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(6) Allocations—(i) Pass-through in the
case of an S corporation. In the case of
an S corporation (as defined in section
1361), the amount of the credit for
qualified clinical testing expenses com-
puted for the corporation for any tax-
able year shall be allocated among the
persons who are shareholders of the
corporation during the taxable year ac-
cording to the provisions of section
1366 and section 1377.

(ii) Pass-through in the case of an es-
tate or a trust. In the case of an estate
or a trust, the amount of the credit for
qualified clinical testing expenses com-
puted for the estate or trust for any
taxable year shall be apportioned be-
tween the estate or trust and the bene-
ficiaries on the basis of the income of
the estate or trust allocable to each.

(iii) Pass-through in the case of a part-
nership—(A) In general. In the case of a
partnership, the credit for qualified
clinical testing expenses computed for
the partnership for any taxable year
shall be apportioned among the persons
who are partners during the taxable
year in accordance with section 704 and
the regulations thereunder.

(B) Certain partnership non-business
expenditures. A partner’s share of an in-
house research expense or contract re-
search expense paid or incurred by a
partnership other than in carrying on a
trade or business of the partnership
constitutes a qualified clinical testing
expense of the partner if—

(1) The partner is entitled to make
independent use of the result of the
clinical testing, and

(2) The clinical testing expense paid
or incurred in carrying on the clinical
testing would have been paid or in-
curred by the partner in carrying on a
trade or business of the partner if the
partner had carried on the clinical
testing that was in fact carried on by
the partnership.

(C) Apportionment. Qualified clinical
testing expenses to which paragraph
(d)(6)(iii)(B) of this section applies
shall be apportioned among the persons
who are partners during the taxable
year in accordance with section 704 and
the regulations thereunder. For pur-
poses of section 28, these expenses shall
be treated as paid or incurred directly
by the partners rather than by the
partnership. Thus, the partnership

shall disregard these expenses in com-
puting the credit to be apportioned
under paragraph (d)(6)(iii)(A) of this
section, and each partner shall aggre-
gate the portion of these expenses allo-
cated to the partner with other quali-
fied clinical testing expenses of the
partner in making the computations
under section 28.

(iv) Year in which taken into account.
An amount apportioned to a person
under paragraph (d)(6) of this section
shall be taken into account by the per-
son in the taxable year of such person
in which or with which the taxable
year of the corporation, estate, trust,
or partnership (as the case may be)
ends.

(v) Credit allowed subject to limitation.
Any person to whom any amount has
been apportioned under paragraph
(d)(6)(i), (ii), or (iii) of this section is
allowed, subject to the limitation pro-
vided in section 28(d)(2), a credit for
that amount.

(7) Manner of making an election. To
make an election to have section 28
apply for its taxable year, the taxpayer
shall file Form 6765 (Credit for Increas-
ing Research Activities (or for claim-
ing the orphan drugs credit)) contain-
ing all the information required by
that form.

[T.D. 8232, 53 FR 38711, Oct. 3, 1988; 53 FR
40879, Oct. 19, 1988; 53 FR 41013, Oct. 19, 1988]

CREDITS AGAINST TAX

CREDITS ALLOWABLE

§ 1.30–1 Definition of qualified electric
vehicle and recapture of credit for
qualified electric vehicle.

(a) Definition of qualified electric vehi-
cle. A qualified electric vehicle is a
motor vehicle that meets the require-
ments of section 30(c). Accordingly, a
qualified electric vehicle does not in-
clude any motor vehicle that has ever
been used (for either personal or busi-
ness use) as a non-electric vehicle.

(b) Recapture of credit for qualified
electric vehicle—(1) In general—(i) Addi-
tion to tax. If a recapture event occurs
with respect to a taxpayer’s qualified
electric vehicle, the taxpayer must add
the recapture amount to the amount of
tax due in the taxable year in which
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the recapture event occurs. The recap-
ture amount is not treated as income
tax imposed on the taxpayer by chap-
ter 1 of the Internal Revenue Code for
purposes of computing the alternative
minimum tax or determining the
amount of any other allowable credits
for the taxable year in which the recap-
ture event occurs.

(ii) Reduction of carryover. If a recap-
ture event occurs with respect to a tax-
payer’s qualified electric vehicle, and if
a portion of the section 30 credit for
the cost of that vehicle was disallowed
under section 30(b)(3)(B) and con-
sequently added to the taxpayer’s min-
imum tax credit pursuant to section
53(d)(1)(B)(iii), the taxpayer must re-
duce its minimum tax credit carryover
by an amount equal to the portion of
any minimum tax credit carryover at-
tributable to the disallowed section 30
credit, multiplied by the recapture per-
centage for the taxable year of recap-
ture. Similarly, the taxpayer must re-
duce any other credit carryover
amounts (such as under section 469) by
the portion of the carryover attrib-
utable to section 30, multiplied by the
recapture percentage.

(2) Recapture event—(i) In general. A
recapture event occurs if, within 3 full
years from the date a qualified electric
vehicle is placed in service, the vehicle
ceases to be a qualified electric vehicle.
A vehicle ceases to be a qualified elec-
tric vehicle if—

(A) The vehicle is modified so that it
is no longer primarily powered by elec-
tricity;

(B) The vehicle is used in a manner
described in section 50(b); or

(C) The taxpayer receiving the credit
under section 30 sells or disposes of the
vehicle and knows or has reason to
know that the vehicle will be used in a
manner described in paragraph
(b)(2)(i)(A) or (B) of this section.

(ii) Exception for disposition. Except as
provided in paragraph (b)(2)(i)(C) of
this section, a sale or other disposition
(including a disposition by reason of an
accident or other casualty) of a quali-
fied electric vehicle is not a recapture
event.

(3) Recapture amount. The recapture
amount is equal to the recapture per-
centage times the decrease in the cred-
its allowed under section 30 for all

prior taxable years that would have re-
sulted solely from reducing to zero the
cost taken into account under section
30 with respect to such vehicle, includ-
ing any credits allowed attributable to
section 30 (such as under sections 53
and 469).

(4) Recapture date. The recapture date
is the actual date of the recapture
event unless a recapture event de-
scribed in paragraph (b)(2)(i)(B) of this
section occurs, in which case the recap-
ture date is the first day of the recap-
ture year.

(5) Recapture percentage. For purposes
of this section, the recapture percent-
age is—

(i) 100, if the recapture date is within
the first full year after the date the ve-
hicle is placed in service;

(ii) 66 2⁄3, if the recapture date is with-
in the second full year after the date
the vehicle is placed in service; or

(iii) 33 1⁄3, if the recapture date is
within the third full year after the date
the vehicle is placed in service.

(6) Basis adjustment. As of the first
day of the taxable year in which the re-
capture event occurs, the basis of the
qualified electric vehicle is increased
by the recapture amount and the car-
ryover reductions taken into account
under paragraphs (b)(1)(i) and (ii) of
this section, respectively. For a vehicle
that is of a character that is subject to
an allowance for depreciation, this in-
crease in basis is recoverable over the
remaining recovery period for the vehi-
cle beginning as of the first day of the
taxable year of recapture.

(7) Application of section 1245 for sales
and other dispositions. For purposes of
section 1245, the amount of the credit
allowable under section 30(a) with re-
spect to any qualified electric vehicle
that is (or has been) of a character sub-
ject to an allowance for depreciation is
treated as a deduction allowed for de-
preciation under section 167. Therefore,
upon a sale or other disposition of a de-
preciable qualified electric vehicle, sec-
tion 1245 will apply to any gain recog-
nized to the extent the basis of the de-
preciable vehicle was reduced under
section 30(d)(1) net of any basis in-
crease described in paragraph (b)(6) of
this section.
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(8) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. A, a calendar-year taxpayer,
purchases and places in service for personal
use on January 1, 1995, a qualified electric
vehicle costing $25,000. On A’s 1995 federal in-
come tax return, A claims a credit of $2,500.
On January 2, 1996, A sells the vehicle to an
unrelated third party who subsequently con-
verts the vehicle into a non-electric vehicle
on October 15, 1996. There is no recapture
upon the sale of the vehicle by A provided A
did not know or have reason to know that
the purchaser intended to convert the vehi-
cle to non-electric use.

Example 2. B, a calendar-year taxpayer,
purchases and places in service for personal
use on October 11, 1994, a qualified electric
vehicle costing $20,000. On B’s 1994 federal in-
come tax return, B claims a credit of $2,000,
which reduces B’s tax by $2,000. The basis of
the vehicle is reduced to $18,000
($20,000¥$2,000). On March 8, 1996, B sells the
vehicle to a tax-exempt entity. Because B
knowingly sold the vehicle to a tax-exempt
entity described in section 50(b) in the sec-
ond full year from the date the vehicle was
placed in service, B must recapture $1,333
($2,000×66 2⁄3 percent). This recapture amount
increases B’s tax by $1,333 on B’s 1996 federal
income tax return and is added to the basis
of the vehicle as of January 1, 1996, the be-
ginning of the taxable year in which the re-
capture event occurred.

Example 3. X, a calendar-year taxpayer,
purchases and places in service for business
use on January 1, 1994, a qualified electric
vehicle costing $30,000. On X’s 1994 federal in-
come tax return, X claims a credit of $3,000,
which reduces X’s tax by $3,000. The basis of
the vehicle is reduced to $27,000
($30,000¥$3,000) prior to any adjustments for
depreciation. On March 8, 1995, X converts
the qualified electric vehicle into a gasoline-
propelled vehicle. Because X modified the ve-
hicle so that it is no longer primarily pow-
ered by electricity in the second full year
from the date the vehicle was placed in serv-
ice, X must recapture $2,000 ($3,000 × 662⁄3 per-
cent). This recapture amount increases X’s
tax by $2,000 on X’s 1995 federal income tax
return. The recapture amount of $2,000 is
added to the basis of the vehicle as of Janu-
ary 1, 1995, the beginning of the taxable year
of recapture, and to the extent the property
remains depreciable, the adjusted basis is re-
coverable over the remaining recovery pe-
riod.

Example 4. The facts are the same as in Ex-
ample 3. In 1996, X sells the vehicle for $31,000,
recognizing a gain from this sale. Under
paragraph (b)(7) of this section, section 1245
will apply to any gain recognized on the sale

of a depreciable vehicle to the extent the
basis of the vehicle was reduced by the sec-
tion 30 credit net of any basis increase from
recapture of the section 30 credit. Accord-
ingly, the gain from the sale of the vehicle is
subject to section 1245 to the extent of the
depreciation allowance for the vehicle plus
the credit allowed under section 30 ($3,000),
less the previous recapture amount ($2,000).
Any remaining amount of gain may be sub-
ject to other applicable provisions of the In-
ternal Revenue Code.

(c) Effective date. This section is ef-
fective on October 14, 1994. If the recap-
ture date is before the effective date of
this section, a taxpayer may use any
reasonable method to recapture the
benefit of any credit allowable under
section 30(a) consistent with section 30
and its legislative history. For this
purpose, the recapture date is defined
in paragraph (b)(4) of this section.

[60 FR 39649, Aug. 3, 1995]

§ 1.31–1 Credit for tax withheld on
wages.

(a) The tax deducted and withheld at
the source upon wages under chapter 24
of the Internal Revenue Code of 1954 (or
in the case of amounts withheld in 1954,
under subchapter D, chapter 9 of the
Internal Revenue Code of 1939) is allow-
able as a credit against the tax im-
posed by Subtitle A of the Internal
Revenue Code of 1954, upon the recipi-
ent of the income. If the tax has actu-
ally been withheld at the source, credit
or refund shall be made to the recipient
of the income even though such tax has
not been paid over to the Government
by the employer. For the purpose of
the credit, the recipient of the income
is the person subject to tax imposed
under Subtitle A upon the wages from
which the tax was withheld. For in-
stance, if a husband and wife domiciled
in a State recognized as a community
property State for Federal tax purposes
make separate returns, each reporting
for income tax purposes one- half of the
wages received by the husband, each
spouse is entitled to one-half of the
credit allowable for the tax withheld at
source with respect to such wages.

(b) The tax withheld during any cal-
endar year shall be allowed as a credit
against the tax imposed by Subtitle A
for the taxable year of the recipient of
the income which begins in that cal-
endar year. If such recipient has more
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than one taxable year beginning in
that calendar year, the credit shall be
allowed against the tax for the last
taxable year so beginning.

§ 1.31–2 Credit for ‘‘special refunds’’ of
employee social security tax.

(a) In general. (1) In the case of an
employee receiving wages from more
than one employer during the calendar
year, amounts may be deducted and
withheld as employee social security
tax with respect to more than $3,600 of
wages received during the calendar
year 1954, and with respect to more
than $4,200 of wages received during a
calendar year after 1954. For example,
employee social security tax may be
deducted and withheld on $5,000 of
wages received by an employee during
a particular calendar year if the em-
ployee is paid wages in such year in the
amount of $3,000 by one employer and
in the amount of $2,000 by another em-
ployer. Section 6413(c) (as amended by
section 202 of the Social Security
Amendments of 1954 (68 Stat. 1089)),
permits, under certain conditions, a so-
called ‘‘special refund’’ of the amount
of employee social security tax de-
ducted and withheld with respect to
wages paid to an employee in a cal-
endar year after 1954 in excess of $4,200
($3,600 for the calendar year 1954) by
reason of the employee receiving wages
from more than one employer during
the calendar year. For provisions relat-
ing to the imposition of the employee
tax and the limitation on wages, see
with respect to the calendar year 1954,
sections 1400 and 1426(a)(1) of the Inter-
nal Revenue Code of 1939 and, with re-
spect to calendar years after 1954, sec-
tions 3101 and 3121(a)(1) of the Internal
Revenue Code of 1954, as amended by
sections 208(b) and 204(a), respectively,
of the Social Security Amendments of
1954 (68 Stat. 1094, 1091).

(2) An employee who is entitled to a
special refund of employee tax with re-
spect to wages received during a cal-
endar year and who is also required to
file an income tax return for such cal-
endar year (or for his last taxable year
beginning in such calendar year) may
obtain the benefits of such special re-
fund only by claiming credit for such
special refund in the same manner as if
such special refund were an amount de-

ducted and withheld as income tax at
the source. For provisions for claiming
special refunds for 1955 and subsequent
years in the case of employees not re-
quired to file income tax returns, see
section 6413(c) and the regulations
thereunder. For provisions relating to
such refunds for 1954, see 26 CFR (1939)
408.802 (regulations 128).

(3) The amount of the special refund
allowed as a credit shall be considered
as an amount deducted and withheld as
income tax at the source under chapter
24 of the Internal Revenue Code of 1954
(or, in the case of a special refund for
1954, subchapter D, chapter 9 of the In-
ternal Revenue Code of 1939). If the
amount of such special refund when
added to amounts deducted and with-
held as income tax exceeds the taxes
imposed by subtitle A of the Internal
Revenue Code of 1954, the amount of
the excess constitutes an overpayment
of income tax under Subtitle A, and in-
terest on such overpayment is allowed
to the extent provided under section
6611 upon an overpayment of income
tax resulting from a credit for income
tax withheld at source. See section
6401(b).

(b) Federal and State employees and
employees of certain foreign corporations.
The provisions of this section shall
apply to the amount of a special refund
allowable to an employee of a Federal
agency or a wholly owned instrumen-
tality of the United States, to the
amount of a special refund allowable to
an employee of any State or political
subdivision thereof (or any instrumen-
tality of any one or more of the fore-
going), and to the amount of a special
refund allowable to employees of cer-
tain foreign corporations. See, with re-
spect to such special refunds for 1954,
section 1401(d)(4) of the Internal Reve-
nue Code of 1939, and with respect to
such special refunds for 1955 and subse-
quent years, section 6413(c)(2) of the In-
ternal Revenue Code of 1954, as amend-
ed by section 202 of the Social Security
amendments of 1954.

§ 1.32–2 Earned income credit for tax-
able years beginning after Decem-
ber 31, 1978.

(a) Allowance of credit. For taxable
years beginning after December 31,
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1978, subject to the limitations of para-
graph (b) of this section, an eligible in-
dividual (as defined in paragraph (c)(1)
of this section) is allowed as a credit
against the tax imposed by subtitle A
of the Code for the taxable year, an
amount equal to 10 percent of the first
$5,000 of earned income (as defined in
paragraph (c)(2) of this section) for the
taxable year. For earlier taxable years
beginning before January 1, 1979, see
§ 1.43–1.

(b) Limitations—(1) Amount of credit.
The amount of the credit allowed by
section 43 and paragraph (a) of this sec-
tion for the taxable year must not ex-
ceed the excess, if any, of $500 over 12.5
percent of that amount of the adjusted
gross income (or, if greater, the earned
income) of the taxpayer for the taxable
year which exceeds $6,000. For the
meaning of the term ‘‘earned income,’’
see paragraph (c)(2) of this section. Ad-
justed gross income is determined
under section 62 and the regulations
thereunder. If an individual has ad-
justed gross income or earned income
of $10,000 or more, the individual is not
entitled to the credit.

(2) Married individuals. No credit is al-
lowed by section 43 and paragraph (a)
of this section in the case of an eligible
individual who is married (within the
meaning of section 143 and the regula-
tions thereunder) unless the individual
and spouse file a single return jointly
(a joint return) for the taxable year
(see section 6013 and the regulations
thereunder relating to joint returns of
income tax by husband and wife). The
requirements of the preceding sentence
do not apply to an eligible individual
who is not considered as married under
section 143(b) and the regulations
thereunder (relating to certain married
individuals living apart).

(3) Length of taxable year. No credit is
allowed by section 43 and paragraph (a)
of this section in the case of a taxable
year covering a period of less than 12
months. However, the rule of the pre-
ceding sentence does not apply to a
taxable year closed by reason of the
death of the eligible individual.

(c) Definitions—(1) Eligible individual.
For purposes of this section, an eligible
individual is an individual who meets
the following requirements of this
paragraph (c)(1).

(i) For the taxable year the individ-
ual must meet any one of the following
three requirements set forth, respec-
tively, in (A), (B), and (C) of this sub-
division (i).

(A) The individual must be married
(within the meaning of section 143 and
the regulations thereunder) and be en-
titled to a deduction under section 151
for a child (within the meaning of sec-
tion 151(e)(3) and the regulations there-
under). The child must have the same
principal place of abode (as defined in
§ 1.2–2(c)) as the individual and that
principal place of abode must be in the
United States for the entire taxable
year.

(B) The individual must qualify as a
surviving spouse (as determined under
section 2(a) and the regulations there-
under). Thus, the spouse of the individ-
ual must have died within the period of
the 2 taxable years immediately pre-
ceding the individual’s taxable year.
Also, the individual must have fur-
nished over half the cost of maintain-
ing as the individual’s home a house-
hold in the United States for the entire
taxable year which is the principal
place of abode of a child of the individ-
ual who qualifies as a dependent for
whom the individual is entitled to a de-
duction under section 151.

(C) The individual must qualify as a
head of household (as determined under
section 2(b) and the regulations there-
under but without regard to section
2(b)(1)(A)(ii) and (B) and the regula-
tions, thereunder). Thus, the individual
cannot be married as of the close of the
taxable year and also cannot qualify as
a surviving spouse under section 2(a).
Also, the individual must have fur-
nished over half the cost of maintain-
ing as the individual’s home a house-
hold in the United States for the entire
taxable year which is the principal
place of abode of a child or descendant
of the individual who is unmarried or
who qualifies as a dependent for whom
the individual is entitled to a deduc-
tion under section 151.

(ii) For the entire taxable year, the
individual must not be entitled to ex-
clude any amount from gross income
under section 911 (relating to earned
income by individuals in certain camps
outside the United States) or section
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931 and the regulations thereunder (re-
lating to income from sources within
the possessions of the United States).

(iii) The rules of this paragraph (c)(1)
are illustrated by the following exam-
ples:

Example 1. A, who is married and a member
of the United States Armed Forces, main-
tains his household outside the United
States for part of the taxable year. A is not
an eligible individual. However, if A main-
tains his household inside the United States
for the entire taxable year and is only tem-
porarily absent therefrom by reason of mili-
tary service and if the household is his prin-
cipal place of abode and the principal place
of abode of his child who receives over half of
his support from the taxpayer for the cal-
endar year in which the taxable year of the
taxpayer begins and who either has less than
$1,000 of gross income for the calendar year
in which the individual’s taxable year begins
or who has not attained the age of 19 at the
close of the calendar year in which the indi-
vidual’s taxable year begins or is a student,
then the individual is an eligible individual
if he meets the requirements of subdivision
(ii) of this paragraph.

Example 2. B’s wife died in 1975 and B has
not remarried. For his entire taxable year
beginning January 1, 1979, B maintains his
household inside the United States. The
household is, for the entire taxable year, B’s
principal place of abode and the principal
place of abode of B’s unmarried grandchild
whose natural parents are deceased. Thus B
qualifies as a head of household (as deter-
mined under section 2(b) without regard to
subparagraphs (A)(ii) and (B) of section
2(b)(1)). In these circumstances, regardless of
whether B provides sufficient support to
claim the grandchild as a dependent, B is an
eligible individual if he meets the require-
ments of subdivision (ii) of this paragraph.

Example 3. C is married and maintains his
household inside the United States for the
entire taxable year. The household is his
principal place of abode and, for the entire
year, is also the principal place of abode of a
12 year old child whose natural parents are
deceased and who is placed with C by a State
agency to provide the child with foster care.
C receives compensation from the State
agency to cover all of the cost of maintain-
ing the child in his home. The child is in C’s
care and is cared for as C’s own child. In
these circumstances, the child is C’s foster
child, but C is not able to claim the child as
a dependent since C did not provide half the
child’s support for the year. C is not eligible
for the earned income credit.

Example 4. Assume the same facts as in ex-
ample (3) except that C receives no com-
pensation from the State agency, and C pro-

vides over half the child’s support and is able
to claim the child as a dependent. C is an eli-
gible individual if he meets the requirements
of subdivision (ii) of this paragraph.

Example 5. D’s husband died in 1974 and D
has not remarried. For the entire taxable
year beginning January 1, 1979, D maintains
her household inside the United States. The
household is D’s principal place of abode and,
for the entire taxable year, is also the prin-
cipal place of abode of D’s unmarried son. D
cares for her son in all respects except that
her parents provide over half of the son’s
support. D qualifies as a head of household
(as determined under section 2(b) without re-
gard to subparagraph (A)(ii) and (B) of sec-
tion 2(b)(1)). D is an eligible individual if D
meets the requirements of subdivision (ii) of
this paragraph.

Example 6. Assume the same facts as in ex-
ample 5 except that D is married. Since D
cannot qualify as a head of household, and
D’s son cannot be claimed as D’s dependent,
D is not an eligible individual.

(2) Earned income. For purposes of
this section, earned income means—

(i) Wages, salaries, tips, other em-
ployee compensation, and

(iii) Net earnings from self-employ-
ment (within the meaning of section
1402(a) and the regulations thereunder).
Earned income includes compensation
excluded from gross income, such as
disability income excluded under sec-
tion 105(d), the rental value of a par-
sonage excluded under section 107, and
the value of meals and lodging fur-
nished for the convenience of the em-
ployer excluded under section 119.
Earned income is computed without re-
gard to any community property laws
which may otherwise be applicable.
Earned income is reduced by any net
loss in earnings from self-employment.
Earned income does not include
amounts received as a pension, an an-
nuity, unemployment compensation, or
workmen’s compensation, or an
amount to which section 871(a) and the
regulations thereunder apply (relating
to income of nonresident alien individ-
uals not connected with United States
business).

(d) Examples. The application of this
section is illustrated by the following
examples. For purposes of these exam-
ples, assume that the eligible individ-
ual does not receive a pension, an an-
nuity, or an amount to which section
871(a), 911, or 931 applies.
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Example 1 . A and B (married individuals)
maintain a household inside the United
States which is their principal place of abode
and the principal place of abode of their two
children who are 12 and 14 years old. A and
B are calendar year taxpayers and, for 1979,
they file a joint return. A and B have a total
earned income of $7,600 (computed without
regard to any community property laws) and
have adjusted gross income of less than
$7,600. The earned income credit of $300 is de-
termined as follows:
Basic credit (10 percent of

$5,000 under paragraph
(a) of this section) ............. .............. .............. $500

Initial limitation amount ......... .............. $500 ..............
Less: Reduction under para-

graph (b)(1) of this section:
Earned income for taxable

year ................................... $7,600 .............. ..............
Less ...................................... $6,000 .............. ..............

Excess over $6,000 .............. 1,600 .............. ..............

121⁄2 percent of excess
($1,600) ............................. .............. $200 ..............

Maximum credit (if less than
basic credit) ....................... .............. .............. $300

Example 2 . Assume the same facts as in ex-
ample 1 except that A and B have earned in-
come of $4,000 and adjusted gross income of
$7,000. The earned income credit of $375 is de-
termined as follows:
Basic credit (10 percent of

$4,000 under paragraph
(a) of this section) ............. .............. .............. $400

Initial limitation amount ......... .............. $500 ..............
Less: Reduction under para-

graph (b)(1) of this section:
Adjusted gross income for

taxable year ...................... $7,000 .............. ..............
Less ...................................... 6,000 .............. ..............

Excess over $6,000 .............. 1,000 .............. ..............

121⁄2 percent of excess
($1,000) ............................. .............. 125 ..............

Maximum credit (if less than
basic credit) ....................... .............. .............. 375

(e) Coordination of credit with advance
payments—(1) Recapture of excess ad-
vance payments. If any advance pay-
ment of earned income credit under
section 3507 is made to an individual by
an employer during any calendar year,
then the total amount of these advance
payments to the individual in that cal-
endar year is treated as an additional
amount of tax imposed (by chapter 1 of
the Code) upon the individual on the
tax return for the individual’s last tax-
able year beginning in that calendar
year.

(2) Reconciliation of payments ad-
vanced and credit allowed. Any addi-
tional amount of tax under paragraph
(e)(1) of this section is not treated as a
tax imposed by chapter 1 of the Code
for purposes of determining the
amount of any credit (other than the
earned income credit) allowable under
subpart A, part IV, subchapter A, chap-
ter 1 of the Code.

[T.D. 7683, 45 FR 16175, Mar. 13, 1980. Redesig-
nated by T.D. 8448, 57 FR 54923, Nov. 23, 1992]

§ 1.34–1 Credit against tax and exclu-
sion from gross income in case of
dividends received by individuals.

(a) In general. (1) Section 34 provides
a credit against the income tax of an
individual for certain dividends re-
ceived after July 31, 1954, and on or be-
fore December 31, 1964. The credit, sub-
ject to the limitations provided in sec-
tion 34(b), is equal to 4 percent of the
dividends received before January 1,
1964, and 2 percent of the dividends re-
ceived during the calendar year 1964.
The credit is allowable with respect to
dividends received in any taxable year
ending after July 31, 1954, but applies
only to dividends received on or before
December 31, 1964. The credit applies
only to dividends which are received
from domestic corporations and which
are included in the gross income of the
taxpayer. Section 116 provides for the
exclusion from gross income of the
first $100 ($50 for dividends received in
taxable years beginning before January
1, 1964) of certain dividends received by
an individual. See § 1.116–1. In deter-
mining which dividends are entitled to
the credit against income tax provided
by section 34, the exclusion from gross
income provided in section 116 is ap-
plied to the first dividends received in
the taxable year. Since the exclusion
applies to dividends received at any
time during a taxable year ending after
July 31, 1954, dividends received before
August 1, 1954, may be taken into ac-
count in determining the exclusion
from gross income under section 116
but do not constitute dividends for
which a credit is allowed.

(2) The application of section 34
(without regard to the limitations pro-
vided in section 34(b)) may be illus-
trated by the following example:
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Example. A, an individual who makes his
return on the basis of the calendar year, re-
ceives in the year 1954 the following divi-
dends: $100 on March 1, $100 on June 1, $100 on
September 1, and $100 on December 1. $50 of
the dividends received by A on March 1, 1954,
is excluded from gross income under section
116. The balance of the dividends received in
1954, amounting to $350, is includible in the
gross income of A. Subject to the limitation
in section 34(b) a credit of $8 is allowed under
section 34 (4 percent of $200, the amount of
the dividends received after July 31, 1954,
that is, $100 received on September 1, 1954,
and $100 received on December 1, 1954).

(b) Tax credit. The credit is used to
reduce the tax imposed by Subtitle A
of the Code, including the alternative
tax under section 1201 in the case of
capital gains and the self-employment
tax under chapter 2 of the Code; how-
ever, it may not be used by the tax-
payer as a credit against penalties, ad-
ditions to the tax, or interest on delin-
quent taxes.

(c) Joint return of husband and wife.
(1) In the case of a joint return the
credit is determined on the basis of the
dividends received by both the husband
and wife after taking into account the
exclusion allowed by section 116. See
§ 1.116–1. The credit is allowable in the
case of a joint return on account of the
dividends received by each spouse with-
out regard to whether the spouse would
be liable for the tax imposed by Sub-
title A if the joint return had not been
filed. However, the limitations on
amount of credit in section 34(b) are
determined by reference to the tax and
the credit under section 33 required to
be shown on the joint return and to the
combined taxable income of husband
and wife. For this purpose, it makes no
difference whether the tax, the credit,
or the taxable income is attributable
to one or the other spouse. If both the
husband and wife are entitled to the
credit, their combined credit shall not
exceed the amount so computed.

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

Example 1. H and W, husband and wife,
make a joint return for the calendar year
1954. The only dividend received by either of
them during the year is a dividend received
by H on September 1 in the amount of $400.
Subject to the limitations of section 34(b),
the credit amounts to $14 (4 percent of $350,
the dividends included in gross income after

allowance of the exclusion of $50 under sec-
tion 116).

Example 2. The facts are the same as in ex-
ample (1) except that W also received a divi-
dend on September 1 of $30. Since this divi-
dend (being less than the maximum amount
allowable as an exclusion under section
116(a)) is excluded from W’s gross income, it
does not affect the computation of the tax
credit and the tax credit is the same as in ex-
ample (1).

Example 3. H and W, husband and wife,
make a joint return for the calendar year
1954. H and W each received a $400 dividend
on September 1, 1954, and these were the only
dividends received by them in 1954. Since H
and W may each exclude $50 of the dividends
received by them, $700 of dividend income is
included in gross income. Subject to the lim-
itations in section 34(b), the credit against
the tax of H and W amounts to $28 (4 percent
of $700).

(d) Individuals receiving dividends.
Where two or more persons hold stock
as tenants in common, as joint ten-
ants, or as tenants by the entirety, the
dividends received with respect to such
stock shall be considered as being re-
ceived by each tenant to the extent
that he is entitled under local law to a
share of such dividends. Where divi-
dends constitute community property
under local law each spouse shall be
considered as receiving one-half of such
dividends.

(e) Time dividends are received. In
cases where it is necessary to deter-
mine the time of receipt of dividends,
the rules established to determine in
which taxable year dividends must be
included in gross income apply, includ-
ing the rules relating to constructive
receipt. See section 451 and regulations
thereunder.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6777, 29 FR 17806, Dec. 16,
1964]

§ 1.34–2 Limitations on amount of
credit.

(a) Under section 34(b) the credit may
not exceed the lesser of either—

(1) The amount of the tax imposed by
chapter 1 of the Code for the taxable
year reduced by the foreign tax credit
allowable under section 33, or

(2) Whichever of the following is ap-
plicable:

(i) In the case of a taxable year end-
ing before January 1, 1955, or beginning
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after December 31, 1963, 2 percent of the
taxable income for such taxable year;

(ii) In the case of a taxable year end-
ing after December 31, 1954, and begin-
ning before January 1, 1964, 4 percent of
the taxable income for such taxable
year. In the case of a taxpayer who
computes his tax under section 3 or
who uses the standard deduction pro-
vided by section 141, the taxable in-
come for the taxable year is the ad-
justed gross income for the taxable
year reduced by the standard deduction
prescribed in section 141 and the deduc-
tions for personal exemptions provided
in section 151. Where the alternative
tax on capital gains is imposed under
section 1201(b), the taxable income for
such taxable year is the taxable income
as defined in section 63, which includes
50 percent of the excess of net long-
term capital gain over net short-term
capital loss.

(b) The application of the limitations
in paragraph (a) of this section may be
illustrated by the following example:

Example. Assume the following facts in the
case of an individual whose taxable year is
the calendar year:

1954

Computation of tax liability without re-
gard to the dividend received credit:
(1) Gross income ................................................ $7,500
(2) Deductions ..................................................... 2,900
(3) Taxable income ............................................. 4,600
(4) Income tax liability ......................................... 996
(5) Foreign tax credit ........................................... 16
(6) Income tax liability minus foreign tax credit .. 980

Computation of limitation under section
34(b)(1):
(7) Dividends for which credit is allowable .......... $2,500
(8) Dividends received credit under section

34(a); (2,500×0.04) ........................................... 100
(9) Dividends received credit, as limited by sec-

tion 34(b)(1); (item (6) or item (8) whichever is
lesser) ............................................................... 100

Computation of limitation under section
34(b)(2):
(10) Taxable income ........................................... $4,600
(11) Dividends received credit under section

34(b)(2); (4,600×0.02) ...................................... 92

Dividends received credit allowable:
Item (6), item (9), or item (11), whichever is

lesser ................................................................ $92

1955

Computation of tax liability without re-
gard to the dividend received credit:

(12) Gross income .............................................. $7,500
(13) Deductions ................................................... 2,900
(14) Taxable income ........................................... 4,600
(15) Income tax liability ....................................... 996
(16) Foreign tax credit ......................................... 816
(17) Income tax liability minus foreign tax credit 180

Computation of limitation under section
34(b)(1):

(18) Dividends for which credit is allowable ....... $2,500
(19) Dividends received credit under section

34(a); (2,500×0.04) ........................................... 100
(20) Dividends received credit as limited by sec-

tion 34(b)(1); (item (17) or item (19) whichever
is lesser) ........................................................... 100

Computation of limitation under section
34(b)(2):

(21) Taxable income ........................................... $4,600
(22) Dividends received credit under section

34(b)(2); (4,600×0.04) ...................................... 184

Dividends received credit allowable:

Item (17), item (19), or item (22), whichever is
lesser ................................................................ $100

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6777, 29 FR 17807, Dec. 16,
1964]

§ 1.34–3 Dividends to which the credit
and exclusion apply.

(a) General rule. The credit under sec-
tion 34 and the exclusion under section
116 apply only to distributions of prop-
erty defined as dividends by section
316. Thus, the credit and the exclusion
are not allowed with respect to patron-
age dividends paid by either exempt or
taxable farm cooperatives. Nor are
they allowed for distributions to non-
stockholding policyholders by an insur-
ance company having shares of stock
or for any distribution by a mutual in-
surance company. See paragraph (b) of
this section for an additional restric-
tion with respect to stock life insur-
ance companies. The credit and the ex-
clusion are, however, allowed with re-
spect to dividends paid on capital stock
by nonexempt cooperatives and with
respect to dividends paid on capital
stock by building and loan associa-
tions. However, see paragraph (b) of
this section with respect to so-called
dividends paid by building and loan as-
sociations ineligible for the credit and
the exclusion. The credit and the exclu-
sion are allowed with respect to dis-
tributions from any organization taxed
as a corporation if the distribution
falls within the definition of a dividend
in section 316.
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(b) Dividends from certain corporations.
(1) Section 34 (c) and (d) contains fur-
ther restrictions on the type of dis-
tributions which are treated as divi-
dends for purposes of the credit and ex-
clusion. Thus, no credit or exclusion is
applicable with respect to dividends re-
ceived from a corporation organized
under the China Trade Act, 1922; from
stock life insurance companies before
January 1, 1959, in taxable years ending
before such date; from corporations
which during their taxable year of the
distribution or their preceding taxable
year were corporations to which sec-
tion 931 applies (relating to income
from sources within possessions of the
United States); from corporations
which during the taxable year of the
distribution or the preceding taxable
year are corporations exempt from tax
either under section 501, relating to
charitable, etc., organizations, or
under section 521, relating to farmers’
cooperative associations.

(2) So-called dividends paid by mu-
tual savings banks, cooperative banks,
and building and loan associations
which are allowed as a deduction under
section 591 are ineligible for the credit
and exclusion.

(3) For special rules as to the limita-
tion on the amount of dividends for
which a credit and exclusion are allow-
able in the case of dividends paid by a
regulated investment company, see
section 854 and the regulations there-
under.

(4) See section 857(c) and paragraph
(d) of § 1.857–4 for special rules which
deny a credit under section 34 and ex-
clusion under section 116 in the case of
dividends received from a real estate
investment trust with respect to a tax-
able year for which such trust is tax-
able under part II, subchapter M, chap-
ter 1 of the Code.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6598, 27 FR 4092, Apr. 28,
1962; T.D. 6625, 27 FR 12541, Dec. 19, 1962]

§ 1.34–4 Taxpayers not entitled to cred-
it and exclusion.

(a) The credit or exclusion is not
available to nonresident aliens with re-
spect to whom a tax is imposed for the
taxable year under section 871(a). If the
taxpayer elects under section 6014 to
have the Government compute his tax,

the credit is not taken into account in
such computation although the tax-
payer is allowed the exclusion under
section 116.

(b) For treatment of dividends re-
ceived by estates or trusts, and the al-
location of such dividends between an
estate or trust and the beneficiary
thereof, see sections 642, 652, and 662
and the regulations thereunder. 3

(c) For treatment of dividends re-
ceived by a partnership see section 702
and the regulations thereunder.

(d) For treatment of dividends re-
ceived by a common trust fund, see sec-
tion 584 and the regulations there-
under.

§ 1.34–5 Effective date; taxable years
ending after July 31, 1954, subject
to the Internal Revenue Code of
1939.

Pursuant to section 7851(a)(1)(C), the
regulations prescribed in §§ 1.34–1 to
1.34–4, inclusive, shall also apply to
taxable years beginning before January
1, 1954, and ending after July 31, 1954,
and to taxable years beginning after
December 31, 1953, and ending after
July 31, 1954, but before August 17, 1954,
though such years are subject to the
Internal Revenue Code of 1939.

§ 1.34–6 Dividends received after De-
cember 31, 1964.

In the case of dividends received
after December 31, 1964, section 34 and
the regulations issued thereunder do
not apply.

[T.D. 6777, 29 FR 17807, Dec. 16, 1964]

§ 1.35–1 Partially tax-exempt interest
received by individuals.

(a) The credit against tax under sec-
tion 35 shall be allowed only to individ-
uals and if the requirements of both
paragraphs (1) and (2) of section 35(a)
are met. Where the alternative tax on
capital gains is imposed under section
1201(b), the taxable income for such
taxable year is the taxable income as
defined in section 63, which includes 50
percent of the excess of net long-term
capital gain over net short-term cap-
ital loss.

(b) For the treatment of partially
tax-exempt interest in the case of
amounts not allocable to any bene-
ficiary of an estate or trust, see section
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642(a)(1), and for treatment of amounts
allocable to a beneficiary, see sections
652 and 662. For treatment of partially
tax-exempt interest received by a part-
nership, see section 702(a)(7). For treat-
ment of such interest received by a
common trust fund, see section
584(c)(2).

(c) The application of section 35 may
be illustrated by the following exam-
ple:

Example. In his taxable year, 1955, A re-
ceived $4,500 of partially tax-exempt inter-
est. A’s taxable income is $4,000 upon which
the tax prior to any credits against tax is
$840. His foreign tax credit under section 33
is $610, and his dividends received credit
under section 34 is $120. A’s credit under sec-
tion 35 for partially tax-exempt interest is
$110, determined as follows:

Section 35(a)
Partially tax-exempt interest .................................. $4,500
Credit computed under section 35(a); 3 percent of

$4,500 ................................................................. 135
Section 35(b)(1)

Tax imposed by chapter 1 ..................................... 840
Less:

Credit allowed under section 33 $610
Credit allowed under section 34 120

———— $730

Limitation on credit under section 35(b)(1) ............ 110

Section 35(b)(2)
Taxable income ...................................................... 4,000
Limitation on credit under section 35(b)(2); 3 per-

cent of $4,000 .................................................... 120

Since of the three figures ($135, $110, and
$120), the lesser is $110, A’s credit under sec-
tion 35 is limited to $110.

§ 1.35–2 Taxpayers not entitled to cred-
it.

For taxable years beginning after De-
cember 31, 1957, no credit shall be al-
lowed under section 35 to a nonresident
alien individual with respect to whom
a tax is imposed for such taxable year
under section 871(a).

§ 1.37–1 General rules for the credit for
the elderly.

(a) In general. In the case of an indi-
vidual, section 37 provides a credit
against the tax imposed by chapter 1 of
the Internal Revenue Code of 1954. This
section and §§ 1.37–2 and 1.37–3 provide
guidance in the computation of the
credit for the elderly provided under
section 37 for taxable years beginning
after 1975. For rules relating to the
computation of the retirement income
credit provided under section 37 for

taxable years beginning before 1976, see
26 CFR 1.37–1 through 1.37–5 (Rev. as of
April 1, 1980). Note that section 403 of
the Tax Reduction and Simplification
Act of 1977 provides that a taxpayer
may elect to compute the credit under
section 37 for the taxpayer’s first tax-
able year beginning in 1976 in accord-
ance with the rules applicable to tax-
able years beginning before 1976.

(b) Limitation on the amount of the
credit. The credit allowed by section 37
for a taxable year shall not exceed the
tax imposed by chapter 1 of the Code
for the taxable year (reduced, in the
case of a taxable year beginning before
1979, by the general tax credit allowed
by section 42).

(c) Married couples must file joint re-
turns. If the taxpayer is married at the
close of the taxable year, the credit
provided by section 37 shall be allowed
only if the taxpayer and the taxpayer’s
spouse file a joint return for the tax-
able year. The preceding sentence shall
not apply in the case of a husband and
wife who are not members of the same
household at any time during the tax-
able year. For the determination of
marital status, see §§ 143 and 1.143–1.

(d) Nonresident aliens ineligible. No
credit is allowed under section 37 to
any individual for any taxable year
during which that individual is at any
time a nonresident alien unless the in-
dividual is treated, by reason of an
election under section 6013 (g) or (h), as
a resident of the United States for that
taxable year.

[T.D. 7743, 45 FR 84049, Dec. 22, 1980]

§ 1.37–2 Credit for individuals age 65
or over.

(a) In general. This section illustrates
the computation of the credit for the
elderly in the case of an individual who
has attained the age of 65 before the
close of the taxable year. This section
shall not apply to an individual for any
taxable year for which the individual
makes the election described in section
37(e)(2) and paragraph (b) of § 1.37–3.

(b) Computation of credit. The credit
for the elderly for an individual to
whom this section applies equals 15
percent of the individual’s ‘‘section 37
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amount’’ for the taxable year. An indi-
vidual’s ‘‘section 37 amount’’ for a tax-
able year is the initial amount deter-
mined under section 37(b)(2), reduced as
provided in section 37(b)(3) and (c)(1).

(c) Examples. The computation of the
credit for the elderly for individuals to
whom this section applies may be illus-
trated by the following examples:

Example 1. A, a single individual who is 67
years old, has adjusted gross income of $8,000
for the calendar year 1977. A also receives so-
cial security payments of $1,450 during 1977.
A does not itemize deductions. A’s credit for
the elderly is $120, computed as follows:
Initial amount under section 37(b)(2) ....................... $2,500
Reductions required by section 37 (b)(3)

and (c)(1):
Social security payments ......... $1,450
One-half the excess of ad-

justed gross income over
$7,500 ................................... 250 1,700

Section 37 amount ................................................... 800

15 pct. of $800 ......................................................... $120

A’s tax from the tax tables, which reflect the
allowance of the general tax credit, is $662.
Accordingly, the limitation of section
37(c)(2) and paragraph (b) of § 1.37–1 does not
reduce A’s credit for the elderly.

Example 2. H and W, who have both at-
tained the age of 65, file a joint return for
calendar year 1977. For that year H and W
have adjusted gross income of $8,120; H also
receives a railroad retirement pension of
$1,550, and W receives social security pay-
ments of $1,200. H and W do not itemize de-
ductions. The credit for the elderly allowed
to H and W for 1977 is $139, computed as fol-
lows:
Initial amount under section 37(b)(2) ....................... $3,750
Reductions required by section 37

(b)(3):
Railroad retirement pension ..... $1,550
Social Security payments ........ 1,200 2,750

Section 37 amount ................................................... 1,000

15 pct. of $1,000 ...................................................... 150
Limitation based upon amount of tax (derived from

table reflecting allowance of general tax credit) .. $139

Since the adjusted gross income of H and W
is not greater than $10,000, no reduction of
the initial amount is required under section
37 (c)(1).

[T.D. 7743, 45 FR 84050, Dec. 22, 1980]

§ 1.37–3 Credit for individuals under
age 65 who have public retirement
system income.

(a) In general. This section provides
rules for the computation of the credit

for the elderly under section 37(e) in
the case of an individual who has not
attained the age of 65 before the close
of the taxable year and whose gross in-
come for the taxable year includes re-
tirement income within the meaning of
paragraph (d)(1)(ii) of this section (i.e.,
under a public retirement system). If
such an individual is married within
the meaning of section 143 at the close
of the taxable year and the spouse of
the individual has attained the age of
65 before the close of the taxable year,
this section shall apply to the individ-
ual for the taxable year only if both
spouses make the election described in
paragraph (b) of this section. If both
spouses make the election described in
paragraph (b) of this section for the
taxable year, the credit of each spouse
shall be determined under the rules of
this section. See paragraph (f)(2) of this
section for a limitation on the effects
of community property laws in making
determinations and computations
under section 37(e) and this section.

(b) Election by certain married tax-
payers. If a married individual under
age 65 at the close of the taxable year
has retirement income and the spouse
of that individual has attained the age
of 65 before the close of the taxable
year, both spouses may elect to com-
pute the credit provided by section 37
under the rules of section 37(e) and this
section. The spouses shall signify the
election on the return (or amended re-
turn) for the taxable year in the man-
ner prescribed in the instructions ac-
companying the return. The election
may be made at any time before the ex-
piration of the period of limitation for
filing claim for credit or return for the
taxable year. The election may be re-
voked without the consent of the Com-
missioner at any time before the expi-
ration of that period by filing an
amended return.

(c) Computation of credit. The credit of
an individual under section 37(e) and
this section equals 15 percent of the in-
dividual’s credit base for the taxable
year. The credit base of an individual
for a taxable year is the lesser of—

(1) The retirement income of the in-
dividual for the taxable year, or

(2) The amount determined under
section 37(e)(5), as modified by section
37(e) (6) and (7).
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(d) Retirement income—(1) General
rule—(i) For individuals 65 or over. Sec-
tion 37(e)(4)(A) enumerates the kinds of
income which may be treated as the re-
tirement income of an individual who
has attained the age of 65 before the
close of the taxable year. They include
income from pensions and annuities,
interest, rents, dividends, certain
bonds received under a qualified bond
purchase plan, and certain individual
retirement accounts or annuities.

(ii) For individuals under 65. In the
case of an individual who has not at-
tained the age of 65 before the close of
the taxable year, retirement income
consists only of income from pensions
and annuities (including disability an-
nuity payments) under a public retire-
ment system which arises from serv-
ices performed by that individual or by
a present or former spouse of that indi-
vidual. The term ‘‘public retirement
system’’ means a pension, annuity, or
retirement, or similar fund or system
established by the United States, a
State, a possession of the United
States, any political subdivision of any
of the foregoing, or the District of Co-
lumbia.

(2) Rents. For purposes of section
37(e)(4)(A)(iii), income from rents shall
be the gross amount received, not re-
duced by depreciation or other ex-
penses, except that beneficiaries of a
trust or estate shall treat as retire-
ment income only their proportionate
shares, of the taxable rents of the trust
or estate. In the case of an amount re-
ceived for board and lodging, only the
portion of the amount received for
lodging is income from rents.

(3) Disability annuity payments re-
ceived by individual under age 65. Dis-
ability annuity payments received
under a public retirement system by an
individual under age 65 at the close of
the taxable year shall not be treated as
retirement income unless the pay-
ments are for periods after the date on
which the individual reached minimum
retirement age, that is, the age at
which the individual would be eligible
to receive a pension or annuity without
regard to disability, and any of the fol-
lowing conditions is satisfied—

(i) The individual is precluded from
seeking the benefits of section 105(d)
(relating to certain disability pay-

ments) for that taxable year by reason
of an irrevocable election;

(ii) The individual was not perma-
nently and totally disabled at the time
of retirement (and was not perma-
nently and totally disabled either on
January 1, 1976, or on January 1, 1977, if
the individual retired before the later
date on disability or under cir-
cumstances which entitled the individ-
ual to retire on disability); or

(iii) The payments are for periods
after the individual reached mandatory
retirement age.
For purposes of this paragraph, disabil-
ity annuity payments include pay-
ments to an individual who retired on
partial or temporary disability.

(4) Compensation of personal services
rendered during taxable year. Retire-
ment income does not include any
amount representing compensation for
personal services rendered during the
taxable year. For this purpose,
amounts received as a pension shall
not be treated as representing com-
pensation for personal services ren-
dered during the taxable year if the pe-
riod of service during the taxable year
is not substantial when compared with
the total years of service. For example,
an individual on the calendar year
basis retires on November 30 after 5
years of service and receives a pension
during the remainder of his taxable
year. The pension is not treated as rep-
resenting compensation for personal
services rendered during such taxable
year merely because it is paid by rea-
son of the services of the individual for
a period of 5 years which includes a
portion of the taxable year.

(5) Amounts not includible in gross in-
come. Retirement income does not in-
clude any amount not includible in the
gross income of the individual for the
taxable year. For example, if a portion
of an annuity is excluded from gross in-
come under section 72, relating to an-
nuities, that portion of the annuity is
not retirement income; similarly, the
portion of dividend income excluded
from gross income under section 116,
relating to the partial exclusion of
dividends received by individuals is not
retirement income.

(e) Earned income—(1) In general. The
term ‘‘earned income’’ in section
37(e)(5)(B) generally has the same
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meaning as in section 911(b), except
that earned income does not include
any amount received as a pension or
annuity. See section 911(b) and the reg-
ulations thereunder. Section 911(b) pro-
vides, in general, that earned income
includes wages, salaries, professional
fees, and other amounts received as
compensation for personal services ren-
dered.

(2) Earned income from self-employ-
ment. For purposes of section
37(e)(5)(B), the earned income of a tax-
payer from self-employment in a trade
or business shall not exceed—

(i) The taxpayer’s share of the net
profits from the trade or business if
capital is not a material income-pro-
ducing factor in that trade or business;
or

(ii) Thirty percent of the taxpayer’s
share of the net profits from the trade
or business if capital is a material in-
come-producing factor in that trade or
business.

For other rules relating to the deter-
mination of earned income from self-
employment in a trade or business, see
section 911(b) and the regulations
thereunder.

(3) Disability annuity payments re-
ceived by individuals under age 65. Dis-
ability annuity payments received
under a public retirement system by an
individual under age 65 at the close of
the taxable year shall be treated as
earned income for purposes of section
37(e)(5)(B) unless the payments are
treated as retirement income under
paragraph (d)(3) of this section.

(f) Computation of credit under section
37(e) in the case of joint returns—(1) In
general. In the case of a joint return of
husband and wife, the credit base of
each spouse under section 37(e) is com-
puted separately. The spouses then
combine their credit bases and com-
pute a single credit. The limitation in
section 37(c)(2) and paragraph (b) of
§ 1.37–1 on the amount of the credit is
determined by reference to the joint
tax liability of the spouses. Thus, re-
gardless of whether a spouse would be
liable for the tax imposed by chapter 1
of the Code if the joint return had not
been filed, the credit base of that
spouse is taken into account in com-
puting the credit.

(2) Community property laws. For tax-
able years beginning after 1977, married
individuals filing joint returns shall
disregard community property laws in
making any determination or computa-
tion required under section 37(e) or this
section. Each item of income is attrib-
uted in full to the spouse whose income
it would have been in the absence of
community property laws. Thus, if a
67-year old individual files a joint re-
turn with a 62-year old spouse for 1979
and the only income of the couple is
from a public pension of the older
spouse, that public pension is attrib-
uted in full to the older spouse for pur-
poses of section 37(e) even though the
applicable community property law
may treat one-half of the pension as
the income of the 62-year old spouse.
Since the younger spouse consequently
has no retirement income within the
meaning of paragraph (d) of this sec-
tion, the couple may not make the
election described in paragraph (b) of
this section.

(g) Examples. The computation of the
credit for the elderly under section
37(e) and this section is illustrated by
the following examples:

Example 1. B, who is 62 years old and single,
receives a fully taxable pension of $2,400 from
a public retirement system during 1977. B
performed the services giving rise to the pen-
sion. During that year, B also earns $2,650
from a part-time job. B receives no tax-ex-
empt pension or annuity in 1977. Subject to
the limitation of section 37(c)(2) and para-
graph (b) of § 1.37–1, B’s credit for the elderly
for 1977 under section 37(e) is $195, computed
as follows:
Maximum retirement income level under section

37(e)(5) ............................................................. $2,500
Earned income offset under sec-

tion 37(e)(5)(B)(ii):
Earned income in excess

of $1,700 ...................... $950 ..................
One-half of earned in-

come in excess of
$1,200, but not in ex-
cess of $1,700 .............. 250 1,200

Amount determined under section 37(e)(5) ......... 1,300

Retirement income ............................................... 2,400

Credit for the elderly (15 pct. of $1,300) ............. 195

Example 2. During 1978 H, who is 67 years
old, has earnings of $1,300 and retirement in-
come (rents, interest, etc.) of $6,000. H also
receives social security payments totalling
$1,400. During 1978 W, who is 63 years old,
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earns $1,600 and receives a fully taxable pen-
sion of $1,400 from a public retirement sys-
tem that constitutes retirement income. W
performed the services giving rise to the pen-
sion. H and W file a joint return for 1978 and
elect to compute the credit for the elderly
under section 37(e). Under the applicable law
these items of income are community in-
come, and both spouses share equally in each
item. Because H and W are filing a joint re-
turn, they disregard community property
laws in computing their credit under section
37(e). The couple allocates $1,600 of the $3,750
referred to in section 37(e)(6) to W and $2,150
to H. Subject to the limitation of section
37(c)(2) and paragraph (b) of § 1.37–1, their
credit for the elderly is $315, computed as fol-
lows:

Credit base of H:
Amount allocated to H under section

37(e)(6) ...................................................... $2,150
Reductions required by section

37(e)(5):
Social Security pay-

ments ..................... $1,400 ..................
One-half of excess of

earnings over
$1,200 ................... 50 1,450

Amount determined under section 37(e)(5) 700

Retirement income ........................................ 6,000

Credit base of H ........................................... 700
Credit base of W:

Amount allocated to W under section
37(e)(6) ...................................................... $1,600

Reduction required by section 37(e)(5)(B):
One-half of excess of earnings

over $1,200 ................................. $200

Amount determined under section
37(e)(5) ....................................... 1,400

Retirement income ........................................ 1,400

Credit base of W ........................................... 1,400

Computation of credit:
Credit base of H ............................. 700
Credit base of W ............................ 1,400

Combined credit base .................... 2,100

Credit for the elderly (15 pct. of $2,100) ...... 315

Example 3. (a) Assume the same facts as in
example (2) of this paragraph, except that H
and W live apart at all times during 1978 and
file separate returns. Under these cir-
cumstances, H and W must give effect to the
applicable community property law in deter-
mining their credits under section 37(e).
Thus, each spouse must take into account
one-half of each item of income.

(b) Subject to the limitation of section
37(c)(2) and paragraph (b) of § 1.37–1, H’s cred-
it for the elderly is $157.50, computed as fol-
lows:

Maximum retirement income level under section
37(e)(7) ............................................................. $1,875

Reductions required by section
37(e)(5):

Social security payments $700 ..................
One-half of excess of

earnings over $1,200
(taking into account
one-half of combined
earnings of $2,900) ...... 125 825

Amount determined under section 37(e)(5) ......... 1,050

Retirement income ............................................... 3,700

Credit of H (15 pct. of $1,050) ............................. 157.50

(c) Subject to the limitation of section
37(c)(2) and paragraph (b) of § 1.37–1, W’s cred-
it for the elderly is computed as follows:

Maximum retirement income level
under section 37(e)(7) ................ $1,875

Reductions required by section
37(e)(5):

Social security payments $700 ..................
One-half of excess of

earnings over $1,200 ... 125 825

Amount determined under section
37(e)(5) ....................................... 1,050

Retirement income (limited to W’s
share of public pension) ............. 700

Credit of W (15 pct. of $700) ......... 105

[T.D. 7743, 45 FR 84050, Dec. 22, 1980]

§ 1.38–1 Investment in certain depre-
ciable property.

Regulations under sections 46
through 50 are prescribed under the au-
thority granted the Secretary by sec-
tion 38(b) to prescribe regulations as
may be necessary to carry out the pur-
poses of section 38 and subpart B, part
IV, subchapter A, chapter 1 of the
Code.

[44 FR 20417, Apr. 5, 1979]

§ 1.40–1 Questions and answers relat-
ing to the meaning of the term
‘‘qualified mixture’’ in section
40(b)(1).

Q–1. What is a ‘‘qualified mixture’’
within the meaning of section 40(b)(1)?

A–1. A ‘‘qualified mixture’’ is a mix-
ture of alcohol and gasoline or of alco-
hol and special fuel which (1) is sold by
the taxpayer producing such mixture
to any person for use as a fuel, or (2) is
used as a fuel by the taxpayer produc-
ing such mixture.

Q–2. Must alcohol be present in a
product in order for that product to be
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considered a mixture of alcohol and ei-
ther gasoline or a special fuel?

A–2. No. A product is considered to be
a mixture of alcohol and gasoline or of
alcohol and a special fuel if the product
is derived from alcohol and either gaso-
line or a special fuel even if the alcohol
is chemically transformed in producing
the product so that the alcohol is no
longer present as a separate chemical
in the final product, provided that
there is no significant loss in the en-
ergy content of the alcohol. Thus, a
product may be considered to be ‘‘mix-
ture of alcohol and gasoline or of alco-
hol and a special fuel’’ within the
meaning of section 40(b)(1)(B) if such
product is produced in a chemical reac-
tion between alcohol and either gaso-
line or a special fuel. Similarly a prod-
uct may be considered to be a ‘‘mixture
of alcohol and gasoline or of alcohol
and a special fuel’’ if such product is
produced by blending a chemical com-
pound derived from alcohol with either
gasoline or a special fuel.

Thus, for example, a blend of gasoline
and ethyl tertiary butyl ether (ETBE),
a compound derived from ethanol (a
qualified alcohol), in a chemical reac-
tion in which there is no significant
loss in the energy content of the etha-
nol, is considered for purposes of sec-
tion 40(b)(1)(B) to be a mixture of gaso-
line and the ethanol used to produce
the ETBE, even though the ethanol is
chemically transformed in the produc-
tion of ETBE and is not present in the
final product.

[T.D. 8291, 55 FR 8948, Mar. 9, 1990]

TAXABLE YEARS BEGINNING AFTER
DECEMBER 31, 1986

SOURCE: Sections 1.41–0—1.41–9 appear by
T.D. 8251, 54 FR 21204, May 17, 1989, unless
otherwise noted.
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