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LETTER OF TRANSMITTAL 

CONGRESS OF THE UNITED STATES, 
J OINT COMMITTEE ON INTERNAL REVENUE TAXATION, 

Washington, March 17, 1959. 
To Nlembers oj the Joint Oommittee on Internal Revenue Taxation: 

There is transmitted herewith a sumnlary, as prepared by the staff 
of the committee, of the 1958 small business tax legislation. It is 
believed··that this- summary' shouid be of considerable benefit to per
sons concerned with small business problems by acquainting them with 
the action taken by the Congress last year to aid small business. 

Very truly yours, 
WILBUR D. MILLS, 

Ohairman, Joint Oommittee on Internal Revenu,e Taxation. 
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SUMMARY OF 1958 SMALL BUSINESS TAX LEGISLATION 

I. INTRODUCTION 

The Technical Amendments Act of 1958 (title I, Public Law 85-866) 
is designed to correct unintended benefits and hardships and to make 
technical amendments in the Internal Revenue Code of 1954. It 
contains certain provisions which are of particular aid to small 
business. The Small Business Tax Revision Act of 1958 (title II of 
Public Law 85-866) is designed to aid and encourage small business. 
This document is a summary of all the substantive provisions of title 
II, and those substantive provisions of title I which are of particular 
aid to small business. . ' 

Since the enactment of Public Law 85-866 on September 2, 1958, 
the Treasury Department has issued certain announcements, tem
porary rules and proposed regulations amplifying these small-business 
provisions. For the convenience of the reader such announcements, 
temporary rules and proposed regulations issued on or before March 
17, 1959, have been set forth in the appendixes to this document, and 
appropriate references to them are made in the text. 

II. TECHNICAL AMENDMENTS ACT OF 1958 

A. Small-business investment companies (sec. 57) 
In 1958 Congress passed the Small Business Investment Act of 

1958. This law is designed to make equity capital and long-term 
credit more readily available for small-business concerns. To carry 
out this purpose, this act provides for the formation of small-business 
investment companies. These companies are authorized to provide 
equity capital to small-business concerns through the purchase of 
conv-ertible debentures. The small-business investment companies 
are to be private companies with a paid-in capital and surplus of at 
least $300,000. Also, the Small Business Administration is authorized 
to make loans to these companies of up to $150,000 through the pur
chase of subordinated debentures. 

Section 57 of the Technical Amendments Act of 1958 added to the 
1954 Code certain tax provisions (sees. 1242, 1243 and 243 (b», relat
ing to the tax treatment of these small-business investment companies 
and their stockholders in order to substantially increase the effective
ness of these small-business investment companies. First, it provides 
that these investment companies are to be allowed an ordinary loss 
deduction, rather than a capital loss deduction, on losses realized on 
the convertible debentures (including stock received pursuant to the 
conversion privilege) acquired in connection with the supplying of long
term equity-type capital for various small-business concerns. This loss 
deduction includes losses due to worthlessness, as well as those arising 
from the sale or exchange of the security. Second, taxpayers invest-

1 
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2 SUMMARY OF 1958 SMALL BUSINESS TAX LEGISLATION 

ing in the stock of the small-business investment companies also are 
to be allowed an ordinary loss deduction, rather than a capital loss 
deduction, on losses arising from the worthlessness, or from the sale or 
exchange of such stock. This loss is treated as attributable to a trade 
or business of the taxpayer for purposes of the net operating loss 
deduction. Third, these proposed investment companies are· to be 
allowed a deduction for 100 percent of the dividends received from a 
taxable domestic corporation rather than the 85 percent deduction 
generally allowed corporate taxpayers. 

These new provisions apply with respect to taxable years beginning 
after September 2, 1958, the date of enactment of the Technical 
Amendments Act of 1958. 

Announcements by the Treasury Department in connection with 
sections 1242, 1243, and 243(b) are set forth in appendix I. 
B. Amounts received as damages jor injuries under the antitrust laws 

(sec. 58) . 
Before the enactment of the Technical Amendments Act of 1958, 

an amount received (or accrued) during a year which represented an 
award or settlement of a civil action brought under section 4 of the 
Clayton Act for injuries sustained by the taxpayer in his business 
or property because of anything forbidden in the·antitrust laws was 
included in gross income as a lump sum in the year received (or 
accrued). 

Section 58 of the Technical Amendments Act of 1958 has added a 
new provision (a new sec. 1306) providing a limitation with respect to 
the tax imposed on amounts representing damages received as awards 
or settlements in a civil action brought under section 4 of the Clayton 
Act for injuries 'sustained in the taxpayer's business or property be
cause of violations of the antitrust law. In such cases the tax at-

. tributable to the award or settlement is not to be greater than the 
increases in taxes which would have resulted if the award or settle
ment had been included in the taxpayer's income, on a pro rata basis, 
over the period in which the taxpayer was injured. 

This provision is effective for taxable years ending after September 2, 
1958, the date of enactment, but only in the case of amounts received 
after that date for awards or settlements made after that date. 

I 
C. Revocation of election permitting certain proprietorships: and partner-

ships to be taxed as corporations (sec. 63) 
Section 1361, enacted in 1954, permits certain proprietorships and 

partnerships with 50 or less members to elect to be treated for t~x 
purposes as corporations. This privilege is limited to those businesses 
where capital is a material income-producing factor or where 50 per
cent or more of the gross income consists of gains, profits, or income' 
derive~ ~rom trading as a principal or from certain types of brokerage ' 
commISSIOns. 

Section 1361 provides that an election to come under the corporate 
treatment must be made, in accordance with regulations prescribed by 
the Secretary or his delegate, not later-than 60 days after the close of 
any taxable yea.r. However, the Treasury Department was not able 
to issue regulations under section 1361 before the last day (March 1, 
1955) on which this election could be made for 1954. As a result, it 
issued Treasury Decision 6124 on February 24, 1955, which permitted 
taxpayers to make a binding election within a 60-day period after the 
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close of the ·taxable year.' It was provided, however, that this elec
tion would not be valid unless perfected by the filing of an amended 
return on or before the last day of the third month following the month 
in which the final regulations are published. 

To make certain that an election under this section 11J'ill not be 
binding on the taxpayer before the final regulations under this section 
are published, a specific statutory substitute for Treasury Decision 
6124 has been provided. First, it provides that an election to be taxed 
as a corporation under section 1361, which is filed "in accordance with 
regulations prescribed by the Secretary or his delegate, is to be 
treated as a valid election. However, it further provides that a valid 
election may be subsequently revoked at any time after the enactment 
of the Technical Amendm.ent8 Act of 1958 (September 2, 1958) and on 
or before the last day of the third month follo\"V-i.ng the month in which 
final. regulations are published on section 1361. Such a revocation, 
if made, will be effective for all years to which the election applied. 
The new provision also provides for keeping the statute of lim.itations 
open for an additional period with respect to (i) the asseSSlnent of 
deficiencieg attributable to an enterprise which luakes an election 
under section 1361, and (ii) the credit or refund of any overpayments 
attributable to such an enterprise. The statute of limitations is 
kept open for the additional period regardless of whether ·or not the 
election is revoked pursuant to this new provision. 

Temporary rules published by the Treasury Department in con
nection with section 1361 are set forth in appendL",{ II. 
D. -Election oj certain small-business corporations (sec. 64) 

To permit shareholders in small-business corporations, in lieu of pay
men t of the corporate tax, to elect to be taxed directly on the corpora
tion's earnings, a new subchapter (subch. S, secs. 1371-1377) has been 
added to the code by the Technical Amendments Act of 1958. Where 
the tax treatment provided by this subchapter is elected, the share
holders include in their own income for tax purposes the current tax
able income of the corporation, both the portion which is distributed 
and that which is not. N either type of income in this case is eligible 
for a dividend-received credit or exclusion, since it has been subject to 
no tax at the corporate level. Generally, the character of an item 
entering into the computation of taxable income of an electing small
business corporation does not pass through to the shareholder. The 
taxable income of such a corporation, whether or not distributed, is 
generally treated as ordinary income to the shareholder, without the 
retention of any special characteristics it might have had to the 
corporation. As a result, distributions of current earnings and profits 
of an electing small-business corporation are generally treated as 
dividends to the shareholder to the same extent as distributions of 
current earnings and profits of any non electing corporation. For 
example, where the earnings and profits for a taxable year of an elect
ing small-business corporation exceed its taxable inconle for that yem 
(as would be the case where percentage depletion exceeds cost deple
tion, or where tax-exempt interest is received, or where there are 
other items affecting taxable income but not earnings or profits or 
affecting earnings and profit;; but not taxable income), any current 
distribution of those earnings and profits is treated as a dividend to 
the shareholder under the usual rules applicable to corporate dis-
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tributions. Any future distribution of earnings and profits of an 
electing small-business corporation accumulated prior to the year of 
distribution and attributable to such items will also be treated as a 
dividend to the shareholder under the usual rules applicable to 
corporate distributions. This may be illustrated as follows ': If the 
earnings and profits for the taxable year of an electing small-business 
corporation are $10,000, but its taxable income for that year is only 
$8,000 (the $2,000 difference being due to the excess of percentage 
depletion over cost depletion, or the re'ceipt of tax-'exempt interest, 
or similar items), a distribution of $10,000 in the taxable year to its 
shareholders would result in a dividend of $10,000 and not merely 
$8,000. If only $8,000 were distributed in the taxable year, and 
$2,000 of these earnings and profits were distributed in a subsequent 
taxable year, the $2,000 would be treated as a dividend in the later 
year. 

In short, an electing small-business corporation is not generally a 
"conduit',' for its shareholders under the provisions of subchapter S. 
The.5e provisions do not provide strict partnership tax treatment
where the conduit principle is well established-for all items which 
in any way affect the computation of taxable income. This rule has 
been adopted so that this provision can operate in as simple a manner 
as possible. Long-term capital gains, however, are an exception to 
this general rule. In the case of these long-term capital gains, the 
character carries over to the shareholder level. 

Where a shareholder has been taxed on corporate earnings which 
were not at that time distributed, and then the corporation in a sub
sequent year distributes these earnings to shareholders, no further tax 
is required from the shareholder at that time, since these earnings 
have already been taxed to him in a prior year. Once all such earn
ings have been distributed, if further distributions are then made, 
and the corporation had earnings and profits (usually those arising 
before it elected this special tax treatment) then such distributions 
are to be taxed to the shareholders in the same manner as ordinary 
dividends from corporations. 

Under this provision the net operating losses of the corporation 
currently also are passed through to the shareholders. Thus, at the 
corporate level where this special treatment is elected, there is no 
carryover or carryback of operating losses to or from a year with 
respect to which this special treatment has been elected. At the 
individual level these "distributed" corporate losses are to be treated 
in the same manner as any loss which the individual sharehold~rs 
might have from a proprietorship, that is, they first offset income of 
the individual, in that year (whether or not derived from another 
business) and then any excess of these losses may be carried back and 
offset against the individual's income in prior years and, if any losses' 
still remain, they may be carried forward and offset against his income 
in subsequent years. 

Where this special treatment has been elected the basis of a share
holder's stock is increased for any of the corporate earnings taxed to 
him which are not then distributed, although this basis is subsequently 
reduced if these tax-paid corporate earnings are distributed. The 
basis of the stock of a shareholder is also reduced for any corporate 
losses which are passed through to him. The losses that he may take, 
however, are limited to the basis he has for the stock. Thus, his 
basis for the stock cannot be reduced below zero. 
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The right to elect the treatment provided under this new sub
chapter is limited to what are defined as small business corporations. 
These corporations must be domestic corporations which are not 
eligible to file a consolidated return with any other corporation .. 
Also, they must not have more than 10 shareholders, their share
holders must all be individuals (or an estate), no nonresident aliens 
may be shareholders, and the corporation may not have more than 
one class of stock. If any of the shares of a corporation are owned 
by a trust, that corporation cannot qualify as a small-business 
corporation. 

An election may be made to apfly the tax treatment provided by 
this new subchapter only if all 0 the shareholders consent to this 
election. For this purpose the shareholders are those of record as 
of the first day of the taxable year in question, or if the election is 
made after that time, shareholders of record when the election is 
made. An election to come under this provision must be made in a 
2 months' interval, either in the first month before the beginning of 
the taxable year for which the election is to be made or in the first 
lllOnth of that year. (A longer period of time, up to 90 days after 
the date of enactment of the Technical Amendments Act of 1958, is 
allowed for the first taxable year beginning after December 31, 1957, 
and on or'before September 2, 1958, and ending after the latter date.) 
Once this provision is elected it is effective not only for the taxable 
year but also for all subsequent years, although tIllS election may be 
termina ted. 

The -election to the tax treatment provided by this subchapter can 
be terminated in anyone of several ways. First, the election is 
terminated if a, new person becomes a shareholder of the corporation 
and he does not consent· to the election. Second, the election can be . 
terIilinated if all of the shareholders consent to its revocation. A 
revocation, however, is effective only with respect to subsequent 
years unless it is mafle in the first month of the taxable year. Third. 
the election a.s to the treatment under this new subchapter is to be 
terminated if the corporation ceases to qualify as a small-business 
corporation; that is, if the corporation no longer meets the requil'e
ments of a small-business corporation, such as having not more than 
10 shareholders or having no nonresident alien as a shareholder. 
Fourth, the election to be taxed under this new subcliapter tenninates 
if the corporation derives nlore than 80 percent of its gross receipts 
from sources outside the United States and, fifth, the election ter
minates if nlore than 20 percent of the corporation's gross receipts 
are derived from interest, dividends, rents, royalties, or other fonns of 
passive inconle. . 

In order to prevent a corporation from electing in and out of the 
application of the provisions of this new subchapter, a limitation has 
been added providing that if a corporation has made an election under 
this subchapter, and if this election has been terminated or revoked, 
the corporation (or any successor) is not to be eligible to elect this 
treatment for any taxable year prior to its fifth taxable year which 
begins after the first taxable year for which the termination or revoca
tion is effective. However, the Secretary or his delegate is given the 
authority to make exceptions to this limitation. 

The provisions of subchapter S are effective with respect to taxabh> 
yea,rs beginning after December 31, 1957. 
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- Announcements, temporary rules and proposed regulations pub
lished by the Treasury Department in connection with subchapter S, 
as well as a copy of Form 2553 (Election by Small Business Corpora
tion), Form 1120-S (U.S. Small Business Corporation Return of 
Income) and excerpts from the instructions relating to Form 1120-8, 
are set forth in appendix III. 

III. SMALL B USINESS TAX REVISION ACT OF 1958 

A. Losses on small-business stock (sec. 202) 
This section adds a new section 1244 to the code. It provides 

ordinary loss rather than capital loss treatment on the sale or exchange 
of small-business stock (or upon its becoming worthless). This treat
ment is available only in the case of an individual or partnership and 
only if he or it is the original holder of the stock. 

To limit the benefit of this provision to small business, the aggre
gate of the stock offerings of any corporation which are eligible for 
this ordinary loss treatment is limited to $500,000. Moreover, to be 
eligible for this treatment the total stock offering per corporation plus 
the equity capital of the corporation may not exceed $1 million. In 
addition, the maximum loss which a taxpayer can treat as an ordinary 
loss under this provision is $25,000 a year (or $50,000 in the case of 
a husband and wife filing a joint return). To limit this tax benefit to 
shareholders in companies which are largely operating 'companies, a 
restriction is imposed that, in general, requires that the corporation, 
in the 5-year period before the taxpayer incurred the loss on the stock, 
must have derived more than half of its gross receipts from sources 
other than royalties, rents, dividends, interest, annuities, and sales or 
exchanges of stock or securities. This restriction is not applicable, 
however, with respect to any corporation if for that 5-year period, its 
allowable deductions (with certain exceptions) exceed the amount of 
gross income. 
B. Three-year net operating loss carryback (sec. 203) 

Under the law before the enactment of the Small Business Tax 
Revision Act of 1958 a loss could be carried back and offset against 
income of the 2 years before the loss year and then if any loss still 
remained it. could be carried forward and offset against income in the. 5 
years following the year of the loss. Section 203 of the Small Business 
Tax Revision Act of 1958 provides for a 3-year net operating loss 
carryback instead of only a 2-year carryback as under prior law. 
This 3-year net operating loss carryback is made available with respect 
to losses of the calendar year 1958 (or from the portion of a fiscal year 
falling in 1958) and following years. The 3-year carryback combined 
with the year of the loss and the 5 succeeding years of the carry
forward provide a 9-year span over which either corporate or un
incorporated businesses may average out their losses. 
C. Add?:tional first-year depreciation allowance for small business (sec. 

204) 
Section 204 of the Small Business Tax Revision Act of 1958 added 

a new section 179 to the code. This section provides that a taxpayer 
may write off 20 percent of the cost of tangible personal property in 
the year of acquisition. This treatment -is available for newly ac
iquired used property as well as for new assets. With respect to the 
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remaining cost of the property, depreciation may be taken in the same 
manner as under existing law. 

The aggregate costs of property with respect to which this 20-per
cent writeoff can be taken in any year is limited to $10,000 ($20,000 
in the case of a husband and wife filing a joint return). The 20-per
cent writeoff is made available only in the case of tangible personal 
property of a character subject to the allowance for depreciation. In 
addition, this special writeoff is available only in the case of property 
having a useful life of 6 years or more. Further restrictions limit 
the property for which the fast writeoff can be taken to that which is 
acquired from an unrelated person and from corporations which are 
not members of the same "affiliated group." By "affiliated group" 
is meant those which would be eligible to file a consolidated return 
if the affiliation test for this purpose were 50 percent instead of 80 
percent. ~fembers of such an "affiliated group" cannot have the 
20-percent writeoff with respect to purchases from each other. Also, 
the $10,000 maximum limitation is applied to the entire "affiliated 
group." 

This 20-percent writeoff provision is available with respect to 
taxable years ending after June 30, 1958, but only in the case of 
property acquired after December 31, 1957. 

Announcements and temporary rules published by the Treasury 
Department in connection with the new section 179 are set forth in 
appendix IV. 
D. Increase of minimum accumulated earnings credit (sec. 205) 

In addition to the regular corporate income tax, present law imposes 
an accumulated earnings tax (formerly called the sec. 102 tax) of 
27}~ to 38~ percent on improperly accumulated corporate earnings. 
In computing the income base on which this tax is imposed, there is 
excluded an amount equal to the earnings and profits of the taxable 
year which are retained for the reasQnable needs of the business. 
This is known as the accumulated earnings credit. The law in effect 
prior to the enactment of the Small Business Tax Revision Act of 1958 
provided, however, that in any case there was to be a minimum credit 
of $60,000 of earnings which could be accumulated before any income 
was subject to this tax. This was a cumulative credit, however, 
rather than an annual credit . 

The section increases this $60,000 minimum accumulated earnings 
credit to $100,000. By raising this amount to $100,000, a slightly 
wider margin of accumulation is provided with respect to which 
business can be free of worry concerning the accumulated earnings 
tax. This increase in the minimum credit is not in any way intended 
as an indication that accumulated earnings in excess of $100,000 are 
necessarily subject to this special tax. 

This change is made effective with respect to taxable years begin
ning after December 31, 1957. 
E. Installment payments of estate tax attributable to investments in closely 

held business enterprise (sec. 206) 
Section 206 of the Small Business Tax Revision Act of 1958 added 

a new section 6166 to the code. Thi.s provide3 that where the value 
of an interest in a closely held business represents a significant portion 
of the base on which the Federal estate tax is cOlnput~d, the Federal 
death tax can then be paid in 10 annual installments rather than ill 1 



8 SUMMARY OF 1958 SMALL BUSINESS TAX LEGISLATION 

lump-sum payment 15 lnonths after the death of the decedent. To 
be eligible for this treatment the interest in a closely held business (or 
the aggregate interests in several businesses, if the interest in each is 
more than half) must repre3ent 35 percent of the grosa estate or 50 
percent of the taxable estate of the decedent. ~'foreover, the tax 
deferral is available only with respect to the portion of the estate tax 
attributable to the value represented by the interest in the closely 
held business (or businesses). The installment payments whei'e 
estates qualify under this provision are subject to interest at the rate 
of 4 percent. 

The new section defines a closely held business for purposes of this 
section as including a proprietorship, an interest in a partnership or 
stock ownership in a corporation of 20 percent or more, or an interest 
in a partnership or corporation in which there are 10 or fe",ver partners 
or shareholders. 

Provision is made for the termina,tion of the installment privilege 
where there is a withdrawal from the business of 50 percent of the 
value of the business or where 50 percent of the interest in the business 
included in the gross estate is distributed, sold, or otherwise disposed of. 

The new section, in addition to providing for t.he acceleration of the 
installment payments in the case of withdrawals and sales or other 
dispositions, also provides that after the fourth year of the estate, any 
accumulated income of the estate must be applied against the balance 
of the unpaid estate tax. 

This provision applies to estates of decedents where the date for 
filing of the Federal estate return is after September 2, 1958, the date 
of enactment of the act. It also applies in the case of a deficiency 
assessed after that date if the deficiency is not due to negligence, in
tentional disregard of rules and regulations or to fraud. This is 
limited, however, to deficiencies arising in the case of decedents dying 
after August 16, 1954, where the date for filing their estate tax return' 
(including extensions) expired before September 2, 1958. 

Temporary rules issued by the Treasury Department in connection 
with the new section 6166 are set forth in appendix V. 



APPE'NDIXES 

(Except where stated otherwise, the material in the appendixes repre
sents the substantive text of the designated Treasury Department 
publications) 

ApPENDIX I 

SMALL-BUSINESS INVESTMENT COMPANIES 

ANNOUNCEMENTS OF THE TREASURY DEPARTMENT IN CONNECTION WITH NEW 
SECTIONS 1242, 1243 AND 243(b) 

TECHNICAL INFORMATION RELEASE-OCTOBER 2, 1958 (TIR-99) 

Certain provisions of the Technical Amendments Act of 1958 (Public Law 85-866) 
will affect the tax treatment of small-business investment companies organized 
under the provisions of the Small Business Investment Act of 1958, Internal 
Revenue Service announced today. 

IRS said the primary purpose of these companies will be to make equity capital 
readily available for small-business concerns through the purchase of debenture 
bonds which may be converted into stocks of the borrowing concern. 

Under the provisions of the new law, IRS said, the tax treatment of small
business investmen't companies and their stockholders involves three principal 
features. They are: 

1. Small-business investment companies are allowed an ordinary loss deduction, 
rather than a capital loss deduction, on losses sustained through worthlessness or 
sale of convertible debentures, or stock, acquired on the lending of long-term 
equity-type capital to small businesses. 

2. Investors in the stock of small-business investment companies are allowed an 
ordinary loss deduction, rather than a capital loss, on losses from the worthlessness 
or sale of such stock. 

3. Small-business investment companies are allowed a deduction for 100 per
cent of the dividends receh-ed from a taxable domestic corporation instead of the 85 
percent deduction generally allowed corporate taxpayers. 

IRS said provisions are effective for taxable years beginning after September 
2, 1958, the date of enactment of the Technical Amendments Act of 1958. 

(IRS-D.C.-42132) 

TECHNICAL INFORMATION RELEASE-NOVEMBER 21, 1958 (TIR-lIO) 

In Technical Information Release No. 99, dated October 2, 1958, the Internal 
Revenue Service explained provisions of the Technical Amendments Act of 1958 
which affect the tax treatment of small business investment companies organized 
under the Small Business Investment Act of 1958. 

Inquiry has been made whether a small-business investment company organ
ized under 'title III of the Small Business Investment Act of 1958 is subject to 
the personal holding company tax imposed by section 541 of the Internal Re',Tenue 
Code of 1954 if all of its income consists of interest and dividends on debentures 
and stock acquired in small business concerns under provisions of that act. 

IRS said the corporation will be subject to the personal holding company tax 
only, if at any time during the last half of the taxable year, more than 50 r ercent 
in value of its outstanding stock is owned, directly or indirectly, by or for not 
more than five individuals. (IRS-D.C.-4371O) 

1.1 
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REVENUE RULING 59-69, I.R.B. 1959-10, 18 

Advice has been requested whether a small business investment company op
erating under the provisions of the Small Business Investment Act of 1958 (7Z 
Stat. 689) is subject to the provisions of sections 541 through 547 of the Interllal 
Revenue Code of 1954, pertaining to personal holding companies, if at least 80 
percent of its gross income for the taxable year is personal holding company 
income as defined in section 543 of the code, such as interest and dividends from 
debentures and stock acquired from small business concerns under the provisions 
of the Small Business Investment Act of 1958. . 

The purpose of the Small Business Investment Act of 1958 is to establish a 
program to stimulate and supplement the flow of private equity capital and long
term loans to small business concerns. The act provides for the operation of 
small business investment companies organized to provide such capital through 
the purchase of debenture bonds convertible into the stock of the borrowing 
corporation. Thus, much of the income of a small business investment company 
will consist of interest and dividends. 

Section 541 of the code, in general, imposes a personal holding company tax on 
the undistributed personal holding company income of any corporation 80 percent 
of the income of which consists of personal holding company income, as defined 
in section 543 of the code, if at any time during the last half of the taxable year 
more than 50 percent in value of its outstanding stock is owned, directly or in
directly, by or for not more than five individuals. Among the types of income 
which are defined by section 543 of the code as personal holding company income 
are dividends and interest. 

Three specific provisions dealing with small busine~s investment companies 
were added to the Internal Revenue Code of 1954 by the Technical Amendments 
Act of 1958 (72 Stat. 1606). One of two new sections, section 1242, provides, in 
effect, that investors in the stock of small business investment companies shall 
be allowed an ordinary loss deduction, rather than a capital loss, on losses from the 
worthlessness or sale of such stock. A small business investment company is 
allowed, under the provisions of the second new section, section 1243 of the code, 
an ordinary loss deduction, rather than a capital loss deduction, on losses sus
tained through the worthlessness or sale of convertible debenture, 'or stock con
verted therefrom, acquired on the lending of equity and long-term capital to small 
business. The third feature relating to these companies is embodied in amended 
section 243 of the code, which allows such a company a deduction for 100 percent 
of the dividends received from a taxable domestic corporation, other than dividends 
on preferred stock of a public utility company for which deduction under section 
244 of the code is allowable, instead af the 85-percent deduction generally allowed 
corporate taxpayers. 

A small business investment company, like all corporations, may be subject 
to the provisions of section 541 of the code, unless it is specifically excluded from 
those provisions. Since none of the additions and changes to the code, relating 
to small business in vestment companies, made by the Technical Amendments Act 
of 1958 specifically excluded such companies from the personal holding company 
tax, they are subject to that tax if they are otherwise within the provisions of sec
tions 541 through 547 of the code. 

Accordingly, it is held that a small business investment company is subject 
to the personal holding company tax under section 541 of the code, if at least 80 
percent of its gross income for the taxable year is personal holding company 
income as defined in section 543 of the code, such as interest and dividends frem 
debentures and stock acquired in small business concerns under the provisions 
of the Small Business Investment Act of 1958, and if at any time during the last 
half of the taxable year more than 50 percent in value of its outstanding stock 
is owned, directly or indirectly, by or for not more than five individuals. ' 
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ApPENDIX II 

REVOCATION OF ELECTION PERMITTING CERTAIN PROPRIETOR
SHIPS AND PARTNERSHIPS TO BE TAXED AS CORPORATIONS 

TEMPORARY RULES OF THE TREASURY DEPARTMENT IN CONNECTION WITH 
SECTION 1361 (TREASURY DECISION 6332, Nov. 3, 1958) 

§ 18.1-2 REVOCATION OF ELECTION PERMITTING CERTAIN PROPRIETORSHIPS 
.A.~D PARTNERSHIPS To BE TAXED AS DOMESTIC CORPORATIoNs-(a) In general.
S~ction 63 of the Technical Amendements Act of 1958 (72 Stat. 1649), approved 
S3ptember 2, 1958, provides that a statement of election to be taxed as a domestic 
c)rporation under section 1361 of the Internal Revenue Code of 1954 shall be 
treated as a valid election if filed in accordance with regulations prescribed by the 
Secretary or his delegate. Thus, if a statement of election to be taxed as a cor
poration has been or is filed in accordance with the provisions of Treasury Deci
sion 6124 (Temporary Rules (26 CFR 1954» [C. B. 1955-1, 719] such statement 
of election shall be treated as a valid election, except as provided in paragraph (e) 
of this section, relating to statements of election withdrawn with the permission 
of the Internal Revenue Service. Under section 63, however, any such election 
made on, before, or after September 2, 1958, may be revoked (notwithstanding 
any provision to the contrary in section 1361) after September 2, 1958, and on or 
before the last day of the third month following the month in which regulations 
under section 1361 are published in the Federal Register. If a new election has 
been made after a change of ownership described in section 1361 (f), then such 
new election, or the original election, or both, may be revoked. Any such revoca
t:on shall be effective only if made in accordance with the provisions of paragraph 
(b) of ~lli~ . . section. A revocation under this section may be made notwithstanding 
that the enterprise has been completely liquidated as contemplated in section 
1361(1), or that the enterprise has actually been incorporated. 

(b) Manner of revoking election.-(l) The election shall be revoked by filing 
within the time prescribed in subparagraph (2) of this paragraph, (i) a statement 
that the partners or the proprietor, as the case may be, revoke the election made 
under section 1361(a) to have the enterprise taxed as a corporation, and (ii) the 
amended returns required by subparagraph (3) of this paragraph. 

(2) The statement of revocation and the amended returns may be filed at 
any time after September 2, 1958, but must be filed on or before the last day of 
the third. month following the month in which regulations under section 1361 
are published in the Federal Register. In the case of a new election made after 
a change of ownership described in section 1361 (f), a separate statement of 
revocation and the amended returns required by subparagraph (3) of this para
graph must be filed with respect to each election which is being revoked. The 
statement of revocation must be signed by the proprietor or all of the partners 
owning an interest in the enterprise at any time during the period with respect 
to which the particular election under section 1361 would apply but for the revo
cation. If any individual who is required to sign the statement of revocation 
is deceased, the statement shall be signed either by his successor in interest or 
by the eJwcutor or administrator of such deceased individual's estate. The 
statement ,of revocation must be filed with the district director for the district 
in which the statement of election was filed. Such statement of revocation must 
state the name and address under which the corporation income tax returns of 
the enterprise were filed for the prior taxable years during which the election 
would apply but for the revocation, and the internal revenue district in which 
such returns were filed. The statement shall also state the names and addresses 
of the individuals affected by the revocation, their taxable years involved, and 
the internal revenue districts in which the income tax returns of such individuals 
were filed. 

(3) Revocation of the election to be taxed as a corporation shall be effective 
only if the statement of revocation referred to in subparagraph (2) of this para
graph is filed and only if amended income tax returns of the proprietor, or partner
ship returns on Form 1065 (accompanied by amended income tax returns of the 
partners), are filed. Such returns shall be filed for each taxable year affected 
by the revocation and should be filed with the statement of revocation. If 
an amended income tax return is filed with a district director other than the 
the district director with whom the statement of revocation is filed, a copy of the 
statement of revocation must be filed with such return. The amended income 
tax and partnership returns shall be filed as if there had been no election made 
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under section 1361, and shall reflect any increase or decrease in tax over the tax 
previously determined (as defined in section 1314 (a» which results from treating 
the enterprise as a propreitorship or as a partnership, as the case may. be. See 
paragraph (d) (5) of this section for rules applicable to items of income,-deduction, 
or credit to be taken into account in determining such increase or dec'rease in tax. 

(c) Effect of revocation.--':"'-(l) A revocation made in accordance with the provi
sions of this section shall apply to all taxable years to which the particular election 
would a;nply but for the revocation. 

(2) The increase or decrease in tax shown on amended returns filed in accord
ance with this section over the tax previollsly determined, (as defined in' secti6n 
1314Ca») shall not be subject to the additions to tax imp03ed by sectio'l~ 665,1, 
a'1d 6654, to the extent that such increase or decrease in tax is attributable to the 
revocation of the election under section 1361. The provisions of chapter 67, 
relating to interest, shall be applicable to such increase or decrease in tax. Fot 
rules aprlicable in determining the increase or decrease in tax, see paragraph 
(d)(5) of this section. ' , 

(3) If the election under section 1361 is revoked, any election or 0- tbn 
made on the corroration return, Form 112(}, filed for the enterprise shall be deemed 
to have been made by the proprietor, partners or partnership, and such election 
or option shall be given effect in the making of amended income tax and part
nership returns required to be filed by paragrarh (b) (3) of this section. . 

(d) Tolling of statute of limitatiuns.-(l) Notwith:standing any law or rule of 
law which would otherwise prevent an assessment, the statutory period for the 
assessment and collection of any deficiency attributable to a section 1361 enter
prise (but only to the extent of the increase in tax determined in accordance with 
subparagraph (5) of this paragraph) shall not expire until after the e}."Piration 
date specified in subparagraph (4) of this paragra;nh_ 

(2) If credit or refund of any overpayment attributable to a section 1361 enter~ 
prise ' (but only to the extent of the decrease in tax determined in accordance 
with subparagraph (5) of this paragraph) is prevented at any time on or before 
the expiration date specified in subparagraph (4) of this paragranh by the opera
tion of any law or rule of law (other than chanter 74 of the 1954 Code, relating 
to compromises and closing agreements), credit or refund of such overpayment 
may nevertheless be allowed or made if claim therefor is filed on or before such 
expiration date. 

(3) A deficiency or overpayment in tax described in subparagraph (1) or (2) 
of this paragranh may be determined with respect to (i) an enterprise for which 
an election under section 1361 was made, (ii) the electing proprietor or partners, 
and (iii) any other taxpayer affected by the election. 

(4) The term "expiration date" means that date which is one year after which
ever of the following days if', the earlier: 

(i) The last day (f the third month following the month is which regulations 
under section 1361 of the 1954 Code are published in the Federal Register; or 

(ii) If the election is revoked pursuant to paragraph (b) of this section, the day 
on which an effective revocation is made. 

(5) For purposes of this section, the increase or decrease in tax over the tax 
previously determined (as defined in section 1314{a» for any taxable year shall 
be that amount which results from the correct treatment of all items which 
pertain to the enterprise, and for this purpose items of income, deduction, or 
credit completely unrelated to the enterprise shall not be taken into account. 
For example, the failure to claim an allowable deduction for a dependency exemp
tion or the improper taking of such exemption are not adjustments which are 
attributable to the enterprise. However, due regard shall be given to the effect 
which an adjustment attributable to the enterprise may have on the computation 
of gross income, taxable income and other matters under subtitle A of the 1954 
Code.. Thus, for example, if such an adjustment results in an increase in an 
individual's adjusted gross income, it may be necessary to recompute the. deduc
tion for charitable contributions or medical expenses, since the amount 'of those 
deductions is determined or limited by the amount of the taxpayer's adjusted gross 
income. An adjustment attributable to the enterprise may affect more than one 
taxpayer an'd more than one taxable year. For' example, if an electi6n by a 
partnership is revo~ed pursuant. to p.aragraph (b) of this section, it will be1~ecess~ry 
to recompute the Income tax lIabIlIty of all members of the partnershIp' for' all 
taxable years to which the election applied_ Similar computations will be; neces
sary for . aHy other taxable year affected, or treated as affected, ,by a net oper1l.ting 
loss 'deduction (as, defined in section 172) ,(:)F by. a ·capitalloss carryover--(M defined 
in section lZ12} determined: w.ith reference to-any taxable year. to which an election 
· ~rt ~ ~ . t;~ . ."; . ;.:. ... - ~ .... J~ • • ~ • 
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applied (or would have applied but for a revocation of such election). On the 
other hand., if the election is not revoked, it may be necessary to make adjustments 
to the taxable income of the enterprise, for example, due to failure to report items 
of income or to claim deductions, or adjustments in items of income or daduction 
allocable to a proprietor or partner. for example, personal holding company income 
or divide,nd distributions. Moreover, items which have been taken into account 
in filing.the corporation return, Form 1120, for the enterprise, which items should 
have been taken into account in the returns of the proprietor or partners, or vice 
verRa, -a~e to be given proper effect in determining the increase or decrease in tax. 

(e) Exception.-The provisions of this section do not apply to-
D) Any statement of election filed in accordance with Treasury Decision 6124 

which was withdrawn before September 2, 1958, with the permission of the In-
ternal Revenue Service, and " ' 

(2) Any deficiency or overpayment of any taxpayer for any taxable year during 
which a statement of election described in subparagraph (1) of this paragraph was 
applicable, attributable to the withdrawal described in such subparagraph (1). 

(f) Elections under section 1361.-Elections under section 1361 should continue 
to -be made in accordance with the requirements of Treasury Decision 6124 
[C.B. 1955-1, 719] with respect to information required in the statement of elec
tion and the time, manner, and place of filing such statement. However, those 
provisions of Treasury Decision 6124 which relate to the perfection of an election 
under section 1361 are hereby revoked. 

Because the election under section 1361 of the 1954 Code may be revoked at 
any time after September 2, 1958, in accordance with regulations under section 
63 of the Technical Amendments Act of 1958 and because of the need for tempo
rary rul~s under which such a revocation can be made, it is found impracticable to 
issue this Treasury Decision with notice and public procedure thereon under 
section 4(30) of the Administrative Procedure Act, approved June 11, 1946, 'or 
subject to the effective date limitation of section 4(c) of that Act .. 

ApPENDIX III 
ELECTION OF CERTAIN SMALL-BUSINESS CORPORATIONS 

ANNOUNCEMENTS, TEMPORARY RULES, PROPOSED REGULATIONS, AND CERTAIN 
OTHE"R PUBLICATIONS OF THE TREASURY DEPARTMENT IN CONNECTION ,"VITH 
SUBCHAPTER S 

TECHNICAL INFORMATION RELEASE-SEPTEMBER 26, 1958 (TIR-98) 

Regulations under which a small-business corporation may elect to have its 
shareholders taxed on its income will be published in the Federal Register today 
(September 26, 1958). -

Internal Revenue Service said this election is provided by the Technical Amend
ments Act of 1958 (Public Law 85-866). 

IRS said the election may be made only by a domestic corporation which is not 
a member of an affiliated group of corporations and only with the consent of all 
its shareholders. 

Further, IRS said, such a corporation cannot make the election if it has more 
than one cla,ss of stock, has more than 10 shareholders, has a shareholder who is 
other than an individual or estate, or has a shareholder who is a nonresident alien. 

IRS said if these conditions are met and the election is made, the corp.I' l,tion's 
income will be taxed to the shareholders, whether or not distributed. The azency 
added:-

The election may be made only for taxable years of corporations beginning after 
December 31,1957, and ending after September 2,1958. Generally, th~election 
may be made during the first month of a taxable year, or during the preceding 
month. I:!owever, for taxable years beginning before September 3, 1958, and 
ending after such date, the election must be made before the close of the taxable 
year, or December 2, 1958, whichever is earlier. 

Form 2553 has been preBcribed for use by corporations desiring to make the 
election, IRS said. Consent of the shareholders of the corporation to the election 
must be attached. The form provides for furnishing (1) the name and address 
of the corporation, (2) the place and date of incorporation, (3) the first taxable 
year for which the election is made, (4) the number of shares of stock issued and 
outstanding, (5) whether the corporation is the outgrowth of any form of pred
ecessor (if so, the name of the predecessor, the type of organization, and the 
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period during which it was in existence), (6) the principal business activity of the 
corporation, and (7) the name and address of each shareholder, the number of 
shares owned by each, and the internal revenue district where each shareholder's 
individual income tax return is filed. 

Copies of form 2553 will be available in the offices of the district directors of 
internal revenue at an early date. However, IRS emphasized that, if an election 
must be filed before such forms become available, the election may be made by 
letter setting forth clearly the information described above which is required by 
the form. 

The election and the consents of shareholders are to be filed with the district 
director with whom the corporation return is filed. For further information 
corporations or shareholders should consult the office of their district director 
IRS said. (IRS-D.C.-42086) 

TECHNICAL INFORMATION RELEASE-OCTOBER 10, 1958 (TIR-IM) 

The following revenue ruling will appear in the Internal Revenue Bulletin 
1958-42, dated October 20, 1958: 

[Rev. Rul. 58-516] 
"The term 'calendar month' as used in section 18.1-1(b) of the Income Tax 

Regulations (Treasury Decision 6317, approved September 22, 1958), relating 
to the election of certain small-business corporations under subchapter S of the 
Internal Revenue Code of 1954, as added by section 64 of the Technical Amend
ments A~t of 1958, means, in the case of a new corporation whose taxable year 
begins after the first day of a particular month, for purposes of making the election 
under section 1372 by such corporation, the period beginning on such first day 
of the taxable year and ending on the corresponding day of the succeeding month, 
or in case there is no such corresponding day, the last day of the succeeding month. 

(IRS-D.C.-42469) 

TECHNICAL INFORMATION RELEASE-NOVEMBER 26, 1958 (TIR~113) 

In response to many inquiries concerning the election by corporations under 
section 1372 of the 1954 Code to have the corporate income taxed directly to the 
shareholders, the Internal Revenue Service released the following questions and 
answers: 

Question 1. Does section 1372(e)(5), which provides for a termination of the 
€lection for any year in which the corporation derives more than 20 percent of its 
gross receipts from rent, prevent an effective election by a corporation engaged in 
the operation of a hotel or motel? 

Answer. No. The income derived from the operation of a hotel or motel, 
even though such income includes charf3es for lodging as well as for personal 
services, is not considered to be rent as that term is used in section 1372(e)(5). 

Question 2. Can a bank or a licensed personal finance company, the income of 
which consists largely of interest but which is specifically exempted from the 
personal holding company provisions of the, Internal Revenue Code, make an 
effective election under section 1372? 

Answer. No. Under the provisions of section 1372(e) (5) the election is 
terminated for any year in which any corporation derives more than 20 percent 
of its gross receipts from interest, and no exemption from the operation of this 
provision is provided for a bank or a licensed personal finance company. 

Question 3. For purposes of section 1371 (a) under which a small-business 
corporation cannot have more than 10 shareholders and section 1372(a) under 
which all the shareholders must consent to the election, who are considered share
holders, under the following circumstances: (a) Stock which is the community 
property of a husband and wife under the community-property law of a State; 
(b) stock held by coowners, tenants by the entirety, tenants in common or joint 
tenants; and (c) stock owned by two or more minors but held in the name of a 
guardian or custodian? 

Answer. In case (a), both the husband and wife are counted as shareholders, 
and both must consent to the election. In case (b), each coowner, joint tenant, 
etc., is counted as a shareholder and each must consent to the election. In case (c), 
each minor is counted as a shareholder. The consent of the minor shall be given 
by the minor or by his legal guardian, or, if he has no legal guardian, by his natural 
guardian. 
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Question 4. If stock in a corporation is held by a testamentary trust, is the 
corporation disqualified under section 1371 (a) (2)? 

Answer. Yes. However, before the stock is transferred to the trust by the 
Bxecutor, the estate (rather than the trust) would be the shareholder and the 
corporation could make the election. The election would terminate, however, 
upon the subsequent transfer of the stock to the trust. 

Question 5. If stock has been transferred to a minor under the Uniform Gifts 
to Minors Act or the Gifts of Securities to Minors Act is such stock owned by a 
trust, thereby disqualifying the corporation from making the election under 
section 1372? 

Answer. No. Even though a form of fiduciary relationship is created by gifts 
under such acts, the stock is considered to be owned by an individual and not by 
a trust. 

Question 6. Is the requirement of only one class of stock met where a corpora
tion has (a) class A voting common stock and class B nonvoting common stock 
with dividend rights and liquidation preferences being equal: (b) class A common 
and class B common with equal dividend rights, equal liquidation preferences, 
and equal voting rights except that each class has the right to elect half the mem
bers of the board of directors; and (c) authorized but unissued preferred stock with 
-only one class of common outstanding? 

Answer. In case (a), the corporation is considered as having more than one class 
of stock and is therefore precluded from making the election under section 1372. 
In case (b), the corporation is considered to have only one class of stock. In 
case (c), the corporation is considered as having only one class of stock and 
therefore may make the election under sect.ion 1372, but the election will be 
terminated in any year in which any of the authorized preferred stock is issued. 

For further information on the making of an election, see Treasury Decision 
6317, approved September 22, 1958 (Federal Register, dated Sept. 26, 1958, or 
Internal Revenue Bulletin 1958-41, p. 77, dated Oct. 13, 1958) and Form 2553, 
Election by Small Business Corporation. (IRS-D.C.-43982) 

TECHNICAL INFORMATION RELEASE-DECEMBER 23, 1958 (TIR-122) 

On November 26, 1958, the Internal Revenue Service issued Technical Infor
mation Release No. 113 containing several questions and answers with respect to 
the election by corporations under section 1372 of the 1954 Code to have the 
corporate income taxed directly to the shareholders. 

In the answer to question 3 (a) of TIR No. 113 it was stated that, with respect 
to stock which is the community property of the husband and wife under the 
community property law of a State, both the husband and wife are counted as 
shareholders, and both must consent to the election by the corporation. The 
IRS said today that an election under section 1372, which 'was timely filed on or 
before December 1, 1958, and which would be va1id but for the fact that a consent 
was timely filed by only one of the spouses in community property States, would 
not be treated as invalid solely by virtue of the failure of both spouses to consent, 
provided a consent is filed by the other spouse on or before February 2, 1959. 

The consent may be made by filing a statement signed by the shareholder in 
which the shareholder consents to the election of the corporation under section 
1372 (a). The statement shall set forth the name and address of the corporation 
and the shareholder, the number of shares owned by the shareholder and his 
spouse, and the date (or dates) on which such stock was acquired. The statement 
shall be filed with the district director of internal revenue with whom the election 
by the corporation was filed. (IRS-D.C.-44671) 

TEMPORARY RULES RELATING TO ELECTION OF SMALL BUSINESS CORPORATIONS 
(TREASURY DECISION 6317, SEPT. 25, 1958) 

Section 18.1-1. ELECTION OF CERTAIN SMALL BUSINESS CORPORATIONS.
(a) In general.-Section 64 of the Technical Amendments Act of 1958 (72 Stat. 
1650) amends the Internal Revenue Code of 1954 by adding at the end of chapter 
1 a new subchapter S, comprising sections 1371 through 1377, and by adding a 
new section 6037, relating to information returns. Subchapter S permits a "small 
business corporation" (as defined in section 1371(a») to elect under section 1372 (a) 
(with the consent of all its shareholders) not to be subject to the income tax 
imposed by chapter 1. The election may be made only if the corporation is a 
domestic corporation; is not a member of an affiliated group of corporations (as 
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defined in section 1504); and does not have (1) more than one class of stock, (2) 
more than 10 shareholders, (3) a shareholder (other than an estate) who is not 
an indivirlual, or (4) a shareholder who is a nonresident alien. An election umier 
section 1372 (a) may be made only with respect to a taxable year beginninl?; after 
Decem.ber 31, 1957, and ending after September 2, 1958. The election shall be 
effective for the taxable year of the corporation for which it is made and for all 
succeeding taxable years unless it is terminated unrler section 1372 (e). The 
taxable income of an electing small business corporation, to the extent that it 
exceecls dividenrls distributed in money out of earnin!!s and profits of the taxable 
year, is taxed directly to the shareholo.ers to the extent that it would have con
stituted a dividend if it had been distributed on the last day of the corporation's 
taxable year. . . 

(b) Manner oj making election.-(I) In general.-The election under section 
1372 (a) should be made by the corporation by filing Form 2553, containing the 
information required by such form, and by filing, in the manner provided in sub
paragraph (3) of this para/lraph, a statement of the consent of each shareholder 
of the corporation. If the Form. 2553 is not available, the election may be made 
by filing a statement containing the inforInation required by Form 2553. Copies 
of Form 2553 or a description of the information required by such form will be 
furnished by district directors upon request. The election shall be signed by the 
person or persons who are authorized to sign the return required under section 
6037 and shall be filed with the district director with whom such return is to be 
filed. 

(2) Time oj making election.-(i) Except as provided in subdivision (ii) of this 
subparagraph, the election under section 1372(a) and subparagraph (1) of this 
paragraph shall be filed for any taxable year either (a) during the first calendar 
month of such taxable year, or (b) during the calendar month preceding such 
first calendar month. 

(ii) For any taxable year of a corporation which begins after December 31, 
1957, and before September 3, 1958, and which ends after September 2, 1958, 
the election under section 1372(a) and subparagraph (1) of this paragraph shall 
be made on or before December 1, 1958, or on or before the last day of the corpora
tion's taxable year, whichever is earlier. An election for such taxable year may 
be made, however, only if the corporation has been a small business corporation 
(as defined in section 1371(a)) on each day after September 2, 1958, and before 
the day of election. 

(3) Statement oj shareholder consent.-(i) An election under section 1372(a) 
shall be valid only if all persons who are shareholders of the corporation on the 
first day. of the corporation's taxable year, or on the day of election (whichever is 
later) consent to such election. Such shareholder consent shall be in the form of 
a statement signed by the shareholders in which each such shareholder consents 
to the election of the corporation under section 1372(a). The statement shall set 
forth the name and address of the corporation and of each shareholder, the num
ber of shares of stock owned by each shareholder, and the date (or dates) on which 
such stock was acquired. The consents of all shareholders shall be attached to 
the election of the corporation filed with the district director. If the election is 
made before the first day of the corporation's taxable year, the consents of persons 
who become shareholders after the date of election and on or before such first 
day shall be filed with the dist:rict director with whom the election was filed as 
soon as practicable after such first day. In the case of a consent filed after the 
date of election, a copy of the consent shall be filed with the return required to 
be filed under section 6037. In no event will an election under section 1372(a) 
be valid if the consents are filed after the last day prescribed for making the 
election. 

(c) New shareholders.-Section 1372(e)(l) provides that an election under sec
tion 1372(a) shall terminate if any person who was not a shareholder on the first 
day of the first taxable year for which the election is effective, or on the day on 
which the election is made (whichever is later), becomes a shareholder and does 
not consent to the election under section 1372(a). Such termination shall be 
effective for the taxable year of the corporation in which such person becomes a 
shareholder and for all succeeding taxable years of such corporation. Any such 
consent by a new shareholder·shall be made in a statement filed with the district 
director with whom the election was filed. Such statement of consent shall be 
filed within a period of 30 days beginning on the day on which such person becomes 
a new shareholder. Such statement shall state that such person consents to the 
election under section 1372(a) and shall contain the name and address of the cor
poration and of such person, the number of shares of stock owned by such person, 
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the date on which such shares were acquired, and the name and address of each 
person from whom such shares were acquired. A copy of the consent of a new 
shareholder shall be filed with the return required to be filed under section 6037 
for the taxable year to which such consent applies. 

(d) Revocation of election.-Under section 1372(e) (2) an election under section 
1372(a) may be revoked by the corporation (with the consent of all its share
holders) for any taxable year of the corporation after the :6.rst taxable year for 
which the election is effective .. Such revocation shall be made by the corporation 
by filing a statement that the corporation revokes the election made under section 
1372(a). The statement shall be signed by the person or persons who are author
ized to shm the return of the coroorat.ion reauired under section 6037 and shall be 
filed with· the district director with whom >the election was filed. In addition, 
there shall be attached to the statement of revocation a statement of consent, 
signed by each person who is a shareholder of the corporation on the day on which 
such statement of revocation is filed, in which each such shareholder consents to 
the revocation by the corporation of the election under section 1372(a). Such 
revocation, if made before the close of the first month of the corporation's taxable 
year, shall be effective for the taxable year in which the revocation is made and 
for all succeedin~ taxable years of the corporation. If the revocation is made 
after the close of the first month of the corporation's taxable year, such revoca
tion shall be effective for the taxable year of the corporation following that in 
which the revocation is made and for all succeeding taxable years of the 
corporation. 

(e) Return of electing small business corporat1:on.-Section 6037 of the 1954 Code 
requires that every electing small busin~ss· corporation (as defined in section 
1371(b» shall make a return for each taxable year for which the election is 
effective. The return shall be filed on such form as shall be prescribed therefor 
and shall contain the information required by section 6037 and by such form. 
The return shall be signed by the person or persons who are authorized to sign 
a return under section 6062 and shall be filed with the district director with whom 
the income tax return of the corporation would be filed if the corporation were 
subject to the tax imposed by chapter 1. The return required under section 6037 
shall be filed on or before the 15th day of the third month following the close of 
the taxable year of the corporation. 

PROPOSED REGULATIONS OF THE TREASURY DEPARTMENT IN CONNECTION WITH 
SMALL BUSINESS CORPORATIONS (MARCH 12, 1959) 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

[26 CFR (1954) Part 1] 

INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953 

NOTICE OF PROPOSED RULEMAKING 

Notice is hereby given, pursuant to the Administrative Procedure Act, apprQved 
June 11, 1946, that the regulations set forth in tentative form below are proposed 
to be prescribed by the Commissioner of Internal Revenue, with the approval of 
the Secretary of the Treasury or his delegate. Prior to the final adoption of such 
regulations, consideration will be given to any comments or suggestions pertaining 
thereto which are submitted in writing, in duplicate, to the Commissioner of 
Internal Revenue, Attention: T:P, Washington 25, D.C., within the period of 
30 days from the date of pUblication of this notice in the FEDERAL REGISTER. 
Any person submitting written comments or su~gestions who desires an oppor
tunity to comment orally at a public hearing on these proposed regulations should 
submit his request, in writing, to the Commissioner within the 3~-day period. 
In such a case, a public hearing will be held, and notice of the time, place, and 
date will be published in a subsequent issue of the FEDERAL REGISTER. The 
proposed regulations are to be issued under the authority contained in section 
7805 of the Internal Revenue Code of 1954 (68A Stat. 917; 26 U.S C. 7805). 

[SEAL] DANA LATHAM, 
Commissioner of Internal Revenue. 

'fhe regulations set forth in paragraph 1 below are hereby prescribed under 
subchapter S of chapter 1 of the Internal Revenue Code of 1954. The regulations 

3663<>---59-4 
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set forth in paragraph 2 below are hereby prescribed under section 6037 of such 
Code. Section 1.442-1 of the Income Tax Regulations (26 CFR 1.442-1) is 
hereby amended as set for in paragraph 3 below. Except as specifically provided 
otherwise, these regUlations are applicable for taxable years beginning after 
December 31, 1957. 

PARAGRAPH 1. The following regulations are hereby prescribed under sub. 
chapter S of chapter 1 of the Internal Revenue Code of 1954: 

Sec. 
1.1371 
1.1371-1 
1.1371-2 
1.1372 
1.1372-1 
1.1372-2 
1.1372-3 
1.1372-4 
1.1372-5 
1.1373 
1.1373-1 
1.1374 
1.1374-1 
1.1374-2 
1.1374-3 
1.1374-4 
1.1375 

1.1375-1 
1.1375-2 
1.1375-3 
1.1375-4 
1.1376 
1.1376-1 
1.1376-2 
1.1377 

1.1377-1 
1.1377-2 
1.1377-3 

ELECTION OF CERTAIN SMALL BUSINESS CORPORATIONS AS TO TAXARLE STATUS 

Statutory provisions; definitions. 
Definition of small business corporation. 
Definition of electing small business corporation. 
Statutory provisions; election by small business corporation. 
Election by small business corporation. 
Manner aud time for making election and filing shareholders' consent. 
Shareholders' consent. 
Termination of election. 
Election after termination. 
Statutory provisions; corporation undistributed taxable income taxed to shareholders. 
Corporation undistributed taxable income taxed to shareholders. 
Statutory provisions; corporation net operating loss allowed to shareholders. 
Net operating losses involving electing small business corporatious. 
Application with other provisions. 
Pre-1958 taxable years. 
Examples. 
Statutory provisions; special rules applicable to distributions of electing small business corpo-

rations. 
Special rules applicable to capital gains. 
Dividends receh'ed exclusive and credit not allowed. 
Treatment of family groups. 
Distributions of previously taxed income. 
Statutory provisions; adjustment to basis of stock of, and indebtedness owing, shareholders. 
Adjustment to basis of stock of, and indebtedness to, shareholders. 
Reduction in basis of stock and indebtedness. 
Statutory provisions; special rules applicable to earnings and profits of electing small business 

corporations. 
Reduction of earnings and profits for undistribnted taxable income. 
Current earnings and profits not reduced by any amount not allowable as a deduction. 
Earnings and profits not affected by net operating loss. 

ELECTION OF CERTAIN SMALL BUSINESS CORPORATIONS AS TO TAXABLE STATUS 

§ 1.1371 Statutory provisions; definitions. 
"SEC. 1371. Definitions-(a) Small business corporation. For purposes of 

this subchapter, the term "small business corporation" means a domestic cor
poration which is not a member of an affiliated group (as defined in section 1504) 
and which does not-

"(1) Have more than 10 shareholders; 
"(21 Have as a shareholder a person (other than an estate) who is not an 

individual; 
"(3) Have a nonresident alien as a shareholder; and 
"(4) Have more than one class of stock. 

"(b) Electing small business corporation. For purposes of this subchapter, the 
term "electing small business corporation" means, with respect to any taxable 
year, a small business corporation which has made an election under section 
1372(a) which, under section 1372, is in effect for such taxable year." 

[Sec. 1371 as added by sec. 64(a), Technical Amendments Act, 1958 (72 Stat. 1650)] 

§ 1.1371-1 Definition of small business corporation. 
(a) In general. "For purposes of subchapter S of chapter 1 of the Code, and 

§§ 1.1371 through 1.1377, the term "small business corporation" means a domestic 
corporation which is not a member of an affiliated group of corporations (as 
defined in section 1504) and which does not have-

(1) More than 10 shareholders, 
(2) As a shareholder a person (other than an estate) who is not an indi-' 

vidual, 
(3) A nonresident alien as a shareholder, and 
(4) More than one class of stock. 

(b) Domestic corporation. The term "domestic corporation," as used in section 
1371 (a), means a corporation as defined in section 7701 (a)(3) created or organized 
in the United States or under the law of the United States or of any State or 
Territory. The term does not include an unincorporated business ~enterprise 
electing to be taxed as a domestic corporation under section 1361. 
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(c) lvIember of an 'i affiliated group. A corporation which is a member of an 
affiliated group of corporations, as defined in section 1504, is not a small business 
corporation, whether or not such affiliated group has ever filed a consolidated 
return. However, under section 1504(b) (8) an electing small business corporation 
is excluded from the definition of "includible corporation." Thus, if a cor
poration which qualifies as a small business corporation under section 1371 makes 
the election provided in section 1372 and after the date on which the qualifications 
must be met acquires ownership of 80 percent or more of the voting stock and of 
each class of non-voting stock of another corporation, it will not be considered a 
member of an affiliated group and will not cease to be a small business corporation 
solely by virtue of its subsequent acquisition of the subsidiary corporation. 

(d) Number of shareholders. A corporation does not qualify as a small business 
corporation if it has more than 10 shareholders. Ordinarily, the persons who 
would have to include in gross income dividends distributed ",iih respect to the 
stock of the corporation are considered to be the shareholders of the corporation. 
For example, if stock is owned as community property or by tenants in common, 
joint tenants, or tenants bv the entirety, each person having a community interest 
in such stock and each tenant in common, joint tenant, or tenant by the entirety 
is ~enerally considered a shareholder. Persons for whom stock in a corporation 
is held by a nominee, agent, guardian, or custodian will generally be considered 
shareholders of the corporation. In the case of a voting trust which is not subject 
to the provisions of subchapter J of chapter 1 of the Code, the beneficial owners 
(rather than the trust) are considered the shareholders.1 However, if stock is 
owned by a trust which is subject to the prov.isions of subchapter J of chapter 1 
of the Code, the trust is considered the shareholder even though the dividends 
paid to the trust are includible directly in the income of the grantor or some other 
person under subpart E of such subchapter J, and if stock is owned by a partner
ship, such partnership and not its partners is considered to be the shareholder.1 

(e) Shareholders must be ~'ndividuals or estates. A corporation in which any 
shareholder is a corporation, trust, or partnership does not qualify as a small 
business corporation. The word "trust" as used in this paragraph means all 
trusts subject to the provisions of subchapter J of chapter 1 of the Code, including 
subpart .E thereof.! Thus, even though the grantor is treated as the owner of 
all or any part of a trust, the corporation in which such trust is a shareholder does 
not meet the qualifications of a small business corporation. 

(f) No nonresident alien shareholder. A corporation having a nonresident alien 
shareholder does not qualify as a small business corporation. 

(g) Classes of stock. A corporation having more than one class of stock does not 
qualify as a small business corporation. In determining whether a corporation 
has more than one class of stock, only stock which is issued and outstanding is 
considered. Therefore, treasury stock and unissued stock of a different class 
than that held by the shareholders will not disqualify a corporation under section 
1371 (a)( 4). If the outstanding shares of stock of the corporation (including stock 
which is improperly designated as a debt obligation) are not identical with respect 
to the rights and interest which they convey in the control, profits, and assets of 
the corporation, then the corporation is considered to have more than one class 
of stock. Thus, a difference as to voting rights, dividend rights, or liquidation 
preferences of outstanding stock will disqualify a corporation. However, if two 
or more groups of shares are identical in every respect except that each group has 
the right to elect members of the board of directors in a number proportionate to 
the number of shares in each group, they are considered one class of stock. 

§ 1.1371-2 Definition of electing small business corporation. 
Section 1371(b) defines an electing small business corporation in terms of a 

particular taxable year. If a small business corporation, as defined in section 
1371 (a), has made an election under section 1372(a), and such election is in 
effect for the taxable year in question, then the corporation is an electing small 
business corporation for such taxable year. A corporation is not an electing small 
business corporation as to a particular taxabl~ year if it was ineligible to make 
the election or if a termination under section 1372(e) is effective as to such taxable 
year. 

§ 1.1372 Statutory provisions; election by small business corporation. .. 
"SEC. 1372. Election by small business corporatio.n-(a) Eligibility. Except as 

provided in subsection (f), any small business corporation may elect, in accordance 
with the provisions of this section, not to be subject to the taxes imposed by this 

1 See changes made in Notice of Proposed Rule Making issued March 17, 1959, which follows. 
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'chapter . Such election shall be valid only if all persons who are shareh91ders in 
such corporation- . . '. 

"(1) On the first day of the first taxable year for which such election is 
effective, if such election is made on or before such first day, or 

"(2) On the day on which the election is made, if the election is made after 
such first day, 

consent to such election. 
"(b) Effect. If a small business corporation makes an election under subsection 

(a), then-
1/(1) With respect to the taxable years of the corporation for which such 

election is in effect, such corporation shall not be subject to the taxes imposed 
by this chapter and, with respect to such taxable years and all succeeding 
taxable years, the provisions of section 1377 shall apply to such corporation, 
and 

"(2) With respect to the taxable years of a shareholder of such corporation 
in which or with which the taxable years of the corporation for which such 
election is in effect end, the provisions of sections 1373, 1374, and 1375 shall 
apply to such shareholder, and with respect to such taxable years and all 
succeeding taxable years, the provisions of section 1376 shall apply to such 
shareholder. 

"(e) 'Where and how made-(I) In general. An election under subjection (a) 
may be made by a small business corporation for any taxable year at any time 
during the first month of such taxable year, or at any time during the month 
preceding such first month. Such election shall be made in such manner as the 
Secretary or his delegate shall prescribe by regulations. 

"(2) Taxable years beginning before date of enactment. An election may be made 
under subsection (a) by a small business corporation for its first taxable year 
which begins after December 31, 1957, and on or before the date of the enactment 
of this subchapter, and ends after such date at any time- . 

I/(A) Within the 90-day period beginning on the day after the date of the 
enactment of this subchapter, or 

"(B) If its taxable year ends within such 90-day period, before the close of 
such taxable year. 

An election may be made pursuant to this paragraph only if the small business 
corporation has been a small business corporation (as defined in section 1371 (a)) 
on each day after the date of the enactment of this subchapter and befor~ the day 
of such election. . 

1/ Cd) Years for which effective. An election under subsection (a) shall,be effective 
for the taxable year of the corporation for which it is made and for all succeeding 
taxable years of the corporation, unless it is terminated, with respect to any such 
taxable year, under subsection (e). 

"(e) Termination-(I) New shareholders. An election under subs'ection (a) 
-made by a small business corporation shall terminate if any person who was not a 
:shareholder in such corporation-

"(A) On the first day of the first taxable year of the corporation for which 
the election is effective, if such election is made on or before such first' day, or 

II(B)' On the day on which the election is made, if such election is made 
after such first day, " 

becomes a shareholder in such corporation and does not consent to such election 
within such time as the Secretary or· his delegate shall prescribe by regulations. 
Such termination shall be effective for the taxable year of the corpora~ion iIi which 
such person becomes a shareholder in the corporation and for all succeeding' 
taxable years of the corporation. ' . 

"(2) Revocation. An election under subsection (a) made by a sn:all business 
corporation may be revoked by it for any taxable year of the corporatIOn after the 
first taxable year for which the election is effective. An election may be revoked 
only if all persons who are shareholders in the corporation on the day on:which the 
revocation is made consent to the revocation. A revocation under this PFtragraph 
shall be effective--

"(A) For the taxable year in which made, if made before the close of the 
first month of such taxable year, 

"(B) For the taxable year following the taxable year in which made, if 
made after the close of such first month, and for all succeeding taxable years 
of the corporation. Such revocation shall be made in such manner as the 
Secretary or his delegate shall prescribe by regulations. '. 

//(3) Ceases to be small business corporation. An election under subsection (a) 
made by a small business corporation shall terminate if at any, tim~ 
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" II(A) Aft~r the first day of the first taxable yea~ of the corporation for which 
the election is ,effective, if such election is made on or before such first day, or 

H(B) Mter the day on which the election is made, if such election is made 
after ~u,ch fir~t day, 

the cor:poration ceases to be a small business corporation (as defined in section 
1371'{a)). S\lch termination shall be effective for the taxable year of the corpora
tion.in wl1ich the corporation ceases to be a small business corporation and for all 
succeeding ta~able years of the corporation. . 

"(4) Forei'grt income,. An election under subsection (a) made by a small business 
corporation shall terminate if for any taxable year of the. corporation for which the 
election is ,in effect, such corporation derives more than 80 percent of its gross 
receipt~ from sources outside the United States. Such termination shall be effec
tive for 'the taxable year of the corporation in which it derivea more than 80 
percent of its ,gross receipts from sources outside the United States, and for all 
succe~ding taxable years of the corporation. 

"(5) Personal holding company income. An election under subsection (a) made 
by a small ,bug,iness corporation shall terminate if, for any taxable year of the 
~orporatio:p.Jor which the election is in effect, such corporation has gross receipts 
more ~~an 20, percent of which is derived from royalties, rents, dividends, inter
est, annuities, and sales or exchanges of stock or securities (gross receipts from such 
sales or exc~~nges being taken into account for purposes of this paragraph only 
to the extent of gains therefrom). Such termination shall be effective for the 
taxabl~year of the corporation in which it has gross receipts of such amount, and 
for all succeeding taxable years of the corporation. 

"(f) Election after termination. Is a small business corporation has made an 
election ,under subsection (a) and if such election has been terminated or revoked 
under subsection (e), such corporation (and any successor corporation) shall not 
be eligil?le t.o make an election under subsection (a) for any taxable year prior to 
its fifth,taxal?le year which begins after the first taxable year for which such ter
mination or revocation is effective, unless the Secretary or b,is delegate consents 
to such ,elect~on." 

[Sec. 1372 as added by sec, 64(a), Technical Amendments Act 1958 (72 Stat. 1650)] 

§ 1.1372-1 Election by small business corporation. 
(a), Eligib.'L1ity. (1) Under section 1372 an eligible small business corpora tion 

may elect not to be subject to the taxes imposed by chapter 1 of the Code. The 
qualifications of a small business corporation must be met as of the first day of 
the first' taxable year of the corporation for which the election is to be effective 
and on the date of election, unless the election is made after such first day, in 
which case, the qualification need not exist prior to the date of election. For 
example, ,the existence of a corporate shareholder or a nonresident alien as a 
shareholder prior to the date of election does not preclude qualification. How
ever, if the 'election is made for a taxable year beginning before September 3, 1958, 
the qualifications must be met on such date and on each day after such date and 
before the date of election. The election by a small business corporation is valid 
only if all the shareholders in the corporation on the first day of the first taxable 
year for which the election is to be effective, or on the date of election, whichever 
is later, consent to such election. See § 1.1372-3, relating to shareholders' con
sents. 
, (2) A corporation is not eligible to make an election. under section 1372(a) 
if it is in the process of complete or partial liquidation, if it has adopted a plan 
of such liquidation, or if it contemplates such liquidation or the adoption of a 
plan of ,such liquidation in the near future. 

(b) Effect of election-(l) Effect on corporation. The effect on ~ Eimall busi
ness corporfttion of a valid election under section 1372 is to exempt such corpora
tion from t~e taxes imposed by chapter 1 of the Code with respect to taxable years 
9f the porporation for which the election is in effect and to subject the corporation 
with respect to such taxable years and all its subsequent taxable years to section 
~~77, r~lating to special rules for computing the earnings and profits of an elect
ing small business corporation. 

(2) Effect on sn,areholders. The effect of a valid election by the corporation is 
to subject the shareholders to the provisions of section 1373 (providing for the 
taxatiop pf the. corporation's undistributed taxable income to the shareholders), 
sectioq 1374 (~llowing the net operating loss of the electing corporation to the 
shareholders), ~ection 1375 (relating to special rules applicable to distributions 
-9f an ~lecting '~lIlall business corporation), anQ section 1376 (relating to adjust
ment to basis of stock of, and indebtedness owing, shareholders). The provisioP-1:J 
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of sections 1373, 1374, and 1375 apply only to a taxable year of the shareholder 
nffected by the election. Section 1376 applies to such taxable year and all suc
ceeding taxable years of the shareholder. A person who ceased to be a shareholder 
during the first month of the corporation's taxable year in which a valid election is 
made, but prior to the date of elections, is subject to the provision of sections 
1374, 1375, and 1376 even though such person is not an individual or an estate. 

(c) Other chapter 1 rules applicable. To the extent that other provisions of 
chapter 1 of the Code are not inconsistent with those under subchapter S thereof 
and the regulations thereunder, such provisions will apply with. respect to both 
the electing small business corporation and its shareholders in the same manner 
that they would apply had no election been made. For example: 

(1) Taxable income of an electing small business corporation is computed in the 
same manner that it would have been had no election been made except as other-
wise provided in section 1373(d); 1 . 

(2) Section 301, relating to distributions of property, applies to distributions 
of an electing small business corporation in the same manner that it would apply 
had no election been made; 

(3) Sections 302, 303, 304, and 331 are applicable to distributions by an electing 
small business corporation that are treated as distributions in exchange for stock; 

(4) Section 305 applies to distributions by an electing small business corporation 
of its own stock; 

(5) Section 311 applies to distributions by an electing small business corpora
tion; 

(6) Except as provided in section 1377, earnings and profits of an electing small 
business corporation are computed in the same manner that they would have been 
computed had no election been made; 

(7) Section 316, relating to the definition of a dividend, applies to distributions 
by an electing small business corporation except as provided in section 1375 (d) (1), 
relating to distributions of previously taxed iucome (see paragraphs (d) and (e) of 
§ 1.1373-1 for rules relating to allocation of current earnings and profits to dis
tributions during the taxable year); and 

(8) Section 341, relating to collapsible corporations, may apply to gain on the 
sale or exchcnge of, or a distribution which is in exchange for, stock in an electing 
small business corporation. . 

§ 1.1372-2 Manner and time for making election and filing shareholders' consent. 
(a) Manner of making election. The election of a small business corporation 

should be made by the corporation by filing Form 2553, containing the infor
mation required by such form, and by filing, in the manner provided in § 1.1372-3, 
a statement of the consent of each shareholder of the corporation. The election 
form shall be signed by any person who is authorized to sign the return required 
under section 6037 and shall be filed with the district directOJr with whom such 
return is to be filed. 0 

(b) Time of making election---:-q) Taxable years beginning on OfT' after Septembe~ 3, 
1958. For taxable years begmnmg on or after September 3, 1958, the electIOn 
shall be filed either (i) during the first month of such taxable year, or (ii) during 
the month preceding such first month. In the case of a new corporation whose 
taxable year begins after t~e firs~ day of a :pa~icular month, the term "month". 
means the period commencmg WIth the begmmng of the first day of the taxable 
year and ending with the close of the day preceding the numerically corresponding 
day of the succeeding calendar month or, if there is no such corresponding day, 
with the close of the last day of such succeeding calendar month. . 

(2) Taxable years beginning on or before September 2, 1958. For taxable years 
beginning on or before September 2, 1958, but after December 31, 1957, and 
ending after September 2, 1958, the election shall be made on or before December 
1 1958 or on or before the last day of the corporation's taxable year, whichever. 
i~ earli~r. An election for such taxable year may be made, however, only if the 
corporation has been a small business corporation on each day after September 2, 
1958 and before the date of election. 

(3) Election prior to expiration of period. An election under section 1372(a) 
which is made prior to the expiration of the period for making the election is 
binding and may not be withdrawn even though the time within which the election 
could have been made has not elapsed. 

(c) Years for which eleGtion is effective. An ~lec~ion under section 1372 may 
be made only with respect to taxable years ~egl1:nmg a~ter Decembe~ .31, 1957, 
and.ending after September 2, 1958. An electIOn IS effectIVe for the entIre taxable 
year Af the corporation for which it is made and for all succeeding taxable year's 

ll::iee cnd.nge~ made in Notice of Proposeii'Ruie Mak~g issued' March 17,1959, which foll~ws. '. i . 



SUMMARY OF 1958 SMALL BUSINESS TAX LEGISLATION 23 

of the corporation, unless it is terminated with respect to any taxable year. 
Thus, the election has a continuing effect and need not be renewed annually, 
although annual returns of information must be filed under section 6037. 

§ 1.1372-2 Shareholders' consent. 
(a) In general. The consent of a shareholder to an election by a small business 

corporation shall be in the form of a statement signed by the shareholder in which 
such shareholder consents to the election of the corporation. Such shareholder's 
consent is binding and may not be withdrawn after a valid election is made by 
the corporation. The consent of a minor shall be made by the minor or by his 
legal guardian, or his natural guardian if no legal guardian has been appointed. 
The consent of an estate shall be made by the executor or administrator thereof. 
The statement shall set forth the name and address of the corporation and of the 
shareholder, the number of shares of stock owned by him, and the date (or dates) 
on which such stock was acquired. The consents of all shareholders may be 
incorporated in one statement. The consents of all shareholders shall be attached 
to the election of the corporation. If the election is made before the first day 
of the corporation's taxable year for which it is effecth-e, the consents of persons 
who become sha.eholders after the date of election and are shareholders on such 
first day shall be filed with the district director "\\ith whom the election was filed 
as soon as pract:c.1ble after such first day. Where a consent is filed after the 
date of election, a copy of the consent shall also be filed with the return required 
to be filed under section 6037. Except as provided by paragraph (b) of this 
section, an election under section 1372 will not be valid if any of the consents are 
filed after the Irs·' day prescribed for making-the election. However, an election 
timely filed on or before December 1, 1958, and which would be valid but for the 
fact that a consent was timely filed by only one of the spouses in a community
property State, will not be invalid solely by virtue of the failure of both spouses 
to consent, provid2d a consent is filed by the other spouse on or before February 
2, 1959. 

(b) New shareholders. If a person becomes a shareholder of an electing small 
business corporation after the first day of the taxable year for which the election 
is effective, or after the day on which the election is made (if such day is later than 
the first day of the taxable year), the consent of such shareholder shall be made 
in a statement filed (with the district director with whom the election is filed) 
within the period of 30 days beginning with the day on which such person becomes 
a new shareholder. A copy of such consent should be furnished to the corporation 
by the new shareholder. If the new shareholder is an estate, the 30-day period 
shall not begin until the executor or administrator has been appointed, but in no 
event shall such period begin later than 30 days follo"\\ing the close of the corpora
tion's taxable year in which the estate became a shareholder. The statement of 
consent shall set forth the name and address of the corporation and of such new 
shareholder, the number of shares of stock owned by such shareholder, the date 
on which such shares were acquired) and the name and address of each person 
from whom such shares were acquired. A copy of the consent of such new share
holder shall be filed "\\ith the return reqdred to be filed under section 6037 for 
the taxable year to which such consent applies. For the effect of the failure of a 
new shareholder to consent, see paragraph (b) (1) of § 1.1372-4. 

§ 1.1372-4 Termination of election. 
(a) In general. An election under section 1372(a) can be terminated in anyone 

of the five ways described in section 1372(e) (1) through (5) and paragraph (b) of 
this section. For years affected by termination, see paragraph (c) of this section. 

(b) ]I;[ethods oj termination-(I) Failure of new shareholder to consent. An elec
tion under section 1372(a) shall terminate if any person who was not a shareholder 
on the first day of the first taxable year for which the election is effective, or on 
the day on which the election is made (if such day is later than the first day of the 
taxable year), becomes a shareholder and does not consent to the election under 
section 1372(a) within the time prescribed by paragraph (b) of § l.1372-3. In 
the event of a termination caused by the failure of a new shareholrler to consent 
to the election within the required time, the corporation shall notify the district 
director ",ith whom the election under section 1372(a) "\\-as filed. 

(2) Revocation. An election under section 1372 (a) may be revoked by the 
corporation for any taxable year of the corporation after the first taxable year 
for which the election is effective. A revocation can be made onlv with the consent 
of all the persons who are shareholders at the beginning of the day of revocation. 
Such revocation shall be made by the corporation by filing a statement that the 
corporation re,"okes the election made under section 1372 (a) , which statement 
shall indicate the first taxable year of the corporation for which the re'·ocation is 
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intended to be effective. The statement shall be signed by any person authorized 
to sign the return of the corporation under section 6037 and shall be filed with the 
district director with whom the election was filed. In addition, there shall be 
attached to the statement of revocation a statement of consent, signed by each 
person who is a shareholder of the corporation at the beginning of the day on 
which such statement of revocation is filed, in which each such shareholder con
sents to the revocation by the corporation of the election under section 1372(a). 
For the time within which a reyocation must be made to be effective for a par
ticular taxable year of the corporation, see paragraph (c) of this section. 

(3) Ceases to be small business corporation. An election under section 1372(a) 
terminates if at any time after the first day of the first taxable year of the corpora
tion for which the election is effective, or after the day on which the election is 
made (if such day is later than the first day of the taxable year), the corporation 
ceases to be a small business corporation as defined in section 1371 (a). Thus, the 
election is terminated if an eleventh person, a nonresident alien, or a trust, partner
ship, or corporation becomes a shareholder, or if another class of stock is issued by 
the corporation. In the event of a termination under this subparagraph the corpo
ration shp,ll immediately notify the district director with whom the election under 
section 1372(a) was filed. Such notification shall set forth the cause of the 
terminatiop. and the date thereof. In addition, if the termination was caused by 
the transfer of stock to an eleventh sh!=treholder, to a nonresident alien, or'to a trust, 
partnership, or corporation, the notification shall specify the number of shares 
transferred to such person, the name of such person (or in the case of a trust the 
names of the trustees and beneficiaries), and the name of the shareholder who 
transferred such stock to such person. If the termination was caused by the 
issuance of a second class of stock, the notification sh~ll indicat'e the number of 
shares of such new class issued and shall describe the differentiating characteristics 
of the new class of stock. 

(4) Foreign incoml'. (i) An election terminates if for any taxable year of the 
corporation the corporation has gross receipts, more than 80 percent of which 
are derived from sources outside the United States. For the meaning of t.he 
term "gross receipts," see subparagraph (5) (ii) of this paragraph. In determin
ing t.he source of gross receipts under section 1372(e) (4), the principles of sections 
861 through 864, relating to det.ermination of sources of gross income, shall a»J ly. 

(ii) The rules of this subparagraph may be illustrated by the following example: 
Example. A corporation has gross receipts from the sale of personal 

property produced (in whole or in part) by the corporation within the United 
States and sold within a foreign country. An independent factory or produc
tion :price has not been established as provided in example (1) of paragraph 
(b)(2) of § 1.863-3. One-half of the gross receipts from the sale of such 
property shall be apportioned in accordance with the value of the corpora
tion's property witt in the United States and within the foreign country, the 
portion attributable to sources within the United States being determined 
by multiplying such one-half by a fraction the numerator of which consists 
of the value of the rorporation's property within the United States, and the 
denominator of which consists of the value of the taxpayer's property both 
within the United States and within the foreign country. The remaining 
one-half of such gross rereipts shall be apportioned in accordance with the 
gross sales of the corporation within the Vnited States and within the foreign 
country, tte portion attrit utable to sources within the United States being 
determined by multiplying such one-half by a fraction the numerator of 
which consists of the corporation's gross sales for the taxable year within. 
the United States, and the denominator of which consists of the taxpayer's 
gross sales for the taxable year both within the United States and within the 
foreign country. 

(5) Personal holding company income-(i) In general. An election shall ter
minate if for any taxable year of the corporation the corporation has gross receipts 
more than 20 percent of which is derived from royalties, rents, dividends, interest, 
annuities, and s1]es or exchanges of stock or securities, as determined in accord-
ance with the rules of this subparagraph. ' 

(ii) Gross receipts. (a) The term 'gross receipts" as used in section 1372(e) 
is not synonymous with "gross income". The test under section 1372(e) (4) 
and (5) shall be mace on the basis of totaJ gross receipts, except that, for purposes 
of section 1372(e) (5), gross receipts from the sales or exchanges of stock or securi
ties , ~hall be taken into account only to the extent of gains therefrom. The term 
"gross receipts'" means the total amount received or accrued under the method of 
accounting used by the corporation in computing its taxable income. Thus~ the 
total amount of receipt~ is not reduced by returns and allowance~, cQst, or deduc-
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tions. For example, gross receipts will include the total amount received or 
accrued during the corporation's taxable year from the sale or exchange of any 
kind of property, from investments, and for services rendered by the corporation. 
However, gross receipts does not include amounts received in nontaxable sales or 
exchanges, except to the extent that gain is recognized by the corporation, nor 
does that term include amounts received as a loan, as a repayment of a loan, as a 
contribution to capital, or on the issuance by the corporation of its own stock. 

(b) The meaning of the term "gross receipts" as used in section 1372(e) (4) 
and (5) may be further illustrated by the following examples: 
. Example (1). A corporation on the accrual basis sells property and receives 

payment partly in money and partly in the form of a note payable at a 
future time. The amount of the money and the face amount of the note 
would be considered gross receipt.s in t.he taxable year of the sale and would 
not be reduced by the adjusted basis of the property, the costs of sale, or any 
other amount. 

Example (2). A corporation has a long-term contract as defined in para
graph (a) of § 1.451-3 with respect to which it reports income accorrling to 
the percentage-of-completion method as described in paragraph (b)(l) of 
§ 1.451-3. The portion of the gross contract price which corresponds to the 
percentage of the entire contract which has been completed during the 
t.axable year shall be included in gross receipts for such year. 

Example (3). A corporation which regularly sells personal property on the . 
installment plan elects to renort its taxable income on the installment basis 
in accordance with section 453. The installment payments actually received 
in a given taxable year of the corporation shall be included in gross receipts 
for s ch year. 

(iii) Royalties. The term "royalties" as used in section 1372(e) (5) means aU 
royalties, including mineral, oil, and gas royalties .(whether or not the aggregate 
amount of such royalties constitutes 50 percent or more of the gross income of the 
corporation for the taxable year), and amounts received for the privilege of using 
patents, copyrights, secret processes and formulas, goo(lwill, trademarks, trade 
brandsz franchises, and other like rroperty. The provisions of sections 631 (b) 
and (C) and 1235 have no application in determining whether payments with 
respect to timber, coal, or patents are royalties for purposes of this subdivision. 
For the definition of ' mineral, oil, or gas. royalties" see paragraph (b) (11) (ii) 
and (iii) of § 1.543-1. For purposes of this subdivision, the gross amount of 
royalties shall not be reduced by any part of the cost of the rights under which 
they are received or by any amount allowable as a deduction in computing 
taxable income. 

(iv) Rents. The term "rents" as used in section 1372(a) (5)1 means amounts 
received for the use of, or right to use, property (whether real or personal) of 
the corporation, whether or not such amounts constitute 50 percent or more of 
the gross income of the corporation for the taxable year. The term "rents" 
does not include payments for the use or occupancy of rooms or other space 
where significant services are also rendered to the occupant, such as for the use 
or occupancy of rooms or other quarters in hotels, boarding houses, or apart:nent 
houses furnishing hotel services, or in tourist homes, motor courts, or motels. 
Generally, services are considered rendered to the occupant if they are primarily 
for his convenience and are other than those usually or customarily rendered in 
connect'ion with the rental of rooms or other space for occupancy only. The 
supplying of maid service, for example, constitutes such services; whereas the 
furnishing of heat and light, the cleaning of public entrances, exits, stairways and 
lobbies, the collection of trash, etc., are not considered as services rendered to the 
occupant. Payments for the use or occupancy of entire private residences or 
living quart~rs in duplex or multiple housing units, of offices in an office building, 
etc., are generally "rents" under section 1372(a)(5). Payments for the parking 
of automobiles ordinarily do not constitute rents. Payments for the warehousing 
of goods or for the use of personal property do not constitute rents if significant 
services are rendered in connection with such payments. 

(v) Dividends. The term "dividends" as used in section 1372(e) (5) include~ 
dividends as defined in section 316, amounts required to be included in gross 
income under section 551 (relating to foreign personal holding company income 
taxed to United States shareholders), and consent dividends determined as pro
vided in section 565. 

(vi) Interest. The term "interest" as used in section 1372(e)(5) means any 
amounts includible in gross income received for the use of money (including tax
exempt interest),l 

I See changes ma.de"in Notice of Proposed Rule Making issued March 17,1959, which follows. 
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(vii) Annuities. The term "annuities" as used in section 1372(e) (5) means the 
entire amount received as an annuity under an annuity, endowment, or life insur
ance contract, regardless of whether only part of such amount would be includible 
in gross income under section 72. 

(viii) Gross receipts from ~he sale of stock or securities. For purposes of section 
1372(e) (5), gross receipts from the sales or exchanges of stock or securities are 
taken into account only to the extent of gains therefrom. Thus, the gross re
ceipts from the sale of a particular share of stock will be the excess of the amount 
realized over the adjusted basis of such share. If the adjusted basis should equal 
or exceed the amount realized on the sale or, exchange of a certain share of stock; 
bond, etc., there would be no gross receipts resulting from the sale of such secu
rity. Losses on sales or exchanges of stock or securities do not offset gains on 
the sales or exchanges of other stock or securities for purposes of computing gross 
receipts from such sales or exchanges. Gross receipts from the sale or exchange 
of stocks and securities include gains received from such sales or exchanges by a 
corporation even though such corporation is a regular dealer in stocks. and secu
rities. For the meaning of the term "stocks. or s3curities" see paragraph (b) (5) 
(i) of § 1.543-1. 

(c) Years affected by termination. The termination of an election resulting from 
the occurrences descrir,ed in subparagraph (1), (3), (4), or (5) of paragraph (b) 
of this section is effective for the taxable year of the corporation in which occur 
the events causing the termination and for all succeeding taxable years of the 
corporation. Thus, if an electing small business corporation which is on a calen
dar year ending December 31, 1960, s~_ould issue a second class-of stock on De
cember 1, 1960, the election under section 1372(a) would terminate as of January 
1, 1960, and the termination would remain in effect for all future years unless 
and until a new election is made by the corporation. Generally, a termination 
by revocation described in paragraph (h) (2) of this section is effective for the 
taxable year in which it is made and for all sut-sequent taxable years if it is made 
during the first month of that year. However, a termination by revocation can
not be made effective for the first taxable year of the corporation for which the 
election is made. If the revocation is not made during the first month of a tax
able year, it is effective for the taxable year following the year in which it is 
made, and for all subsequent years. 

§ 1.1372-5 Election after termination. 
(a) In general. If a corporation has made a valid election and such election 

has been terminated, such corporation (or any successor corporation) is not eligible 
to make a new election for any taxable year prior to its fifth taxable year which 
begins after the first taxable year for which such termination is effective, unless 
consent to such new election is given by the Commissioner. The burden will be 
on the corporation to establish that under the relevant facts the commissioner 
should consent to a new election. The fact that more than 50 percent of the stock 
in the corporation is owned by persons who did not own any stock in the corpora
tion during the first taxable year for which the termination is applicable will tend 
to establish that consent should be granted. In the absence of such fact, consent 
will ordinarily be denied unless it can be shown that the event causing the termina
tion was not reasonably within the control of the corporation or shareholders 
having a substantial interest in the corporation, and was not part of a plan to 
terminate the election in which plan such shareholders participated. 

(b) Successor corporation. The term "successor corporation" as used in section 
1372(f) means any corporation- . 

(1) 50 percent or more of the stock of which is owned, directly or indirectly, 
by the same persons who, at any time during the first taxable year for which 
such termination was effective, owned 50 percent or more of the stock of the small 
business corporation with respect to which the election was terminated, and 

(2) (i) Which acquires a substantial portion of the assets· of such small business 
corporation, or 

(ii) A substantial portion of t~e assets of which were assets of such small 
business corporation. 
§ 1.1373 Statutory provisions; corporation undistributed taxable income taxed 

to shareholders. 
"SEC. 1373. Corporation undistributed taxable income taxed to shareholders-(a) 

General rule. The undistributed taxable income of an electing smalL business 
corporation for any taxable year shall be included in the gross income of the share
holders of such corporation in the manner and to the extent set forth in this section. 
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"(b) Amount included in gross income. Each person who is a shareholder of an 
'~lecting small business corporation on the last day of a taxable year of such cor
poration shall include in his gross income, for his taxable year in which or with 
which the taxable year of the-·corporation ·ends, the· amount he-would have re
ceived as a dividend, if on such last day there had been distributed pro rata to 
its shareholders by such corporation an amount equal to the corporation's undis
tributed taxable income for the corporation's taxable year. For purposes of this 
chapter, the amount so included shall be treated as an amount distributed as a 
·dividend on the last day of the taxable year of the corporation. 

"(c) Undistributed taxable income defined. For purposes of this section, the 
term 'undistributed taxable income' means taxable income (computed as provided 
in subsection (d» minus the amount of money distributed as dividends during 
the taxable year, to the extent that any such amount is a distribution out of earn
ings and profits of the taxable year as specified in section 316(a) (2). 

"(d) Taxable income. For purposes of this subchapter, the taxable income of 
an electing small business corpora~ion shall be determined without regard to

"(1) The deduction allowed by sectibn 172 (relating to net operating loss 
deduction), and 

"(2) The deductions allowed by part VIII of subchapter B (other than 
the deduction allowed by section 248, relating to organization expenditures)." 

[Sec. 1373 as added by sec. 64(a), Technical Amendments Act 1958 (72 Stat .. 1652)] 

§ 1.1373-1 Corporation undistributed taxable income taxed to shareholders. 
(a) In general-(1) Inclusion in gross income. Each person who is a shareholder 

·of an electing small business corporation on the last day of a taxable year of such 
corporation shall include in his gross income, for his taxable year in which or with 
which the tayable year of the corporation ends, the amount he would have received 
as a dividend if on such last day the corporation distributed pro rata to its share
holders an amount of money equal to its undistributed taxable income fOf the 
-cofporation's taxable year. The amount so included in the gross income of the 
shareholders is treated, for purposes of chapter 1 of the Code, as if it had been 
-distributed as a dividend on the last day of the corporation's taxable year. See, 
however, section 1375 for special rules applicable to distributions. 

(2) Shareholders affected by rule of section 1373. Only those persons who are 
shareholders of the corporation on the last day of the taxable year of the corpora
tion are required to include in their gross income the amounts specified in section 
1373. In determining who are the shareholders of the corporation on the last 
day of the taxable year for purposes of section 1373, the rules of paragraph (d) 
·of § 1.1371-1 shall apply. If stock is transferred 011 the last day of the taxable 
year of the corporation, the transferee (and not the transferor) will be considered 
the shareholder of such Istock for purposes of section 1373. A donee or purchaser 
of stock in the corporation is not considerEd a shareholder unless such stock is 
acquired in a bona fide transaction and the donee or purchaser is the real owner 
{)f such stock. The circumstances, not only as of the time of the purported trans
fer but also during the periods preceding and following it, will be taken into con
sideration in determining the bona fides of the transfer. Transactions between 
members of a family will be closely scrutinized. 

(b) Determination of amount included by shareholder-so To determine the 
amount each shareholder mnst include in his gross income as provided in para
graph (a) of this section, it is necessary to-

(1) Compute the taxable income of the electing small business corporation for 
its ta'X-able·year in accordance with. the prov1.siom; of :rar~gra1)h (c) of this section, 

(2) Determine in accordance with paragraph (d) of this section the amount of 
money dii'itributed as dividends during the taxable year out of earnings and profits 
·of such taxable year, 

(3) Subtract the amount determined in subparagraph (2) of this paragraph 
from the amount computed in subparagraph (1) of this paragraph. The result 
is the undistributed taxable income for the taxable year, 
. (4) Determine in accordance with paragraph (e) of this section the amount 
that would be treated as a dividend to such shareholder if an amount of money 
·equal to such undistributed taxable income were distributed pro rata to the 
shareholders of the corporation on the last day of the taxable year of the cor
poratioTl in a distribution which is not in. exchange for stock. 

(y) Computation of taxable income. The taxable income of an ejecting small 
business corp'oration is computed in the same . manner as it would be computed 
if ,no election had been made, with the following exceptions: 
l (1). The d~dllcti<?n allowed by section 172 (relating to net operating loss 
·deductions) is disregarded, and . 
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(2) The special corporate deduction~ allowed by part VIIIof subchapter B of" 
'chwter 1 of the Code (other than the deduction allowed by section 248, reI at,;. 
ing to organization expenditures) are disregarded. , 

(d) Determination of dividends in money out of earnings and profits of the' 
taxable year. In applying section 316(a) to distributions bi an electing small 
business corporation, earnings and profits of the taxable year are first allocated to
actual distributions of money made during such taxable year which are not in 
exchange for stock. Therefore, such' distributions of money are dividends froin 
earnings and profits of the taxable year to the extent of such earnings and profits 
even though there may be distributiop.s of property other than mon~y during 
such taxable year or constructive distributions pursuant to section 1373(b) at 
the end of such taxable year. If'stIch distributions of money Ipade during the, 
taxable year exceed the earnings and profits of such year, then that proportion 
of each such distribution which the total of the earnings and profits of the year
bears to the total of such distributions made during the year shall be regarded 
a"l out of the earnings and profits of tbat ~ear. For purposes of sec,tion 1373(c) a 
distribution of money does not include 'a distribution of an obligation of the cor
pontion or a distributioll of property other than money in satisfaction of a 
dividend declared in money. See section 1377(b) for special rule relating to com
putation of earnings and profits of an electing small business corporation for 
any taxable year. , " 

(e) ,Dividend resulting from ,constructive distr-ibution of undistributed taxable' 
income. The amount which would be treated as, a dividend if the undistributed 
taxable income were distributed on·the last day of the taxalJle year -is determfned 
in accordance with section 316. In determining the extent to which distributions 
of an electing small business corporation are out of earnings and profits of the 
taxable year, the following rules apply: ' 

(1) Earnings and profits of the, taxable year are first allocated to the actual 
distributions of money described in paragraph (d) of this section. ' 

(2) The excess of such earnings and profits over such actual distrihutions of 
money is allocated ratably to the constructive distribution of undistributed 
taxable income and actual distributions of property other than money (taken 
into account at fair market value for purposes of this allocation) which are not 
in exchange for stock, and , . . 

(3) 'The remainder of such earnings and profits is available to be allocated to 
distributions in exchange for stock of the corporation such as distributions under 
section 302 or 331. 

(f) When distributions are c,onsidered made. An actual distribution by. an 
electing small business corporation will be considered to be made only at the 
time it is rece;ved by the shareholder, and earnings and profits of such corpora
tion shall riot be reduced with respect to such distribution before such time. 

(g) Examples. The provisions of 'this section may be illustrated by the follow':' 
ing examples: , " , 

Example (1). An electing ,small business corporation has taxable income 
and current earnings and profits of $100,000 for its taxable year. During 
that year it distributes $80,000 in money among its 10 equal shareholders~ 
The $8,000 received by each shareholder in that year is included in his gross 
income (for his taxable 'year iii which it was received) as a dividend ,from 
current earnings and profits. The l,uidistributed taxable income of the cor':' 
poration for the taxable year is ',~2(J,OOO ($100,000 minus $80,000 dividends 
in money). Since each shareholder would have received a dividend of 
$2,000 'if the undistribut~d taxable income had been distributed pro rata; 
that amount must be included 'i:i,~ a dividend in the gross income of each 

;,. shareholder for his taxable 'year 'in which or with which the taxable year 'Of 
the corporation ends.. , , " 

Example (2). Assume tbe same, factsl;ts in example (1) except that th~ 
corporation has only $70,000 of 'taxable income. The differEmce bet-weeri 
ta){abl~ income and current earnings and' profits of $100,000 is attribu'ta:ble 
'to the, fact that certain dedu.ctions :'al~owablein computing taxable incoine 
(such as percentage depletion in excess of cost depletion) do not d~crease 
earnings ~ 'and profits. The distribtition's 'of $80,000 during the taxabl~ year 
are still'included as dividends in th'e gross"income of the shareholders since 
they, are distributions out of earnings and profits. However, there is no 
amount to be included under section 1373(b) since the co;rporationhas 'nQ 
undistributed taxable income for the taxable year. -, 

E~ample (3). An :electing smalr'business corporation has taxable .inQ(jme 
arid earnIngs and profits of $10,000 for its taxable year. The ~orpp'rat.io~ 
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has no accumulated earnings and profits as of the beginning of the taxable 
year. During the taxable year it distributes property other than morey 
with a: basis of $10,000 and a fair market value of $20,000. The undis
tributed taxable income of the corporation is $10,000 since the property 
distribution does not reduce taxable income for purposes of that computa
tion. However, the current earnings and profits are allocated ratably to 
the constructive distribution of undistributed taxable income and the dis
tribution of property, taken into account at fair market value; that is, $3,333 
to the constructive distribution and $6,667 to the distribution of property. 
Therefore, although undistributed taxable income is 810,000, only $3,333 
would be treated as a dividend on a distribution of undistribut.ed taxable 
income, and that is the amount the shareholders include pro rata in gross 
income pursuant to section 1373(b). The distribution of property is a 
dividend only to the extent of $6,667. 

Example (4). Assume the facts are the same as in example (3) except 
that the corporation has accumulated earnings and profits of $20,000 as of 
the beginning of the taxable year. The $20,000 accumulated earnings aT d 
profits at the beginning of the taxable year are sufficient to cover that portion 
of the distribution of property which is not out of current earnings aLd 
profits ($13,333) and that portion of the constructive distribution which is 
not out of current earnings and profits ($6,667). Therefore, both distribu-

ons will be fully taxable as dividends. 
Example (5). An electing small business corporation has taxable income 

and current earnings and profits of $100,000 for the taxable year. There 
are no accumulated earnings and profits as of the beginning of the taxable 
year. During the taxable year the corporation distributes $50,000 in a 
redemption that qualifies under section 302(a). The undistributed taxable 
income of the corporation is $100,000. Since the current earnings and profits 
of $100,000 are first allocated to the constructive distribution of $100,000', 
that amount is includible in the gross income of the persons who were share
holders on the last day of the taxable year. 

Example (6). Corporation X of which A and B are each 50-percent share
holders has been an electing small business corporation for several years. 
Shortly before its t.axable year 1962, corporation X adopts a plan of complete 
liquidation. During 1962 it has $3,{)00 of taxable income and earnings and 
profits. The only distributions made during 1962 are distributions in liqui
-dation. The final distribution is made on October 15, 1962, after which 
corporation X retains no assets ann is no longer in existence for tax purposes. 
Corporation X has $3,000 of undisbributed taxable income for its taxable 
year ended October 15, 1962, a~d A and B must each include $1,500 for his 
taxable year in which ends the taxable year of corporation X. Under section 
1376(a), A and B both increase the b~sis of their respective shares in corpo
ration X by $1,500, and this increase is taken into account in determining 
gain or loss on the liquidation of corporation X. 

§ 1.1374 Statutory provisions; corporation net operating loss allowed to share-
: holders. 
: "SEC. 1374. Corporation net operating loss allowed to shareholders-(a) General 
rule. A net operating loss of an electing small business corporation for any tax
able year shall be alloW'ed as a deduction from gross income of the shareholders of 
such corporation in the manner and to the extent set forth in this section. 

"(b) Allowance of deduction. Each person who is a shareholder of an electing 
small business corporation a t any time during a taxable year of the corporation 
in which it has a net operating loss shall be allowed as a deduction from gross 
income, for his taxable year in which or with which the taxable year of the cor
poration ends, an amount equal to his portion of the corporation's net operating 
loss (as determined under subsection (c». . 

/l(e) Determination- of shareholder's portion-(l) In general. For purposes of 
-this section, a shareholder's portion of the net operating loss of an electing small 
Qusiness corporation is _ his pro rata share of the corporation's net operating loss 
(computed as provided in section 172(c), except that the deductions provided in 
part VIII (except section 248) of subchapter B shall not be allowed) for his taxable 
year in which or with which the taxable year of the corporation ends. For purposes 
of this paragraph, a shareholder's pro rata share of the corporation's net operating 
loss-is the sum of the portions of the corporation's daily net operating loss attrib
utable on a pro rata basis to the shares held by him on each day of the taxable 
y.e~. For purposes of the-preceding sentence, the corporation's daily net operat-
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ing loss is the corporation's net operating loss divided by the number of days in the 
taxable year. 

"(2) Limitation. A shareholder's portion of the net operating loss of an electing 
small business corporation for any taxable year shall not exceed the sum of-

II (A) The adjusted basis (determined without regard to any adjustment 
under section 1376 for the taxable year) of the shareholder's stock in the 
electing small business corporation, determined as of the close of the taxable 
year of the corporation (or, in respect of stock sold or otherwise disposed of 
during such taxable year, as of the day before the day of such sale or other 
disposition), and . 

"(B) The adjusted basis (determined without regard to any adjustment 
under section 1376 for the taxable year) of any indebtedness of the corpora
tion to the shareholder, determined as of the close of the taxable year of the 
corporation (or, if the shareholder is not a shareholder as of the close of such 
taxable year, as of the close of the last day in such taxable year on which 
the shareholder was a shareholder in the corporation). 

"(d) Application with other provisions-(I) In general. The deduction allowed 
by subsection (b) shall, for purposes of this chapter, be considered as a deduction 
attributable to a trade or business carried on by the shareholder. . 

"(2) Adjustment of net operating loss carrybacks and carryovers of shareholders. 
For purposes of determining, under section 172, the net operating loss carry backs 
to taxable years beginning before January 1, 1958, from a taxable year of the 
shareholder for which he is allowed a deduction under subsection (b) ,such deduc
tion shall be disregarded in determining the net operating loss for such taxable 
year. In the case of a net operating loss for a taxable year in which a shareholder 
is allowed a deduction under subsection (b), the determination of the portion of 
such loss which may be carried to subsequent years shall be made without regard 
to the preceding sentence and in accordance with section 172(b) (2), but the sum 
of the taxable incomes for taxable years beginning before January 1, 1958, shall 
be deemed not to exceed the amount of the net operating loss determined with 
the application of the preceding sentence." 

[Sec. 1374 as added by sec. 64(a), Technical Amendm(lnts Act 1958 (72 Stat. 1653)] 

§ 1.1374-1 Net operating losses involving electing small business corporations. 
(a) Deduction not allowed to corporation. Under section 1373(d), an electing 

small business corporation is not allowed a deduction for a net operating loss. 
Under section 172 (h) , a net operating loss sustained in t:;1xable years in which a 
corporation is an electing small business corporation is disregarded in computing 
the net operating loss deduction of the corporation for taxable years in which it 
is not an electing small business corporation. In applying section 172(b) (1) and 
(2) to a net operating loss sustained in a taxable year in which the corporation 
was not an electing small business corporation, a taxable year in which the cor
poration was an electing smalJ business corporation is counted as a taxable year 
to which such net operating loss is carried back or over. However, the taxable 
income for such year as determiner!. under section 172(b) (2) is treated as if it 
were zero for purposes of computing the balance of the loss available to the 
corporation as a carryback or ' carryover to other taxable years in which the 
corporation is not an electing small business corporation. 

(b) Deduction allowed to shareholders-(I) In general. Under section 1374 
(a), the net operating loss of an electing small business corporation is allowed as 
a deduction from gross income of the shareholders of such corporation. Each 
person who is a shareholder in such corporation at any time during a taxable, 
year of the corporation in which a net operating loss is sustained by the corpora
tion is entitled to a deduction for his pro rata share of such loss. The net operat~ 
ing loss of an electing small business corporation for any taxable year,is computed 
as provided in section 172(c), except that the deductions provided in part VIII 
of subchapter B of chapter 1 of the Cone (except section 248) are not allowed. 

(2) Year of shareholder in which deduction allowable. The deduction allowed 
shareholders by section 1374(b) is a deduction for the taxable year of the share. 
holder in which or with which the taxable year of the corporation ends. Therefore, 
if a shareholder dies before the end of the taxable year of the corporation, neither 
he nor any other person is entitled to '1 dedllction for his pro rata shar,e of the 
corporation's net operq,ting loss for such taxable year. 

(3) Pro rata share. A shareholder's pro rata share of the net operating loss of 
an electing small business corporation is computed as follows: • , 

(i) Divide the corporation's net operating loss by the number of days in the
taxable year of the corporation, thus determining the daily net operating loss of 
the corporation. 
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(ii) Determine for each day the shareholder's portion of such daily net operat
ing loss by applying to such loss the r<ttio which the stock owned by the share
holder on that day bears to the total stock outstandmg on that day. 

(iii) Total the shareholder's daily portions of such daily net operating loss of 
the corporation for its taxable year. 

For purposes of the rule in this subparagraph, shares of stock which are trans
ferred during the year are considered to be held by the transferee (and not the 
transferor) as of the day of the transfer. 

(4) Limitation on deduct'ion-(i) In general. Under section 1374(c) (2), the 
am01Jnt of the net operating loss of the electing small business corporation for any 
taxable year which may be deducted by any shareholder under section 1374(c) (1) 
shall not exceed the sum of: 

(a) The adjusted basis of the shareholder's stock in the electing small businsss 
corporation, and 

(b) The adjusted basis of any indebtedness of the corporation to the share
holder. 

(ii) Time for determini"/,g basis of slock and indebtedness. The adjustfd basis of 
the stock of, or indebtedness to, the shareholder for purposes of subdivision (i) of 
this subparagraph is determined as of the close of the taxable year of the corpora
tion, except that-

(a) The adjusted basis of stock which is sold or otherwise disposed of during 
the taxable year of the corporation is determined as of the close of the day of 
such sale or other disposition, and 

(b) If the shareholder is not a shareholder as of the close of the taxable year 
of the corporation, the adjusted basis of any indebtedness of the corporation to 
the shareholder is determined as of the close of the last day in such taxable year 
on which he was a shareholder. 

(iii) Computation of basis of stock and indebtedness. In computing the adjusted 
basis of stock and indebtedness for purposes of determining how much of a net 
operating loss may be deducted by a srareholder, any decrease in basis required 
by section 1376(b) because of such loss shall be disregarded. However, adjust.:. 
ments to the basis of stock and indebtedness under section 1376 for prior years are 
to be considered. 

§ 1.1374-2 Application with other provisions. 
The deduction allowed shareholders by section 1374 shall, for purposes of 

chapter 1 of the Code, be considered as a deduction attributable to a trade or 
business carried on by the shareholder. Thus, it is allowable in computing ad
justed gross income, and is not subject to the limitations of section 172(d) (4) 
(relating to nonbusiness deductions) in computing the net operating loss of a 
shareholder. Also, it is a deduction of the type on which a limitation may be 
imposed under section 270 (relating to "hobby losses"). 

§ 1.1374-3 Pre-1958 taxable years. 
The deduction allowed by section 1374(b) is disregarded in determining the 

amount of the shareholder's net operating loss for purposes of determining the 
net operating loss carrybacks to taxable years beginning prior to January 1, 
1958. The deduction is to be given effect, however, in computing the amount of 
the shareholder's net operating loss for purposes of carrying the same over or 
back to any year other than a year beginning prior to January 1, 1958. For 
purposes of determining the amount of the net operating loss which may be car
ried to such years, the loss shall not be diminished by taxable income for years 
beginning before January 1, 1958, except to the extent that it was allowed to 
offset income of those years. 

§ 1.1374-4 Examples. 
The operation of section 1374 may be illustrated by the following examples: 

Example (1). Corporation X, an electing small business corporation, has 
a net operating loss of $10,000 for its taxable year ending December 31, 1960. 
At all times during its taxable year 1960 the corporation had as shareholders 
the same 10 individuals, each of whom owned one-tenth of the stock on each 
day of the corporation's taxable year. As a result of the corporation's net 
operating leiSS, each of the 10 shareholders has a $1,000 deduction for his 
taxable year in which or with which the taxable year of the corporation ends, 
assuming that such amount does not exceed the limitation of section 
1374(c) (2). 

Example (2). Assume the same facts as in example (1) except that A, one 
of the shareholders of the corporation, sells his stock to B on JUly 2, 1960, 
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and B holds the stock for the remainder of the year. A and B would each 
have a $500 deduction resulting from the corporation's net operating loss, 
assuming that such amount does not exceed the limitation of section 
1374(c) (2). If A's taxable year ends November 30, 1960, the $500 item will 
be a deduction in his taxable year ending November 30, 1961. See para
graph (a) of § 1.1376-2 for rule requiring A to reduce basis of his stock in 
determining gain or loss on the sale to B. 

Example (3). B is entitled under section 1374 to a deduction in his taxable 
year 1958 of $6,000 as his share of the net operating loss of an electing small 
business corporation. During 1958 he has a net operating loss, computed 
without regard to such $6,000 deduction, of $20,000. In each of his taxable 
years 1955, 1956, and 1957, he had taxable income of $9,000. In each of his 
taxable years 1959 and 1960 he had taxable income of $3,000. Under section 
1374(d) (2), the net oper:1ting loss carryback from 1958 to 1955, 1956, and 
1957 does not include the $6,000 deduction resulting from the loss of the small 
business corporation, so that there is $7,000 of taxable income remaining in 
the year 1957 after the carryback. For purposes of carrying the 1958 net 
operating loss forward to 1959 and 1960, the $6,000 amount is included in the 
net operating loss, and is not reduced by taxable income of years prior to 1958. 
Therefore, the taxable income for the taxable years 1959 and 1960 is reduced 
to zero by the carryover. 

§ 1.1375 Statutory provisions; special rules applicable to distributions of electing 
small business corporations. 

"SEC. 1375. Special rules applicable to distributions of electing small business 
corporations-(a) Capital gains-(l) Treatment in hands of shareholders. The 
amount includible in the gross income of a shareholder as dividends (including 
amounts treated as dividends under section 1373(b») from an electing small busi
ness corporation during any taxable year of the corporation, to the extent that 
such amount is a distribution of property out of earnings and profits of the taxable 
year as specified in section 316(a) (2), shall be treated as a long-term capital gain 
to the extent of the shareholder's pro rata share of the excess of the .corporation's 
net long-term capital gain over its net short-term capital loss for such taxable 
year. For purposes of this paragraph, such excess shall be deemed not to exceed 
the corporation's taxable income computed as provided in section 1373(d) for the 
taxable year. 

"(2) Determination of shareholder's pro rata share. A shareholder's pro rata 
share of such excess for any taxable year shall be an amount which bears the same 
ratio to such excess as the amount of dividends described in paragraph (1) includ
ible in the shareholder's gross income bears to the entire amount of dividends 
described in paragraph (1) includible in the gross income of all shareholders. 

"(b) Dividends received credit not allowed. The amount includible in the gross 
income of a shareholder as dividends from an electing small business corporation 
during any taxable year of the corporation (including any amount treated as a 
dividend under section 1373(b» shall not be considered a dividend for purposes 
of section 34, section 37, or section 116 to the extent th3t such amount is a distribu
tion of property out of earnings and profits of the taxable year as specified in 
~ection 316(a) (2). For purposes of this subsection, the earnings and profits of 
the taxable year shall be deemed not to exceed the corporation's taxable income 
(computed as provided in section 1373(d)) for the taxable year. 

"(c) Treatment of family groups. Any dividend received by a shareholder from 
~n electing small business corporation (including any amount treated as a dividend 
under section 1373(b)) may be apportioned or allocated by the Secretary or his' 
delegate between or among shareholders of such corporation who are members of 
such shareholder's family (as defined in section 704(e)(3)), if he determines that 
such apportionment or allocation is necessary in order to reflect the value of serv
ices rendered to the corporation by such sha.reholders. 

"( d) Distributions of undistributed taxable income previously taxed to share
holders-(l) D~'stributions not considered as dividends. An electing small business 
corporation may distribute, in accordance with reguhttions prescribed by the 
Secretary or his delegate, to any shareholder all or any portion of the shareholder's 
net share of the corporation's undistribut.ed taxable income for tax9,ble years 
prior to the taxable year in which such distribution is made. Any such distribu
tion shall, for purposes of this chapter, be considered a distribution which is not 
a dividend, but the earnings and profits of the corporation shall not be reduced 
by reason of any such distribution. 
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Il (2) Shareholder's net share of undistributed taxable income. For purposes of 
this subsection, a shareholder's net share of the undistributed taxable income of 
an electin~ small business corporation is an amount equal to-

Il (A) The sum of the amounts included in the gross income of the share
holder under section 1373(b) for all prior taxable years (excluding any taxable 
year to which the provisions of this section do not apply and all taxable years 
preceding such year), reduced by 

"(B) The sum of- -
II(i) The amounts allowable under section 1374(b) as a deduction 

from gross income of the shareholder for all prior taxable years (excluding 
any taxable year to which the provisions of this section do not apply and 
all taxable years preceding such year), and 

II (ii) All amounts previously distributed during the taxable year and 
all nrior taxable years (excluding any taxable year to which the provisions 
of this section do not apply and all taxable years preceding such year) 
to the shareholder which under paragraph (1) were considered distribu
tions which were not dividends." 
[Sec. 137.5 as added by sec. 64(a), Technical Amendments Act 1958 (72 Stat. 1654)] 

§ 1.1375-1 Special rules applicable to capital gains. 
(a) In general. The amount includible by a shareholder in gross income as 

dividends received from an electing small business corporation during any t2,xable 
year of such corporation shall be treated as long-term capital gain to the extent, 
if any, of such shareholder's pro rata share of the excess of the corporation's net 
long-term capital gain over its net short-term capital loss for such taxable year. 
For this purpose such excess shall not exceed the taxable income (as defined in 
section 1373(d) of the corporation for the taxable year. This capital gain treat
ment applies both to actual distributions of dividends and to amounts treated as 
dividends pursuant to section 1373(b); however, it applies only to the extent that a 
dividend is out of earnings and profits of the current taxable year of the 
corporation. 

(b) Determ.ination of pro rata share. To compute a shareholder's pro rata 
share of capital gain it is necessary to determine-

(1) The excess of the corporation's long-term capital gain over its short-term 
capital loss for the taxable year; 

(2) The corporation's taxable income (as defined in section 1373(d») for the 
taxable year; 

(3) The amount of dividends from earnings and profits of the current taxable 
year included in such shareholder's gross income, determined in accordance with 
paragraphs Cd) and (e) of § 1.1373-1; and 

(4) The- amount of dividends from earnings and profits of the current taxable 
year included in the gross income of all shareholders of the corporation during 
such taxable year. 

The pro rata share is the amount which bears the same ratio to the lesser of the 
amounts determined in subparagraphs (1) 9,nd (2) of this paragraph as the amount 
determined in subparagraph (3) of this paragraph bears to the amount deter
mined in subparagraph (4) of this paragraph. 

(c) Allocation of capital gains to various dt'stributions. If distributions of divi
dends (including amounts treated as dividends under section 1372(b» 1 out of the 
earnings and profits of the taxable year of an elect.ing small business corporation 
are made to a shareholder at different times during the corporation's taxable year, 
the amount treated as capital gain to the shareholder pursuant to section 1375(a) 
shall be allocated ratably to the various distributions of such dividends. Thus, if 
the taxable year of the corporation includes portions of two taxable years of the 
shareholder, and in both of such years of the shareholder there are distributions 
treated as dividends out of earnings and profits of the corporation's taxable year, 
part of the capital gain is allocated to the earlier taxable year of the shareholder 
and part to the later taxable year. 

Cd) Level for determining character of gain. Ordinarily, for purposes of deter
mining whether gain on the sale or exchange of an asset by an electing small 
business corporation is capital gain, the character of the asset is determined at the 
corporate level. However, if an electing small business corporation is availed of 
by any shareholder or group of shareholders owning a substantial portion of the 
stock of such corporation for the purpose of selling property which in the hands of 
such shareholder or shareholders would not have been an asset, gain from the 

1 See changes made in Notice of Proposed Rule Making issued March 17,1959, which follows. 
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sale of which would be capital gain"then the gain on the sale of such property by 
the corporation shall not be treated as a capital gain. For this purpose, in deter
mining the character of the asset in the hands of the shareholder, the activities of 
other electing small business corporations in which he is a shareholder shall be 
taken into consideration. 

(e) Examples. The application of this section may be illustrated by the follow
ing examples: 

Example (1). An electing small business corporation which has three 
equal shareholders has net long-term capital gain in excess of net short
term capital loss of $9,000 for its taxable year 1959. In that year it has 
taxable income (as defined in section 1373 (d» and current earnings and 
profits in excess of $9,000, but makes no distributions. Of the undistributed 
taxable income includible in the gross income of each of the three share
holders pursuant to section 1373 (b) as dividends deemed received, $3,000 
is treated as long-term capital gain. 

Example (2). An electing small business corporation which has four equal 
shareholders has taxable income (as defined in section 1373(d» and current 
earnings and profit3 of $80,000 for the taxable year. It has an excess of 
$100,000 of net long-term capital gain over net short-term capital loss for 
the taxable year. The corporation distributes $100,000 in money during 
the taxable year, $25,000 to each shareholder, all of which is treated as a 
dividend since the corporation had a substantial amount of accumulated 
earnings and profits at the beginning of the taxable year. However, since 
the amount which will be treated as long-term capital gain in the hands of 
the shareholders cannot exceed the corporation's taxable income for the 
taxable year, and is limited to distributions out of earnings and profits 
of the taxable year, the amount which can be treated as a long-term capital 
gain by each shareholder is $20,000. 

Example (3). An electing small business corporation on the calendar year 
has two equal shareholders on fiscal years ending June 30. For the taxable 
year 1959 the corporation has taxable income and current earnings and profits 
of $200,000 (includin~ a long-term capital gain of $80,000). The corp')ra
tion distributes cash dividends of $75,000 to each of its shareholders on March 
15, 1959, and $25,000 to each on September 15, 1959. Each shareh0lder's 
pro rata share of the corporation's capital gain is $40,000 (Y2 of $80,000) . . 

of this share of the capital gain, $30,000 ($~~~,oggoX$40,000) is includible 

by each shareholder in his taxable year ending June 30, 1959, and $10,000 
thereof in his taxable year ended June 30, 1960. 

§ 1.1375-2 Dividends received exclusion and credit not allowed. 
(a) In general. Under section 1375 (b), the amounts includible in the gross 

income of a shareholder as dividends from an electing small business corpora
tion (including amounts treated as dividends under section 1373(b» are not 
considered dividends for purposes of section 34 (dividends received credit), 
section 37 (retirement income credit), and section 116 (partial dividends exclusi'm) 
to the extent that such amounts are distributions out of the earnings and profits 
of the taxable year. For purposes of the preceding sentence, the earnings and 
profits of the taxable year are deemed not to exceed the corporation's taxable 
income (as defined in section 1373 (d». For rules as to the allocation of the earn
ings and profits of the taxable year to distributions made during the year, see 
paragraphs (d) and (e) of §1.1373-1. 

(b) Examples. The following examples illustrate the application of section 
1375(b) and paragraph (a) of this section: 

Example (1). An electing small business corporation has taxable income 
(as defined in section 1373(d» and earnings and profits of $10,000 for the 
taxable year and accumulated earnings and profits of $20,000 at the beginning 
of the taxable year. During the taxable year the corporation distributes a 
dividend of $15,000 in money. Of the amount distri'1uted, $10,000 is not 
entitled to the dividends received exclusion under section 116 or the credits 
under section 34 or 37, since it is paid out of the earnings and profits of the 
corporation's taxable year. The $5,000 paid out of accumulated earnings 
and profits is considered a dividend for purposes of the exclusion and credits. 

Example (2). Assume the same facts as in example (1), except that the tax
able !ncome for the taxable year is $9,000 and the corporation also received 
$1,000 of tax-exempt interest on certain governmental obligations. Of the 
$15,000 distributed, only $9,000 would not be considered a dividend for pur
poses of the dividends received exclusion under section 116 or the credits 
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!Under section 34 or 37, since, for purposes of section 1375(b), the earIl,ings and 
profits for the taxable year are deemed not to exceed taxable income (as 
defined in section 1373(d)) . 

. § 1.1375-3 Treatment of family groups. 
(a) In ,qeneral. Pursuant to section 1375(c) any dividend received by a share

holder from an electing small business corporation (including any amount treated 
'as a dividend under section 1373(b)) may be apportioned or allocated by the 
'district director between or among shareholders of such corporation who are 
members of such shareholder's familv, if he determines that such apportionment or 
allocation is necessarv in order to reflect the value of services rendered to the corpo
ration by such shareholders. In determining the value of services rendered by a 
shareholder, consideration shall be given to all the facts and circumstances to all 
the fads and circumstances of the husiness, including the managerial respoTlsibiIi
ties of the shareholder. and the amount that would ordinarily be paid in order to 
obtain comparable services from a person not having an interest in the corDoration. 
The taxahle income of the cornorll.tion shall be neither increased nor decreased 
because of the re"lIlop<>t.ion of nivirlends nTldf'r sertioYl 1375(c). The amount re
allocatf'd shalI be considered a dividend to the shareholder to whom it is reallocated. 

(h) Family defined. For nllrnns"s of sP.('tirl'l 1~7.1"(c). the family of an individual 
-shall include only his spouse, ancestors, and lineal descendants. 

(c) Example. The provisions of section 1375(c) may be illustrated by the 
following example: 

Example. The stock of an electing small business corporation is owned 
50 percent by F and 50 percent bv S, a minor son of F. For the taxable 
year the corporation has $80,000 of taxable income and earnings and profits. 
Durintr the year the corporation distributes dividends (includintr amounts 
treated as dividends under section 1373(b)) of $35,000 to F and ~35,000 to S. 
Compensation of $10,000 is paid bv the corporation to F for services rendered 
·durinq; the year, and no compensat.ion is paid to S, who rf'ndered no services. 
Based on the relevant facts, a reasonable compensation for the sprvices ren
dered bv F would be $30,000. In the discretion of the district director, up 
to $10,000 of the $25,000 dividend received by S may, for tax purposes, be 
allocated to F.I 

(d) Effect nf 'Waiver of dividends resul#ng in disproport'ionate distriblll1:ons among 
-members of family. If a non-nro rata distribution of dividends is mfl.rle to mem
"bers of a family grouD, the rrember of sllch group who receives les, than his pro 
rata share of sllch distriblltion will be deemed to have waived his right to divi
dends to the extent tha.t his distribution is less t.ha.n his nro rfl.t;), shfl.re, 11nless he 
can estHblish that the distribution was made disnronortion'J.telv withollt his con
sent. In the cll.se of snch a wa.iver, the fj.mount distributed to members of the 
family grOllD sha11 be refl.llocated among alI the members of the group in accord
ance with the nnmber of shares owned by each member. 

§1.1375-4 Distribution of previomly taxed income. 
(a) In general. Under section 1375(d)(l), a distribution by an electinq; small 

business corporation to a shareholder of all or anv portion of his net sh.are of 
previously taxed income is considered a distribution which is not a dividend. 
Such a distribution reduces the basis of the sh.areholder's stoc', in the cornoration 
in accordance with section 301(c) (2) , and, if it exceeds such hasis, is subject to 
the provisions of section 301 (c)(3). The earninq;s amI profits of the corporations 
-are not reduced hv reason of such a distribution. If an election is terminated 
under section 1372(e). the corporation may not, durinq; the first taxable vear to 
which the termination apolies or during any subsequent taxable year, distribute 
previouslv taxed income of tax.able years prior to the termination as a nondividend 
·distribution pursuant to this section. 

(b) Source of distribution. Except as provirlen in paragraph (c) of this sec
tion, any actual distribution of money by ap electing small bnsineRs corDoration 
to a. sharehokler which, but for the operation of this section, would be a rlivi
dend Ol1t of accumulated earnings ann profits shall be cOI1:;;irlereri a nistribution 
1)Ipreviouslv taxen income to the extent of the shareholder's net share of nrevi
ously taxer! income immeniately before the rlist.ribut.ion. Th11s, a nistribution of 
pronerty other than money or a distribution in exchange for stock, or a con
structive rlistriblltion unrler section 1373 (bl, is never a distribution of previously 
taxerl income. Since current earnings anrl profits are first anplied to Clistribu
tions of money which are not in exchange for stock (see paragraphs (d) and 

1 See changes made in Notice of Proposed Rule Making issued March 17. 1959. which follows. 
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(e) of § 1.1373-1), a distribution of previously taxed income may" occur only 
if'during its taxable year the corporation makes such money distr,ibutions in 
excess of its earnings and profits for such taxable year. 

(c) Election. An electing small business corporation may, with the consen~ 
of all its shareholders, elect to treat, distributions as out of accumulated earnings 
and profits rather than 'as distributions of previously taxed in,come. SUGh 
election must be filed with the return required under section 6037. Such election 
applies only with respect to distributions made by the corporation during the' 
taxable year to which such return relates. ', ., 

(d) Shareholder's net share of previously taxed income. A .shareholder's ne~ 
shl;1re of previously taxed income as of the time of a diRtribution .is-

(1) The sum of the amounts included in the , gross income of the shareholder 
under section 1373(b) for all of his taxable, years ending before the [distri.bution,. 
less ~ " 

(2) The sum of- , " ,,' _, , 
(i) The amounts allowable under section 1374(b) as a deduction from :gross 

income of the shareholder for all of his taxable years ending before the distribu-
tion, aurl ' , " ' . ' , ' . 

(ii) The amounts previously distributed to the shareholder during his current 
taxable year and all of his prior taxable years, which, under section 137,5 (d), (1), 
were not considered dividends. " ' 
In co~puting the sum of the amounts included in gross income under section 
V~n(b), onlY the amount included on the shareholder's income tax return for a 
prbr taxable year is taken into account, unless the shareholder is not required to 
file a return for such prior taxable year. The amounts allowable under section 
1374(b) as 'a neduction means all allowable deductions whether or not claimed 
on the income tax return of the shareholrler and whether or not resulting in any 
tax benefit. I( a new election is made subsequent to a termination uurler ,section 
1372(e) of a prior election, a shareholrler's net share of previously taxed income is 
determined solely by reference to taxable years which are subject to the new 
election. 

(e) Benefits not transferable. A shareholder's right to nondividend distributions 
under this section is personal and cannot in any manner be transferred, to another. 
If a share h ,lder transfers part but not all of his stock in an electing small business 
corporation his net share of previously taxed income is not reduced by re~on of 
the transfer and the transferee does not' acquire any part .of such net share. 
If a shareholder transfers all of his stock in an electing small business corp')ration, 
any right which he may have had to' nondivident treatment upon the receipt of 
distributions lapses entirely unless he again becomes a shareholder in the cor .. 
poration while it is subject to the same election. 

(f) Record requirement. ,A record of the net share of previously taxed income 
of each shareholder shall be maintained by the electing small business corporation. 
In addition, each shareholder of such corp'Jration shall keep a record of his own 
net share of previously taxed income and shall make such record available to the 
corporation for its information. 

(g) Examples. The operation of this section may be illustrated by the following 
examples: ' 

Example (1). (i) Corporation X, of which A (a calendar year taxpayer) is 
the sole stockholder is an electing small business corporation for its taxable 
years ended December 31, 1958, 1959, and 1960. For its taxable year 1958 
it has a net operating loss of $10,000. For its taxable year 1959 it has undis
tributed taxable income of $50,000. Assuming that A included in his return 
the undistributed taxable income for 1959 and assuming that the 1958 net 
operating loss did not exceed the limitation imposed by section 137 4 (c)(2) , 
A's net share of previously taxed income as of January 1, 1960, is $40,000. 

(ii) A,sume the additional fact that for the taxable year 1960 Corporation 
X has a net operating loss of $4r,'l00, which is fully allowable to A as a deduc"'
ti n. This net operating 10ES (lOeS not affect A's share of previously taxed 
income for purposes of determining the nature of distributions during 1960, 
since such net share is reduced only by the deductions allowable for taxable 
years of the shareholder ending before the distribution. However, in com
puting his net share of previously taxed income for years subsequent to 1960, 
A must take the $40,000 deduction for 1960 into account. 

(iii) If in 1960, at a time when his net share of previously taxed income is 
$40,000, A sold his stock in the corporation to B, who was not previously a 
shareholder. B's net share of previously , taxed income as of the date of 
purchase would be zero. The result would be the same if, for example, B 
had received the stock by gift or by bequest from A. 
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Example (2). Corporation y~ an electing small business corporation, is 
on a fiscal year' ending' January 31. C, a shareholder in the corporation, is 
on a calendar year. For its fiscal year ending January 31, 1960, r.orporation 
Y has $50,000 of undistributed taxable income, half of which is included in 
C's gross income for his taxable year 1960. The amount so included does 
not increase C's n0t share of previously taxed income for purposes of dis
tributions at any time during 1960, since his net share of previously taxed 
income is increased only by amounts included in gross income for his taxable 
years ending before the distribution. 

Example (3). Corporation Z, an electing small business corporation, has 
two equal shareholders, A and B (both calendar year taxpayers), during its 
taxable year ended December 31, 1960. No election is made under para
graph (c) of this section. As of the beginning of 1960 the corporation has 
$20,000 of accumulated earnings and profits. For the taxable year 1960, 
corporation Z has current earnin2;s and profits and taxable income of $8,000. 
In June 1960, it makes money distributions of $5,000 to A and $5,000 to B, 
and in November 1960, it distri.butes the same amount in money to each. 
Immediately before the distribution in June, A's net share of previously taxed 
income was $6,000 and B's llet share was $4,000. Current earnings and 
profits are allocated ratably to each of the four distributions. (See para
graphs (d) and (e) of § 1.1373-1.) Therefore, each distribution to A and B 
is a dividend from current earnings and profits to the extent of $2,000. As 
to the June distribution, the $3,000 distributed to A and B which is not out 
of current earnings and profits is a distribution of previously taxed income and 
therefore not a dividend, since immediately before the distribution the net 
share of each is in excess of $3,000. As to the November distribution, th~ 
$3,000 distributed to A which is not out of current earnings and profits is a 
nondividend distribution since his net share of previously taxed income at 
that date is $3,000 ($6,000 less $3,000' absorbed by the June distribution); 
however, the $3,000 distribution to B is not out of current earnin 1S and profits 
is a nondividelld distribution to the extent of $1,000 and a dividend from 
accumulated earnings and profits to the extent of $ 2,000, since his net share 
of previously taxed income at that date is $1,000 ($4,000 less $3,000 absorbed 
by the June distribution). 

Example (4). Corporation N, an electing small business corporation, has 
current earnings and profits and taxable income of $30,000 for 1960. As of 
the be.sinning of that taxable year it has $20,000 of accumulated earnings 
and profits. During the year the corporation distributes $28,000 in money 
to its shareholders and makes a distribution of property other than money 
with a fair market value and basis of $10,000. Since current earnings and 
profits are applied first to ,the distributions of money (see paragraphs (d) and 
(e) of § 1.1~73-1), the entire distribution of $28,000 is a dividend out of 
current earnings and profits. In addition, since a distribution of previously 
taxed income cannot be made in property other than money, the property 
distribution is a dividend to the full extent of its value, $10,000, partly from 
current and partly from accumlated earnings and profits. 

§ 1.1376 Statutory provisions; adjustment to basis of stock of, and indebtedness 
, owing, shareholders. 

"SEC. 1376. Adjustment to basis of stock of, and indebtedness owing, share
holders-(a) Increase in basis of stock for amounts treated as dividends. The basis 
of a shareholder's stock in an electing small business corporation shall be increased 
by the amount required to be included in the gross income of such shareholder 
under section 1373(b), but ouly to the extent to which such amount is included 
in his gross income in his return, increased or decreased by any adjustment of 
'Such amount in any redeterminatiqn of the shareholder's tax liability. 

"(b) Reduction in basis of stock and indebtedness lor shareholder's portion of 
corporation net operating loss-(I) Reduction in basis of stock. The basis of a 
shareholder's stock -in an electing small business corporation shall be reduced 
(but not- below· zero) by an amount equal to the amount of his portion of the 
corporation's net operating loss for any taxable year attributable to such stock 
(as determined under section 1374(c)). 
, • l~ (2), Reduction in basis of indebtedness. The basis of any indebtedness of an 
electing small business corporation to a shareholder of such corporation shall be 
reduced (but, not below zero) by an amount ~qual. to the amount of the share
holder's portion of the corporation's net ' operatirig -loss for -any taxable year (as 
~etermined under ' section ·137-4(-c1),. ,but· -only. -to .. the -extent that such amount 
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exceeds the adjusted basis of the stock of such corporation held by the share~ 
holder." . 

[Sec. 1376 as added by sec. 64(a), Technical Amendments Act 1958 (72 Stat. 1655)] 

§ 1.1376-1 Adjustment to basis of stock of, and indebtedness to, shareholders .. 
Increase in basis of stock • . Under section 1376(a) the basis of a shareholder's 

stock in an electing small business corporation is increased by the amount required 
to be included in the gross income of such shareholder under section 1373(b), 
but only to the extent to which such amount is actually included in his gross 
income in his income tax return (unless under section eOI2(a) (1) the shareholder
is not required to file a return), increased or decreased by any adjustment of such 
amount in any redet.ermination of the shareholder's tax liability... The effect of 
this rule is the same as if, on the last day of the corporation's taxable year, such 
amount had actually been distributed as a dividend and then reinvested by such 
shareholder. This increase in basis will affect only those shares of stock of the 
electing small business corporation which the shareholder owned at the end of 
the corporation's taxable year and is apportioned in equal amounts to each. such 
share. The increase is effective as of such last day, and survives a termination~ 
of the corporation's election. See section 1372(b)(2). 

§ 1.1376-2 ReductlOn in basis of stock and indebtedness. 
(a) Reduction in basis of stock-(I) In general. Under section 1376(b)(I), 

the basis of a shareholder's stock in an electmg small business corporation is re
duced by an amount equal to his portion of the corporation's net operating loss. 
for any taxable year attributable to such stock. However, the basis of such stock 
is not to be reduced below zero. 

(2) Amount of reduction in basis of individual shares. (i) The amount of the 
reduction in the basis of each share of stock shall be that portion of ~he share
holder's pro rata share of the corporation's net, operating' loss which is attrib
utable to each such share under the rule in section 137 4(c). In the event that 
the basis reduction applicable to a share of stock under the rule in the preceding 
sentence exceeds the basis of su ch share, the excess shall be applied in reduction 
of the basis of all other shares of stock owned by the same shareholder in propor
tion to the basis of such shares remaining after the application of the rule in the 
preceding sentence. 

(ii) The application of this subparagraph may be illustrated by the following 
example: 

Example. A's pro rata share of the corporation's net operating loss for 
the taxable' year is $100. This amount is attributable, undel the rule of 
section 1374(c), to three sh~res of stock held by A during the taxable year; 
one of which was owned by him during the entire year and the other two of 
which were acqUIred by him in the middle of the year. The amount of the 
pro rata share of the loss attributable to each share is as follows: 
Share No.1 (owned for entire year) ___________________ .___________ $50 
Share No.2 (owned for one-half year)____________________________ 25 
Share No.3 (owned for one-half year)____________________________ 25 

The reduction in basis of share No.1 is $50, and the reduction in basis of 
shares No.2 and No. 3'is$25 each. ,~Assume that the, adjusted basis of the 
three shares of stock prior to this reduction is as follows: 
Share No. 1___________________________________________________ $40 
Share No. 2 ____ ..)_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ __ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ __ _ _ _ _ _ _ _ _ _ 45 
Share No. 3___________________________________________________ 35 

After the reduction in basis by thea-mount of the loss attributable to each 
share, the baSIS of the shares is as follows: 
Share No. 1 _______ ._ ____ ____ ____ __ _ _ _ _ _ _ _ _ __ _ __ _ __ __ __ _ _ _ _ _ _ _ _ _ $0 
Share No. 2___________________________________________________ 20' 
Share No. 3____ __ _ _ _ _ __ _ _ __ __ _ _ __ _ _ _ _ _ _ _ _ __ _ _ __ __ _ _ __ _ _ _ _ _ _ _ _ _ 10' 

The $10 excess of the basis reduction allocable to share No.1 over the basis of 
that share IS applied to reduce the basis of shax:es No.2 and No.3 in propor
tion to their remaining basis. Therefore, $6.67 of such excess reduces the 
basis of share No.2, and $3.33 of such excess reduces the basis of share No.3. 
After this reduction the shares have the following basis: 
Share No. 1 ___________________________________________________ $0 
Share No. 2 ___________________________________________________ 13. 33 
Share No. 3 _________________________________ - _ _ _ __ _ _ _ _ _ _ _ _ _ _ _ _ 6. 67 
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(3) Time of reduction. (i) The reduction in the basis of stock provided under 
section 1376(b)(l) shall be effective as of the close of the corporation's taxable 
year in which the net operating loss was incurred as to stock which is held at such 
time and as of the close of the day before disposition if the stock was disposed of 
prior to that time. 

(ii) The application of this subparagraph may be illustrated by the following 
example: 

Example. Corporation X, an electing small business corporation, is on a 
calendar year. On June 2, 1960, A, a shareholder in corporation X, sells 50 
shares of stock which, without regard to section 1376(b)(1), have a basis of 
$10,000. At the end of 1960 it is determined that corporation X has a net 
operating loss for the year, and $1,000 of A's pro rata share of such loss is 
attributable to the 50 shares sold in June. The reduction in basis required by 
section 1376(b) (1) is effective as of the close of June 1, 1960, the day before the 
sale, and A's basis for purposes of determining gain or loss on the sale is 
$9,000. 

(b) Reduction in basis of indebtedness-(1) In general. Under section 1376(b) 
(2), the basis of any indebtedness of an electing small business corporation to a 
shareholder is reduced by an amount equal to the shareholder's portion of the 
corporation's net operating loss for the taxable year, but only to the extent that 
such amount exceeds the basis of the shareholder's stock in the corporation. Thus, 
the amount of the shareholder's portion of the net operating loss is first applied in 
reduction of the basis of his stock in accordance with the rules of paragraph (a) of 
this section, and only the remainder, if any, r:educes the basis of the indebtedness. 

(2) Indebtedness affected by basis reduction. The reduction in the basis of indebt
edness provided by section 1376 (b) (2) shall apply to the indebtedness to the 
shareholder as of the close of the corporation's taxable year in which the net 
operating loss was incurred if the shareholder held stock in the corporation at 
such time, or, if the shareholder was not a shareholder at such time, then as of the 
close of the last day on which he was a shareholder. 

(3) A mount of reduction in basis of more than one indebtedness. If more than one 
indebtedness is affected by the basis reduction provided by section 1376 (b) (2), 
the reduction shall be applied to each such indebtedness in proportion to the basis 
of the various debts. 

(4) Time of reduction. The reduction in the basis of indebtedness provided by 
section 1376(b) (2) shall be effective as of the close of the corporation's taxable 
year in which the net operating loss was incurred if the shareholder held stock in 
the corporation at that time, or, if the shareholder was not a shareholder at that 
time) then as of the last day on which he was a shareholder. 

§ 1.1377 Statutory provisions; special rules applicable to earnings and profits of 
electing small business corporation. . 

"SEC. 1377. Special rules applicable to earnings and profits of electing small business 
corporations-(a) Reduction for undistributed taxable income. The accumulated 
earnings and profits of an electing small business corporation as of the close of its 
taxable year shall be reduced to the extent that its undistributed taxable income 
for such year is required to be included in the gross income of the shareholders of 
such corporation under section 1373(b). 

"(b) Current earnings and profits not reduced by any amount not allowable as 
deduction. The earnings and profits of an electing small business corporation for 
any taxable year (but not its accumulated earnings and profits) shall not be re
duced by any amount which is not allowable as a deduction in computing its 
taxable income (as provided in section 1373(d» for such taxable year. 

"(c) Earnings and profits not affected by net operating loss. The earnings and 
profits and the accumulated earnings and profits of an electing small business 
corporation shall not be affected by any item of gross income or any deduction 
taken into account in determining the amount of any net operating loss (computed 
as provided in section 1374(c») of such corporation." 

[SeC!. 1377 as added by sec. 64(a). Technical Amendments Act 1958 (72 Stat. 1656)] 

§ 1.377-1 Reduction of earnings and profits for undistributed taxable income. 
Section 1377 (a) provides that the accumulated earnings and profits of an 

electing small business c~rporat~on. as of the clo~e of its taxable year shall be 
reduced to the extent that Its undIstrIbuted taxable Income for such year is required 
to be included in the gross income of shareholders under section 1373(b). See 
section 1375(d) and paragraph (a) of § 1.1375-4 for the correlative rule that distri
butions of previously taxed income do not reduce earnings and profits. 
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§ 1.1377-2 Current earnings and profits not reduced by any amount not allow
able as a deduction. 

(a)(l) The earnings and profits of an electing small business corporation for 
any taxable year (but not its accumulated earnings and profits) shall not be reduced 
by any amount which 1S not allowable as a deduction in computing its taxa~le 
; ncome for such taxable year·. 

(2) The application of this paragraph may be illustrated by the following 
examples: 

Example (1). Corporation X has $300,000 of accumulated earnings and 
profits as of the beginning of the taxable year. It would have had earnings 
and profits of $400,000 for the taxable year (taking into account a net capital 
loss of $100,000, which amount was not deductible in determining its taxable 
income) but because it is an electing small business corporation it has earn
ings and profits of $500,000 for the taxable year. If the corporation makes 
a dividend distribution during the year in the amount of $500,000, all of 
such amount will be considered a distribution of current earnings and profits. 
However, the corporation will have only $200,000 of accumulated earnings 
and profits as of the beginning of the following taxable year. 

Example (2). Assume the same facts as in example (1), except that the 
corporation does not have any accumulated earnings and profits as of the 
beginning of the taxable year. The entire $500,000 distribution is a dis
tribution of current earnings and profits. As of the beginning of the year 
following the taxable year in which the $500,000 distribution was made, the 
corporation has neither accumulated earnings and profits nor a deficit in 
accumulated earnings and profits. It would begin such year with its paid-in 
capital reduced by $100,000. 

(b) Except as otherwise provided in section 1377, the earnings and profits of 
the taxable year of an electing small business corporation are computed in the 
same manner as the earnings and profits of corporations generally. Therefore, 
such earnings and profits can exceed the taxable income of the corporation, as in 
the case of a corporation which uses percentage depletion in computing its taxable 
ncome or which receives tax-exempt interest on certain governmental obligations. 

§ 1.1377-3 Earnings and profits not affected by net operating loss. 
(a) Under section 1377(c), the current earnings and profits and the accumulated 

earnings and profits of an electing small business corporation are not affected by 
any item of gross income or any deduction taken into account in determining 
the amount of any net operating loss (computed as provided in section 1374(c) (1)) 
of such corporation. 

(b) The application of this section may be illustrated by the following example: 
Example. At the beginning of its calendar year 1960 corporation X, an 

electing small business corporation, has accumulated earnings and profits of 
$50,000. During 1960 the corporation has $5,000 of gross income and 
deductible expenses of $15,000, which produce a $10,000 net operating loss 
for the taxable year. If corporation X were not an electing small business 
corporation, its accumulated earnings and profits as of J'anuary 1, 1961, 
would have been $40,000. However, since corporation X was an electing 
small business corporation for 1960, its accumulated earnings and profits 
are not affected by the income and deductions for 1960 because they are 
taken into account in determining the net operating loss. Accordingly, the 
accumulated earnings and profits of corporation X as of January 1, 1961, 
are $50,000. 

PAR. 2. The following regulations are hereby prescribed under section 6037 of 
the Internal Revenue Code of 1954: 

§ 1.6037 Statutory provisions; return of electing small business corporation. 
"SEC. 6037. Return of electing small business corporal'ion. Every electing small 

business corporation (as defined in section 1371 (a)(2)) shall make a return for 
each taxable year, stating specifically the items of its gross income and the deduc
tions allowable by subtitle A, the names and addresses of all persons owning stock 
in the corporation at any time during the taxable year, the number of shares of 
stock owned by each shareholder at all times during the taxable year, the amount 
of money and other property distributed by the corporation during the ,taxable 
year to each shareholder, the date of each such distribution, and such other in
format-ion, for the purpose of carrying out the provisions of subchapter S of 
chapter 1, as the Secretary or his delegate may by forms and regulations prescribe. 
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Any return filed pursuant to this section shall, for purposes of chapter 66 (relating 
to limitations), be treated as a return filed by the corporation under section 6012." 

[Sec. 6037 as added by sec. 64(c), Technical Amendments Act, 1958 (72 Stat. 1656)] 

§ 1.6037-1 Return of electing small business corporation. 
(a) In general. Every small business corporation (as defined in section 1371 

(a») which has made an election under section 1372(a) not to be subjectto the 
tax imposed by chapter 1 of the Code shall file, with respect to each taxable year 
for which the election is in effect, a return of income on Form II20-S. The 
return shall set forth the items of gross income and the deductions allowable in 
computing taxable income as required by the return form or in the instructions 
issued with respect thereto. The return shall also set forth the following informa
tion concerning the electing small business corporation: 

(1) The names and addresses of all person::; owning stock in the corporation 
at any time during the taxable year; 

(2) The number of shares of stock owned by each shareholder at all times during. 
the taxable year; 

(3) The amount of money and other property distributed by the corporation 
during the taxable year to each shareholder; 

(4) The date of each distribution of money and other property; and 
(5) Such other information as is required by the form or by the instructions 

issued with respect to sHch form. 
(b) Time and place for filing return. The return shall be filed on or before the 

15th day of the third month following the .close of the taxable year \yith the 
district director for the internal revenue district in \vhich the corporation 's prin
cipal place of business or principal office or agency is located. (See sect ion 6072.) 

(c) Other P1·ov£sions. The return on Form 1120-S will be treated as a return 
filed by the corporation under section 6012, relating to persons required to make 
returns of income, for purpos", s of the provisions of chapter 66 of the Code, relat 
ing to limitations. Thus, for example, t.he period of limitation on aSS9ssment 
and collection of any corporate tax found to be due upon a subsequent deter mina
tion that the corporation was not entitled to the benefits of subchapter S of 
chapter 1 of the Code will rHn from the date of filing the return under section 6037. 
or from the date prescribed for filing such return, \vhichever is the later. 

(d) Penalties. For criminal penalties for failure to file a return, supply informa
tion, or pay tax, and for filing a false or fraudulent return, statement, or other 
document, see sections 7203, 7206, and 7207. 

PAR. 3. Section 1.442-1 of the Income Tax Regulations (26 CFR 1.442-1) is 
amended by inserting a principal heading for such section, by revising the heading 
for paragraph (a), by revising paragraphs (b)(1), (c)(I), and (f), and by inserting 
paragraph (c)(4), so that such headings and paragraphs under § 1.442-1 will read 
as follows: . 

§ 1.442-1 Change of annual accounting period. 
(a) Manner of effecting such change. * * * 
(b) Prior approval of the Commissioner-(1) In general. In order to secure 

prior approval of a change of a taxpayer's annual accounting period, the taxpayer 
must file an application on Form 1128 with the Commissioner of Internal Re\'enue, 
Washington 25, D.C., on or before the last day of the month following the close 
of the short period for which a return is required to effect the change of accounting 
period. In general, a change of annual accounting period will be approved where 
the taxpayer establishes a substantial business purpose for making the change. 
In determining whether a taxpayer has established a substantial business purpose 
for making the change, consideration will be given to all the facts and circum
stances relating to the change, including the tax consequences resulting therefrom. 
If the effect of the change is to defer a substantial portion of the taxpayer's 
income, or to shift a substantial portion of deductions, from one year to another 
so as to reduce substantially the tax liability of the taxpayer, the change will 
ordinarily not be approved. Further, approval will ordinarily be denied if the 
effect of the change is to cause a similar deferral or shifting in the case of another 
taxpayer, such as a partner, beneficiary, shareholder in an electing small business 
corporation as defined in section 1371 (b), etc., so as to reduce substantially such 
other taxpayer's tax liability. In addition, a change will ordinarily not be ap
proved if the short period resulting from the change is one in which there is a net 
operating loss or, in the case of an electing small business corporation, if a sub
stantial portion of t.he income of such corporation for the short period consists 
of amounts treated a.s long;-term capital gain. Among the nontax factors..that will 
be considered in determining ,,,ht-ther a i"ubstantial business purpose has been 
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established is the effect of the change on the taxpayer's annual cycle of business 
activity. However, even though a substantial business purpose is not established, 
the Commissioner in appropriate cases may permit a husband and wife to change 
his or her taxable year in order to secure the benefits of section 2 (relating to tax 
in the case of joint returns).. See paragraph (c) of this section for special rule for 
newly married couples. 

* * * * * * * 
(c) Special rule for certain corporations. (1) A corporation (other than a cor-

poration to which subparagraph (4) of this paragraph applies) may change its 
annual accounting period without the prior approval of the Commissioner if all 
the conditions in subparagraph (2) of this paragraph are met, and if the corpora
tion files a statement with the district director of internal revenue with whom 
the returns of the corporation are filed at or before the time (including extensions) 
for filing the return for the short period required by such change. This state
ment shall indicate that the corporation is changing its annual accounting period 
under § 1.442-1(c) and shall contain information indicating that all of the con
ditions in subparagraph (2) of this paragraph have been met. 

* * * * * * * 
(4) A corporation which is an electing small business corporation during the 

short period required to effect the change of annual accounting period may change 
its taxable year only if it secures the prior approval of the Commissioner in ac
cordance with paragraph (b) (1) of this section. This subparagraph shall apply 
only if such short period ends after February 28, 1959. 

* * * * * * * (f) Effective date.. The provisions of this section (other than paragraphs (c) 
(4) and (e) thereof) are effective for any change of annual accounting period 
where the last day of the short period to effect the change ends on or after March 
1, 1957, the date the regulations under section 442 are published in the FEDERAL 
REGISTER. 

[F.R. Doc. 59-2102; Filed, Mar. 11, 1959] 

CHANGES IN PROPOSED REGULATIONS OF THE TREASURY DEPARTMENT IN 
CONNECTION WITH SMALL BUSINESS CORPORATIONS (MARCH 17, 1959) 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

[26 CFR (1954) Part 1] 

INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953 

NOTICE OF PROPOSED RULEMAKING 

Cm=rection 

In F. R. Document 59-2102, appearing in the issue for Thursday, March 12 
1959, at page 1793, make the following changes: ' 

1. Last two sentences of paragraph (d) of § 1.3171-1 should be deleted, and the 
following two sentences should be substituted therefor: "However, if stock is 
owned by a trust which is subject to the provisions of subchapter J of chapter 1 
of the Code or by a voting trust, the trust is considered the shareholder even 
though the dividends paid to the trust are includible directly in the income of 
the grantor or some other person. If stock is owned by a partnership, such 
partnership and not its partners is considered to be the shareholder." 

2. Second sentence of paragraph (e) of § 1.1371-1 should be changed to read: 
"The word 'trust' as used in this paragraph includes all trusts subject to the 
provisions of subchapter J of chapter 1 of the Code (including subpart E there
of) and voting trusts." 

3. Subparagraph (1) of paragraph (c) of § 1.372-1 should be changed to read: 
(1) In general, except as otherwise provided in section 1373(d), taxable income 

of an electing small business corporation is computed in the same manner that 
it would have been had no election been made. 

4. The reference to section 1372(a) (5) appearing in the first and fifth sentences 
of subdivision (iv) of § 1. 1372-4(b)(5) should be changed to section 1372(e)(5). 
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5. Subdivision (vi) of § 1. 1372-4(b) (5) should be changed by deleting the words 
"includible in gross income". 

6. Parenthetical material appearing in the first sentence of paragraph (c) of 
§ 1.1375-1 should be changed to read: "(including amounts treated as dividends 

under section 1373 (b)) " . 
7. The example appearing under paragraph (c) of § 1.1375-3 should be changed 

to read as follows: 
Example. The stock of an electing small business corporation is owned 

50 percent by F and 50 percent by S, a minor son of F. For the taxable year 
the corporation has $70,000 of taxable income and earnings and profits. 
During the year the corporation distributes dividends (including amounts 
treated as dividends under section 1373(b)) of $35,000 to F and $35,000 to S. 
Compensation of $10,000 is paid by thp. corporation to F for services rendered 
during the year, and no compensation is paid to S, who rendered no services. 
Based on the relevant facts, a reasonable compensation for the services 
rendered by F would be $30,000. In the discretion of the district director, 
up to $10,000 of the $35,000 dividend received by S may, for tax purposes, 
be allocated to F. 
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FORM 2553 ELECTION BY SMALL BUSINESS CORPORATION 
SEPTEMBER 1958 

U. S. TREASURY OEPARTIo1ENT 
IN·TERNAL REVENUE SERVICE 

As to taxablo .totus undor .ubchopter S 
of the Intomol Revenlio Cod. 

HOTE: This election under section 1372(0) ·(with the 
·consent of all your stockholders) to be treated as a 
"small business corporation" lor income tax purposes 
may be made only if the corporation is a domestic corpo
ration which Is not a member 01 an alliliated group (as 

Name of co~oraUon 

Number and street 

City or town, postal zone number, county. State 

First taxable yeor for which 
electipn 1s effecU ve 

Place incorporated 

defined in section 15(4) and which does not have 
(l) more than 10 shareholders; (2) a shareholder (other 
than an estate) who is not an individual; (3) a share
holder who is a nonresident alien; and (4) more than one 
class 01 stock. 

Dote submitted 

outstanding 

I 

vote. incolJlorotea Numoer ° snores 183uea an" 

Is the cOll'oration the out
growth or continuation of any 
form of predecessor? 

If "Yes", state name of predecessor, type of organization, and the period during which it was In 
existence 

DYES 

Principol business actIvlty (see instruction F) 

Nome and address of each sflareholder 

1····················································· ......................................................•... 

2···_··················_····························_· ...................................................... . 

3····················································· ......................................................... . 

4·········~ .. ·········································· ....................................... ! ••••••••••••••••• 

5············;········································ ......•.......... ,,< •••••.•••••••••••••••••••.•••••••••••. 

6····················································· ......................................................... . 

7···········,,········································· ......................................................... . 

s····················································· ......................................................... . 

g ...•.•.•....••.•.............••...•..•...•......•..•.....•.•.................•••......•..........••............ 

10···················································· .......................................................... . 

Number 
af shares 

Internal Revenue District 
where individual ret"rn is filed 

HOTE: In order lor thIS electIOn to be valld, the consent statement 01 eoch 
stockholder must be submitted with this fom. See instruction E. 

S:GNATURE AND VERIFICATION 
I declare under penalties of perjury that this election is duly authorized, and that the statements rr:ade herein 

are to the best 01 my knowledge and beliel true. correct, and corrplete statements. 

(Dote) (Signature of officer) (Title) 
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PURPOSE 

The pw-pose oi this election is to permit the taxable income of a "small business corporatIon", to the extent 
that it exceeds dividends distributed In money out of earnings and profits of the taxable year, to be taxed directly to 
the shareholders (rather than to the cQfporatlon) to the extent that It would have constituted a dividend 11 It hod beer. 
distributed on the lost day of the corpo~lon's taxable year. . 

INSTRUCTIONS 

A. Corporations .liijible to elect.-The election may 
be mode only 11 the corporation is a domestic corporatton; 
is not'a'meJTilier of OIl aililiated ~grillupof..t:or~ions4as 
defined. in section 1504 oUhe Code; and does;:oot h~ve 
(] ) more than one closs of stock, (2) more t~.an 10 shore
holders, (3) a shareholder (other than an estate) who Is 
not an indiVidual, or (4) (] shareholder who Is a nonresi
dent alien. 

B. Vol lei electlon.-This election sholl be valid 
only If all persons who are shareholders of the corpora
tion on the first day of the corporation's taxable year or 
on the day of election, whichever is later, consent to 
such election. In no event wlll an election be valid If 
the consents (see instruction E) are filed after the lost 
doy prescriood for filing the election. 

C. Toxoble y&Or to which election moy b. mode.
The election may be made only with respect to a taxable 
year beginning after December 31, 1957, and ending after 
September 2, 1958. It shall be effective for the taxable 
year for which it is mode and for all succeeding taxable 
years unless it is terminated under section 1372(e). 

D. Ti .... of moking election.-This form must be 
coin~"and filed for 'any taxable .year .• during (a) the 
flrst ·caloodor' month 'of such taxable ve4r; "or (b) the cal
endar month preceding such first calendar month; EXCEPT 
thot for any taxable year which begins after December 
31, 1957, and before September 3, 1958, and which ends 
after September 2, 1958, the form must be filed on or be
'fare December I, 1958, or on or before the last day of the 
'toxable year, whichever is eorUer. However, where the 
time for making the election falls within the exception 
above, there is a further quallflcatlon that the corporation 
must have been a small business corporation on each 
day a!ter September 2, 1958. and before the day of elec
tion. 

E. Shareholders' .tot • ..,.nt of consent._ The share
holders' consent shall be in the form of a statement 
signed b'y the' 'shareholders in ' whiCh' each soot'liholdt!r 
consents to the election of the corporation. The state
ment sholl set forth the name and nddress of the cor
poration and of each shareholder, the number of shores 
of stock owned by each shareholder, and the date(s) on 
which such stock was acquired. The consents 01 all 
shareholders at the dote of election sholl be attached to 
this form. If the election is made before the first day of 
the corporation's taxable year, the consents of persons 
who become shareholders alter the date of the election 
and on or before such first day shall be filed with the 
district director with whom this election was flied as 
soon as practicable after such first doy but in no event 
later than the lost day IX'escribed for filing the election. 

F. Principal business octivity.-ln reporting the 
prbcipal buSiness activity give the one business activity 
that accounts for the largest percentage of "total re
ceipts". "Total receipts" means gross sales and/or 
gross receipts, plus all other income. State the brood 
field of business activity as well as the specific product 
or service, such as "Mining copper", "Manufacturing 
cotton broad woven fabric". "Wholesale food". or "Re
tail apparel". 

G. Wh.re to file.-This election Is to be filed with 
the District Director of Internal Revenue for the district 
in which the corporation's principal place of business or 
principal office or agency is located. 

H. Signature anel verification.-This form must be 
signed either by the president, Vice-president, treasurer, 
assIstant treasurer or chief accounting officer, or other 
corporate officer (such as tax officer) who is authorized 
to sign. 

u. S. OO\'F.RNMENT PR[NTINQ OFFICE I .t~ 0 _ aO'CHi 

EXCERPTS FROM INSTRUCTIONS FOR THE 19':;8 FORM 1120-S-U.S. SMALL 
BUSINESS CORPORATION RETURN OF INCOME 

(References are to the Internal Revenue Code) 

A. Corporations required to file Form 1120-S.-Evel'Y small business corporation 
(as defined in 5ection 1371 (a)) which has filed a proper and timely election under 
section 1372(a) not to be subject to the income tax imposed by chapter 1 must file 
Form 1120-8. See form 2553. . 

. B. Consents of shareholders.-Consents .of all shaI:eholders are required to be 
attached to the election form notifying the District Director of the election. 
However, where the election was made befOle the first day of the taxable year, 
the consents of persons who became shareho]del's after the date of election and on 
or before such first day must be filed with the District Director with whom the 
election was filed as soon as pract~cable after such first day and in no event later 
than the last day prescribed for making the election. Copies of such latter 
,consents must be attached to the Form 1120-S at the time the retmn is filed. 

New shareholders (any person who was not a shareholder on the first day of the 
first taxable year for which the election is effective, or on the day on which the 
election is made, whichever is later) mw~t consent to the election and such state
ment of consent mus1 be filed with the District Director wi"h whom the election 
was filed within a period of 30 daYR aftez they become shareholders or the election 
is automatically terminated. Copies of such consents must also be attached to 
the return. 

C. Termination.-The election by the corporation is automatically terminated 
(1) by the failure of a new shareholder to consent to such election as explained in 
B above; (2) where it ceases to be a small' business corporation as defined in section 
1371(a); (3) where it derives more than 80 percent of its gross receipts from sources 
outside the U.S.; or (4) where it has gross receipts of which more than 20 percent 
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is derived from royalties, rents, dividends, interest, annuities, and sales or ex
changes of stock or securities (gross receipts from sales or exchanges being taken 
into account for this purpose only to the extent of gains therefrom).. Such 
termination is effective fOl the taxable year in which anyone of the foregoing 
occurs 'and for all succeeding taxable years of the corporation. 

The election may be revoked for any taxable year after the first taxable year 
for which the election is effective. An election to revoke may be made only if 
all persons who are shareholders on the day on which the revocation is made 
consent to the revocation. The revocation is effective (I) for the taxable year 
in which made, if made before the close of the first month of the taxable year, or 
(2) for the taxahle year following the taxable year in which made, if made after 
the close of the first month; and for all succeeding taxable years. The revoca
tion is to be made in the manner prescribed by regulations. 

Where the small business corporation has elected under section 1372(a) and 
the election has been terminated or revoked, the corporation is not eligible to 
again elect under 1772(a) for five years unless the Secretary or his delegate con-
sents to such , an election. ' 

D. Period to be covered by return.-The return shall be filed for the calendar 
year 1958 or other taxable year beginning in 1958. 

E. Time and place for filing.-The return must be filed on or before the 15th 
day of the third month following the close of the taxable year with the District 
Director of Internal Revenue for the district in which the corporation's principal 
place of business or principal office or agency is located. (Section 6072.) 

H. Accounting methods.-Taxable income shall be computed in accordance 
with the method of account.ing regularly used by the taxpayer in maintaining its 
books and records. In all cases the method adopted should clearly reflect tax
able income. The basic methods of accounting are the "cash receipts and dis
bursements method" and the "accrual method." Section 446 permits the use of 
these methods or any other method permitted under the Code or any combina
tion of these methods in accordance with regulations. If a taxpayer engages in 
more than one trade or business, it may, with respect to each trade or business, 
use a different method of accounting. Each method must, however, clearly re
flect the incorne of the particular trade or business with which it is used, and 
separate profit and loss statements for each trade or business must be submitted. 
Except in those cases where the law specifically permits it, a taxpayer may not 
change the method of accounting upon the basis of which it has reported its in
come in prior years (for its income as a whole or with respect to any separate 
trade or business) without first securing consent. For procedure to be followed 
in securing consent, see your District Director. 

L. Net operating loss and other deductions.-The deduction for net operating 
losses provided by section 172 and the Special Deductions provided in Part VIII 
(except section 248) of subchapter B, shall not be allowed to an electing small 
business corporation. (Section 1373 (d).) 

SCHEDULE K. SHAREHOLDER'S SHARE OF I~COME.-The schedule of Dis
tribution and Income should show complete information with respect to all 
the persons who were shareholders of the corporation during any portion of the 
taxable year. Under the tax treatment provided by Subchapter S, shareholders 
generally" are taxable 'upon their distributive shares of the current taxable income 
of the corporation, whether or not actually distributed. Since each shareholder 
is required to include his sha re in his ,individual return, he should be furnished the 
information applicable to him. . 

Column 1.-Enter the name and address of each shareholder. Where retur1l 
of shareholder is filed in an internal revenue district other than that which this 
return is filed, specify district. 

Column 2.-Enter the number of shares of stock owned by each shareholder. 
If the number of shares owned by a shareholder changed during the year, show 
separately the number of shares held for each period. 

Column S.-Enter the percentage of time devoted to the business by each share
holder. 

Column 4.-Enter salary and other payments to each shareholder for services 
rendered. 

Column 5.-Enter for each shareholder the date and amount of each dividend 
distribution made in money or property, during the taxable year. 

Column 6.-Enter for each shareholder who was a shareholder on the last day 
of the corporation's taxable year, his portion of the cornoration's undistribute_d 
taxable income. A shareholder's portion of the undistributed taxable income is 
the amount which he would have received as a diV1:dend if such income had' been 
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distributed pro rata to the shareholders on the last day of the corporation'-s taxable 
year. A dividend distribution of property other than money may cause line 3 
to exceed the total of column 6. 

In the case of a llet operating loss for the taxable year, enter in this column 
for each shareholder who was a shareholder at any time during the corporation's 
taxable year his pro rata share of the loss. For treatment of, determination of, 
and limitation on a shareholder's pro rata share of such loss, see section 1374 
and the regulations thereunder. . -

Column 7.,-Enter for each shareholder his pro rata share of the corporation's 
excess of net long-term capital gain over net short-term capital loss (line 8b, 'Oage 
1). Each shareholder is entitled to treat as long-term capital gain a portion of the 
sum of the dividends he received plus his share of the constructive divirlends 
derived from the undistributed taxable income. A shareholder's portion is 
determined by applying to such excess the same ratio that the amount of his 
dividends (actual or constructive) which are out of earnings and profits of the 
current year bears to the total dividends (actual or constructive) includible by all 
shareholders from the same source. In making the allocation, the excess of net 
long-term capital gain over short-term capital loss cannot exceed taxable income 
(line 27, page 1). The amount entered here should be reported on Schedule D of 
his individual income tax return as a long-term capital gain from an "electing 
small business corporation". 

Column B.-Enter in this column for each shareholder the amount of monev 
or property includible in the income of the shareholder as dividends from th'e 
small business corporation which are entitled.to the diyidends received exclusion 
provided by section 116 and the credit provided by section 34. Of the amounts 
includible in the gross income of a shareholder as dividends from an electing small 
business corporation, only those which are not considered to be out of the earnings 
and profits of the taxable year are entitled to the dividends received exclusion 
and credit. For purposes of this rule the earnings and profits of the taxable year 
are deemed not to exceed the taxable income for the year. The dividends entitled 
to the exclusion and credit would include, for example, dividends paid out of 
accumulated earnings and profits and from interest on tax exempt securities. 
The amounts shown in this column should be entered bv the shareholders in 
Schedule A of their i.ndividual income tax returns, Forms 1640. 

Column 9.-Enter in this column for each shareholder the sum of the divirlends 
actually distributed (column 5) and the constructive dividends derived from un
distributed taxable income (column 6), less the sum of the amount treated as long
term capital gain (column 7) and the amount of dividends entitled to the divirlends 
received exclusioll and credit (column 8). The amounts shown in this column 
should be entered by the shareholders as ordinary income in Schedule H of their 
individual income tax returns, Forms 1040. 

Column lO.-Enter in this column for each shareholder the date and the amount 
of each distribution of money and property not out of earnings and profits. For 
taxable years after the first taxable year to which the election applies, incluoe any 
distribution of accumulated undistributed taxable income. See section 1375(d). 

GENERAL INFORMATION 

l. A net operating loss for any taxable year shall be allowed as a deduction 
from gross income of the shareholders in the manner and to the extent set forth 
in section 1374. 

2. For treatment of family groups, see section 1375(c). 
3. For the adjustment to basis of stock of, and indebtedness owing to, share

holders, see section 1376. 
4. For special rules applying to earnings and profits, see section 1377. 
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FORM 

1120-5 
1I ••• Thu...,.~ .. , 
.... ,.. .. Re...aue~. 

U. S. SMALL BUSINESS CORPORA liON 
RETURN OF INCOME 
FOR CALENDAR YEAR 1958 

01 other tQJtobJe yeoI' beq-inning . ..... . ....•.•..•. u .. .. . . ........... __ .. ___ .... 1958, 

and ending , 19S 

Employer'. IdentUlcation Numbo, and .. _ . 
number 

City or town. poaIol zone numbor. Siole 

GROSS INCOME 
I. Gross receipts .................................... ..... .. .. . I.ess: Returns and allowances ..• ___ • __ ... __ • __ .. 

1958 

Z. Less: Cost of goods sold (Schedule A) and/or operations (Schedule B) ....... ..... ...... .... . ... ........... . 1--------

1. Gr06S profit .. . .. ...... .. ...... .. . .. . ......... . .. .. .. ... ... ......... ... .. . .. ... , ........ ...................... ............................ _ 

t, Divldendl; .. .. ... .... . . . ..... . .... ....... . ......... _ .... ..... . .. . ........ .... .. ..... .. .. ........ . .. . ..................... ............. __ 

S. Interest (Schedule CJ .............. .. . . , ..... , . . •• • ... . .... ............. ... . .. ....... . .. . ............................................... _ .. 
C. Rents ...... . 
7. Roya Ities ., . , . . . , . . .. , . , . , ... ..... . 

e. Gains and losses {from separate Schedule D (Fo"" 1120-5» 
(a) Net short·te"" capital gain reduced by any net long·term capital loss .............. . .................. , ............................. ......... . 

(b) Net·long·term capital gain reduced by any net short·term capilalloss ............ . .. . ......... , .................... _ ...................... _ 

Ie) Net gain (loss) lrom sole or exchange of property other lhan capital assets ........ . ................... , ......................... .. ... ...... _ 
9. Other income (Attach schedule) .. , .............................................. 1 _______ _ 

10. Total income, lines 3 to 9, inclusive . .... , . , " , , ................... . .... ' ....... , ........ , 1 _______ _ 

DEDUCTIONS 
II. COmpensation of ofllcers , .... , , , , , , ....... . , , , , , ... . , , , . ........................ '" .... , . , ......... , ......................... ........... _ 

12. Salaries and wages (nol deducted elsewhere) ....... , . .... . .................. . ....... . . . .... . ... . .... " ................................... _ 
13. Rents .... , . ... , .... , ... , ...... ,' . , . . . " . . , . . , ...... , . , ........ . ... . ...... , ...... , ., ...................................... _ 

If. Repairs (Do not include cost 01 improveme nts or ca pital expenditure) .. ..... .. .. .. ............ ........... , ............. .......... .. .. ......... _ 

15. Bad debts (Schedule f) .. .. . . . . .. ... . , .......... .... .... ...... ........ . ............................ ............. .. 

16. Interest . . .. . .. ,. , ...... , . . . . 
n. Taxes (Schedule G) .... , ............. , .. . 
18. Contributions or gifts paid (Schedule H) .. 

19. Losses by lire, storm, shipwreck, or olhe r casua lty, or Iheft (Attach schedule) ...... . ........................................... ....... .......... _ 

20. Amortlwtlon (Attach schedule) , . , . , . , , , , , .. , ... , .. .. .. , ................. , ..................... .. ................ _ 
ZI. Depreciation (Schedule /) . . , . 

ZZ. Depletion of mines. oil and gas wells, timber, etc, (Attach schedule) .............. , ..... . ................ , ...................................... _ 

23. Advertising (Attach schedule) ....... ", . . . . . . . .. . . . . . . . . . . . .. . ............ . . . ................................................................. _ 

24. An:ounts contributed under: 
(a) ?enslon. annutty, stock bonus, or profit.sharing plans (Attach schedule) .. . . . .. . .. ...... . . ... ................................. .. ..... ..... _ .. . 

(b) Othe r employee beneltt plans (Attach schedule) , .... . • . • , ..... , .. .. .. .. ......... , , 

ZS. Olher deduclions (Schedule n ... . .. .. , .. .... , ..... .. . " ... ' ....... .... . 1 _______ _ 

26. Total deductions in lines J I to 25, Inclus ive. . .. . . . . . . . .. . . .. . .. . . . ., . . , .......... .. .. .. . . . 

n. Taxable income. line 10 less line 26 

SIGNATURE AND VERIFICATION (See Instruction F) 
[ declare under the penalties of perjury that this return (including any accompanying schedules and statements) has been examined by me 

and to the best 01 my knowledge and belie f is a true, correct, and ccmplete return. . 

[ declare under the penalties 01 perjury that I prepared this return lor the taxpayer nalned here in; and that this return (Including any accom· 
panying schedules and statements) is, to Ihe besl 01 my knowledge and beltef, a true, correct. and complete return bosed on all the Inlormation ' 
relating 10 Ihe matters required to be reporled in Ihis return 01 which 1 have any knowledge. 

··· ti:idl~i ···--
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Scheelu!. A.-COST OF GOODS SOLD. ts- I...truction 2) 
IWhere I.nventork!l. are an 1ncomo-dotermininQ foclor) 

I. Inventory at beginning 01 year... .•.••.... ................................. I. Salaries and wages ..... .... .......................................... .. 
Z. Merchandiseboughtformanufactu~orsale .................................. Z. Other costs (to be detailed): 

1. Salaries and wages .......... , .. . . .. ..... ................................. (a) ............................................................. __ 

4. Other costs per books (Attach schedule).... (b) ................................... ........... _ ..... ___ ... _ 

S. Total ....... . : ......... . (c) ................ . ... . ............ . ..................... . 

f. u..s: Inventory at End of year ........ . .... 1-------1 (d) ................................................. _ 

7. Cost of goods sold (Enter here and on line 2, (e) .................. .... .......... 1. ______ _ 

page I) ............... .. 3. Total (Enter here and on 1m. 2. p:lq" 11 .... 1 
Schedule C. INTEREST (See Instruction 5) 

I. Inlerest on loan •. notes, mortgages. bonds. bonk deposits. etc ... ............. ·~G;;:.~~·.:;.· .. , .. ·.:..::..:l~~:~~'t~;.~~·..: ·1 .. · ................ · .. 
i Int~(~1 Bond Premium 

2. Interes! "" COrporatKm bonds. etc ................ ................ ........ . C=:::~.-.~:~::.~: .~~~:::: .... ~ ..... : ... ~ ............................ .. 
3. Interest on obligation! 01 the United States. etc ........................ ..... ! ........................ .................................................. _ .. 

(a) Issued priar ta March I. 1941-(1) United States savings bonds and; 
Treasury bonds owned in excess 01 the principal amount 01 $5.000. and i 
(2) obligahons cf an instrumentality 01 the United States... . .. ; ..................... .......... ...... ....... . ... , ... ......................... . 

(b) Issued on or alter March I. 1941. by the United States or any agency or' I 
Instrumentality thereof.. ...........•... . ... S.='.::.:.:::::::.:~.:;.:: .. . ~.~:;,;."':.:. ..... t ........... ..... _ ......... .. 

4. Totallnteresl-Enter here and on line S. page I 
Schedule D.-5ep<uUte Schedule D (Form 1120-S) should be u.ed in reporting sale. or uchanq •• of proporty and filed with this ",tum 

(Se~ Instruetion 8) 

Schedule G.-TAXES. (~Instruction Ii, Schedul~ H.-CONTRIBUTIONS OR GIF'TS PAlO 
(See Instruction 18) .. ---_ .. . _- -----

NamfJftd AddrfSs&f Ot2.Jntlltlon - ... _. ~--.--- ~- ----- - ... _._-_ ... - . __ ._ .. - - -

.. _ ... _. __ ,. ..... _ .. _____ .. __ 1 ________ Conlributlooscarryover(~instructinns' . .... ! ______ _ 

i ToCal con'nbul,.'ns (En'e, here " lid on Irn" lB. I. 
_-.!:2,.,J (F.nJ~f .,.orel)n ·J r·n line 17. p.I;.l'! 1).. POQ"~ I. ~llhl·::'\.· t to 5 rt"(N""~ hrml·Jf,on) ... ! 

Schedule I.. - DEPRECIATION. (Se. Instruction 21 , 

1 kind.,1 PrOOM)' (It hl,la..;,"1.S. ,lJle NIe1'i.l' 01 which CM' I 3' ~O'I or ethef • A'f::~!iJf.:~n I 5 Mdl'l), 01 -1' 6 • R,'e'(':-;~-:Ire i J ~6eII 
Slhlf.ll!'d1. hdujp h'ld ,,"1 011'1P.f ~O"dppll!":l ... ble Pfl)p,'fly 2. 03le Ar'1ulrc:.J I &$lS Jnu'IW~hld In I com~"t.n~ O""""'I~h')n ' (~~rs) 1 1f'lIS'trJI 

[",A""". G'.~:" :"=".~" :::~d_ . p, .. "," - ': -I -. -- '1 

11 --1 
I \. :: ~ .... "·I 
, - , .. _. '-.1---

......................... .. ................................ .. ......... , ........ .. 
2. ·l~,: ; .. : Arn<:,unl "Jf deprt.~ .. ~iaHon d<lirnoo in Schedulns A and B and elsewhere nn return ., . . . . ... . .. . .•.. • . ! _____ _ 
I. TI)/"I . 

.3. Bt11~n~-.tn!E":" h ... ~ and on line 21. (YlfJo<! J. . . i 
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!'O<;lO J 
SUMMARY OF AMORTIZATION AND DEPRECIATION SCHEDULES 

'~I' a· {ltrR(C'AlI~~ • • ••• - .. "r - (~~~t'~h d~~I~dr~::~~,~, 
I 

I. !)lrOllJhtlinolllvlhc...,i ••. , ............. IIo ••••• j. __ . ____ a •• F.11l('lqpncytoc'hlh~s .................... ... 

1. [A.'CHnhIQ lXlJI'Hl(,'d m\'Itlll .... J •••••••••••••••• u __ • .. _ .. ..... ,. Gr;]\U 8lofOQll facilities .•••••••• " .......... ___ • ___ _ 

1. Sum u( the} ~UOI~.JIQlls mOUlC'd ........... " •• __ _. 10. ~t':il.larch or oxporlllll'nlalllx~ndllu",'1~... ... _ ... __ 

4. B b~! on uml,t 01 prodnctlc-n ............ _g' I ____ ••• II. F.)C.p:")rnhonanddtlvt"'l(lpmul\h~)(,p('r~dl"II ... \~. .. _ 

50 A klillunnl fI,"1 Y"llt "~r.rt'ciohun (S<!<-. 179). _. ___ •• __ • _ _ •• II. Ol<;lollwlilonal expand. I"", •.....•...••..• 

... (:"hllr luutha..is........... . . .•. . . . .•••.•. III~·. TT,ro,I~lcnlllna,orkrlnl~:Jllolron ~~I',lnll',I,m,_ a
l 

,-,xptlnulturea. 'I. i-------
1. T"loll"l' .. ltl.":ll'fl~" f'l('Jtmt>oti ... II ••••••••••• 1 'I '£ ..... ," 

Schedul. J.-OTHER DEDUCTIONS. (9ft O.n.rallnolrucllon Land Sp.clflc In.trucllan 25) 

~::-~ ~ --~~~~-~·-~~~·~~-~:~:II'::~~~~-~~~~:~:~: :-:~::~~=:~~:~~:~~~~:~~:~=:~~:~:~~~~~:~: .. :.:.;:~~~::::::::::::~~= 
_ •• ___ • __ ._. ___ ._. ___ ••••••••••••••••••• _ •• _ •••• , .................................... _ •••••••••••• ~ ........................ n •••••• ~ ••••••••••••• __ .. _ 

:-:--: :~--~.~ : ~- --=~~==~~~=~:~::~ .. ::::::~~:::::::::~.::::::::. ~~::::::::::~:~::: .. =:::~~::::::::::::::::~::::::::::::::: ::::~:::::::::.::::::::.~::: 
-'.',:' .. -- '---. - ... ~ .. -- ........ ~-.: ... -::· .. ·:1 ...... ··· .... ··:· .... · .. ·· ...... ·· .. ··~·;:I;~;·;~;;:~;·I~~;:·:,·~:;~,~ ;;~~~~~·,:~~·;;· .. :I-------

Sch.ou}. K.·' SHJ\.REHOLDER·S SHARE OF INCOME (Scto paq. 3 olth. In.lrucll?n~l. __ 
. __ Compulallon ,01 90rp~rat1an:. Undl.lrlb~I.~. ~~~a~l~ }nco!!'.___ . .• 

I. Tnxoblo In<,<,n'" (11'<'111 linc 27. P.lqO II .. 

Z. l" .. , M"""y dMrtlou',-d ". dlyldunds oul of ca,ninns and profil. of Ihu luxablu Y'''''. '" .... , ........ , ........ . 
2: Corpt."nHon'" ulhjl~lrlh\~t(lld.t'l)l~hle h\~n2~·1:...!.~:':.!:'·.: •. :.!... •• ':.. • ..:...:.. • ..:..:..:..: : ....... :..:..:.~ •• :.: ~ •. : .... ::...!.-• ...:.~\\.: ".: ..... u-e .. v..:'" . 

Sch.dul. 01 DI.lrlbuUon and Incom. 
- _ •• - ._ .... _.-._- ------ -.--.-------•.• - ..... - •• , ... _ •• - --_ .... t - - -_.. '.'" -

t. M,m. tncf AddlHl 01 (uh Shlt.hold .... (I( I~hlln of s.h"fholdtl' IS fIInd 11\ "nulll", inl.,",1 'I!¥~nvt' dtsllid, 'Pt'<llr (fl,lI.eU I ~lln'b.lf·o~ I r Sl~" O\Tn:~~: Hold 

(0) .• 

I .~h~,.t I~" f:m: __ ~':!o . 
Ih) 
(c) 

(d, 
( .. ) 

Tdol •••... 

" ."" "-"I" " "" ". "." 
....................... : .. ~.~.~.~~............ - _ ... I~I~I~ 

A. [A,lu Incorp",al",l •• _ ••••• _________ •..• ___ • 

a. Pluceinc<>.p:>rai.>d. _ ......... _ .• _ .••• _. _ • ___ ._ ••• _ •• _ 

C. Bu"nc,,", 'lICU" e<:do numb", and prlnclplll bU5Ino .. , nclivllle.. (Scoo 

nt1\" c."t.~c~ on f:'lt1QO .; (II instrucljQn~.) 

D. DtJ Ih" "'''po,alilln ""rlyo mort! :hnn 0070 ollis <;lross """,Ipls lrom 

.0"'''''' oul.ldo the Unil<'d Sinles? .............. 0 Y~s 0 No. 
Old 1M coIJ'Ol'Ulion du.lye moru Ihnn :!O% ,,! lis (J'o.<s receip's ',olll 

royalt{~s. rnn'~ dlvh.l":!nds. inlctrusl. OI1I\UIIit!s. nnd salt .. s or (~)(. 
d)(lnQt!s of stC'C'k or :.\.'"Curihes (t)m~s rt!cclp:s Irom sale~ or t~)(. 
r.hnnq.s bcln<;l Ink~n Inlo oc:counl 10' purpo..<es 01 IhlS 'luc$hcn 
lln!y 10 Ihtl f'''CI('nl a! OO\I\S IhE"rt':'frrm). . .. . 0 Yt;'$ 0 Nu. 

E. Did Ihe O:O'l'oralioll du,ina Iho luxaulu yea,. haye any conlracl. or 

subo.:onlroc1s subl<lc1 to Ihe Rmte<;)ollalll:on Acl 01 1951? 

o Yo. ONo. 
II nnsw",r Is "Yes:' st~t\l thl;) approxlmatt'l aql)roQalu Qms8 dollor 

omounl biliud du,mq Iho laxablo yaa, undo, ull such conlr<l~(' 
ond;orsubo.'Onllacls. s...., Gencrallnslrucllon I. $ ... ,,_._ 

r. Enla, alllouni o( hlco"", (deli~il) lrom: 
'0) IIII~ 32. pa(J" 3. Form 1120. 1956 $ .• __ • ___ _ 
(b) line 32. paqu 3. Form II~O. 1957 $._. _. _____ • 
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Poqe 4 

Selkln/nll: of JIl~ble Yu, . End of J.uatM Yelf 
ASSETS 

---~=r---'-"'-I -- --~I --.. ----;-0lil---
1.Cash ...... ~ ..................•.•..•.............•.•. -----~~-==----- . -==.:.~~== 
2.~ Noles and accounts recelvoble ....................... 0 ••••••• __ • __ ••• _ •••••••••• _ .... _ •• _ ••••• 

. (a) Less: Reserve (or bad debts .... : .................... 1 ______ 1 ... _. _____ ._ ... 1 ______ 1 .... __ • __ ._ .. _ 

3. Inventories: (a) Olher than last·ln. Ilrsl-ouI ............... .. 
(b) Lasl·ln. Ilrsl·oul. ........................ 1 ______ 1 ..... _ .. __ ..... 1 ______ 1 .... ____ _ 

of. Prepaid expenses and supplies ......................... . 
5. Inveslmenls In qovernmenlal obliqallons: 

(a) Obllgallons of a Stale. Terrllory. or a po$BeSslon 01 :ha 

~~:~I;~~~:·of~~enbl~II~~c~i C~~~v~~~.~ ~.'..~~.y. ~~ ~~~. 
(b) Obligations of Ihe United Siaies and its instrumentall· 

hes ..........................•....•....•........... 1 ______ 1 ..... _._ ............... 1 ______ 1 ...... __ • ___ _ 

S. Mortgage and real eslale loans ........................ . 
7. Loan. to shareholders ...... , .......................... . 
•• Olher inveslmenls (Atloch schedule) .•••••.••..•.•...•.•. 

14. Total Assels ..... . 

LIABILITIES AND CAPITAL 

::: ~~~~~::::.y:~~e~·~r;~~~~~·~~~~~i~ ·(~horf.l~~~l·;;:· .••... I 
(a) Banks ............................................................... _ .. .. 

(b) Small business tnveslment compo",.' ................................. _._ ... .. 

(c) Shareholders...................................... ......................... .. ..................... .. 
(dl Olher~ ............................................ 1 ______ 1 ........ _ ............... 1 ______ 1 .... ______ ._ 

17. Accrued expenses ........... . 
18. Bond •. nole •• and mortgage. poyable (Iong.lerm) to: 

(a) Banks ..................................................................... .. 
(b) Small business Inveslmenl campanies ......................................... .. 

(c) Shareholders ......... '.' .. ........................ .... ...................... .. ...................... .. 
(d) Others ............................................ I ______ ~ .......................... I ______ I ..................... __ 

19. Other Iiabtlltles (Attach schedule) . .. .......•..........•. 
20. Capital stock ......................................... , 

21. Paid·ln or capital surplus .............................. '1 
22. Surplus reserves (Attach schedule) ...................... . 
23. Earned .urplus and undtvlded prahl. accumulated ......•. , 
24. Shareholders' undistributed taxable Incame ............. . 
25. Tolalliabtllttes and capital ....................... 1 

Schedule M.-RECONCILIATION OF TAXABLE INCOME 

I. Ir.come from books ............ ........ .... ·1· .. · ........... -... ~·:·~-=--9~~~~~~I~~n:J~ ~~:~ · ~~d~~li~~~·bl~ · ~~·I-----
Add: Nondeductible ilems. duclions nol recorded on books. 

2. Contributions In excess of 5% limitation ........... _._._._ .. _ ...... 10. Nonlaxable interesl on: 
3. Insurance premiums patd on the Iile of any 

oHlcer or employee where the corpora lion Is 
directly or Indirectly a beneficiary ....... '" ........................ .. 

4. Unollowable Inlerest expense ......... '" ................ _ .......... .. 
S. Excess of capital losses over capilal qalns .... , ......................... . 

(a) Obligations 01 a Slale. Terrilory. Or a pos· 
session 0/ Ihe United Slates. or any politi. 
co! subdivISion of any of the foregoing. or 

(b) cl~h~a~~~!C~tlfh?Dunr;;~aSi~t~~'t;"~~'~~' .............. _ ....... -
or belore Sepl. I. 1917: all poslal ..,vlnq' 
bonds ........................................................ _ 

5. Adlu.stment for tax purposes not recorded on II. OIher nonlaxable Incame (Attach schedule) ........................... _ 
. boo •• (Attach schedule). ........................... _._ ......... I 12. AdJu,lment for tax purposes (Attach schedule) ......................... _ 

7. O:her (Allach .chedule) ......... : .. :........ : 13. Olher (Attach schedule)........ . .. 1 _____ _ 

I 14. Total........... . .......... . .1 ____ _ 

~ 15. TaKable InCOme (Line 9 minus 14). I 8. Tolal. ... 
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ApPENDIX IV 

ADDITIONAL FIRST-YEAR DEPRECIATION ALLOWANCE FOR 
SMALL BUSINESS 

ANNOUNCEMENTS AND TEMPORARY RULES OF THE TREASURY DEPARTMENT IN 
CONNECTION WITH NEW SECTION 179 

TECHNICAL INFORMATION RELEASE-DECEMBER 3, 1958 (TIR-114) 

The Technical Amendments Act of 1958 (Public Law 85-866) provides an 
additional depreciation allowance on tangible personal property for the first 
taxable year for which a regular depreciation deduc:tion is allowable, Internal 
Revenue Service announced today. 

This additional allowance, IRS said, is 20 percent of the cost of the property 
and regular depreciation is allowable on the balance of the cost after deducting 
the new allowance. 

IR,S added the additional allowance applies only to tangible personal property 
purchased after December 31, 1957, for use in a trade or business or for the
production of income. 

However, the allowance is not applicable to tangible personal property which 
has a useful life of less than 6 years at the time of acquisition, and does not apply 
at all to real property, the agency explained. 

IRS said the additional depreciation allowance may be obtained by filing an 
election to have the additional allowance apply. Such election may be made only 
for taxable years ending after June 30, 1958. The election for any taxable year
must be made within the time provided by law for filing the tax return (including 
any extensions of time) for such year. The election must be made in the manner 
prescribed by regulations contained in Treasury Decision 6335, published in the 
Federal Register on November 19, 1958. 

These regulations, IRS stated, provide that the election be made in a state
ment attached to the taxpayer's income tax return for the taxable year to which 
the election applies. The statement must indicate that the taxpayer has elected 
to take the additional depreciation allowance and must set forth the following 
information: 

(1) Description of property; (2) date property acquired; (3) estimated useful 
life at date of acquisition; (4) how and from whom the property was acquired; 
(5) total cost of each item of property with respect to which election was made; 
and, (6) portion of cost of property selected. 

IRS explained there is a limitation on the new additional depreciation allow
ance for anyone taxable year. The additional allowance applies only to so much 
of the cost of property for the taxable year as does not exceed $10,000, or, in the· 
case of a husband and wife filing a joint return, $20,000. 

IRS said the additional depreciation allowance is not available to trusts and 
that it does not apply with respect to personal property purchased from certain 
closely related persons nor to property acquired by gift or inheritance. 

(IRS-D.C.-44054) 

TEMPORARY RULES RELATING TO ADDITIONAL FIRST-YEAR DEPRECIATION ALLOW
ANCE FOR SMALL BUSINESS (TREASURY DECISION 6335, Nov. 18,.1958) 

Section 18.1-3. ADDITIONAL FIRST-YEAR DEPRECIATION ALLOWANCE FOR 
SMALL BUSINEss.-(a)· In general.-Section 204 of the Small Business Tax Revi-· 
sion Act of 1958 (72 Stat. 1679) amends the Internal Revenue Code of 1954 by 
adding a new section 179, relating to additional first-year depreciation allowance· 
for small business. Section 179(a) provides that in the case of IIsection 179-
property" the term "reasonable allowance" as used in section 167(a), relating to 
the deduction for depreciation, may, at the election of the taxpayer, include an 
allowance of 20 percent of the cost (subject to certain limitations) of such property 
for the first taxable year for which a deduction is allowable under section 167(a) 
with respect to such property. An election under section 179(a) may be made· 
only with respect to a taxable year ending after June 30, 1958. For a definition 
of what constitutes "section 179 property", see section 179(d). The election 
under section 179(c) applies only to "section 179 property" to the extent the cost 
Df such property for such taxable year does not exceed $10,000, or, in the case of 
a husband and wife filing a joint return under section 6013 for the taxable year. 
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$20,000. The taxpayer shall select the cost (or fractional part of the cost) of one 
or m0re items of "section 179 property" qualifying for the election in .the taxable 
year in an amount not in exce,ss of the applicable limitation. 

(b) Time and manner of rriaki'fLg election.-The election provided by section 
179(c) with respect to "section 179 property" shall be made fn a statement 
attached to the taxpayer's income tax return for the taxable year to which the 
election applies. The return and statement must be filed not later than the date 
prescribed by law for filing the return (including any extensions of time) for 
such taxable year. The statement shall indicate that the taxpayer has elected 
the provisions of section 179 (a), and shall set forth the following information with 

. respect to the property subject to the election:· ." ,, ' - I 

(1) Description of property. 
(2) Date property acquired. 

"(3) Estimated useful life at date of acquisition. 
(4) How and from whom the property was acquired. 
(5) Total cost of each item of property with respect to which election is 

made. ' . 
'(6) Portion of cost of property selected. 

The selection made by the taxpayer with reST'ect to such property shall be arlhered 
to iin computing the taxpayer,'s taxable income for the taxable year' for which the 
selection is made and for all subsequent taxable years. 

(c) Consent to revoke election.-An election made under section 179 and this 
section with respect to any property shall be binding with respect to such property 
for the taxable year for which the election is made, and for all subsequent taxable 
years, unless consent to revoke the election ' is obtained from the Commissioner. 
No application for consent to revoke an election under section 179 will be accepted 
before the date of pUblication in the Federal Register of the regulations under 
section 179. Such regulations, however, will provirle a reasonable period of time 
within which taxpayers will be permitter!. to apply for such consents in the case of 
taxable years which end after June 30, 1958, and before the date of publication of 
regulations under section 179. 

(d) Affiliated group.-Taxpayers which constitute an affiliated group as defined 
in section 179(d)(7) shall be treated as one taxpayer for the purpose of the limita
tion under section 179 (b). In the case of an affiliated group the allowance for 
additional first-year depreciation may, in accordance with an agreement entered 
into by the members of the group, be taken by anyone such member or divided 

, .among them in any portion. Any member of such group that is allowed any 
portion of the deduction under section 179 shall file a statement in accordance 
with paragraph (b) of this section. Such statement shall include, in addition to 
the information required under paragraph (b) of this section, the names of the 
other members of the affiliated group and a description of the manner in which 
the deduction under section 179 has been divided among them. 

(e) Records.-Any taxpayer who elects the additional allowance under s.ection 
179 with respect to "section 179 property" shall reflect the adjustment to basis 

_ required by section 179(b) (8) in the records which he is required to keep under 
~ ~~c.tion 1.167(3,.)-7 of this chapt~r. 

EXCERPTS FROM INSTRUCTIONS-FOR THE 1958 U.S. PARTNERSHIP RETURN FORM 
1065 

) .' Note: For taxable years ending after June 30, 1958, a partnership engaged in 
business may elect to write off part of the cost of its tangi';le deprecia~le personal 
property acquired after December 31, 1957, which has a useful life of at least 

: 6 lyears from the date of acquisition. The al1o~ance is in addition to regular 
depreciation allowable on the balance of the baSIS of the asset and is deductible 
in' the first year in which the regular depreciation deduction is allowable with 
respect to the property. 

The amount that may be written off is up to 20 percent of the cost of the prop
erty but not to exceed $2,000 .($4,000 if married anq filing a joint return) for each 
partner. For example-

The A & B Company, a partnership consisting of A and B, purchased an 
asset whi~h cost $100,000. Each partner is married and each is filing a joint 
return. The profit and loss sharing ratio is 50 percent to each. The total 
that may be ",-ritten off is $8,000 (20 percent of $100,000 limited to $4,000 
for each partner). If the purchase pri e of the asset had been $20,000 and 
the profit and loss ratio was 90 percent to A and 10 percent to B, the total 
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amount that the partnership could write off w~l.Uld Qe 20 percent of $20,000 
or $4,000 (90 percent of $4,000 or $3;600 for A and 10 percent of $4,000 or 
$400 for B). " 

Attach,a schedule showing , the computation and distribution of this additional 
first-year depreciation alld,vance:·''''''· '. 

ApPENDIX V 

INSTALLMENT PAYMENTS' OF ESTATE TAX ATTRIBUTABLE TO 
INVESTMENTS IN CLOSEL Y HELD BUSINESS ENTERPRISE 

TEMPORARY RULES OF THE TREASURY DEPARTMENT IN CONNECTION WITH TilE 
NEW SECTION 6166 

SEC. 24.1-1 EXTENSION OF TIME FOR PAYMENT OF ESTATE TAX WHERE ESTAT~ 
CONSISTS LARGELY OF INTEREST IN CLOSELY HELD BUSINESS (Treasury 
Decision 6321, October 8, 1958) 

(a) In qeneral.-Section 6166 provides tliat under · cer.tain conditions where 
an interest in a closely held business is included in the gross estate of a decedent 
who was a citizen or resident of the United States at the time of his death, the 
executor may elect to pay in installments part or all of the Federal estate tax 
imposed by section 2001. See section 6166 for the definition of an interest in 'a 
closely held business, the limitation placed on the amount which may be paid in 
installments, the number of installments in which the tax may be paid, and the 
circumstances under which the privilege of paying the tax in installments will 
terminate. The election shall be exercised by filing notice of election to pay tQ,e 
tax in installments with the district director. 

(b) Where due date of return is after September 2, 1958.-If the due date of the 
return is after September 2, 1958, an election to pay the estate tax in installments 
will apply both to the ta.x shown on the return and to any deficiency in tax as
sessed in connection therewith. The notice of election to pay the tax install
ments shall be, filed on or before.,the,dpe date of,the return. See Section 20.6075-1 
of this chapter (Estate Tax Regulations) for the due date of the return. However, 
if the due date for filing the return is after September 2, 1958, but before November 
3, 1958, the election will be considered as timely made if the notice of election is 
filed with the district director on or before November 3, 1958. 

(c) W here due date of return is on or before September 2, 1958.-If the due date 
of the return is on or before September 2, 1958, an election by the executor to pay 
estate, tax in installments will apply only to a deficiency in tax assessed after 
September 2, 1958. See Section 20.6075-1 of this chapter (Estate Tax Regula
tions) for the due date of the return. The notice of election to pay the deficiency 
in installments shall be filed not later than 60 days after the issuance of notice 
and demand by the district director for the payment of the deficiency. The 
election described in this paragraph may be made only if the decedent died after 
Augu~t 16, 1954. 

(d) 'Form of notice of election.-The notice of. election to pay the estate tax -,in 
installments may be in the form of a letter' addressed to the district director. ~,The 
executor shall state in the notice the , amount of tax which he elects to pay"in 
installments, and the total number of installments (including in a case described 
in paragraph (b) of this section the installment due 15 months after the date of 
the decedent's death, and including in a case described in paragraph (c) of this 
section those installments the dates for ,payment of which would have arrived 
within the meaning of section 6166(i)) in which he elects to inake the payment of 
such tax. The properties in the gross estate which constituted the decedent's 
interest in a closely held business should be listed in the notice, and identified by 
the schedule and item number at which they appear 011 the estate tax return. 
The notice should set forth the facts which formed the basis for the executor's 
conclusion that the estate qualifies for the payment of the estate tax in install
ments. 

o 










