition of the term “student”
as used in this subparagraph, see para-
graph (d) (1) of this section.

(3) Major accomplishment rule. Not-
withstanding the general rule contained
in section 1303(e¢) (1) and subparagraph
(1) of this paragraph, an individual
may be an eligible individual for a com-
putation year if more than 50 percent
of his adjusted taxable income for the
computation year is attributable to work
performed by him in substantial part
during two or more of his four base pe-
riod years. It is not necessary that the
individual perform any of the work in
his computation year.

(4) Spouse supported by others. )
Notwithstanding the general rule con-
tained in section 1303(¢) (1) and sub-
paragraph (1) of this paragraph, an in-
dividual may be an eligible individual for
a computation year if—

(a) Such individual makes a joint re-
turn under section 6013 for such year,
and
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(b) Not more than 25 percent of the
aggregate adjusted gross income of such
individual and his spouse for such year
is attributable to such individual.

For example, H and W, who are United
States citizens and calendar year tax-
payers, were married in August 1963. H
supported himself from 1960 to 1964.
W's parents furnished more than 50 per-
cent of her support for each year prior
to her marriage. For the taxable year
1964, H and W filed a joint return show-
ing an aggregate adjusted gross income
of $10,000, all of which is attributable
to H. If H and W are otherwise quali-
fied, they may choose the benefits of in-
come averaging for 1964,

(ii) In applying this subparagraph, to
determine the amount of the aggregate
adjusted gross income of a husband and
wife which is attributable to either of
them, amounts of earned income which
are community income under commu-
nity property laws applicable to such in-
come are taken into account as if such
amounts did not constitute community
income. For the definition of the term
“earned income,” see section 911(b) and
paragraph (e¢) of § 1.911-2.

(d) Definitions—(1) Student. ¥For
purposes of section 1303 and this section,
the term “student” means, with respect to
a taxable year, an individual who during
each of 5 calendar months during such
taxable year was a full-time student at
an educational institution or was pur-
suing a full-time course of institutional
on-farm training under the supervision
of an accredited agent of an educational
institution or of a State or political sub-
division of a State. An example of “in-
stitutional on-farm training” is that
authorized by 38 U.S.C. 1652 (formerly
section 252 of the Veterans’' Readjust-
ment Assistance Act of 1952), as de-
scribed in section 252 of such act. A
full-time student is one who is enrolled
for some part of 5 calendar months for
the number of hours of courses which is
considered to be full-time attendance.
The 5 calendar months need not be con-
secutive, School attendance exclusively
8l night does not constitute full-time
attendance. However, full-time attend-
ance at an educational institution may
Include some attendance at night in con-
nection with a full-time course of study.

(2) Educational institution. For defi-
nition of “educational institution,” see
section 151(e) (4) and § 1.151-3,

§1.1304 Statutory provisions;
rules,

Sec. 1304. Special rules—(a) Tazpayer
must choose benefits. 'This part shall apply
% the taxable year only if the taxpayer
chooses to have the benefits of this part for
such taxable year. Such cholce may be
Made or changed at any time before the
¢Xpiration of the period prescribed for mak-
Ing a claim for credit or refund of the tax
Imposed by this chapter for the taxable year.

(b) Certatn provisions inapplicable. If
‘he taxpayer chooses the benefits of this
Ifﬁrt for the taxable year, the following pro-
Vislons shall not apply to him for such year:

(1) Section 3 (relating to optional tax if
#djusted gross income is less than $5,000),

_(2) Section 72(n)(2) (relating to limita-
tion of tax in case of certain distributions

special
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with respect to contributions by self-
employed individuals),

(3) Section 911 (relating to earned income
from sources without the United States),
and

(4) Subpart D of part III of subchapter
N (sec. 931 and following, relating to in-
come from sources within possessions of
the United States).

(c) Fuailure of certain married individuals
to make joint return, etc.—(1) Application
of subsection. Paragraphs (2), (3), and (4)
of this subsection shall apply In the case
of any Individual who was married for any
base period year or the computation year;
excent that—

(A) Such paragraphs shall not apply in
respeet of a basz period year if—

(i). Such individual and his spouse make
a joint return, or such individual makes a
return as a surviving spouse (as defined in
section 2(h) ), for the computation year, and

(ii) Such individual was not married to
any other spouse for such base period year,
and -

(B) Paragraph (4) shall not apply In re-
spect of the computation year If the In-
dividual and his spouse make a joint return
for such year.

(2) Minimum base period income. For
purposes of this part, the base period income
of an individual for any base period year
shall not be less than 50 percent of the base
period income which would result from
combining his income and deductions for
such year—

(A) With the Income and deductions for
such year of the individual who is his spouse
for the computation year, or

(B) If greater, with the income and deduc-
tions for such year of the individual who
was his spouse for such base period year.

(3) Minimum base period capital gain
net income. For purposes of this part, the
capital gain net Income of any individual
for any base period year shall not be less
than 50 percent of the capital gain net in-
come which would result from combining
his capital gain net income for such year
(determined without regard to this para-
graph) with the capital gain net income for
such year (similarly determined) of the
individual with whom he is required by
paragraph (2) to combine his income and
deductions for such year.

(4) Community income atiributable to
services, In the case of amounts which con-
stitute earned income (within the meaning
of section 911(b)) and are community in-
come under community property laws appli-
cable to such income—

(A) The amount taken into account for
any base period year for purposes of deter-
mining base period income shall not be less
than the amount which would be taken into
account if such amounts did not constitute
community income, and

(B) The amount taken into account for
purposes of determining adjusted taxable
income for the computation year shall not
exceed the amount which would be taken
into account if such amounts did not con-
stitute community income.

(5) Marital status. For purposes of this
subsection, section 143 shall apply in deter-
mining whether an individual is married for
any taxable year.

(d) Dollar limitations in case of joint re-
turns. In the case of a joint return, the
$3,000 figure contained in section 1301 shall
be applied to the aggregate averagable in-
come, and the #3,000 figure contained in
section 1302(b)(2) (C) shall be applied to
the aggregate net incomes.

(e) Special rules where there are capital
gains—(1) Treatment of capital gains in
computation year. In the case of any tax-
payer who has capltal gain net income for
the computation year, the tax imposed by
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section 1 for the computation year which is
attributable to the amount of such net in-
come shall be computed—

(A) By adding so much of the amount
thereof as does not exceed average base pe-
riod capital gain net income above 133%;
percent of average base period Income, and

(B) By adding the remainder (if any) of
such net income above the 20 percent of the
averagable income as taken Into account for
purposes of computing the tax imposed by
section 1 (and above the amounts (if any)
referred to In subsection (f)(1)).

(2) Computation of alternative taxr. In
the case of any taxpayer who has capital gain
net income for the computation year, sec-
tion 1201(b) shall be treated as imposing
a tax equal to the tax imposed by section 1,
reduced by the amount (if any) by which—

(A) The tax Impoced by section 1 and
attributable to the capital gain met income
for the computation year (determined under
paragraph (1)), exceeds

(B) An amount equal to 25 percent of the
excess of the net long-term capital gain over
the net short-term capital loss.

(f) Treatment of certain other items—(1)
Gift or wagering income. The tax Imposed
by section 1 for the computation year which
is attributable to the amounts subtracted
from taxable Income under paragraphs (2)
and (3) of section 1302(b) shall equal the
increase in tax under section 1 which results
from adding such amounts above the 20 per-
cent of the averagable income as taken into
account for purposes of computing the tax
imposed thereon by section 1.

(2) Section 72(m)(5). Section 72{m) (5)
(relating to penalties applicable to certain
amounts received by owner-employees) shall
be applied as if this part had not been
enacted.

(3) Other items. Except as otherwise pro-
vided in this part, the order and manner in
which items of income shall be taken into
account in computing the tax imposed by
this chapter on the income of any eligible
indlvidual to whom section 1301 applies for
any computation year shall be determined
under regulations prescribed by the Secre-
tary or his delegate.

(g) Short tazable years. In the case of
any computation year or base period year
which 1s a short taxable year, this part ghall
be applied in the manner provided in regu-
lations prescribed by the Secretary or his
delegate.

[Sec. 1304 as amended by sec. 232(a), Rev.
Act 1064 (78 Stat. 105) |

§ 1.1304-1 Choice of income averaging
by taxpayer.

(a) Choice by taxpayer. The income
averaging provisions apply to a taxable
year only if the taxpayer chooses to have
the benefits of income averaging for such
taxable year, The taxpayer shall signify
his choice by making his return for the
computation year on Form 1040 and at-
taching Schedule G, Income Averaging,
thereto. The taxpayer may make or
change his choice of such benefits at any
time before the expiration of the period
(including extensions thereof) prescribed
in section 6511 for making a claim for
credit or refund of the tax imposed by
chapter 1 of the Code for such taxable
year.

(b) Subsequent gualification. A tax-
payer who was not qualified to choose the
benefits of income averaging for a tax-
able year may subsequently become
qualified for such taxable year. For ex-
ample, if a taxpayer was not qualified to
choose the benefits of income averaging
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for 1964 incurs a net operating loss in
1965, and the carryback of such loss re-
duces his income for 1962 and 1963 so
that he is no longer ineligible under sec-
tion 1301 to choose the benefits of income
averaging for 1964, the taxpayer may
recompute the tax imposed by chapter 1
of the Code on his income for 1964 as if
he had originally chosen the benefits of
income averaging.

(¢) Subsequent disqualification. A
taxpayer who has chosen the benefits of
income averaging for a taxable year may
subsequently become disqualified for such
benefits for such taxable year, For ex-
ample, if a taxpayer who chose the bene-
fits of income averaging for 1964 incurs
a net operating loss for 1965 and the
carryback of such loss reduces his in-
come for 1964 so that he is no longer
qualified under section 1301 to choose
the benefits of income averaging for that
year, the taxpayer must recompute the
tax imposed by chapter 1 of the Code on
his income for 1964 as if he had not origi-
nally chosen the benefits of income aver-
aging.

§ 1.1304-2 Provisions inapplicable

income averaging is chosen.

(a) Provisions inapplicable. If a tax-
payer chooses the benefits of income
averaging for any taxable year, pursuant
to section 1304(a) and § 1.1304-1, the
following sections of the Code will not
apply for such year:

(1) Section 3 (relating to optional tax
if adjusted gross income is less than
$5,000). A taxpayer may not, therefore,
make use of the tax table contained in
section 3 for any taxable year for which
he chooses the benefits of income averag-
ing. For availability of standard deduc-
tion, see section 144(d) and the regula-
tions thereunder.

(2) Section 72(n)(2) (relating to
limitation of tax in case of certain dis-
tributions with respect to contributions
by self-employed individuals).

(3) Section 911 (relating to earned
income from sources without the United
States). Thus, a taxpayer who chooses
the benefits of income averaging for a
taxable year may not exclude from his
gross income for such year any portion
of his earned income from sources with-
out the United States.

(4) Subpart D of Part IIT of Sub-
chapter N (section 931 and following,
relating to income from sources within
possessions of the United States).
Thus, a taxpayer who chooses the bene-
fits of income averaging for a taxable
year may not exclude from his gross in-
come for such year any portion of his
income from sources within possessions
of the United States. However, the ap-
plication of this provision for purposes of
income averaging shall not affect any
subsequent determination under the 3-
year rule contained in section 931(a) (1).
See §1.931-1,

(b) Subsequent disqualification. The
provisions of section 1304(b) and this
section do not apply to a taxable year for
which a taxpayer chose the benefits of
income averaging if he subsequently be-

if
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comes disqualified for such benefits.
See paragraph (c¢) of § 1.1304-1.

§ 1.1304-3 Special rules for computing
base period income. !

(a) Applicability. Section 1304(c)
prescribes the minimum amount of sep-
arate base period income of an individual
to be taken into account for any base
period year in certain circumstances.
It applies if an individual was married
for any base period year or for the com-
putation year, unless— -

(1) For the computation year, such
individual and his spouse make a joint
return, or he makes a return as a surviv-
ing spouse (as defined in section 2(b)
and § 1.2-2) ,and

(2) He was not married to any other
spouse for such base period year.

The applicability of this section is de-
termined separately for each base period
year, Thus, the provisions of this sec-
tion may apply to one or more but less
than all base period years.

(b) Minimum separate base period
income—(1) General rule. In any case
in which section 1304(c) and this section
apply, the separate base period income
of an individual for a base period year
is the greatest of the following amounts:

(1) The individual’s separate income
and deductions (increased in accordance
with subparagraph (A) of section 1304
(c) (4), relating to community income)
adjusted in accordance with paragraph
(c) of § 1.1302-3;

(ii) 50 percent of the base period in-
come resulting from adjusting, in
accordance with paragraph (c) of
§1.1302-3, the sum of the individual’s
separate income and deductions (n-
creased in accordance with subpara-
graph (A) of section 1304(c) (4), relat-
ing to community income) and the sep-
arate income and deductions of his
spouse for the computation year; or

(iii) 50 percent of the base period in-
come resulting from adjusting, in ac-
cordance with paragraph (e) of
§ 1.1302-3, the sum of the individual's
separate income and deductions and the
separate income and deductions of his
spouse for such base period year.

However, subdivision (ii) of this subpar-
agraph shall not apply in respect of a
base period year if an individual and his
spouse make a joint return for the com-
putation year.

(2) Computation of adjustments, ¥For
purposes of subparagraph (1) (i) and
(iii) of this paragraph, in computing the
amount of any adjustment under para-
graph (¢) of §1.1302-3, an item of in-
come of an individual may not be de-
creased by a loss incurred by the indi-
vidual with whom he combines his in-
come, unless such individuals made a
joint return for the base period year in
question. For example, if an individual
has a net long-term capital gain of
$20,000 for a base period year and the
individual with whom he combines his
income has a net long-term capital loss
of $5,000 for such year, their combined
capital gain net income for such year
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is $10,000 ($20,000—(50 percent of
$20,000)). However, if such individuals
made a joint return for such year, their
capital gain net income 1is §$7,500
($15,000— (50 percent of $15,000)).

(¢) Separate income and deductions—
(1) Definition. The term “separate in-
come and deductions” for a base period
year means the excess an individual's
gross income over his allowable separate
deductions. The separate income and
deductions of an individual may never
be less than zero.

(2) Separatle deductions. (i) An in-
vidual's separate deductions for a base
period year for which he made a separate
return are the deductions allowable on
such return.

(ii) An individual's separate deduc-
tions for a base period year for which he
made a joint return are:

(@) In the case of deductions allowable
in computing adjusted gross income, the
sum of such deductions attributable to
the items of his gross income; and

(b) In the case of deductions allow-
able in compufing taxable income, an
amount which bears the same ratio to
the amount of such deductions allow-
able on the joint return as the amount of
adjusted gross income attributable to
him for such year bears to the amount
of the aggregate adjusted gross income
of him and his spouse for such year.
However, in any case in which 85 per-
cent or more of the aggrégate adjusted
gross income of a husband and wife for
a taxable year is attributable to either
the husband or wife, all of such deduc-
tions shall be deemed to be the allowable
deductions of the individual to whom
85 percent or more of such income is
attributable, and none of such deduc-
tions shall be deemed to be the allow-
able deductions of the other spouse.

(d) Community income attributableto
services, Under section 1304(c) (4) (A),
in any case in which subdivisions (i) and
(ii) of subparagraph (1) of paragraph
(b) apply, an individual’s separate in-
come and deductions (as defined in para-
graph (c)), shall be increased to take
into account, in the case of amounts
which constitute earned income (within
the meaning of section 911(b)) and are
community income under community
property laws applicable to such income,
not less than the net amount of such
earned income which would be faken into
account if such amounts of earned in-
come did not constitute community
income. \

(e) Example. The provisions of this
section may be illustrated by the follow-
ing example:

Example. H and W are calendar year tax-
payers who were married, residents of &
common law State, and otherwise eligible 0
choose the benefits of income averaging for
the taxable year 1964, They made a joint
return for 1964. W, however, was married
to and made a joint return with A for the
taxable year 19060. H was unmarried for 1960.
H, A, and W had taxable income for 1960 a5
indicated in the table below. H and EV
compute their base period income for 1960
in the following manner:
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A and
A W (W jointf H
return

PN DT A ey o SRR, $11, 500 | $3,000 | $14, 500 |$3, 000
Dividends. oo eereeecees 500 | 1,000 | 1,500 | 1,000
Adjusted gross income._| 12,000 | 4,000 | 16,000 | 4,000
Totul deductions

aliowable in com-

puting taxable in-

oM S A e eeeeeas| 4,000 | 1,500
Amount of total de-

ductions allowable

ingcomputing sep-

arate income and

deductions.. cevceeeao| 3,000 | 1,000 |o_.o_: 1, 500
Separate income and

deductions .. 9,000 | 8,000 | 12,000 | 2,600
Foreign income ex-

cluded under section

TR B E 20,000 e e el us
Separate base period

income l;l accord- %

ance with paragrap

(1YY 8 1Y s K=t 19,000 | 3,000 |........ 2, 500

Separate base period income in accordance
with paragraph (b):

(1) W's separate income and deduc-
tions under subdivision (1) of
paragraph (D) (1) cacoceeee $3, 000

(2) W’'s separate base period income
under subdivision (iii) of para-
graph (b) (1) :

(a) W and A’'s taxable income
$12, 000
(b) Adjustment wunder

paragraph (c¢) of
§ 1.1302-3

22, 000
(c) 50 percent of combined base

W must take $11,000 into account as her
separate base period income for 1960. Since
H made a joint return with W in the compu-
tation year and was not married to another
spouse in 1860, section 1304(c) and
§1.1304-3 do not apply to him for 1960.
Therefore, his separate base period income
for 1960 is $2,600. H and W’s base period

income, on a joint return basis, for 1960 is .

$13,500.

(f) Minimum base period capital gain
net income. In any base period year to
which seetion 1304(¢) and this section
apply, for purposes of determining an
individual’s average base period capital
gain net income under section 1302(d) (2)
and paragraph (b) of §1.1302-4, his
capital gain net income for such year
shall not be less than 50 percent of the
capital gain net income which would re-
sult from combining his capital gain net
income for such year (determined with-
out regard to section 1304(¢) (3) and this
baragraph) with the capital gain nef in-
come for such year (also determined
Without regard to section 1304 (c) (3) and
this paragraph) of the individual with
whom he is required, pursuant to para-
graph (b) of this section, to combine his
;cnarate income and deductions for such

ear.

(@) Marital status. For purposes of
section 1304(c) and this section, the
rules of section 143 (relating to determi-
nation of marital status) and the regula-
tlons thereunder apply in determining
whether an individual is married for any
taxable year.

RULES AND REGULATIONS

§ 1.1304-4 Dollar Iimitations in case of

joint returns.

(a) Averagable income. Under section
1301 an eligible individual may choose
the benefits of income averaging only if
his,averagable income for the computa-
tion year exceeds $3,000. In the case of
a joint return, the $3,000 limitation ap-
plies to the aggregate averagable income
of the hushand and wife making the joint
return.

(b) Income atiributable to gifts, be-
quests, ete. Under section 1302(h) (2)
(C) an individual must, in determining
his adjusted taxable income for a com-
putation year, decrease his taxable in-
come for such year by the amount of
his income attributable to gifts, bequests,
devises, and inheritances only if the sum
of such amounts exceeds $3,000. Under
section 1304(d), the $3,000 limitation
with respect to the amount of net in-
come attributable to such interests in
property applies, in the case of a joint
return, to the aggregate net income of
the husband and wife making the joint
refurn.

§ 1.1304-5 Determination of total tax
for the computation year.

(a) Total tax. The total amount of
tax imposed by section 1 for the compu-
tation year on the income of an indi-
vidual for that year is the sum of the
separate amounts of tax imposed on the
seyveral segments of the income of the
individual who chooses the benefits of
income averaging for such year. The
several segments of an individual's in-
come arranged in ascending order (from
the standpoint of the tax rate brackets
applicable to such segments of income)
are;

Segment 1. The amount of income egual
to 133%; percent of average base period
income,

Segment 2. The amount (if any) of the
adjustment for capital gains made to aver-
agable income under section 1302(a)(2).

Segment 3. The amount (If any) of capi-
tal gain net income for the computation year
which Is less than or equal to average base
period capital gain net income.

Segment 4. Twenty percent of averagable
income.

Segment 5. The amount (if any) of items
of income not specifically included in any
other segment.

Segment 6. The amount (if any) of capi-
tal gain net income for the computation
year which exceeds average base period capi-
tal gain net income.

Segment 7. The amount (if any) of in-
come to which section 72(m) (5), relating to
certain distributions to owner-employees
which are subject to penalties, applies.

(b) Treatment of segment 5 ilems,
The tax imposed by section 1 for the
computation year on items of income in
segment 5 shall equal the increase in tax
resulting from adding such amounts to
an individual's income immediately
above 20 percent of averagable income
(segment 4) as such averagable income
is taken into account for purposes of
computing the tax imposed on such aver-
agable income by section 1. Segment 5
includes the items of income by which
taxable income is decreased in determin-
ing adjusted taxable income under sec-
tion 1302(b) (2) and paragraph (¢) of
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§ 1.1302-2, section 1302(b) (3) and para-
graph (d) of §1.1302-2, paragraph (f)
of §1.1302-2, and paragraph (g) of
§ 1.1302-2,

(c) Treaitment of certain amounts re-
ceived by owner-employees. The amount
of tax imposed by section 1 for the com-
putation year attributable to amounts
described in section 72(m) (5)(A), to
which a penalty is applicable under sec-
tion 72(m) (5) and paragraph (e) of
§ 1.72-17, is computed by determining
the increase in tax which results under
section 1 from the inclusion of such
amounts in income without the use of
the income averaging provisions.

(d) Examples. The application of the
rules described in this section may be
illustrated by the following examples:

Ezample (1). A, an eligible Individual
who was not married for the taxable years
1960 through 1964, has taxable income for
those years as indicated In the table below,
For the taxable years 1960 through 1963, all
of A's income is ordinary income from salary.
For the taxable year 1964, all of A’s Income
is ordinary income, and includes $5,000 of
net income attributable to property received
by bequest in 1964. A’s qualification to
choose the benefits of income averaging and
the amount of his averagable income for
1064 are determined in the following manner:

Tazable

Year: income
RO s $2, 000
1061 ____ 4, 000
1 TR ARSI S U R ST IS TN TSR 3, 500
I e e e ey it o i 2, 500
A e L N e - 49,000

(1) Adjusted taxable income for
1964 (computation year):
(a) Taxable income for 1864._. $40, 000
Less:
(b) Income attributable to be-

el P O S S 5, 000
Adjusted taxable in-
OIS L N 44, 000
(2) Average base period income for
years 1860-63 (the base pe-
riod years) :

) B80S R 2,000
1o f Pedllieslinetier . BT OE R 4, 000
801 R IR S oAl 3, 500
O i o et et ol 2, 500

12, 000

(b) Average base period income

(812,0004) - oo 3, 000

(3) Averagable income for 1964:
(a) Adjusted taxable income. 44,000
Less:
(b) 13314 percent of average
base period Iincome
(45X $3,000)

Averagable Income. . 40, 000

Since A’s averagable income exceeds $3,000,
the entire amount ($40,000) of his averaga-
ble Income 1s subject to averaging.

Computation of tax due for computation
year (1964):

(1) Segments of income:
(a) 1331, percent of the average
base period income....__. 84
(b) 20 percent of the averagable

y Income ($40,000+5) o~ 8, 000
(c) Income attributable to be-

B e e e 5, 000

17, 000

—_——
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(2) Tax attributable to the averaga-
ble income:
(a) Tax on $4,000- e 740
(b) Tax on $12,000 (84,0004
S8 000 ) e a2 3,040
(c) Tax on 20 percent of averag-
able income ($3,040—
) L e e 2,300
(d) Multiply tax by 6 (5X
EB00) Sl s T 11, 500

(3) Tax attributable to the income
attributable to bequest:
(a) Tax on $17,000. e 5, 055

(b) Tax on 812,000 e 3,040
2,015
(4) Total tax for 1964:

(a) Tax on 1331 percent of the
average base period income
(4.00D) EEs e it 740

(b) Tax on averagable Income
($AD,000) = s doni s Sarsenae 11, 500

(c) Tax on income attributable
to bequest ($5,000) c-—--- 2,015

dve i < SRR T S 14, 255

Example (2). A, an eligible individual
who was not married for the taxable years
1960 through 1964, has taxable income for
those years as indicated in the table below.
For the taxable years 1960 through 1963, all
of his ordinary income is from salary and
all of hin capital gain is net'long-tern capital
gain. For the taxable year 1864, A's ordinary
income includes $5,000 of net income at-
tributable to a bequest received by A in 1964.
A's qualification to choose the benefits of
income averaging and the amount of his
averagable income for 1964 are determined
in the following manner:

Taxable income
Yeoar

Ordinary Capital

Total income gain net

income
$8,260 $2, 000 $6, 250
7,760 4, 000 3,750
7,500 3, 500 4, 000
8, 500 2, 500 6, 000
50, 000 49, 000 10, 000

(1) Adjusted taxable income Tfor
1964 (the computation year):
(a) Taxable income for 1964 .. $59, 000
Less:
(b) (1) Capital gain
net income for
the computation

L et B T $10, 000
(ii) Income attrib-
utable to be-
quest. .ccaconana 5, 000
POLEE S ot S iy SR pe R i 15, 000

Adjusted taxable income.. 44,000

(2) Average base period income for
years 1960-63 (the base perlod

years) :

I S O e e il s~ o oy e S S $2, 000
SR e e e e b 4, 000
(4 R S e S e SR e T 3,500
D e s s e 2, 500

12, 000

(D) $12,00054 e ee 3, 000
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(3) Average base period capital gain
net income:

(), 1960 cammccnemrmamcen - 6, 250
ZO0L 2L . - o e e T 3,750
[ W S N s e 4, 000
R s et by S et 148 6, 000

20,000

(b) $20,000-+4 - - —cocoiaaaas 5, 000

(4) Averagable income for 1964:
(a) Adjusted taxable Income.. 44,000
Less:
(b) 13315 percent of average
base period income (4/3 X
$3,000)

Averagable Income. .. .- 40, 000

Since A’s averageable income exceeds $3,000,
the entire amount ($40,000) of his averaga-
ble income-is subject to averaging.

Computation of tax due for computation
year (1964) :

(1) Segments of income:
(a) 1335 percent of the aver-

age base period income. $4, 000
(b) The average base period
capital gain net income. 5,000
(¢) 20 percent of the averaga-
ble income ($40,000-5). 8,000
(d) Income attributable to be-
(0111 o RS A Lot o 5, 000
(e) Excess of computation year
capital gain net income
over average base period
capital gain net income
$10,000—$5,000) - - e eam 5, 000
27, 000
(2) Tax attributable to the aver-
agable income:
(&) Tax on $9,000- -~ 2, 055
(b) Tax on 817,000 o~ 5, 056
(e) Tax on 20 percent of aver-
agable income (8$5,0656—
$3,08b ) cs oo 3, 000
(d) Multiply tax by 6 (656X
$,000) S e SN el 15, 000
(3) Tax attributable to the income
attributable to bequest:
(a) Tax on $22,000. e 7, 460
Less:
(D) Tax on P1T000c ot e e 5, 055
2, 405
(4) Tax attributable to the excess of
computation year capital gain
net income over average base
period capital gain net in-
come:
(a) Tax on $27,000 ccccceaea- 10, 160
Less:
(b) Tax on $22,000. - 7,460
2,700
(5) Total tax for 1964:
(a) Tax on 133% percent of the
average base period in-
come ($4,000) oo 740
(b) Tax on average base period
capital gain net income
($5,000) S v micryoreetiriam 1,815
(¢) Tax on averagable income
g o oe T ) e T A b $15, 000
(d) Tax on Income attributable
te bequest ($5,000) .~ 2, 406
(e) Tax on excess capital gain
net income ($5,000) .-~ 2,700
Total TR R ot 22, 160

Example (3). The facts are the same as
in example (2) for the taxable years 1960 to
1963. For the taxable year 1964, A's taxable
income is $47,000, of which $44,000 Is ordi-
nary income and the remaining $3,000 is
attributable to his $6,000 of net long-term
capital gain.

(1) Adjusted taxable income for

1964 (the computation year) :

(a) Taxable income for 1964___
Less:

(b) Capital gain net income for

$47, 000

the computation year... 3,000
Adjusted taxable in-
CONEO o e e ot 44, 000
(2) Average base period income for ¥
years 1960-63 (the base period
5 e SR =R S e 3, 000
(3) Average base period capital gammr 7
netincome._c..ooao_oioil 5, 000
(4) Averagable income for 1964:

(a) Adjusted taxable income... 44,000
Less:
(b) 133% percent of average

base period Income (% X

$3,000) 4, 000

40, 000
Less:
(c) The adjustment for capital
gains:

(i) Average base
period capi-
tal gain net
income ...

Less:

(ii) Capital gain
net income
for the com-
putation
year

$5,000

Averagable income....--

Since A's averagable income exceeds $3,000,
the entire amount ($38,000) of his averagable
income is subject to averaging.

Computation of tax due for computation year
(1964) :

(1) Begments of income:
(a) 13314 percent of the average
base period income (44X

$3.000) vavcescasaiasa s $4, 000
(b) Adjustment for capital
10 (Dl G W L NIRRT AR 2, 000

(¢) The amount of the compu-

tation year capital gain

LR T e e O LR L 3, 000
(d) 20 percent of the averagable

income ($38,000+5) .- 7,600
Y i D e e, 16, 600
(2) Tax attributable to the averag-
able income:
(a) Tax on $9,000. .o cccoon $2, 065

(b) Tax on $16,600- - -cuv--- 4,877
(¢) Tax on 20 percent of aver-
agable income (84,877—

$208B), Soaa e 2, 822
(d) Multiply tax by 6 (56X
OB e T e e 14,110
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(3) Total tax for 1964:
(a) Tax on 133)4 percent of the
average base period in-

come ($4,000) . _____ $740
(b) Tax on the adjustment for

capital gains ($2,000) ... 470
(c) Tax on computation year

capital gain net income

(831000 e o rmis o i = o miorem 845
(d) Tax on averagable income

($38,000) . 14,110
B e, TG TS al s, o LNl T s 16, 165

§1.1304—6 Special rule for computa-
tion of alternative tax.

(a) If.an individual has capital gain
net income, section 1201(b) is treated as
imposing an alternative tax in lieu of
the tax imposed by section 1, if such al-
ternative tax is less than the tax imposed
by section 1. The alternative tax is

equal to the tax imposed by section 1,
reduced by the amount by which—

(1) The tax imposed by section 1
which is attributable to an individual’s
capital gain net income for the compu-
tation year (as determined under section
1304(e) (1) and § 1.1304-5), exceeds

(2) An amount equal to 25 percent of
the excess of such individual's net long-
term capital gain for the computation
year over his net short-term capital loss
for such year.

See § 1.1-3 for rule relating to the com-
putation of the limitation on tax under
section 1(¢) in cases where the alterna-
tive tax is imposed. For purposes of
paragraph (a) of § 1.34-2 relating to the
limitation on amount of the dividend
received credit under section 34) and
paragraph (a) of § 1.35-1 (relating to
computation of credit for partially tax-
exempt interest under section 35) in any
case where the alternative tax is im-
posed, taxable income for a taxable year
is an individual’s taxable income as de-
fined in section 63.

(b) The application of the rules de-
scribed in this paragraph may be illus-
trated by the following example:

Ezample. A, an eligible individual who
Was not married for the taxable years 1960
through 1964, has taxable income for those
years as indlcated in the table below. For
the taxable years 1960 through 1964, all of
his ordinary income is from salary and all of
his capital gain is net long-term capital gain.
A's qualification to choose the benefits of
income averaging and the amount of his

averagable income for 1964 are determined
in the following manner:

Taxable income
Year

Ordinary Capital

Total income gain net

income
$8, 250 $2, 000 6, 250
7,750 4, 000 3,750
7, 500 3, 500 4,000
8, 500 2, 500 6, 000
84, 000 44, 000 40, 000
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(1) Adjusted taxable income for
1964 (the computation year):
(a) Taxable income for 1964.__ $84, 000
Less:

(b) Capital gain net income for

the computation year_.. 40,000
Adjusted taxable income...._. 44, 000
{(2) Average base period income for
years 1960-63 (the base pe-
riod years) (See example 2,
§1.1304-6(d) ) —ccmccmmmaceee $3, 000
(3) Average base period capital gain
net income (See example 2,
$:31804-0(d)) < i LG Los 5, 000
(4) Averagable income for 1964:
(a) Adjusted taxable income.. 44,000
Less:
(b) 13315 percent of average
base period Iincome (%
XS R000 ) s 4, 000
Averagable income....____.._.. 40, 000

Since A’s averagable income exceeds $3,000,
the entire amount ($40,000) of his aver-
agable income is subject to averaging.

Computation of the tax due for computation
year (1964) :

(1) Segments of income:
(a) 133 percent of the aver-
age base period income..
(b) The average base period

$4, 000

capital gain net income.. 5, 000
(c) 20 percent of the averag-
able income (8$40,000-5)_. 8,000
(d) Excess of computation year
capital gain net income
over average base period
capital gain net income. 35,000
b i, 7% (S i S N e 52, 000
(2) Tax attributable to the averag-
able income:
(a) Tax on 89,000 ... ___.___ 2,065
(b) Tax on $17,000. . __ 5, 055
(c) Tax on 20 percent of av-
eragable income (85,065 —
B20B0) it i Sl e 3,000
(d) Multiply tax by 5 (565X
Ko 1, ) PR R 15, 000
(38) Tax attributable to the excess
of computation year capital
gain net income over average
base period capital gain net
income:
(a) Tax on 852,000 ____ 25, 260
Less:
(b) Tax on $17,000. ... ___.__ 5, 065
20, 205
(4) Total tax for 1964:
(a) Tax on 13315 percent of the
average base period in-
come ($4,000) oo 740
(b) Tax on average base period
capital gain net income
D00 ) s e e e s 1,315
(¢) Tax on averagable income
($40,000) oo et 15, 000
(d) Tax on excess capital gain
net income ($35,000).... 20,205
Gt L SRR S e i e 87, 260

Computation of alternative tax for compu-
tation year (1964):

(1) Tax equal to the tax imposed by
sec. 1 of the Coden- . _.__ $37, 260
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(2) Amount (if any) of reduction
in tax:

(a) Tax imposed by sec. 1 of
the Code which is attrib-
utable to the amount of
capital gain net income
for the computation year
which is equal to the
average bhase period capi-
tal gain net income
($5,000)

(b) Tax imposed by sec. 1 of
the Code which is attrib-
utable to the excess of
capital gain net income
for the computation year
over the average base pe~
riod capital gain net in-
come ($35,000) .__.______
Total tax attributable to

capital gain net income
for the computation
b o R Sl MR s

(c) Amount which is 25 per-
cent of net long-term
capltal gain for compu-
tation year ($80,000)__._

................ 1,315
$20, 205
21, 520

20, 000
1, 520

Reduction in tax. .. _________

(3) Alternative tax
($37,260 —$1,520)

§ 1.1304-7 Short taxable years.

(a) Change of annual accounting pe-
riod. (1) If an individual is required
under section 443(a) (1) and the regula-
tions thereunder to make a return for a
short period, such short period may be
treated as a computation year or a base
period year. For purposes of this sec-
tion, a “short period” means any period
of less than 12 months for which a return
was required to be made under sec-
tion 443(a).

(2) For a short period which is a com-
putation year, an individual shall deter-
mine his eligibility to choose the benefits
of income averaging by placing his tax-
able income on an annual basis by multi-
plying such income by 12 and dividing
the result by the number of months in
the short period. The provisions of sec-
tion 443(c) and the regulations there-
under (relating to adjustment in deduc-
tion for personal exemptions) shall apply
in such computations. The total tax im-
posed by section 1 for the short period
which is a computation year shall be the
same part of the total tax computed on
the annual basis as the number of
months in the short period is of 12
months. The period described in section
443(h) (2) (relating to computation based
on 12-month period) may not be a com-
putation year.

(3) For a short period which is a base
period year, the amount of an individual's
base period income for such short period
is computed as if such short period were
a taxable year of 12 months ending on
the last day of the short period.

(4) The application of the rules de-
seribed in subparagraph (1) of this para-
graph may be illustrated by the following
example:

Ezample. A, an unmarried, eligible in-
dividual who had been a calendar year tax-
payer, was allowed in 1964 to change his an-
nual accounting period to a taxable year
beginning on April 1. A made a return for
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the short period from January 1 to March
31, 1964. His taxable income for the tax-
able years 1960 to 1964 is as indicated in the
table below. For the taxable years 1960
through 1963, all of A's income is ordinary in-
come from salary. For the short period, all
of A's income is ordinary income, and in-
cludes $5,000 of net income attributable to
a bequest received in 1964. A's eligibility
to choose the benefits of inccme averaging
and the amount of his averagable income for
1064 are determined in the following manner:

Tazable

Year: income
O e et it e retoe o o apiages iy $12, 000
101 L st O L R N e 14, 000
D o s e it mo el g e e 17, 500
ks ) S BN S, i 16, 500
1064 (3 months) e e 15, 000

(1) Adjusted taxable income for
1964 (computation year):

(a) Taxable income for 1964 on

annual basis (($15,000X%

R e e S e ., 000
Less:
(b) Income attributable to be-
quest on annual basis .
(($5,000%12) +8) —ccmemu 20, 000
Adjusted taxable income...... 40, 000
(2) Average base period income for
years (1960-1963) (the base
period years) :
PN TS s S St 12, 000
1961 Sk —e= 14,000
O e e 17, 600
OB s e e e S 16, 500
60, 000
(h) Average base period income
($60,000:4) e 15, 000
(8) Averagable income for 1964:
(a) Adjusted taxable income._. 40,000
Less:
(b) 1331, percent of average
base period income (4/3 X
BIB;000) - —ooidioioia 20, 000
Averagable income. ... ... 20, 000

Since A's averagable income exceeds $3,000,
the entire amount ($20,000) of his averagable
income is subject to averaging.

Computation of total tax due for computa-
tion year (1964):

(1) Segments of income on annual
basls:

(a) 133 percent of the average

base period income. ... ..

(b) 20 percent of the averagable

income ($20,000:5) ---- 4, 000

(c) Income atiributable to be-
r [ SRS SR S R LR 20, 000
44, 000

(2) Tax attributable to the averaga-

ble income:

(a) Tax on $20,000 6, 450
(b) Tax on $24,000 8, 530

(¢) Tax on 20 percent of aver-

agable income ($8,630—
UEDD) e e 2,080

(d) Multiply tax by 5 (6X
B2080) e e 10, 400

(3) Tax attributable to the income

attributable to bequest:

Tax on $44,000. e e 20, 130
Less: Tox on $24.000- e em 8, 530
11, 600
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(4) Total tax for 1064:
(a) Tax on 133% percent of
average base period in-

come ($20,000) -~ 6, 450
(b) Tax on averagable income

on annual basis ($20,-

000) s s e e R 10, 400

(¢) Tax on income attributable

to bequest on annual

basis ($20,000) - ocann 11, 600
(d) Tax on annualized income

(€ 101411 ) ——— 28, 450
Total tax due ($28,4560 X ¥2)--T7, 112,50

(b) Teaexpayer not in existence for en-
tire taxable year. If an individual is
required under section 443(a)(2) and
the regulations thereunder to make a
return for a short period, such short
period may be treated as a computation
year or a base period year. The amount
of such individual’s adjusted taxable in-
come (if such short period is a computa-
tion year) or his base period income (if
such short period is a base period year)
is computed as if such short period were
a taxable year of 12 months ending on
the last day of the short period.

(¢) Termination of taxable year for
jeopardy. An individual who is required
under section 443(a) (3) and the regula-
tions thereunder to make a return for
a period of less than 12 months shall not
take such short period into account as a
computation year or a base period year.

§ 1.1305 Statutory provisions; regula-
tions.

Sec. 1305. Regulations. The Secretary or
his delegate shall prescribe such regulations
as may be necessary to carry out the purposes
of this part.

[Sec. 1305 as amended by sec. 232(a), Rev.
Act 1964 (78 Stat. 105) |

Par. 2. Section 1.72 is amended by
striking out paragraph (3) of section 72
(e) and by revising the historical note.
The amended provisions read as follows:

§ 1.72 Statutory provisions; annuities;
certain proceeds of endowment and
life insurance coniracts.

Sec. 72. Annuities; certain proceeds of en-

dowment and life insurance contracts, * * *

(e) Amounts mnot received as annuities.

L

(3) [Deleted]
[Sec. 72 as amended by sec. 4 (a), (b), Self-
Employed Individuals Tax Retirement Act
1962 (76 Stat. 821); sec. 11(b), Rev. Act 1962
(76 Stat. 1005); sec. 232(b), Rev. Act 1964
(78 Stat. 110) ]

Par. 3. Paragraph (a)(3) (1) of § 1.72-
2 is amended to read as follows:

§ 1.72-2 Applicability of section.

(a) Contracts. * * *

(3) (i) Sections 402 and 403 provide
that certain distributions by employees’
trusts and certain payments under em-
ployee plans are taxable under section
72. For taxable years beginning before
January 1, 1964, section 72(e) (3), as in
effect before such date, does not apply to
such distributions or payments. For
purposes of applying section 72 to such
distributions and payments (other than
those described in subdivision (iii) of
this subparagraph), each separate pro-
gram of the employer consisting of in-
terrelated contributions and benefits
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shall be considered a single contract.
Therefore, all distributions or payments
(other than those described in subdivi-
sion (iii) of this subparagraph) which
are attributable to a separate program
of interrelated contributions and bene-
fits are considered as received under a
single contract. A separate program of
interrelated contributions and benefits
may be financed by the purchase from
an insurance company of one or more
group contracts or one or more individ-
ual contracts, or may be financed partly
by the purchase of contracts from an
insurance company and partly through
an investment fund, or may be financed
completely through an investment fund.
A program may be considered separate
for purposes of section 72 although it is
only a part of a plan which qualifies
under section 401. There may be sev-
eral trusts under one separate program,
or several separate programs may make
use of a single trust. See, however, sub-
division (iil) of this subparagraph for
rules relating to what constitutes a
“contract” for purposes of applying sec-
tion 72 to distributions commencing
before October 20, 1960.

- + - - -

Par. 4. Section 1.72-11 is amended by
revising paragraphs (a)(2), (¢)(3), (d)
(2), (Hay, 3), and (g). These
amended provisions read as follows:

§ 1.72-11 Amounts not received as an-
nuity payments.

(a) Introductory. * * *

(2) The principles of this section ap-
ply, to the extent appropriate thereto,
to amounts paid which are taxable under
section 72 (except, for taxable years be-
ginning before January 1, 1964, section
T72(e)(3)) in accordance with sections
402 and 403 and the regulations there-
under. However, if contributions used to
purchase the contract include amounts
for which a deduction was allowed under
section 404 as contributions on behalf of
an owner-employee, the rules of this sec-
tion are modified by the rules of para-
graph (b) of § 1.72-17. Further, in ap-
plying the provisions of this section, the
aggregate premiums or other considera-
tion paid shall not include contributions
on behalf of self-employed individuals
to the extent that deductions were al-
lowed under section 404 for such contri-
butions. Nor, shall the aggregate of
premiums or other consideration paid
include amounts used to purchase life,
accident, health, or other insurance pro-
tection for an owner-employee. See
paragraph (b) (4) of § 1.72-16 and para-
graph (¢) of § 1.72-17. The principles
of this section also apply to payments
made in the manner described in para-
graph (b) (3) (i) of § 1.72-2.

(¢) Amounts received in the nature of
a refund of the consideration under
contract and in jull discharge of the ob-
ligation thereof. * * *

(3) For the purpose of applying the
rule contained in subparagraph (1) of
this paragraph, it is immaterial whether
the recipient of the amount received in
full discharge of the obligation is the
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same person as the recipient of amounts
previously received under the contract
which were excludable from gross in-
come, except in the case of ‘a contract
transferred for a valuable consideration,
with respect to which see paragraph (a)
of § 1.72-10. For the limit on the tax,
for taxable years beginning before Jan-
uary 1, 1964, attributable to the receipt
of a lump sum to which this paragraph
applies, see paragraph (g) of this section,

(d) Amounts received upon the sur-
render, redemption, or maturity of a
contract, * * *

(2) For the purpose of applying the
rule contained in subparagraph (1) of
this paragraph, it is immaterial whether
the recipient of the amount received upon
the surrender, redemption, or maturity
of the contract is the same as the re-
cipient of amounts previously received
under the contract which were exclud-
able from gross income, except in the
case of a contraet fransferred for a valu-
able consideration, with respect to which
see paragraph (a) of § 1.72-10. For the
limit on the amount of tax, for taxable
years beginning before January 1, 1964,
attributable to the receipt of certain
lump sums to which this paragraph ap-
plies, see paragraph (g) of this section.

» - - - *

(f) Periodic payments received for the
same term after a lump sum withdrawal.
(1) If, after the date of the first receipt
of a payment as an annuity, the annui-
tant receives a lump sum and is there-
after to receive annuity payments in a
reduced amount under the contract for
the same term, life, or lives as originally
specified in the contract, a portion of the
contract shall be considered to have been
surrendered or redeemed i1 considera-
tion of the payment of such lump sum
and the exclusion ratio originally deter-
mined for the contract shall continue to
apply to the amounts received as an
annuity without regard to the fact that
such amounts are less than the original
amounts which were to be paid periodi-
cally. The lump sum shall be includible
In the gross income of the recipient in
accordance with the provisions of sub-
baragraph (2) of this paragraph. How-
ever, except in the case of amounts to
which sections 402 and 403 apply, the
tax, for taxable years beginning before
January 1, 1964, attributable to the in-
clusion of all or part of the lump sum in
£ross income shall not exceed the amount
determined under section 72(e) (3) and
baragraph (g) of this section. For tax-
able years beginning after December 31,
1963, such amounts may be taken into
account in computations under sections
1301 through 1305 (relating to income
averaging).

. « & » B

(3) This paragraph may be illustrated
by the following examples:

Ezample (1). Taxpayer A pays $20,000 for
an annuity contract providing for payments
%o him of $100 per month for his life. At the
&nnuity starting date he has a life expect-
@ncy of 20 years. His expected return is
therefore $24,000 and the exclusion ratio is
five-sixths, He continues to receive the
Original annuity payments for 5 years, re-
celving a total of $6,000, and properly ex-
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cludes a total of $5,000 from his gross income
in his income tax returns for those years.
At the beginning of the next year, A agrees
with the insurer to take a reduced annuity
of 875 per month and a lump sum payment
of $4,000 in cash. Of the lump sum he re-
ceives, he will include $250 and exclude
$3,750 from his gross income for his taxable
year of receipt, determined as follows:

Aggregate of premiums or other con-
sideration pald. ..o cacaoooios
Less amounts received as an annuity
to the extent they were excludable
o A B INCOMmMe . o e $5, 000

$20, 000

Remainder of the consideration_.__ §15, 000

Ratio of the reduction in the
amount of the annujty pay-
ments to the original annulty
payments 25/8100 or ¥4

Lump sum received._____.._________ $4, 000

Less one-fourth of the remainder of
the consideration (14 of $15,000) .

$3, 760

Portion of the lump sum includible
A0 BT OSE TN OO L et $250

For taxable years beginning before January
-1, 1964, the limit on tax of section 72(e) (3),
as in effect before such date, applies to the
portion of the lump sum includible in gross
income. For taxable years beginning after
December 31, 1963, such portion may be
taken into account in computations under
sections 1301 through 1305 (relating to in-
come averaging), If, in this example, the
annulty were a pension payable to A as a
retired employee, but the facts were other-
wise the same (assuming that, for instance,
the $20,000 aggregate of premiums or other
consideration paid were A’s contributions as
determined under section 72(f) and § 1.72-
8) the result would be the same except that
the tax attributable to the inclusion of the
$250 in A’s gross income, for taxable years
beginning before January 1, 1964, would not
be limited by section 72(e)(3), as in effect
before such date. If such a lump sum is
received . in a taxable year beginning after
December 31, 1963, the portion of such sum
includible in gross income may be taken
into account in computations under sec-
tions 1301 through 1305 (relating to income
averaging).

Ezample (2). Taxpayer B pays $30,000 for
a contract providing for monthly payments
to be made to him for 15 years with respect
to the principal and earnings of 10 units
of an investment fund. B receives $12,000
during the first 5 years of participation and
of this amount he has properly excluded a
total of $10,000 from his gross Intome in his
income returns for the taxable years, since
$2,000 of $2,400 he received in each such
year represented his investment divided by
the term of the annuity ($30,000:-15). At
the beginning of the 6th year, B agrees to
take $11,000 in a lump sum and thereafter
to accept the payments arising with respect
to five units for the remaining 10 years of
payments in full discharge of the original
obligations of the contract. B shall include
$1,000 in his gross income for the 6th year
as the result of the lump sum he receives
and allocates $1,000 of his original invest-
ment in the contract to each of the remain-
ing 10 years with respect to the payments
which will continue, determined as follows:

Aggregate of premiums or other con-

sideration pald- - ____ $30, 000
Total amount received and excluda-
ble from gross income._______.. $10, 000

Remainder of the consideration.... $20, 000

Ratio of units discontinued to the
total units originally provided.. ¥gor %
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Lump sum received at the time of
reduction in the number of units
Vo penpaldl L L g Y $£11, 000
Less one-half of the remainder of
the consideration (4 of $20,000) . $10, 000

Portion of the lump sum received
and includible in gross income.. $1, 000

Remainder of the consideration less
the portion of such remainder at-
tributable to the excludable por-
tion of the Iump sum ($20,000—
$10,000)

Remainder of the consideration
properly allocable to each taxable
year for the remaining 10 years
($10,000+10) $1, 000

For the taxable years beginning before Janu-

ary 1, 1964, the limit on tax of section 72(e)

(8), as in effect before such date, applies to

the portion of the lump sum received and

includible in gross income. For taxable
years beginning after December 31, 1963, such
portion may be taken into account in com-

putations under sections 1301 through 1305

(reiating to income averaging).

(g) Limit on tax attributadble to the
receipt of a lump sum. (1) For taxable
years beginning before January 1, 1964,
if the entire amount of the proceeds re-
ceived upon the redemption, maturity,
surrender, or discharge of a contract to
which section 72 applies is received in a
lump sum and paragraph (c¢), (d), or (f)
of this section is applicable in determin-
ing the portion of such amount which is
includible in gross income, the tax at-
tributable to such portion shall not ex-
ceed the tax which would have been
attributable thereto had such portion
been received ratably in the taxable year
in which received and the 2 preceding
taxable years. The amount of tax at-
tributable to the includible portion of the
lump sum received shall be the lesser of:

(i) The difference - between the
amount of tax for the taxable year of
receipt computed by including such por-
tion in gross income and the amount of
tax for such taxable year computed by
excluding such portion from gross in-
come; or

(ii) The difference between the total
amount of tax for the taxable year of
receipt and the 2 preceding taxable years
computed by including one-third of such
portion in gross income for each of the
3 taxable years, and the total amount of
the tax for the taxable year of receipt
and the 2 preceding taxable years com-
puted by entirely excluding such portion
from the gross income of all 3 taxable
years.

For the definition of “taxable year', see
section 441(b). This subparagraph shall
not apply, for taxable years beginning
before January 1, 1964, to payments ex-
cepted from the application of section
72(e) (3), as in effect before such date,
under the provisions of section 402 or 403,
See paragraph (a) of § 1,72-2 and para-
graph (d) of § 1.72-14.

(2) For taxable years beginning after
December 31, 1963, any amount in-
cludible in gross income to which this
section relates may be taken into account
in computations under sections 1301
through 1305 (relating to income
averaging).

$10, 000
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Par. 5. Paragraph (b) (3) of § 1.72-17is
amended to read as follows:

§1.72-17 Special rules applicable to
owner-employees.
* - - - -

(b) Certain amounts received before
annuity starting date. * * *

(3) Any amounts to which this para-
graph applies and which are not in-
cludible in gross income under the rules
of subparagraph (2) of this paragraph
shall be subject to the provisions of sec-
tion 72(e) and § 1.72-11. However, for
taxable years beginning before Janu-
ary 1, 1964, section 72(e) (3), as in effect
before such date, shall not apply to such
amounts. For taxable years beginning
after December 31, 1963, such amounts
(other than amounts subject to a penalty
under section 72(m) (5) and paragraph
(e) of this section) may be taken into
account in computations under sections
1301 through 1305 (relating to income

averaging).
- . * . L]
Par. 6. Paragraph (b)(3)(iii) of

§ 1.72-18 is amended to read as follows:

§ 1.72-18 Treatment of certain total
distributions with respect to self-
employed individuals.

. - - - *

(b) Distribution to which this section
applies. * * *

(3) - %

(iii) Distributions or payments made
to the employee from a plan or trust
unless contributions which were allowed
as a deduction under section 404 have
been made on behalf of such employee
as a self-employed individual under such
trust or plan for 5 or more taxable years
(whether or not consecutive) prior to
the taxable year in which such distribu-
tions or payments are made. Distribu-
tions or payments to which this section
does not apply by reason of this subdivi-
sion are taxed as otherwise provided in
section 72. However, for taxable years
beginning before January 1, 1964, sec-
tion 72(e) (3), as in effect before such
date, is not applicable. For taxable
years beginning after December 31, 1963,
such distributions or payments may be
taken into account in computations
under sections 1301 through 1305 (relat-
ing to income averaging).

* - L * *

Par. 7. Section 1.144 is amended by
adding a new subsection (d) to section
144 and by revising the historical note.
These added and amended provisions
read as follows:

§ 1.144  Statutory provisions; election of
standard deduction.

Sec. 144. Election of standard deduc-
tion. * * ¢

(d) Individuals electing income averaging,
In the case of a taxpayer who chooses to
have the benefits of part I of subchapter Q
(relating to Income averaging) for the tax-
able year—

(1) Subsection (a) shall not apply. for
such taxable year, and

(2) The standard deduction shall be al-
lowed if the taxpayer so elects in his return
for such taxable year,
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The Secretary or his delegate shall by regu-
lations prescribe the manner of signifying
such election in the return, If the taxpayer
on making his return falls to signify, in the
manner so prescribed, his election to take
the standard deduction, such failure shall
be considered his election not to take the
standard deduction.

- . - . -
[Sec. 144 as amended by secs. 112(c¢), 232(¢c),
Rev. Act 1964 (78 Stat. 24, 110) ]

Par. 8. The following new section is
added after § 1.144-2:

§ 1.144-3 Standard deduction for indi-
viduals choosing income averaging.

(a) In the case of an individual who
chooses under section 1304(a) to have
the benefits of part I of subchapter Q
(relating to income averaging) for the
taxable year—

(1) Section 144(a) shall not apply,
and

(2) The standard deduction under
section 141 shall be allowed if an in-
dividual so elects in his return for such
computation year.

Thus, even though an individual who
chooses the benefits of income averaging
for a taxable year may not pay the tax
imposed under section 3, such individual
may elect the standard deduction under
section 141.

(b) The standard deduction shall be
allowed to an individual if he elects on
his return for the computation year to
take such deduction. Such individual
shall signify on his return his election
to take the standard deduction by claim-
ing thereon the deduction in the amount
provided for in section 141 instead of
itemizing . the deductions (other than
those specified in sections 62 and 151)
allowable in computing taxable income.
In the case of a husband and wife
(whether separate or joint: returns are
filed), the election to take the stand-
ard deduction and the manner of sig-
nifying such election shall, to the extent
not limited by section 142 and the regu-
lations thereunder, be made in accord-
ance with these rules.

(c) A change of the election to take,
or not to take, the standard deduction
for any computation year shall be made
in accordance with the rules provided in
§ 1.144-2.

Par. 9. Section 1.402(a) is amended by
revising section 402(a) (1) and by adding
a historical note. These amended and
added provisions read as follows:

§ 1.402(a) Siatutory provisions; tax-
ability of beneficiary of employees’
trust; exempt trust.

Sec. 402. Tazability of beneficiary of em-
ployees’ trust—(a) Tazability of beneficiary
of exempt trust—(1) General rule. Except
as provided in paragraphs (2) and (4), the
amount actually distributed or made avail-
able to any distributee by any employees’
trust described in section 401(a) which is ex-
empt from tax under section 501(a) shall be
taxable to him, in the year In which so dis-
tributed or made available, under section
72 (relating to annuities). The amount ac-
tually distributed or made available to any
distributee shall not include net unrealized
appreciation in securities of the employer
corporation attributable to the amount con-
tributed by the employee. Such net unreal-
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ized appreciation and the resulting adjust-
ments to basls of such securities shall be
determined in accordance with regulations
prescribed by the Secretary or his delegate,
» - - - -

[Sec. 402(a) as amended by sedc. 4(c), Seli-
Employed Individuals Tax Retirement Act of
1962 (76 Stat. 825); sec. 232(e) (1), Rev. Act
1964 (78 Stat. 111) ]

Par. 10. Paragraph (a) (1) (ii) of § 1.-
402(a) -1 is amended to read as follows:

§ 1.402(a)-1 Taxability of beneficiary
under a trust which meets the re-
gquirements of section 401 (a).

(a) Ingeneral. (1) * * *

(ii) The provisions of section 402(a)
relate only to a distribution by a trust
described in section 401(a) which is ex-
empt under section 501(a) for the tax-
able year of the trust in which the dis-
tribution is made. With two exceptions,
the distribution from such an exempt
trust when received or made available
is taxable to the distributee to the extent
provided in section 72 (relating to annu-
ities). First, for taxable years begin-
ning before January 1, 1964, section 72
(e) (3) (relating to the treatment of cer-
tain lump sums), as in effect before such
date, shall not apply to such distribu-
tions. For taxable years beginning after
December 31, 1963, such distributions
may be taken into account in computa-
tions under sections 1301 through 1305
(relating to income averaging). Sec-
ondly, certain total distributions de-
scribed in section 402(a) (2) are taxable
as long-term capital gains. For the
treatment of such total distributions, see
subparagraph (6) of this paragraph.
Under certain circumstances, an amount
representing the unrealized appreciation
in the value of the securities of the em-
ployer is excludable from gross income
for the year of distribution. For the
rules relating to such exclusion, see para-
graph (b) of this section. Furthermore,
the exclusion provided by section 105(d)
is applicable to a distribution from a
trust described in section 401(a) and ex-
empt under section 501(a) if such dis-
tribution constitutes wages or payments
in lieu of wages for a period during which
an employee is absent from work on ac-
count of a personal injury or sickness.
See § 1.72-15 for the rules relating to the
tax treatment of accident or health ben-
efits received under a plan to which sec-
tion 72 applies.

* L -

Par. 11, Section 1.402(b) is amended
by revising section 402(b) and by adding
a historical note. These amended and
added provisions read as follows:

§ 1.402(b) Statutory provisions; tax-
ability of beneficiary of employecs
trust ; nonexempt trust.

Sec. 402. Tazability of beneficiary of cm-
ployees’ trust. * * *

(b) Tazadility of beneficiary of nonerempt
trust. Contributions 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

. L
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case of an employee whose beneficial inter~
est in such contribution is nonforfeitable at
the time the contribution is made. The
amount actually distributed or made avall-
able to any distributee by any such trust
ghall be taxable to him, in the year in which
50 distributed or made avallable, under sec-
tion 72 (relating to annuities).
* - . - *

[Sec. 402(b) as amended by sec. 232(e) (2),
Rev. Act 1964 (78 Stat. 111)]

Par. 12. Paragraph (b) of § 1.402(b) -1
is amended to read as follows:

§1.402(b)—1 Treatment of beneficiary
of a trust not exempt under section
501(a).

N - L . -

(b) Tazxation of distributions jfrom
trust not exempt under section 501(a).
Any amount actually distributed or made
available to any distributee by an em-
ployees’ trust which is not exempt under
section 501(a) for the taxable year of the
trust in which the distribution is made
shall be taxable in the year in which so
distributed or made available under sec-
tion 72 (relating to annuities). For tax-
able years beginning before January 1,
1964, section 72(e) (3) (relating to the
treatment of certain lump sums), as in
effect before such date, shall not apply
fo such amounts. For taxable years be-
ginning after December 31, 1963, such
amounts may be taken into account in
computations under sections 1301
through 1305 (relating to income averag-
ing). If, for example, the distribution
from such a trust consists of an annuity
contract, the amount of the distribution
shall be considered to be the entire value
of the contract at the time of distribu-
tion, and such value is includible in the
gross income of the distributee at the
time of the distribution to the extent
that such value exceeds the investment
in the contract determined by applying
sections 72 and 101(b). The distribu-~
fions by such an employees’ trust shall
be taxed as provided in section 72,
whether or not the employee’s rights to
the contributions were nonforfeitable
when the contributions were made or at
any time thereafter. For rules relating
to the treatment of employer contribu-
tions to a non-exempt trust as part of
the consideration paid by the employee,
see section 72(f). For rules relating to
the treatment of the limited exclusion
allowable under section 101(b) (2) (D) as
additional consideration paid by the em-
?eloaee. see the regulations under that

ction.

Par. 13. Section 1.402(d) is amended
by revising the language following sec-
tion 402(d) (3) and by adding a historical
note. These amended and added provi-
sions read as follows:

§l.402.(5l) Statutory provisions; tax-
ability of beneficiary of employees’
trust; annuities under agreements

entered into prior to October 21,
1942,

Sec. 402, Tazability of beneficiary of em-
pk:yecs' trust. * » ‘ty % aig

d) Certain employees’ annuities. Not-
Wwithstanding subsection (b) or any other
Provision of this subtitie, a contribution to
& trust by an employer shall not be included
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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 con-
tracts for the benefit of such employee;

(2) Such contribution is made to the
trustee pursuant to a written agreement en-
tered into prior to October 21, 1942, between
the employer and the trustee, or between the
employer and the employee; and v

(3) Under the terms of the trust agree-
ment the employee is not entitled during his
lifetime, except with the consent of the trus-
tee, to any payments under annuity contracts
purchased by the trustee other than annulty
payments,

The employee shall include In his gross in-
come the amounts recelved under such con-
tracts for the year received as provided in
section 72 (relating to annuities). This
subsection shall have no application with
respect to amounts contributed to a trust
after June 1, 1949, if the trust on such date
was exempt under section 165(a) of the In-
ternal Revenue Code of 1939. For purposes
of this subsection, amounts paid by an em-
ployer 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 contributions applied by the
trustee for the purchase of annuity con-
tracts; the term “annulty contracts pur-
chased 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 the agreement referred to in para-
graph (2), prior to October 21, 1942,
» - . L L]

[Bec. 402(d) as amended by sec. 232(e) (3),
Rev. Act. 1964 (78 Stat. 111) |

PAR. 14. Paragraph (a) of § 1.402(d)-1
is amended to read as follows:

§ 1.402(d)-1 Effeet of section 402(d).

(a) If the requirements of section 402
(d) are met, a contribution made by an
employer on behalf of an employee to a
trust which is not exempt under sec-
tion 501(a) shall not be included in the
income of the employee in the year in
which the contribution is made. Such
contribution will be taxable to the em-
ployee, when received in later years, as
provided in section 72 (relating to an-
nuities). For taxable years beginning
before January 1, 1964, section 72(e) (3)
(relating to the treatment of certain
lump sums), as in effect before such
date, shall not apply to such contribu-
tions. For taxable years beginning after
December 31, 1963, such contributions,
when received, may be taxer into ac-
count in computations under sections
1301 through 1305 (relating to income
averaging). See paragraph (b) of
§ 1.403(c)-1. The intent and purpose of
section 402(d) is to give those employees,
covered under certain non-exempt trusts
to which such section applies, essentially
the same tax treatment as those cov-
ered by trusts described in section 401
(a) and exempt under section 501(a),
except that the capital gains treatment
referred to in section 402(a) (2) does not
apply.

b Ld » L] *

Par. 15. Section 1.403(a) is amended
by revising section 403(a) (1) and by
revising the historical note. These
amended provisions read as follows;

REGISTER, VOL. 31, NO. 106—THURSDAY, JUNE

7801

§ 1.403(a) Statutory provisions; taxa-
tion of employee annuities; qualified
annuity plan.

Sec. 403. Taxation of employee annuities—
(a) Tazabilily of beneficiary under a quali-
fied annuity plan—(1) General rule. Ex-
cept as provided in paragraph (2), if an
annuity contract is purchased by an em-
ployer for an employee under a plan which
meets the requirements of section 404(a)
(2) (whether or not the employer deducts
the amounts paid for the contract under
such section), the employee shall Include
in his gross income the amounts recelved
under such confract for the year received
as provided in section 72 (retating to an-
nuitles).

> . L] . .
[Sec. 403(a) as amended by sec. 23(b), Tech~
nical Amendments Act 1958 (72 Stat. 1622);
by sec. 4(d), Self-Employed Individuals Tax
Retirement Act 1962 (76 Stat. 825); sec.
232(e) (4), Rev. Act 1964 (78 Stat. 111) ]

Par. 16. Paragraph (b) of § 1.403(a)-1
is amended to read as follows:

§ 1.403(a)-1 Taxability of beneficiary
under a gualified annuity plan,

- - * - .

(b) The amounts received by or made
available to any employee referred to in
paragraph (a) of this section under
such annuity contract shall be included
in gross income of the employee for the
taxable year in which received or made
available, as provided in section 72 (re-
lating to annuities), except that cer-
tain total distributions described in sec-
tion 403(a) (2) are taxable as long-ferm
capital gains. For the treatment of such
total distributions, see § 1.403(a)-2.
However, for taxable years beginning be-
fore January 1, 1964, section 72(e) (3)
(relating to the treatment of certain
lump sums) , as in effect before such date,
shall not apply to such amounts. For
taxable years beginning after December
31, 1963, such amounts may be taken into
account in computations under sections
1301 through 1305 (relating to income
averaging) .

k - * . -

Par. 17. Section 1.403(b) is amended
by revising section 403(b) (1) and by
revising the historical note. These
amended provisions read as follows:

§ 1.403(b) Statutory provisions; taxa-
tion of employee annuities; taxabil-
ity of beneficiary under annuity
purchases by section 501(c) (3) or-
ganization or public school.

Sec. 403. Tazation of employee annui-
tieg, oo o

(b) Tazxability of beneficiary under an-
nuity purchased by section 501(c)(3) orga-
nization—(1) General rule. If—

(A) An annuity contract is purchased-—

(1) For an employee by an employer de-
seribed In section 501(c) (3) which is exempt
from tax under section 501(a), or

(i) For an employee (other than an em-
ployee described in clause (i) ), who performs
services for an educational institution (as
defined In section 151(e) (4) ), by an employer
which is a State, a political subdivision of
a State, or an agency or instrumentality of
any one or more of the foregoing,

(B) Such annuity contract is not subject
to subsection (&), and
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(C) The employee’s rights under the con-
tract are nonforfeitable, except for fallure to
pay future premiums,

then amounts contributed by such employer
for such annuity contract on or after such
rights become nonforfeitable shall be ex-
cluded from the gross income of the employee
for the taxable year to the extent that the
aggregate of such amounts does not exceed
the exclusion allowance for such taxable
year. The employer. shall include in his gross
fncome the amoun’s received under such con-
tract for the year received as provided in
section 72 (relating to annuities),

- - - » »
[Sec. 403 (b) as added by sec. 23(a), Technical
Amendments Act 1958 (72 Stat. 1620) and
amended by sec. 3, Act of October 4, 1961
(Pub. Law 87-370, 756 Stat. 801); sec. 232 (e)
(6), Rev. Act 1964 (78 Stat. 111) ]

Par. 18. Paragraph (c) (1) of § 1.403
(b) -1 is amended to read as follows:

§ 1.403(b)~1 Taxability of heneficiary
under annuity purchased by a sec-
tion 501(e) (3) organization or pub-
lie school.

- - » * *

(¢c) Taxation of amounts received
under annuity contracts—(1) In general.
The amounts received by or made avail-
able to any employee under an annuity
contract to which paragraph (a) or (b)
of this section applies shall be included in
the gross income of the employee for the
taxable year in which received or made
available, as provided in section 72 (re-
lating to annuities). For taxable years
beginning before January 1, 1964, section
72(e) (3) (relating to the treatment of
certain lump sums), as in effect before
such date, shall not apply to any amount
received by or made available to any such
employee under such an annuity con-
tract. For taxable years beginning after
December 31, 1963, amounts received or
made available to any such employee
under such annuity contract may be
taken into account in computations
under sections 1301 through 1305 (re-
lating to income averaging),

* * * » -

~ Par, 19. Section 1.403(¢c) is amended
by revising section 403(¢c) and by revis-
ing the historical note. These amended
provisions read as follows:

§ 1.403(e) Statutory provisions: taxa-
tion of employee annuities; taxabil-
ity of beneficiary under a nonquali-
fied annuity.

Sec. 403. Tazation of employee annui-
Piga. 0 ..o

(¢) Tazabdbility of beneficiary under a non-
qualified annuity. 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 conftributed
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
provided In section 72 (relating to an-
nuitles),

- - - . -

[Sec. 403(c) as relettered by sec. 23(a), Tech-
nical Amendments Act 1958 (72 Stat. 1620)
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and amended by sec. 232(e) (6), Rev., Act
1964 (78 Stat. 111) |

Par. 20. Section 1.403(c)~1 is amended
by revising paragraphs (a) and (b),
These amended provisions read as fol-
lows:

§ 1.403(c)-1 Taxability of beneficiary
under a nonqualified annuity.

(a) Except as provided in section
402(d), if an employer purchases an an-
nuity contract and if the amounts paid
for the contract are not subject to para-
graph (a) of § 1.403(a)-1 or paragraph
(a) of § 1.403(b)-1, the amount of such
contribution shall, to the extent it is
not excludable under paragraph (b) of
§ 1.403(b)-1, be included in the income
of the employee for the taxable year dur-
ing which such contribution is made if,
at the time the contribution is made, the
employee’s rights under the annuity con-
tract are nonforfeitable, except for fail-
ure to pay future premiums. If the an-
nuity contract was purchased by an em-
ployer which is not exempt from tax un-
der section 501(a) or section 521(a), and
if the employee’s rights under the an-
nuity contract in such a case were for-
feitable at the time the employer’s con-
tribution was made for the annuity
contract, even though they became non-
forfeitable later, the amount of such con-
tribution is not required to be included
in the income of the employee at the time
his rights under the contract become
nonforfeitable. On the other hand, if the
annuity contract is purchased by an em-
ployer which is exempt from tax under
section 501(a) or section 521(a), all or
part of the value of the contract may be
includible in the employee’s gross income
at the time his rights under the contract
become nonforfeitable (see section 403
(d) and the regulations thereunder), As
to what constitutes nonforfeitable rights
of an employee, see § 1.402(b)-1. The
amounts received by or made available to
the employee under the annuity contract
shall be included in the gross income of
the employee for the taxable year in
which received or made available, as pro-
vided in section 72 (relating to an-
nuities). For taxable years beginning
before January 1, 1964, section 72(e) (3)
(relating to the treatment of certain
Iump sums), as in effect before such date,
shall not apply to such amounts. For
taxable years beginning after December
31, 1963, such amounts may be taken into
account in computations under sections
1301 through 1305 (relating to income
averaging). For rules relating to the
treatment of employer contributions as
part of the consideration paid by the
employee, see section 72(f). See also
section 101(h) (2) (D) for rules relating
to the treatment of the limited exclusion
provided thereunder as part of the con-
sideration paid by the employee.

(b) If an employer has purchased an-
nuity contracts and transferred the same
to a trust or if an employer has made
contributions to a trust for the purpose
of providing annuity contracts for his
employees as provided in section 402(d)
(see paragraph (a) of § 1.402(d)-1), the
amount so paid or contributed is not
required to be included in the income
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of the employee, but any amount re-
ceived by or made available to the em-
ployee under the annuity contract shall
be includible in the gross income of the
employee for the taxable year in which
received or made available, as provided
in section 72 (relating to annuities).
For taxable years beginning before Jan-
uary 1, 1964, section 72(e) (3) (relating
to the treatment of certain lump sums),
as in effect before such date, shall not
apply to any amount received by or made
available to the employee under the
annuity contract. For taxable years
beginning after December 31, 1963,
amounts received by or made available
to the employee under the annuity con-
tract may be taken into account in com-
putations under sections 1301 through
1305 (relating to income averaging). In
such case the amount paid or contributed
by the employer shall not constitute con-
sideration paid by the employees for such

~annuity contract in determining the

amount of annuity payments required
to be included in his gross income under
section 72 unless the employee has paid
income tax for any taxable year begin-
ning before January 1, 1949, with respect
to such payment or contribution by the
employer for such year and such tax is
not credited or refunded to the employee.
In the event such tax has been paid and
not credited or refunded the amount
paid or contributed by the employer for
such year shall constitute consideration
paid by the employee for the annuity
contract in determining the amount of
the annuity required to be included in
the income of the employee under sec-
tion 72.

* . - * -

PaR, 21, Section 1.5 is amended by re-
vising section 5(b) and by adding a his-
torical note. These amended and added
provisions read as follows:

§ 1.5 Statutory provisions: cross refer-
ences relating to tax on individuals,

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

(b) Special limitations on taz. (1) For
limitation on surtax attributable to sales of
oil or gas properties, see section 632.

(2) For limitation on tax in case of in-
come of members of Armed Forces on death,
see section 692.

(3) For limitation on tax where an in-
dividual chooses the benefits of income
averaging, see section 1301.

(4) For computation of tax where tax-
payer restores substantial amount held un-
der claim of right, see section 1341.

(6) For limitation on surtax attributable
to claims against the United States involv-
ing acquisitions of property, see section 1347.

[Sec. 5 as amended by sec. 232(f) (2), Rev.
Act 1964 (78 Stat. 111) ]

Par. 22. Section 1.1-3 is amended to
read as follows:

§ 1.1-3 Limitation on tax.

The tax imposed by section 1 (whether
by subsection (a) or subsection (b)
thereof) shall not exceed 87 percent of
the taxable income for the taxable year.
For purposes of determining this limita-
tion the tax under section 1 (a) or (b)
and the tax at the 87-percent rate shall
each be computed before the allowance
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of any credits against the tax. Where
the alternative tax on capital gains is
imposed under section 1201(b), the 87~
percent limitation shall apply only to the
partial tax computed on the taxable in-
come reduced by 50 percent of the excess
of net long-term capital gains over net
short-term capital losses. Where, for
purposes of computations under the in-
come averaging provisions, section 1201
(b) is treated as imposing the alterna-
tive tax on capital gains computed under
section 1304(e) (2), the 87-percent limi-
tation shall apply only to the tax equal
to the tax imposed by section 1, reduced
by the amount of the tax imposed by
section 1 which is attributable to capital
gain net income for the compufation
year.

Par. 23. Paragraph (b)(3) of § 1.691
(a)~3 is amended to read as follows:

§1.691(a)-3 Character of gross
come,
. L K » .

(b) * & o

(3) If the amounts received would be
subject to special treatment under part I
(section 1301 and following) , subchapter
Q, chapter 1 of the Code, relating to in-
come attributable to several taxable
years, as in effect for taxable years be-
ginning before January 1, 1964, if the
decedent had Hved and included such
amounts in his gross income, such sec~
tions apply with respect to the recipient
of the income.

- - . - -

Par. 24, Paragraph (c)(1)(i» of
§ 1.702-1 is amended to read as follows:

§1.702-1 Income and eredits of part-
ner.
- - . .« >

(e) Gross income of a partner.

(l) L L]

(ii) In determining the application of
the provisions permitting the spreading
of income for services rendered over a
36-month period (section 1301, as in
effect for taxable years beginning before
January 1, 1964) ;

. - - . -

Pag. 25, Paragraph (¢) (1) of § 1.1235-1
Is amended to read as follows:

in-

§ L1235-1 Sale or exchange of patents.
. - L L -

. (¢) Special rules—(1) Payments for
infringement. If section 1235 applies to
the fransfer of all substantial rights to
a4 patent (or an undivided interest
therein) , amounts received in settlement
of, or as the award of damages in, a suit
for compensatory damages for infringe-
ment of the patent shall be considered
Payments attributable to a transfer to
which section 1235 applies to the extent
that such amounts relate to the interest
ransferred. For taxable years begin-
hing before January 1, 1964, see section
1304, as in effect before such date, and
§ 1.1304a~1 for treatment of compensa-
tory damages for patent infringement.

- . * - .

PAR. 26. Paragraph (a) of § 1.6012-1 is
amended by revising subparagraph (7)
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(il) (5) and (k), by adding a new sub-
paragraph (7) (i) (D), and by revising
subparagraph (7) (viii). These amended
and added provisions read as follows:

§ 1.6012-1 Individuals required to
make returns of income,

(a) Individual citizen or resident. * * *

(7) Use of Form 1040A by certain tax-
payers with gross income less than
$10,000 * * *

(ii) Restrictions on use of Form
1040A. * * *

() Who claims a deduction for an
exemption upon a multiple support
agreement under section 152(¢) ;

(k) Who claims credit for payment of
estimated income tax or for an overpay-
ment of income tax for the previous tax-
able year; or

(1) Who chooses to have the benefits
of income averaging for the taxable year.

- * - . -

(viii) Joint return of husband and wife
on Form 1040A. A husband and wife,
eligible under section 6013 and the regu-
lations thereunder fo file a joint return
for the taxable year, may, subject to the
provisions of this subparagraph, make a
joint return on Form 1040A for any such
year in which the aggregate gross in-
come of the spouses is less than $10,000,
consists entirely of remuneration for
services performed as an employee,
dividends, or interest, and does not in-
clude more than $200 from dividends, in-
terest, and remuneration other than
wages as defined in section 3401(a). For
purposes of determining whether gross
income from sources to which the $200
limitation applies exceeds such amount
in cases where both spouses receive
dividends from domestic corporations,
the amount of such dividends received
by each spouse is taken into account to
the extent that such dividends are in-
cludible in gross income. See section 116
and §§ 1.116-1 and 1.116-2. If a joint
return is made by husband and wife on
Form 1040A, the liability for the tax
shall be joint and several. Form 1040A
shall not be used by a husband and wife
for any taxable year for which they
choose to have the benefits of income
averaging.

- . . * -

Par. 27. Section 1,1301 which follows
the heading “Income Attributable to
Several Taxable Years” is amended by
revising its heading and by adding a his-
torical note. These amended and added
provisions read as follows:

§ 1.1301la Statutory provisions; com-
pensation from an employment.
- - L - L 3
[Sec. 1301 as in effect prior to amendment
by sec. 232(a), Rev. Act 1064 (78 Stat. 105) |

Par. 28. Section 1.1301-1 is amended
to read as follows:

§ 1.1301a-1

date.

(a) Part I (section 1301 and follow-
ing), subchapter Q, chapter 1 of the
Code, provides special rules to relieve a
taxpayer from the amount of tax which
otherwise results when an amount of

Introduction and effective
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income which has been earned over a
period of years is received or accrued in
1 taxable year. Because of the gradu-
ated income tax rates this so-called
bunching of income in 1 year usually sub-
jects it to a higher rate of tax than would
be payable if it had been received or
accrued over the several years during
which it was earned. The statutory pro-
visions of such part I mitigate the tax
consequences of such bunching of income
by placing a limit upon the amount of
tax to be paid for the taxable year in
which such income is received or ac-
crued. In effect, these sections generally
treat the income as having been included
in gross income ratably over the years
(preceding receipt or accrual) in which
it was earned. However, these sections
have no effect on the income tax liability
for prior taxable years; they simply pro-
vide a special method of computing the
amount of tax for the year of receipt or
acerual.

(b) Except as otherwise provided in
§ 1.1301a-3 and § 1.1307a-3, part I (sec~
tion 1301 and following), subchapter Q,
chapter 1 of the Code (relating to income
attributable to several taxable years),
shall not apply to taxable years begin-
ning after December 31, 1963.

Par. 29. The heading of § 1.1301-2 is
amended to read as follows:

§ 1.1301a~2 Compensation from
employment.

Par. 30. The following new section is
inserted following § 1.1301a-2:

§ 1.1301a-3 Applicability to taxable
years after December 31, 1963.

(a) Section 1301 is applicable to a
taxable year beginning after Decem-
ber 31, 1963, if —

(1) An individual or a partnership re-
ceives or accrues compensation from an
employment (as defined in section
1301(b) and the regulations thereunder)
whéch began before February 6, 1963,
an

(2) The taxpayer elects, in accordance
with paragraph (b) of this section, to
compute the tax attributable to such
compensation under the provisions of
sections 1301 and 1307, as in effect for
ia);ggle years beginning before January

A taxpayer who makes such an election
for a taxable year may not choose the
benefits provided by part I of subchapter
Q of chapter 1 of the Code (relating to
income averaging) for that taxable year.

(b) Such election is signified by com-
puting tax under the provisions of sec-
tions 1301 and 1307 on his return. The
taxpayer may make or change his elec-
tion at any time before the expiration of
the period (including extensions thereof)
prescribed in section 6511 for making a
claim for credit or refund of the tax
imposed by chapter 1 for such taxable
year. However, such period is not ex-
tended by the right to make or change
such election.

PaRr. 31. Section 1.1302 is amended by
revising its heading and by adding a
historical note. These amended and
added provisions read as follows:

an
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§ 1.1302a Statutory provisions; income
from an invention or artistic work.
* - kS . .

[Sec. 1302 as in effect prior to amendment

by sec. 232(a), Rev. Act 1964 (78 Stat. 105) ]

PAR. 32. Section 1.1302-1 is amended by
revising its heading, by revising para-
graph (d) (2) and (3), and by adding a
new paragraph (e). These amended and
added provisions read as follows:

§ 1.1302a—-1 1Income from an invention
or artistic work.
& * L - »*

(d) Computation of tax. * * *

(2) For effect of allocation of income
on items based on amount of income and
with respect to a net operating loss or
a capital loss carryover, see paragraph
(d) (2) of § 1.1301a-2.

(3) See paragraph (d) (4) of § 1.1301a—
2 for the computations which are neces-
sary when an amount of gross income
from an invention or artistic work is al-
located to a period to which there has
also been allocated other income entitled
to the benefits of part I (section 1301
and following), subchapter Q, chapter 1
of the Code.

(e) Effective date. Section 1302 and
this section shall not apply to taxable
years beginning after December 31, 1963.

PAR. 33. Section 1.1303 is amended by
revising its heading, by adding a
paragraph (4) to section 1303(b), and
by adding a historical note. These
amended and added provisions read as
follows:

§ 1.1303a Statutory provisions; income
from back pay.

Sec. 1303. Income from back pay. * * *

(b) Definition of back pay. * * *

(4) Termination payments under section

6(c) or section 6(1) of the Peace Corps Act
which are received or accrued by an indi-
vidual during the taxable year on account
of any period of service, as a volunteer or
volunteer leader under the Peace Corps Act,
occurring prior to the taxable year.
[Sec. 1303 as amended by sec. 201, Peace
Corps Act (Pub. Law 87-293, 75 Stat. 625);
as in effect prior to amendment by sec. 232
(a), Rev. Act 1964 (78 Stat. 105)]

Par. 34. Section 1.1303-1 is amended
by revising its heading, by revising para-
graph (d) (2) and (3), and by adding
a new paragraph (e). These amended
and added provisions read as follows:

§ 1.1303a-1

Income from back pay.
* » - .

(d) Computation of tax. * * *

(2) For effect of allocation of income
on items based on amount of income and
with respect to a net operating loss or
a capital loss carryover, see paragraph
(d) (2) of § 1.1301a-2.

(3) See paragraph (d)(4) of §1.1301
a-2 for the computations which are nec-
essary when an amount of back pay is
allocated to a period to which there has
also been allocated other income entitled
to the benefits of part I (section 1301
and following), subchapter Q, chapter 1
of the Code.

(e) Effective date. Section 1303 and
this section shall not apply to taxable
years beginning after December 31, 1963.

FEDERAL
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Par. 35. Section 1.1304 is amended
by revising its heading and by revising
the historical note. These amended pro-
visions read as follows:

§ 1.1304a Suatutory provisions; com-
pensatory damages for patent in-
fringement.

- - - - *
[Sec. 1304 as added by sec. 1, Act of Aug. 11,
1955 (Pub. Law 366, 84th Cong, 69 Stat.
688); as In effect prior to amendment by
sec. 232(a), Rev. Act 1964 (78 Stat. 105)]

PAR. 36. Section 1.1304-1 is amended by
revising its heading and by revising para-
graphs (d) (2) and (3) and (f). These
amended provisions read as follows:

§ 1.1304a-1 Compensatory damages for
patent infringement.
. - * . *

(d) Computation of tax. * * *

(2) For effect of allocation of income
on items based on amount of income and
with respect to a net operating loss or a
capital loss carryover, see paragraph (d)
(2) of § 1.1301a-2.

(3) See paragraph (@M of
§ 1.1301a-2 for the computations which
are necessary when an amount of com-
pensatory damages is allocated to a
period to which there has also been allo-
cated other income entitled to the bene-
fits of part I (section 1301 and follow-
ing), subchapter Q, chapter 1 of the
Code.

* * * * +

(f) Effective date of this section.
The provisions of section 1304 and this
section shall be applicable with respect
to taxable years ending after August 11,
1955, but only with respect to amounts of
compensatory damages received or ac-
crued after such date as the result of
awards made after such date. Section
1304 and this section shall not apply
to taxable years beginning after Decem-
ber 31, 1963.

* > - - »

PARr. 37. Section 1.1305 is amended by
revising its heading and by revising the
historical note. These amended provi-
sions read as follows:

§ 1.1305a Statutory provisions: breach
of contract damages.

- * - * -
|Sec. 1305 as added by sec. 1, Act of Aug. 26,
1957 (Pub. Law 85-165, 71 Stat. 413); as In
effect prior to amendment by sec. 232(a),
Rev. Act 1964 (78 Stat. 105) |

Par. 38. Section 1.1305-1 is amended
by revising its heading and by revising
paragraphs (d) (3) and (4), (g), and

(h). These amended provisions read as
follows:
§ 1.1305a-1 Breach of contract dam-
ages.
- - L Ll -

* & %

(d) Computation of tax.

(3) For effect of allocation of income
on items based on amount of income and
with respect to a net operating loss or
a capital loss carryover, see paragraph
(d) (2) of §1.1301a-2,

(4) See paragraph (d) (4) of § 1.1301a~
2 for the computations which are neces-
sary when an-amount of breach of con-
tract damages is allocated to a period to
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which there hac also been allocated other
income entitled to the benefits of the
provisions of part I (section 1301 and
following), subchapter Q, chapter 1 of
the Code.

. - - - -

(g) Applicability of another section
under part I, subchapter @, chapter 1 of
the Code. In any case where the
amount involved in a particular breach
of contract, or breach of a fiduciary duty
or relationship, are also covered by the
particular terms of another section in
part I, subchapter @, chapter 1 of the
Code, the rules for such other section
shall apply, since those sections are di-
rected to more specific situations than
the provisions of section 1305. Thus, if
a taxpayer receives an amount repre-
senting damages awarded in a civil action
for breach of contract, or breach of
fiduciary duty or relationship, and such
award also constitutes the payment of
an amount which qualifies for treatment
prescribed in section 1302 and the regu-
lations thereunder, such amount shall be
subject to the provisions of section 1302
and § 1.1302a-1, and section 1305 shall
not apply.

(h) Effective date of this section.
The provisions of section 1305 and this
section apply with respect to taxable
years ending after December 31, 1954,
but only as to amounts received or ac-
crued after such date as the result of
awards made after such date. Section
1305 and this section shall not apply to
taxable years beginning after December
31, 1963.

Par. 39. Section 1.1305-2 is amended
to read as follows:

§ 1.1305a—-2 Illustrations.

The provisions of section 1305 and
§ 1.1305a-1 may be illustrated by the
following examples:

Ezample (1). On December 31, 1957, &
consent judgment is entered in favor of A,
an accrual method taxpayer, for $500,000
damages to compensate him for the failure
of the XYZ Company to pay royalties due
him under the terms of a contract involv-
ing the operation by the XYZ Company of
an oil lease. The court determined that
the breach of contract covered the period
from July 1, 1953, through December 31,
1957. The award of $500,000 includes $40,000
representing legal fees and court costs, and
$460,000 representing compensation for 10ss
of ofl royaities for the period during which
the contract was breached. Of the $460,000,
the court determined that $110,000 was at-
tributable to 1956 and $130,000 to January
through October 1957. Information in the
court records disclosed that $60,000 was at-
tributable to 1955. A makes his income tax
return on a calendar year basis. For pur-
poses of determining the Jimitation on tax
under section 1305, A must first compute the
tax for 1957 under paragraph (d) (1) (1) of
§ 1.1305a-1 by including the entire amount
of damages ($460,000) in gross income an
such year and then compute the tax for 19567
without including the $460,000 in gross in-
come in accordance with paragraph (d)(1)
(i1) of such section. A must then compute
the tax for the current year and all prior
years to which the amount of the nward‘is
allocable pursuant to paragraph (d) (1) (1)
of §1.1805a-1. In making such compensa~
tion, A must allocate $110,000 to 1956, $130,-
000 to the first 10 months of 1957, and
$60,000 to 1955 in accordance with paré-
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graph (c)(1) of § 1.1305a~1. The remaining
$160,000 of the $460,000 would be prorated
over the unallocated 20 months, 2 in 1957,
12 in 1954, and 6 in 1953 or $8,000 per month
in accordance with paragraph (e¢)(2) of
§ 1.1306a-1.
would be $146,000 to 1957, $110,000 to 1956,
$60,000 to 1955, $96,000 to 1954, and $48,000
to 1953. In addition A is entitled to a deduc~
tion for percentage depletion with respect
to the amounts allocated to the current tax-
able year and to prior taxable years. For
such purpose, A must reconstruct his gross
income and taxable income from the prop-
erty for 1957 and for the years 1953, 1054,
1955, and 1956. A is also entitled to all
credits, deductions, or other items to which
he would have been entitled had the royalties
been received and included in the gross in-
come in those years. Thus, if, for 1953, prior
to the allocation of a part of the award to
such year, A had no gains from the sale or
exchange of capital assets and no taxable
income and he had a capital 10ss carryover
of $1,500 to such year, A may deduct $1,000
as a capital loss in computing the tax for
1953 as provided in paragraph (d) (1) (i)
of §1.1306a-1. See sections 1211(b) and
1212 and the regulations thereunder.

Erample (2). B, a cash method taxpayer,
{s the author of a play presented in New
York City, Chicago, and San Francisco. The
play ran from April 6, 1957, through Decem-
ber 27, 1959. In September 1959, B sues the
producer, M, for breach of contract respect-
Ing the agreement entered into between M
and B. M contends that under the terms of
the contract B was entitled to a payment of
825,000 on the productlon of the play and
royalties thereafter limited to its earnings
in New York City. B insists that he is also
entitled to royalties on the earnings of the
two companies established by M to present
the play in Chicago and San Francisco. On
December 29, 1959, the court awards B the
sum of $38,000 representing compensation
for the loss of royalty income over the perlod
during which the play was presented In
Chicago and San Francisco, including legal
fees and other costs. This award is paid to
B In 1960. In its decree, the court desig-
nates royalty payments to B for such period
(April 6, 1957, to December 27, 1959) of
81,000 per month or a total of $83,000 for
the full period. Although B is entitled to
the benefits of section 1305, he must first
ascertain whether section 1302 applies, since
the other sections under part I (section 1301
and following), subchapter Q, chapter 1 of
the Code, have prior applicability. However,
B determines that section 1802 is not appli-
cable for the reason that he worked only 18
months on the play. For the purpose of
sectlon 1305(a) and paragraph (a) of § 1.~
1305a-1, B may allocate the $33,000 at the
rate of $1,000 per month over the 33 months
extending from April 1967 through December
1959. Upon receipt of the award and pursu-
ant to agreement with his literary agent, B
pays the agent $2,500 as agent's commission;
had B received his royalties when due, he
Would have paid his agent $3,300 under his
contract with the agent. In computing his
taxable income for 1960 and for the years
reflected In the period April 1957 through
December 1959, B may, under the limitation
brescribed In paragraph (d) (1) of § 1.1305a—
1, deduct only $2,500 for commissions pald
10 his agent,

Par. 40, Section 1.1306 is amended by

rgvisix}g its heading and by revising the
historical note. These amended pro-
Visions read as follows:

§ 1.1306a Statutory provisions; dam-
ages for injuries under the antitrust
aws,

-
.IAS:;?C' 1306 as added by sec. 58(a), Technical
mendments Act 1958 (72 Stat. 1646); as in

Thus, the proper allocations®
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effect prior to amendment by sec, 232(a),
Rev, Act 1964 (78 Stat. 105) ]

Par. 41. Section 1.1306-1 is amended
by revising its heading and by revising
paragraphs (d) (2) and (3) and (e).
These amended provisions read as fol-
lows:

§ 1.1306a—1 Damages for injuries under
the antitrust laws.
» L * - *

(d) Computation of tax. * * *

(2) For the effect of allocation of in-
come on items based on amount of in-
come and with respect to a net operating
loss or capital loss carryover, see para-
graph (d) (2) of § 1.1301a-2.

(3) See paragraph (d)(4) of §1.-
1301a-2 for the computations which are
necessary when an ameunt of damages
is allocated to a period to which there
has also been allocated other income en-
titled to the benefits of part I (section
1301 and following) , subchapter @, chap-
ter 1 of the Code.

(e) Effective date of this section. The
provisions of section 1306 and this sec-
tion are applicable with respect to tax-
able years ending after September 2,
1958, but only with respect to amounts
of damages received or accrued after
such date as a result of awards or settle-
ments made after such date. Section
1306 and this section shall not apply to
taxable years beginning after December
31, 1963.

» » » * *

Par. 42, Section 1.1307 is amended by
revising its heading and by revising the
historical note. These amended pro-
visions read as follows:

§ 1.1307a Statutory provisions; rules
applicable to part 1 (section 1301
and following), subchapter Q, chap-
ter 1 of the Code.

v L d . . -
[Sec. 1307 as renumbered by sec. 1, Act of
Aug, 11, 1955 (Pub. Law 366, 84th Cong., 69
Stat. 688); sec. 1, Act of Aug. 26, 1957 (Pub.
Law 85-165, 71 Stat. 413); sec. 58, Technical
Amendments Act 1958 (72 Stat. 16486);
amended by sec. 22, Rev, Act 1962 (76 Stat.
1064); as in effect prior to amendment by
sec. 232(a), Rev. Act 1964 (78 Stat. 105) |

Par. 43. The heading of § 1.1307-1 is
amended to read as follows:

§ 1.1307a-1 Rules applicable to part I
(section 1301 and following), sub-
chapter Q, chapter 1 of the Code.

Par. 44. Section 1.1307-2 is amended
by revising its heading and by revising
paragraphs (a)(3) and (¢), and sub-
paragraphs (2), (3), and (5) (ii) of the
example in paragraph (e). These
amended provisions read as follows:

§ 1.1307a-2 Election with
charitable contributions.

(a) Introduction. * * *

(3) If an election is made by a tax-
payer to determine the limitation on tax
on bunched income with the application
of section 1307(e) and this section, then
the computations required by sections
1301, 1302, 1303, 1304, 1305, 1306, and
1307 (a) to (d), and the regulations
thereunder, shall be made with due re-
gard to the requirements of section

respect to
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1307¢e) and this section. For example,
with respect to compensation from an
employment which is subject to the pro-
visions of section 1301, the allocation re-
quired to be made by paragraph (¢) of
§ 1.1301a-2 shall be made with due re-
gard to the fact that the amount of the
compensation must be reduced by the
amount prescribed in paragraph (b) of
this section; similarly, in making the
computations required by paragraph
(d) (2) of §1.1301a-2, due regard must
be given to the fact that the amount of
bunched income which is to be included
in adjusted gross income of a taxable
vear for the purpose of determining the
maximum limitation prescribed by sec-
tion 170(h) (1) for charitable contribu-
tion deductions is limited to the amount
preseribed in paragraph (d) of this
section.

- - - - -

(¢c) Reduction of charitable contribu-
tions made in the current taxable year.
The portion of the charitable contribu-
tions made in the current taxable year
which is required to he used as a reduc-
tion of the bunched income, as pre-
seribed in paragraph (b) of this section,
may not be taken into account as char-
itable contributions made during the cur-
rent taxable year in making the com-
putations for such taxable year pre-
scribed by paragraph (d) (1) (iii) of
§§ 1.1301a~2, 1.1302a-1, 1.1303a-1, 1.-
1304a-1, 1.1305a~1, and 1.1306a-1. Thus,
in the situation exemplified in para-
graph (b) of this section, where it is
shown that the taxpayer made charitable
contributions of $9,000 during the cur-
rent taxable year, only $6,750 ($9,000—
$2,250) may be taken into account as
contributions actually made during such
taxable year in the application of section
1307(e) and this section.

. - L L .
ey sl% ®

Example. * * *

(2) Reduction of bunched income. The
amount by which the employment compensa-
tion Is to be reduced, pursuant to paragraph
(b) of this section, is $3,000 computed as
follows:

Employment compensation.__ .. ___. $15, 000
Adjusted gross income for 1962 (in-
cluding the $15,000 employment

compensation) ... _________ 35, 000
Maximum limitation under section

EOND) (L) EB) N et o et 7,000
Deduction allowable for 1962 (com-

puted without regard to part I) .. 7,000
Amount of reduction ($7,000x$15,-

[0 T X0 0 Wi T £ 3, 000

Thus, $12,000 ($15,000 minus $3,000) is the
portion of the employment compensation to
be allocated equally over the 48-month pe-
riod (83,000 to each year) for purposes of
paragraph (c¢) of § 1.1301a-2.

(3) Reduction of charitable contributions
made in 1962. Pursuant to paragraph (c) of
this section, the partial tax for 1962, that is,
the tax attributable to the employment com-
pensation allocated to 1962 computed as pre-
scribed in paragraph (d) (1) (iil) of § 1.1301a—
2, is determined as though B had made char-
itable contributions in 1962 of only $11,000
(814,000 minus the $3,000 reduction).

] * \ - . .

(5) Computation of taxzable income. * * *
(il) The computation of taxable income
pursuant to paragraph (d)(1)(iii) of
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§ 1.1301a-2, with the application of section
1307(e), is as follows:

Par. 45. The following new section is
inserted after § 1.1307a-2:

§ 1.1307a-3 Effective date.

(a) Except as otherwise provided in
paragraph (b) of this section, section
1307 is not applicable to taxable years
beginning after December 31, 1963.

(b) If, for a taxable year beginning
after December 31, 1963, a taxpayer elects
under the provisions of § 1.1301a-3 to
compute his tax in accordance with the
provisions of sections 1301 and 1307 (as
in effect for taxable years beginning be-
fore January 1, 1964), and also elects to
have section 1307(e) apply, section 170
(b) (5) does not apply to charitable con-
tributions paid in such faxable year.
[F.R. Doc. 66-5960; Filed, June 1, 1966;

8:60 am.]

Title 49—TRANSPORTATION

Chapter |l—Interstate Commerce
Commission

SUBCHAPTER A-—GENERAL RULES AND
REGULATIONS

[2d Rev. S.0. 975; Amat. 1]
PART 95—CAR SERVICE

Railroad Operating Regulations for
Freight Car Movement

At a session of the Interstate Com-
merce Commission held in Washington,
D.C., on the 26th day of May A.D., 1966.

Upon further consideration of Second
Revised Service Order No. 975 (31 F.R.
4802, 31 F.R. 5317, 31 F.R. 6058) and good
cause appearing therefor:

It appearing, that for several years a
number of railroads have published in
the coal demurrage tariff, Freight Tariff
8-N, 1.C.C. H-22, an exception which pro-
vides that during the 2 weeks prior to
the miners’ vacation period carloads of
coal billed from mines or preparation
plants with shipping instructions post-
dated to a date within the miners’ vaca-
tion period may be moved from mines or
preparation plant tracks for the con-
venience of the railroad and held free
of demurrage until the shipping date
shown on shipping instructions; that this
arrangement is beneficial to the coal in-
dustry, to the receivers of coal, and to
the railroads; that such holding would
now be in violation of ICC Second Re-
vised Service Order No. 975:

It is ordered, That:

(a) The provisions of § 95.9756 Rail-
road operating regulations for freight
car movement are suspended as to coal
billed during the 2 weeks' period prior
to the miners' vacation period from mines
or preparation plants which will observe
the vacation period and moved from
these mines or preparation plant tracks
with shipping instructions postdated to a
date within the miners’ vacation period
in accordance with Item 238-A, Supple~
ment 6 of Freight Tariff 8-N, ICC H-22,

(b) Effective date. This amendment
shall become effective at 12:01 am,,
June 11, 1966.

FEDERAL
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(¢) Ezxpiration date. This amend-
ment shall expire at 11:59 p.m., July 22,
1966, after which date all provisions of
Second Revised Service Order No. 975
shall continue effective until its expira-
tion date unless otherwise modified,
changed, or suspended by order of this
Commission.

(Secs. 1, 12, 15 and 17(2), 24 Stat. 879, 383,
384, as amended; 49 US.C. 1, 12, 156 and 17(2).
Interprets or applles secs. 1(10-17), 15(4)
and 17(2), 40 Stat. 101, as amended 54 Stat.
911; 40 U.S.C. 1(10-17), and 15(4) and 17(2) )

It is further ordered, That a copy of
this order and direction shall be served
upon the Association of American Rail-
roads, Car Service Division, as agent of
all railroads subscribing to the car serv-
ice and per diem agreement under the
terms of that agreement; and that no-
tice of this order be given to the general
public by depositing a copy in the office
of the Secretary of the Commission at
Washington, D.C., and by filing it with
the Director, Office of the Federal Reg~
ister.

By the Commission.

[sEAL] H. NE1L GARSON,
Secretary.
|[FR. Doc. 66-6026; Filed, June 1, 1966;

8:47 am.]

Title 43—PUBLIC LANDS:
INTERIOR

Chapter ll—Bureau of Land Manage-
ment, Department of the Interior

SUBCHAPTER C—MINERALS MANAGEMENT
(3000)
[Cireular No. 2207}

PART 3120—OIL AND GAS

Subpart 3127—~Continuvation or
Extension of Lease

CONTINUATION OF LEASE AS A RESULT OF
AcTUAL DRILLING OPERATIONS

On page 11329 of the FEDERAL REGISTER
of September 3, 1965, there was pub-
lished a notice and text of a proposed
amendment of 43 CFR 3127.2. The pur-
pose of the amendment is to include in
this section a definition of “actual drill-
ing operations™ as used in 30 U.S.C. sec.
266(e).

Interested persons were given 30 days
within which to submit written com-
ments, suggestions, or objections with
respect to the proposed amendment.
After consideration of all of the com-
ments and suggestions received during
that period the proposed definition has
been amplified to include operations for
testing, completing or equipping a well.

The proposed amendment with this
change as set forth below is hereby
adopted and shall become effective upon
publication in the FEDERAL REGISTER.

§3127.2 Continuation of lease as a re-
sult of actual drilling operations.

(a) Any lease on which actual drilling
operations, or for which under an ap-
proved cooperative or unit plan of de-
velopment or operation, actual drilling
operations were commenced prior to the

end of its primary term and are being
diligently prosecuted at that time, shall
be extended for 2 years and so long
thereafter as oil or gas is produced in
paying quantities.

(b) Actual drilling operations must
be conducted in such a way as to be an
effort which one seriously looking for oil
or gas could be expected to make in that
particular area, given existing knowl-
edge of geologic and other pertinent
facts.

(¢) As used in this section (1) “actual
drilling operations” shall include not
only the physical drilling of a well but
the testing, completing or equipping of
such well for the production of cil or
gas; (2) “primary term” means all pe-
riods in the life of the lease prior to its
extension by reason of production of
oil or gas in paying quantities.

STEWART L. UbALL,
Secretary of the Interior.

May 26, 1966.

[F.R. Doc. 66-6006; FPiled, June 1, 1966;
8:45 am.]

Title 16—COMMERCIAL
PRACTICES

Chapter I—Federal Trade Commission

PART 15—ADMINISTRATIVE
OPINIONS AND RULINGS

Self-Locating Shopping Guide
Promotional Program

§ 15.53 Self-locating shopping guide
promotional program.

(a) The Federal Trade Commission has
advised a sales promotion company that
its proposed plan, to furnish self-locating
shopping guides to wholesalers for redis-
tribution to their competing retail cus-
tomers, would not be objectionable pro-
vided that smaller retailers are able to
obtain proportionally equal treatment.

(b) The Commission noted that some
of the aspects of the plan are of interest
only to relatively large retailers, and that
it appears likely that some, at least, of
a participating wholesaler’s competing
customers may be quite small retailers
for whom the proposed plan would have
little practical value.

(¢) The Commission advised that the
“statute requires that any services oI
facilities made available to the larger of
two competing customers must be made
proportionally available to the smaller.”

(@) Assuming the existence of small
competing customers, the Commission
said, “it appears clear that if [thel plan
is to conform to statutory requirements
some provisions should be included
therein which would provide for the
needs of the smaller customers.”

(88 Stat. 717, as amended; 15 U.S.C. 41-38
49 Stat. 1526; 15 U.8.C. 13, as amended)

Issued: June 1, 1966.
By direction of the Commission.

JosepH W. SHEA,
Secretary.

[FR. Doc, 66-5093; Filed, June 1, 1966
8:45a.m.]
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