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Sections 1.42–6, 1.42–8, 1.42–9, 1.42–10, 1.42–11, 
and 1.42–12, also issued under 26 U.S.C. 42(n); 

Section 1.42–13 also issued under 26 U.S.C. 
42(n); 

Section 1.42–14 also issued under 26 U.S.C. 
42(n); 

Section 1.42–15 also issued under 26 U.S.C. 
42(n); 

Section 1.42–16 also issued under 26 U.S.C. 
42(n); 

Section 1.42–17 also issued under 26 U.S.C. 
42(n); 

Sections 1.43–0—1.43–7 also issued under 
section 26 U.S.C. 43; 

Section 1.45D–1T also issued under 26 
U.S.C. 45D(i); 

Section 1.46–5 also issued under 26 U.S.C. 
46(d)(6) and 26 U.S.C. 47(a)(3)(C); 

Section 1.46–6 also issued under 26 U.S.C. 
46(f)(7); 

Section 1.47–1 also issued under 26 U.S.C. 
47(a); 

Section 1.48–9 also issued under 26 U.S.C. 
38(b) (as in effect before the amendments 
made by subtitle F of the Tax Reform Act of 
1984); 

Sections 1.50A—1.50B also issued under 85 
Stat. 553 (26 U.S.C. 40(b)); 

Section 1.52–1 also issued under 26 U.S.C. 
52(b); 

Section 1.56–1 also issued under 26 U.S.C. 
56(f)(2)(H); 

Section 1.56(g)–1 also issued under section 
7611(g)(3) of the Omnibus Budget Reconcili-
ation Act of 1989 (Pub. L. 101–239, 103 Stat. 
2373); and 

Section 1.58–9 also issued under 26 U.S.C. 
58(h).

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 
25 FR 14021, Dec. 21, 1960, unless otherwise 
noted.

§ 1.0–1 Internal Revenue Code of 1954 
and regulations. 

(a) Enactment of law. The Internal 
Revenue Code of 1954 which became law 
upon enactment of Public Law 591, 83d 
Congress, approved August 16, 1954, pro-
vides in part as follows:

Be it enacted by the Senate and House of Rep-
resentatives of the United States of America in 
Congress assembled, That 

(a) Citation. (1) The provisions of this Act 
set forth under the heading ‘‘Internal Rev-
enue Title’’ may be cited as the ‘‘Internal 
Revenue Code of 1954’’ 

(2) The Internal Revenue Code enacted on 
February 10, 1939, as amended, may be cited 
as the ‘‘Internal Revenue Code of 1939’’. 

(b) Publication. This Act shall be published 
as volume 68A of the United States Statutes 
at Large, with a comprehensive table of con-
tents and an appendix; but without an index 
or marginal references. The date of enact-
ment, bill number, public law number, and 

chapter number, shall be printed as a head-
note. 

(c) Cross reference. For saving provisions, 
effective date provisions, and other related 
provisions, see chapter 80 (sec. 7801 and fol-
lowing) of the Internal Revenue Code of 1954. 

(d) Enactment of Internal Revenue Title into 
law. The Internal Revenue Title referred to 
in subsection (a)(1) is as follows:

* * * * *

In general, the provisions of the Internal 
Revenue Code of 1954 are applicable with re-
spect to taxable years beginning after De-
cember 31, 1953, and ending after August 16, 
1954. Certain provisions of that Code are 
deemed to be included in the Internal Rev-
enue Code of 1939. See section 7851. 

(b) Scope of regulations. The regulations in 
this part deal with (1) the income taxes im-
posed under subtitle A of the Internal Rev-
enue Code of 1954, and (2) certain administra-
tive provisions contained in subtitle F of 
such Code relating to such taxes. In general, 
the applicability of such regulations is com-
mensurate with the applicability of the re-
spective provisions of the Internal Revenue 
Code of 1954 except that with respect to the 
provisions of the Internal Revenue Code of 
1954 which are deemed to be included in the 
Internal Revenue Code of 1939, the regula-
tions relating to such provisions are applica-
ble to certain fiscal years and short taxable 
years which are subject to the Internal Rev-
enue Code of 1939. Those provisions of the 
regulations which are applicable to taxable 
years subject to the Internal Revenue Code 
of 1939 and the specific taxable years to 
which such provisions are so applicable are 
identified in each instance. The regulations 
in 26 CFR (1939) part 39 (Regulations 118) are 
continued in effect until superseded by the 
regulations in this part. See Treasury Deci-
sion 6091, approved August 16, 1954 (19 FR 
5167, C.B. 1954–2, 47).

NORMAL TAXES AND SURTAXES 

DETERMINATION OF TAX LIABILITY

TAX ON INDIVIDUALS

§ 1.1–1 Income tax on individuals. 

(a) General rule. (1) Section 1 of the 
Code imposes an income tax on the in-
come of every individual who is a cit-
izen or resident of the United States 
and, to the extent provided by section 
871(b) or 877(b), on the income of a non-
resident alien individual. For optional 
tax in the case of taxpayers with ad-
justed gross income of less than $10,000
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(less than $5,000 for taxable years be-
ginning before January 1, 1970) see sec-
tion 3. The tax imposed is upon taxable 
income (determined by subtracting the 
allowable deductions from gross in-
come). The tax is determined in ac-
cordance with the table contained in 
section 1. See subparagraph (2) of this 
paragraph for reference guides to the 
appropriate table for taxable years be-
ginning on or after January 1, 1964, and 
before January 1, 1965, taxable years 
beginning after December 31, 1964, and 
before January 1, 1971, and taxable 
years beginning after December 31, 
1970. In certain cases credits are al-
lowed against the amount of the tax. 
See part IV (section 31 and following), 
subchapter A, chapter 1 of the Code. In 
general, the tax is payable upon the 
basis of returns rendered by persons 
liable therefor (subchapter A (sections 
6001 and following), chapter 61 of the 
Code) or at the source of the income by 

withholding. For the computation of 
tax in the case of a joint return of a 
husband and wife, or a return of a sur-
viving spouse, for taxable years begin-
ning before January 1, 1971, see section 
2. The computation of tax in such a 
case for taxable years beginning after 
December 31, 1970, is determined in ac-
cordance with the table contained in 
section 1(a) as amended by the Tax Re-
form Act of 1969. For other rates of tax 
on individuals, see section 5(a). For the 
imposition of an additional tax for the 
calendar years 1968, 1969, and 1970, see 
section 51(a). 

(2)(i) For taxable years beginning on 
or after January 1, 1964, the tax im-
posed upon a single individual, a head 
of a household, a married individual 
filing a separate return, and estates 
and trusts is the tax imposed by sec-
tion 1 determined in accordance with 
the appropriate table contained in the 
following subsection of section 1:

Taxable years beginning 
in 1964

Taxable years beginning 
after 1964 but before 

1971

Taxable years beginning after Dec. 31, 
1970 (references in this column are to 

the Code as amended by the Tax Reform 
Act of 1969) 

Single individual .................. Sec. 1(a)(1) ..................... Sec. 1(a)(2) ..................... Sec. 1(c). 
Head of a household .......... Sec. 1(b)(1) ..................... Sec. 1(b)(2) ..................... Sec. 1(b). 
Married individual filing a 

separate return.
Sec. 1(a)(1) ..................... Sec. 1(a)(2) ..................... Sec. 1(d). 

Estates and trusts ............... Sec. 1(a)(1) ..................... Sec. 1(a)(2) ..................... Sec. 1(d). 

(ii) For taxable years beginning after 
December 31, 1970, the tax imposed by 
section 1(d), as amended by the Tax Re-
form Act of 1969, shall apply to the in-
come effectively connected with the 
conduct of a trade or business in the 
United States by a married alien indi-
vidual who is a nonresident of the 
United States for all or part of the tax-
able year or by a foreign estate or 
trust. For such years the tax imposed 
by section 1(c), as amended by such 
Act, shall apply to the income effec-
tively connected with the conduct of a 
trade or business in the United States 
by an unmarried alien individual (other 
than a surviving spouse) who is a non-
resident of the United States for all or 
part of the taxable year. See paragraph 
(b)(2) of § 1.871–8. 

(3) The income tax imposed by sec-
tion 1 upon any amount of taxable in-
come is computed by adding to the in-
come tax for the bracket in which that 

amount falls in the appropriate table 
in section 1 the income tax upon the 
excess of that amount over the bottom 
of the bracket at the rate indicated in 
such table. 

(4) The provisions of section 1 of the 
Code, as amended by the Tax Reform 
Act of 1969, and of this paragraph may 
be illustrated by the following exam-
ples:

Example 1. A, an unmarried individual, had 
taxable income for the calendar year 1964 of 
$15,750. Accordingly, the tax upon such tax-
able income would be $4,507.50, computed as 
follows from the table in section 1(a)(1):
Tax on $14,000 (from table) ................................ $3,790.00
Tax on $1,750 (at 41 percent as determined 

from the table) .................................................. 717.50

Total tax on $15,750 ............................. 4,507.50

Example 2. Assume the same facts as in ex-
ample (1), except the figures are for the cal-
endar year 1965. The tax upon such taxable 
income would be $4,232.50, computed as fol-
lows from the table in section 1(a)(2):
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Tax on $14,000 (from table) ................................ $3,550.00
Tax on $1,750 (at 39 percent as determined 

from the table) .................................................. 682.50

Total tax on $15,750 ............................. 4,232.50

Example 3. Assume the same facts as in ex-
ample (1), except the figures are for the cal-
endar year 1971. The tax upon such taxable 
income would be $3,752.50, computed as fol-
lows from the table in section 1(c), as amend-
ed:
Tax on $14,000 (from table) ................................ $3,210.00
Tax on $1,750 (at 31 percent as determined 

from the table) .................................................. 542.50

Total tax on $15,750 ............................. 3,752.50

(b) Citizens or residents of the United 
States liable to tax. In general, all citi-
zens of the United States, wherever 
resident, and all resident alien individ-
uals are liable to the income taxes im-
posed by the Code whether the income 
is received from sources within or 
without the United States. Pursuant to 
section 876, a nonresident alien indi-
vidual who is a bona fide resident of 
Puerto Rico during the entire taxable 
year is, except as provided in section 
933 with respect to Puerto Rican source 
income, subject to taxation in the 
same manner as a resident alien indi-
vidual. As to tax on nonresident alien 
individuals, see sections 871 and 877. 

(c) Who is a citizen. Every person born 
or naturalized in the United States and 
subject to its jurisdiction is a citizen. 
For other rules governing the acquisi-
tion of citizenship, see chapters 1 and 2 
of title III of the Immigration and Na-
tionality Act (8 U.S.C. 1401–1459). For 
rules governing loss of citizenship, see 
sections 349 to 357, inclusive, of such 
Act (8 U.S.C. 1481–1489), Schneider v. 
Rusk, (1964) 377 U.S. 163, and Rev. Rul. 
70–506, C.B. 1970–2, 1. For rules per-
taining to persons who are nationals 
but not citizens at birth, e.g., a person 
born in American Samoa, see section 
308 of such Act (8 U.S.C. 1408). For spe-
cial rules applicable to certain expatri-
ates who have lost citizenship with a 
principal purpose of avoiding certain 
taxes, see section 877. A foreigner who 
has filed his declaration of intention of 
becoming a citizen but who has not yet 
been admitted to citizenship by a final 

order of a naturalization court is an 
alien. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 7332, 39 FR 44216, Dec. 23, 
1974]

§ 1.1–2 Limitation on tax. 

(a) Taxable years ending before Janu-
ary 1, 1971. For taxable years ending be-
fore January 1, 1971, the tax imposed by 
section 1 (whether by subsection (a) or 
subsection (b) thereof) shall not exceed 
87 percent of the taxable income for the 
taxable year. For purposes of deter-
mining this limitation the tax under 
section 1 (a) or (b) and the tax at the 
87-percent rate shall each be computed 
before the allowance of any credits 
against the tax. Where the alternative 
tax on capital gains is imposed under 
section 1201(b), the 87-percent limita-
tion shall apply only to the partial tax 
computed on the taxable income re-
duced by 50 percent of the excess of net 
long-term capital gains over net short-
term capital losses. Where, for pur-
poses of computations under the in-
come averaging provisions, section 
1201(b) is treated as imposing the alter-
native tax on capital gains computed 
under section 1304(e)(2), the 87-percent 
limitation shall apply only to the tax 
equal to the tax imposed by section 1, 
reduced by the amount of the tax im-
posed by section 1 which is attributable 
to capital gain net income for the com-
putation year. 

(b) Taxable years beginning after De-
cember 31, 1970. If, for any taxable year 
beginning after December 31, 1970, an 
individual has earned taxable income 
which exceeds his taxable income as 
defined by section 1348, the tax imposed 
by section 1, as amended by the Tax 
Reform Act of 1969, shall not exceed 
the sum computed under the provisions 
of section 1348. For imposition of min-
imum tax for tax preferences see sec-
tions 56 through 58. 

[T.D. 7117, 36 FR 9397, May 25, 1971]

§ 1.1–3 Change in rates applicable to 
taxable year. 

For computation of the tax for a tax-
able year during which a change in the
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tax rates occurs, see section 21 and the 
regulations thereunder. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960. Redesig-
nated by T.D. 7117, 36 FR 9397, May 25, 1971]

§ 1.1(h)–1 Capital gains look-through 
rule for sales or exchanges of inter-
ests in a partnership, S corporation, 
or trust. 

(a) In general. When an interest in a 
partnership held for more than one 
year is sold or exchanged, the trans-
feror may recognize ordinary income 
(e.g., under section 751(a)), collectibles 
gain, section 1250 capital gain, and re-
sidual long-term capital gain or loss. 
When stock in an S corporation held 
for more than one year is sold or ex-
changed, the transferor may recognize 
ordinary income (e.g., under sections 
304, 306, 341, 1254), collectibles gain, and 
residual long-term capital gain or loss. 
When an interest in a trust held for 
more than one year is sold or ex-
changed, a transferor who is not treat-
ed as the owner of the portion of the 
trust attributable to the interest sold 
or exchanged (sections 673 through 679) 
(a non-grantor transferor) may recog-
nize collectibles gain and residual long-
term capital gain or loss. 

(b) Look-through capital gain—(1) In 
general. Look-through capital gain is 
the share of collectibles gain allocable 
to an interest in a partnership, S cor-
poration, or trust, plus the share of 
section 1250 capital gain allocable to an 
interest in a partnership, determined 
under paragraphs (b)(2) and (3) of this 
section. 

(2) Collectibles gain—(i) Definition. For 
purposes of this section, collectibles gain 
shall be treated as gain from the sale 
or exchange of a collectible (as defined 
in section 408(m) without regard to sec-
tion 408(m)(3)) that is a capital asset 
held for more than 1 year. 

(ii) Share of collectibles gain allocable 
to an interest in a partnership, S corpora-
tion, or a trust. When an interest in a 
partnership, S corporation, or trust 
held for more than one year is sold or 
exchanged in a transaction in which all 
realized gain is recognized, the trans-
feror shall recognize as collectibles 
gain the amount of net gain (but not 
net loss) that would be allocated to 
that partner (taking into account any 
remedial allocation under § 1.704–3(d)), 

shareholder, or beneficiary (to the ex-
tent attributable to the portion of the 
partnership interest, S corporation 
stock, or trust interest transferred 
that was held for more than one year) 
if the partnership, S corporation, or 
trust transferred all of its collectibles 
for cash equal to the fair market value 
of the assets in a fully taxable trans-
action immediately before the transfer 
of the interest in the partnership, S 
corporation, or trust. If less than all of 
the realized gain is recognized upon the 
sale or exchange of an interest in a 
partnership, S corporation, or trust, 
the same methodology shall apply to 
determine the collectibles gain recog-
nized by the transferor, except that the 
partnership, S corporation, or trust 
shall be treated as transferring only a 
proportionate amount of each of its 
collectibles determined as a fraction 
that is the amount of gain recognized 
in the sale or exchange over the 
amount of gain realized in the sale or 
exchange. With respect to the transfer 
of an interest in a trust, this paragraph 
(b)(2) applies only to transfers by non-
grantor transferors (as defined in para-
graph (a) of this section). This para-
graph (b)(2) does not apply to a trans-
action that is treated, for Federal in-
come tax purposes, as a redemption of 
an interest in a partnership, S corpora-
tion, or trust. 

(3) Section 1250 capital gain—(i) Defini-
tion. For purposes of this section, sec-
tion 1250 capital gain means the capital 
gain (not otherwise treated as ordinary 
income) that would be treated as ordi-
nary income if section 1250(b)(1) in-
cluded all depreciation and the applica-
ble percentage under section 1250(a) 
were 100 percent. 

(ii) Share of section 1250 capital gain 
allocable to interest in partnership. When 
an interest in a partnership held for 
more than one year is sold or ex-
changed in a transaction in which all 
realized gain is recognized, there shall 
be taken into account under section 
1(h)(7)(A)(i) in determining the part-
ner’s unrecaptured section 1250 gain 
the amount of section 1250 capital gain 
that would be allocated (taking into 
account any remedial allocation under 
§ 1.704–3(d)) to that partner (to the ex-
tent attributable to the portion of the 
partnership interest transferred that
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was held for more than one year) if the 
partnership transferred all of its sec-
tion 1250 property in a fully taxable 
transaction for cash equal to the fair 
market value of the assets imme-
diately before the transfer of the inter-
est in the partnership. If less than all 
of the realized gain is recognized upon 
the sale or exchange of an interest in a 
partnership, the same methodology 
shall apply to determine the section 
1250 capital gain recognized by the 
transferor, except that the partnership 
shall be treated as transferring only a 
proportionate amount of each section 
1250 property determined as a fraction 
that is the amount of gain recognized 
in the sale or exchange over the 
amount of gain realized in the sale or 
exchange. This paragraph (b)(3) does 
not apply to a transaction that is 
treated, for Federal income tax pur-
poses, as a redemption of a partnership 
interest. 

(iii) Limitation with respect to net sec-
tion 1231 gain. In determining a trans-
feror partner’s net section 1231 gain (as 
defined in section 1231(c)(3)) for pur-
poses of section 1(h)(7)(B), the trans-
feror partner’s allocable share of sec-
tion 1250 capital gain in partnership 
property shall not be treated as section 
1231 gain, regardless of whether the 
partnership property is used in the 
trade or business (as defined in section 
1231(b)). 

(c) Residual long-term capital gain or 
loss. The amount of residual long-term 
capital gain or loss recognized by a 
partner, shareholder of an S corpora-
tion, or beneficiary of a trust on ac-
count of the sale or exchange of an in-
terest in a partnership, S corporation, 
or trust shall equal the amount of 
long-term capital gain or loss that the 
partner would recognize under section 
741, that the shareholder would recog-
nize upon the sale or exchange of stock 
of an S corporation, or that the bene-
ficiary would recognize upon the sale 
or exchange of an interest in a trust 
(pre-look-through long-term capital 
gain or loss) minus the amount of look-
through capital gain determined under 
paragraph (b) of this section. 

(d) Special rule for tiered entities. In de-
termining whether a partnership, S 
corporation, or trust has gain from col-
lectibles, such partnership, S corpora-

tion, or trust shall be treated as own-
ing its proportionate share of the col-
lectibles of any partnership, S corpora-
tion, or trust in which it owns an inter-
est either directly or indirectly 
through a chain of such entities. In de-
termining whether a partnership has 
section 1250 capital gain, such partner-
ship shall be treated as owning its pro-
portionate share of the section 1250 
property of any partnership in which it 
owns an interest, either directly or in-
directly through a chain of partner-
ships. 

(e) Notification requirements. Report-
ing rules similar to those that apply to 
the partners and the partnership under 
section 751(a) shall apply in the case of 
sales or exchanges of interests in a 
partnership, S corporation, or trust 
that cause holders of such interests to 
recognize collectibles gain and in the 
case of sales or exchanges of interests 
in a partnership that cause holders of 
such interests to recognize section 1250 
capital gain. See § 1.751–1(a)(3). 

(f) Examples. The following examples 
illustrate the requirements of this sec-
tion:

Example 1. Collectibles gain. (i) A and B are 
equal partners in a personal service partner-
ship (PRS). B transfers B’s interest in PRS to 
T for $15,000 when PRS’s balance sheet (re-
flecting a cash receipts and disbursements 
method of accounting) is as follows:

ASSETS 

Adjusted 
basis 

Market 
value 

Cash ...................................................... $3,000 $3,000 
Loans Owed to Partnership .................. 10,000 10,000 

Collectibles ......................................... 1,000 3,000 
Other Capital Assets .......................... 6,000 2,000 

Capital Assets ....................................... 7,000 5,000 
Unrealized Receivables ......................... 0 14,000 

Total ................................................ 20,000 32,000

LIABILITIES AND 
CAPITAL 

Adjusted 
basis 

Market 
value 

Liabilities ................................................ 2,000 2,000 
Capital: 

A ......................................................... 9,000 15,000 
B ......................................................... 9,000 15,000 

Total ................................................ 20,000 32,000

(ii) At the time of the transfer, B has held 
the interest in PRS for more than one year, 
and B’s basis for the partnership interest is
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$10,000 ($9,000 plus $1,000, B’s share of part-
nership liabilities). None of the property 
owned by PRS is section 704(c) property. The 
total amount realized by B is $16,000, con-
sisting of the cash received, $15,000, plus 
$1,000, B’s share of the partnership liabilities 
assumed by T. See section 752. B’s undivided 
one-half interest in PRS includes a one-half 
interest in the partnership’s unrealized re-
ceivables and a one-half interest in the part-
nership’s collectibles. 

(iii) If PRS were to sell all of its section 751 
property in a fully taxable transaction for 
cash equal to the fair market value of the as-
sets immediately prior to the transfer of B’s 
partnership interest to T, B would be allo-
cated $7,000 of ordinary income from the sale 
of PRS’s unrealized receivables. Therefore, B 
will recognize $7,000 of ordinary income with 
respect to the unrealized receivables. The 
difference between the amount of capital 
gain or loss that the partner would realize in 
the absence of section 751 ($6,000) and the 
amount of ordinary income or loss deter-
mined under § 1.751–1(a)(2) ($7,000) is the part-
ner’s capital gain or loss on the sale of the 
partnership interest under section 741. In 
this case, the transferor has a $1,000 pre-
look-through long-term capital loss. 

(iv) If PRS were to sell all of its collect-
ibles in a fully taxable transaction for cash 
equal to the fair market value of the assets 
immediately prior to the transfer of B’s part-
nership interest to T, B would be allocated 
$1,000 of gain from the sale of the collect-
ibles. Therefore, B will recognize $1,000 of 
collectibles gain on account of the collect-
ibles held by PRS. 

(v) The difference between the transferor’s 
pre-look-through long-term capital gain or 
loss (¥$1,000) and the look-through capital 
gain determined under this section ($1,000) is 
the transferor’s residual long-term capital 
gain or loss on the sale of the partnership in-
terest. Under these facts, B will recognize a 
$2,000 residual long-term capital loss on ac-
count of the sale or exchange of the interest 
in PRS.

Example 2. Special allocations. Assume the 
same facts as in Example 1, except that under 
the partnership agreement, all gain from the 
sale of the collectibles is specially allocated 
to B, and B transfers B’s interest to T for 
$16,000. All items of income, gain, loss, or de-
duction of PRS, other than the gain from the 
collectibles, are divided equally between A 
and B. Under these facts, B’s amount real-
ized is $17,000, consisting of the cash re-
ceived, $16,000, plus $1,000, B’s share of the 
partnership liabilities assumed by T. See sec-
tion 752. B will recognize $7,000 of ordinary 
income with respect to the unrealized receiv-
ables (determined under § 1.751–1(a)(2)). Ac-
cordingly, B’s pre-look-through long-term 
capital gain would be $0. If PRS were to sell 
all of its collectibles in a fully taxable trans-
action for cash equal to the fair market 

value of the assets immediately prior to the 
transfer of B’s partnership interest to T, B 
would be allocated $2,000 of gain from the 
sale of the collectibles. Therefore, B will rec-
ognize $2,000 of collectibles gain on account 
of the collectibles held by PRS. B will recog-
nize a $2,000 residual long-term capital loss 
on account of the sale of B’s interest in PRS.

Example 3. Net collectibles loss ignored. As-
sume the same facts as in Example 1, except 
that the collectibles held by PRS have an ad-
justed basis of $3,000 and a fair market value 
of $1,000, and the other capital assets have an 
adjusted basis of $4,000 and a fair market 
value of $4,000. (The total adjusted basis and 
fair market value of the partnership’s cap-
ital assets are the same as in Example 1.) If 
PRS were to sell all of its collectibles in a 
fully taxable transaction for cash equal to 
the fair market value of the assets imme-
diately prior to the transfer of B’s partner-
ship interest to T, B would be allocated $1,000 
of loss from the sale of the collectibles. Be-
cause none of the gain from the sale of the 
interest in PRS is attributable to unrealized 
appreciation in the value of collectibles held 
by PRS, the net loss in collectibles held by 
PRS is not recognized at the time B transfers 
the interest in PRS. B will recognize $7,000 of 
ordinary income (determined under § 1.751–
1(a)(2)) and a $1,000 long-term capital loss on 
account of the sale of B’s interest in PRS.

Example 4. Collectibles gain in an S corpora-
tion. (i) A corporation (X) has always been an 
S corporation and is owned by individuals A, 
B, and C. In 1996, X invested in antiques. 
Subsequent to their purchase, the antiques 
appreciated in value by $300. A owns one-
third of the shares of X stock and has held 
that stock for more than one year. A’s ad-
justed basis in the X stock is $100. If A were 
to sell all of A’s X stock to T for $150, A 
would realize $50 of pre-look-through long-
term capital gain. 

(ii) If X were to sell its antiques in a fully 
taxable transaction for cash equal to the fair 
market value of the assets immediately be-
fore the transfer to T, A would be allocated 
$100 of gain on account of the sale. There-
fore, A will recognize $100 of collectibles gain 
(look-through capital gain) on account of the 
collectibles held by X. 

(iii) The difference between the trans-
feror’s pre-look-through long-term capital 
gain or loss ($50) and the look-through cap-
ital gain determined under this section ($100) 
is the transferor’s residual long-term capital 
gain or loss on the sale of the S corporation 
stock. Under these facts, A will recognize 
$100 of collectibles gain and a $50 residual 
long-term capital loss on account of the sale 
of A’s interest in X.

Example 5. Sale or exchange of partnership 
interest where part of the interest has a short-
term holding period. (i) A, B, and C form an 
equal partnership (PRS). In connection with 
the formation, A contributes $5,000 in cash
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and a capital asset with a fair market value 
of $5,000 and a basis of $2,000; B contributes 
$7,000 in cash and a collectible with a fair 
market value of $3,000 and a basis of $3,000; 
and C contributes $10,000 in cash. At the time 
of the contribution, A had held the contrib-
uted property for two years. Six months 
later, when A’s basis in PRS is $7,000, A 
transfers A’s interest in PRS to T for $14,000 
at a time when PRS’s balance sheet (reflect-
ing a cash receipts and disbursements meth-
od of accounting) is as follows:

ASSETS 

Adjusted 
basis 

Market 
value 

Cash ...................................................... $22,000 $22,000 
Unrealized Receivables ......................... 0 6,000 

Capital Asset ...................................... 2,000 5,000 
Collectible ........................................... 3,000 9,000 

Capital Assets ....................................... 5,000 14,000 

Total ................................................ 27,000 42,000

(ii) Although at the time of the transfer A 
has not held A’s interest in PRS for more 
than one year, 50 percent of the fair market 
value of A’s interest in PRS was received in 
exchange for a capital asset with a long-term 
holding period. Therefore, 50 percent of A’s 
interest in PRS has a long-term holding pe-
riod. See § 1.1223–3(b)(1). 

(iii) If PRS were to sell all of its section 751 
property in a fully taxable transaction im-
mediately before A’s transfer of the partner-
ship interest, A would be allocated $2,000 of 
ordinary income. Accordingly, A will recog-
nize $2,000 ordinary income and $5,000 ($7,000–
$2,000) of capital gain on account of the 
transfer to T of A’s interest in PRS. Fifty 
percent ($2,500) of that gain is long-term cap-
ital gain and 50 percent ($2,500) is short-term 
capital gain. See § 1.1223–3(c)(1). 

(iv) If the collectible were sold or ex-
changed in a fully taxable transaction imme-
diately before A’s transfer of the partnership 
interest, A would be allocated $2,000 of gain 
attributable to the collectible. The gain at-
tributable to the collectible that is allocable 
to the portion of the transferred interest in 
PRS with a long-term holding period is $1,000 
(50 percent of $2,000). Accordingly, A will rec-
ognize $1,000 of collectibles gain on account 
of the transfer of A’s interest in PRS. 

(v) The difference between the amount of 
pre-look-through long-term capital gain or 
loss ($2,500) and the look-through capital 
gain ($1,000) is the amount of residual long-
term capital gain or loss that A will recog-
nize on account of the transfer of A’s inter-
est in PRS. Under these facts, A will recog-
nize a residual long-term capital gain of 
$1,500 and a short-term capital gain of $2,500.

(g) Effective date. This section applies 
to transfers of interests in partner-

ships, S corporations, and trusts that 
occur on or after September 21, 2000. 

[T.D. 8902, 65 FR 57096, Sept. 21, 2000]

§ 1.1(i)–1T Questions and answers re-
lating to the tax on unearned in-
come certain minor children (Tem-
porary). 

IN GENERAL 

Q–1. To whom does section 1(i) apply?
A–1. Section 1(i) applies to any child 

who is under 14 years of age at the 
close of the taxable year, who has at 
least one living parent at the close of 
the taxable year, and who recognizes 
over $1,000 of unearned income during 
the taxable year. 

Q–2. What is the effective date of sec-
tion 1(i)?

A–2. Section 1(i) applies to taxable 
years of the child beginning after De-
cember 31, 1986. 

COMPUTATION OF TAX 

Q–3. What is the amount of tax imposed 
by section 1 on a child to whom section 
1(i) applies?

A–3. In the case of a child to whom 
section 1(i) applies, the amount of tax 
imposed by section 1 equals the greater 
of (A) the tax imposed by section 1 
without regard to section 1(i) or (B) the 
sum of the tax that would be imposed 
by section 1 if the child’s taxable in-
come was reduced by the child’s net 
unearned income, plus the child’s share 
of the allocable parental tax. 

Q–4. What is the allocable parental tax?
A–4. The allocable parental tax is the 

excess of (A) the tax that would be im-
posed by section 1 on the sum of the 
parent’s taxable income plus the net 
unearned income of all children of such 
parent to whom section 1(i) applies, 
over (B) the tax imposed by section 1 
on the parent’s taxable income. Thus, 
the allocable parental tax is not com-
puted with reference to unearned in-
come of a child over 14 or a child under 
14 with less than $1,000 of unearned in-
come. See A–10 through A–13 for rules 
regarding the determination of the par-
ent(s) whose taxable income is taken 
into account under section 1(i). See A–
14 for rules regarding the determina-
tion of children of the parent whose net 
unearned income is taken into account 
under section 1(i).
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Q–5. What is the child’s share of the al-
locable parental tax?

A–5. The child’s share of the allocable 
parental tax is an amount that bears 
the same ratio to the total allocable 
parental tax as the child’s net un-
earned income bears to the total net 
unearned income of all children of such 
parent to whom section 1(i) applies. 
See A–14.

Example 1. During 1988, D, and a 12 year old, 
receives $5,000 of unearned income and no 
earned income. D has no itemized deductions 
and is not eligible for a personal exemption. 
D’s parents have two other children, E, a 15 
year old, and F, a 10 year old. E has $10,000 
of unearned income and F has $100 of un-
earned income. D’s parents file a joint return 
for 1988 and report taxable income of $70,000. 
Neither D’s nor his parent’s taxable income 
is attributable to net capital gain. D’s tax li-
ability for 1988, determined without regard 
to section 1(i), is $675 on $4,500 of taxable in-
come ($5,000 less $500 allowable standard de-
duction). In applying section 1(i), D’s tax 
would be equal to the sum of (A) the tax that 
would be imposed on D’s taxable income if it 
were reduced by any net unearned income, 
plus (B) D’s share of the allocable parental 
tax. Only D’s unearned income is taken into 
account in determining the allocable paren-
tal tax because E is over 14 and F has less 
than $1,000 of unearned income. See A–4. D’s 
net unearned income is $4,000 ($4,500 taxable 
unearned income less $500). The tax imposed 
on D’s taxable income as reduced by D’s net 
unearned income is $75 ($500×15%). The allo-
cable parental tax is $1,225, the excess of 
$16,957.50 (the tax on $74,000, the parent’s tax-
able income plus D’s net unearned income) 
over $15,732.50 (the tax on $70,000, the par-
ent’s taxable income). See A–4. Thus, D’s tax 
under section 1(i)(1)(B) is $1,300 ($1,225+$75). 
Since this amount is greater than the 
amount of D’s tax liability as determined 
without regard to section 1(i), the amount of 
tax imposed on D for 1988 is $1,300. See A–3.

Example 2. H and W have 3 children, A, B, 
and C, who are all under 14 years of age. For 
the taxable year 1988, H and W file a joint re-
turn and report taxable income of $129,750. 
The tax imposed by section 1 on H and W is 
$35,355. A has $5,000 of net unearned income 
and B and C each have $2,500 of net unearned 
income during 1988. The allocable parental 
tax imposed on A, B, and C’s combined net 
unearned income of $10,000 is $3,300. This tax 
is the excess of $38,655, which is the tax im-
posed by section 1 on $139,750 
($129,750+10,000), over $35,355 (the tax imposed 
by section 1 on H and W’s taxable income of 
$129,750). See A–4. Each child’s share of the 
allocable parental tax is an amount that 
bears the same ratio to the total allocable 
parental tax as the child’s net unearned in-

come bears to the total net unearned income 
of A, B, and C. Thus, A’s share of the allo-
cable parental tax is $1,650 (5,000÷10,000×3,300) 
and B and C’s share of the tax is $825 
(2,500÷10,000×3,300) each. See A–5.

DEFINITION OF NET UNEARNED INCOME 

Q–6. What is net unearned income?
A–6. Net unearned income is the ex-

cess of the portion of adjusted gross in-
come for the taxable year that is not 
‘‘earned income’’ as defined in section 
911(d)(2) (income that is not attrib-
utable to wages, salaries, or other 
amounts received as compensation for 
personal services), over the sum of the 
standard deduction amount provided 
for under section 63 (c)(5)(A) ($500 for 
1987 and 1988; adjusted for inflation 
thereafter), plus the greater of (A) $500 
(adjusted for inflation after 1988) or (B) 
the amount of allowable itemized de-
ductions that are directly connected 
with the production of unearned in-
come. A child’s net unearned income 
for any taxable year shall not exceed 
the child’s taxable income for such 
year.

Example 3. A is a child who is under 14 
years of age at the end of the taxable year 
1987. Both of A’s parents are alive at this 
time. During 1987, A receives $3,000 of inter-
est from a bank savings account and earns 
$1,000 from a paper route and performing odd 
jobs. A has no itemized deductions for 1987. 
A’s standard deduction is $1,000, which is an 
amount equal to A’s earned income for 1987. 
Of this amount, $500 is applied against A’s 
unearned income and the remaining $500 is 
applied against A’s earned income. Thus, A’s 
$500 of taxable earned income ($1,000 less the 
remaining $500 of the standard deduction) is 
taxed without regard to section 1 (i); A has 
$2,500 of taxable unearned income ($3,000 
gross unearned income less $500 of the stand-
ard deduction) of which $500 is taxed without 
regard to section 1(i). The remaining $2,000 of 
taxable unearned income is A’s net unearned 
income and is taxed under section 1(i).

Example 4. B is a child who is subject to tax 
under section 1(i). B has $400 of earned in-
come and $2,000 of unearned income. B has 
itemized deductions of $800 (net of the 2 per-
cent of adjusted gross income (AGI) floor on 
miscellaneous itemized deductions under 
section 67) of which $200 are directly con-
nected with the production of unearned in-
come. The amount of itemized deductions 
that B may apply against unearned income 
is equal to the greater of $500 or the deduc-
tions directly connected with the production 
of unearned income. See A–6. Thus, $500 of B’s 
itemized deductions are applied against the
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$2,000 of unearned income and the remaining 
$300 of deductions are applied against earned 
income. As a result, B has taxable earned in-
come of $100 and taxable unearned income of 
$1,500. Of these amounts, all of the earned in-
come and $500 of the unearned income are 
taxed without regard to section 1(i). The re-
maining $1,000 of unearned income is net un-
earned income and is taxed under section 
1(i).

UNEARNED INCOME SUBJECT TO TAX 
UNDER SECTION 1(I) 

Q–7. Will a child be subject to tax under 
section 1(i) on net unearned income (as 
defined in section 1(i) (4) and A–6 of this 
section) that is attributable to property 
transferred to the child prior to 1987?

A–7. Yes. The tax imposed by section 
1(i) on a child’s net unearned income 
applies to any net unearned income of 
the child for taxable years beginning 
after December 31, 1986, regardless of 
when the underlying assets were trans-
ferred to the child. 

Q–8. Will a child be subject to tax under 
section 1(i) on net unearned income that 
is attributable to gifts from persons other 
than the child’s parents or attributable to 
assets resulting from the child’s earned in-
come?

A–8. Yes. The tax imposed by section 
1(i) applies to all net unearned income 
of the child, regardless of the source of 
the assets that produced such income. 
Thus, the rules of section 1(i) apply to 
income attributable to gifts not only 
from the parents but also from any 
other source, such as the child’s grand-
parents. Section 1(i) also applies to un-
earned income derived with respect to 
assets resulting from earned income of 
the child, such as interest earned on 
bank deposits.

Example 5. A is a child who is under 14 
years of age at the end of the taxable year 
beginning on January 1, 1987. Both of A’s 
parents are alive at the end of the taxable 
year. During 1987, A receives $2,000 in inter-
est from his bank account and $1,500 from a 
paper route. Some of the interest earned by 
A from the bank account is attributable to 
A’s paper route earnings that were deposited 
in the account. The balance of the account is 
attributable to cash gifts from A’s parents 
and grandparents and interest earned prior 
to 1987. Some cash gifts were received by A 
prior to 1987. A has no itemized deductions 
and is eligible to be claimed as a dependent 
on his parent’s return. Therefore, for the 
taxable year 1987, A’s standard deduction is 
$1,500, the amount of A’s earned income. Of 

this standard deduction amount, $500 is allo-
cated against unearned income and $1,000 is 
allocated against earned income. A’s taxable 
unearned income is $1,500 of which $500 is 
taxed without regard to section 1(i). The re-
maining taxable unearned income of $1,000 is 
net unearned income and is taxed under sec-
tion 1(i). The fact that some of A’s unearned 
income is attributable to interest on prin-
cipal created by earned income and gifts 
from persons other than A’s parents or that 
some of the unearned income is attributable 
to property transferred to A prior to 1987, 
will not affect the tax treatment of this in-
come under section 1(i). See A–8.

Q–9. For purposes of section 1(i), does 
income which is not earned income (as de-
fined in section 911(d)(2)) include social 
security benefits or pension benefits that 
are paid to the child?

A–9. Yes. For purposes of section 1(i), 
earned income (as defined in section 
911(d)(2)) does not include any social 
security or pension benefits paid to the 
child. Thus, such amounts are included 
in unearned income to the extent they 
are includible in the child’s gross in-
come. 

DETERMINATION OF THE PARENT’S 
TAXABLE INCOME 

Q–10. If a child’s parents file a joint re-
turn, what is the taxable income that 
must be taken into account by the child in 
determining tax liability under section 
1(i)?

A–10. In the case of parents who file 
a joint return, the parental taxable in-
come to be taken into account in deter-
mining the tax liability of a child is 
the total taxable income shown on the 
joint return. 

Q–11. If a child’s parents are married 
and file separate tax returns, which par-
ent’s taxable income must be taken into 
account by the child in determining tax li-
ability under section 1(i)?

A–11. For purposes of determining 
the tax liability of a child under sec-
tion 1(i), where such child’s parents are 
married and file separate tax returns, 
the parent whose taxable income is the 
greater of the two for the taxable year 
shall be taken into account. 

Q–12. If the parents of a child are di-
vorced, legally separated, or treated as 
not married under section 7703(b), which 
parent’s taxable income is taken into ac-
count in computing the child’s tax liabil-
ity?
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A–12. If the child’s parents are di-
vorced, legally separated, or treated as 
not married under section 7703(b), the 
taxable income of the custodial parent 
(within the meaning of section 152(e)) 
of the child is taken into account 
under section 1(i) in determining the 
child’s tax liability. 

Q–13. If a parent whose taxable income 
must be taken into account in determining 
a child’s tax liability under section 1(i) 
files a joint return with a spouse who is 
not a parent of the child, what taxable in-
come must the child take into account?

A–13. The amount of a parent’s tax-
able income that a child must take 
into account for purposes of section 1(i) 
where the parent files a joint return 
with a spouse who is not a parent of 
the child is the total taxable income 
shown on such joint return. 

CHILDREN OF THE PARENT 

Q–14. In determining a child’s share of 
the allocable parental tax, is the net un-
earned income of legally adopted children, 
children related to such child by half-
blood, or children from a prior marriage of 
the spouse of such child’s parent taken 
into account in addition to the natural 
children of such child’s parent?

A–14. Yes. In determining a child’s 
share of the allocable parental tax, the 
net unearned income of all children 
subject to tax under section 1(i) and 
who use the same parent’s taxable in-
come as such child to determine their 
tax liability under section 1(i) must be 
taken into account. Such children are 
taken into account regardless of 
whether they are adopted by the par-
ent, related to such child by half-blood, 
or are children from a prior marriage 
of the spouse of such child’s parent. 

RULES REGARDING INCOME FROM A 
TRUST OR SIMILAR INSTRUMENT 

Q–15. Will the unearned income of a 
child who is subject to section 1(i) that is 
attributable to gifts given to the child 
under the Uniform Gift to Minors Act 
(UGMA) be subject to tax under section 
1(i)?

A–15. Yes. A gift under the UGMA 
vests legal title to the property in the 
child although an adult custodian is 
given certain rights to deal with the 
property until the child attains major-
ity. Any unearned income attributable 

to such a gift is the child’s unearned 
income and is subject to tax under sec-
tion 1(i), whether distributed to the 
child or not. 

Q–16. Will a child who is a beneficiary 
of a trust be required to take into account 
the income of a trust in determining the 
child’s tax liability under section 1(i)?

A–16. The income of a trust must be 
taken into account for purposes of de-
termining the tax liability of a bene-
ficiary who is subject to section 1(i) 
only to the extent it is included in the 
child’s gross income for the taxable 
year under sections 652(a) or 662(a). 
Thus, income from a trust for the fiscal 
taxable year of a trust ending during 
1987, that is included in the gross in-
come of a child who is subject to sec-
tion 1(i) and who has a calendar tax-
able year, will be subject to tax under 
section 1(i) for the child’s 1987 taxable 
year. 

SUBSEQUENT ADJUSTMENTS 

Q–17. What effect will a subsequent ad-
justment to a parent’s taxable income 
have on the child’s tax liability if such 
parent’s taxable income was used to deter-
mine the child’s tax liability under section 
1(i) for the same taxable year?

A–17. If the parent’s taxable income 
is adjusted and if, for the same taxable 
year as the adjustment, the child paid 
tax determined under section 1(i) with 
reference to that parent’s taxable in-
come, then the child’s tax liability 
under section 1(i) must be recomputed 
using the parent’s taxable income as 
adjusted. 

Q–18. In the case where more than one 
child who is subject to section 1(i) uses the 
same parent’s taxable income to determine 
their allocable parental tax, what effect 
will a subsequent adjustment to the net 
unearned income of one child have on the 
other child’s share of the allocable paren-
tal tax?

A–18. If, for the same taxable year, 
more than one child uses the same par-
ent’s taxable income to determine 
their share of the allocable parental 
tax and a subsequent adjustment is 
made to one or more of such children’s 
net unearned income, each child’s 
share of the allocable parental tax 
must be recomputed using the com-
bined net unearned income of all such 
children as adjusted.
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Q–19. If a recomputation of a child’s tax 
under section 1(i), as a result of an ad-
justment to the taxable income of the 
child’s parents or another child’s net un-
earned income, results in additional tax 
being imposed by section 1(i) on the child, 
is the child subject to interest and pen-
alties on such additional tax?

A–19. Any additional tax resulting 
from an adjustment to the taxable in-
come of the child’s parents or the net 
unearned income of another child shall 
be treated as an underpayment of tax 
and interest shall be imposed on such 
underpayment as provided in section 
6601. However, the child shall not be 
liable for any penalties on the under-
payment resulting from additional tax 
being imposed under section 1(i) due to 
such an adjustment.

Example 6. D and M are the parents of C, a 
child under the age of 14. D and M file a joint 
return for 1988 and report taxable income of 
$69,900. C has unearned income of $3,000 and 
no itemized deductions for 1988. C properly 
reports a total tax liability of $635 for 1988. 
This amount is the sum of the allocable pa-
rental tax of $560 on C’s net unearned income 
of $2,000 (the excess of $3,000 over the sum of 
$500 standard deduction and the first $500 of 
taxable unearned income) plus $75 (the tax 
imposed on C’s first $500 of taxable unearned 
income). See A–3. One year later, D and M’s 
1988 tax return is adjusted on audit by adding 
an additional $1,000 of taxable income. No ad-
justment is made to the amount reported as 
C’s net unearned income for 1988. However, 
the adjustment to D and M’s taxable income 
causes C’s tax liability under section 1(i) for 
1988 to be increased by $50 as a result of the 
phase-out of the 15 percent rate bracket. See 
A–20. In addition to this further tax liability, 
C will be liable for interest on the $50. How-
ever, C will not have to pay any penalty on 
the delinquent amount.

MISCELLANEOUS RULES 

Q–20. Does the phase-out of the parent’s 
15 percent rate bracket and personal ex-
emptions under section 1(g), if applicable, 
have any effect on the calculation of the 
allocable parental tax imposed on a 
child’s net unearned income under section 
1(i)?

A–20. Yes. Any phase-out of the par-
ent’s 15 percent rate bracket or per-
sonal exemptions under section 1(g) is 
given full effect in determining the tax 
that would be imposed on the sum of 
the parent’s taxable income and the 
total net unearned income of all chil-

dren of the parent. Thus, any addi-
tional tax on a child’s net unearned in-
come resulting from the phase-out of 
the 15 percent rate bracket and the per-
sonal exemptions is reflected in the tax 
liability of the child. 

Q–21. For purposes of calculating a par-
ent’s tax liability or the allocable parental 
tax imposed on a child, are other phase-
outs, limitations, or floors on deductions 
or credits, such as the phase-out of the 
$25,000 passive loss allowance for rental 
real estate activities under section 
469(i)(3) or the 2 percent of AGI floor on 
miscellaneous itemized deductions under 
section 67, affected by the addition of a 
child’s net unearned income to the par-
ent’s taxable income? 

A–21. No. A child’s net unearned in-
come is not taken into account in com-
puting any deduction or credit for pur-
poses of determining the parent’s tax 
liability or the child’s allocable paren-
tal tax. Thus, for example, although 
the amounts allowable to the parent as 
a charitable contribution deduction, 
medical expense deduction, section 212 
deduction, or a miscellaneous itemized 
deduction are affected by the amount 
of the parent’s adjusted gross income, 
the amount of these deductions that is 
allowed does not change as a result of 
the application of section 1(i) because 
the amount of the parent’s adjusted 
gross income does not include the 
child’s net unearned income. Similarly, 
the amount of itemized deductions that 
is allowed to a child does not change as 
a result of section 1(i) because section 
1(i) only affects the amount of tax li-
ability and not the child’s adjusted 
gross income. 

Q–22. If a child is unable to obtain in-
formation concerning the tax return of the 
child’s parents directly from such parents, 
how may the child obtain information 
from the parent’s tax return which is nec-
essary to determine the child’s tax liabil-
ity under section 1(i)? 

A–22. Under section 6103(e)(1)(A)(iv), a 
return of a parent shall, upon written 
request, be open to inspection or dis-
closure to a child of that individual (or 
the child’s legal representative) to the 
extent necessary to comply with sec-
tion 1(i). Thus, a child may request the 
Internal Revenue Service to disclose 
sufficient tax information about the
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parent to the child so that the child 
can properly file his or her return. 

[T.D. 8158, 52 FR 33579, Sept. 4, 1987; 52 FR 
36133, Sept. 25, 1987]

§ 1.2–1 Tax in case of joint return of 
husband and wife or the return of a 
surviving spouse. 

(a) Taxable year ending before January 
1, 1971. (1) For taxable years ending be-
fore January 1, 1971, in the case of a 
joint return of husband and wife, or the 
return of a surviving spouse as defined 
in section 2(b), the tax imposed by sec-
tion 1 shall be twice the tax that would 
be imposed if the taxable income were 
reduced by one-half. For rules relating 
to the filing of joint returns of husband 
and wife, see section 6013 and the regu-
lations thereunder. 

(2) The method of computing, under 
section 2(a), the tax of husband and 
wife in the case of a joint return, or the 
tax of a surviving spouse, is as follows: 

(i) First, the taxable income is re-
duced by one-half. Second, the tax is 
determined as provided by section 1 by 
using the taxable income so reduced. 
Third, the tax so determined, which is 
the tax that would be determined if the 
taxable income were reduced by one-
half, is then multiplied by two to 
produce the tax imposed in the case of 
the joint return or the return of a sur-
viving spouse, subject, however, to the 
allowance of any credits against the 
tax under the provisions of sections 31 
through 38 and the regulations there-
under. 

(ii) The limitation under section 1(c) 
of the tax to an amount not in excess 
of a specified percent of the taxable in-
come for the taxable year is to be ap-
plied before the third step above, that 
is, the limitation to be applied upon 
the tax is determined as the applicable 
specified percent of one-half of the tax-
able income for the taxable year (such 
one-half of the taxable income being 
the actual aggregate taxable income of 
the spouses, or the total taxable in-
come of the surviving spouse, as the 
case may be, reduced by one-half). For 
the percent applicable in determining 
the limitation of the tax under section 
1(c), see § 1.1–2(a). After such limitation 
is applied, then the tax so limited is 
multiplied by two as provided in sec-
tion 2(a) (the third step above). 

(iii) The following computation illus-
trates the method of application of sec-
tion 2(a) in the determination of the 
tax of a husband and wife filing a joint 
return for the calendar year 1965. If the 
combined gross income is $8,200, and 
the only deductions are the two exemp-
tions of the taxpayers under section 
151(b) and the standard deduction 
under section 141, the tax on the joint 
return for 1965, without regard to any 
credits against the tax, is $1,034.20 de-
termined as follows:
1. Gross income ............................ $8,200.00
2. Less: 

Standard deduction, sec-
tion 141 ........................ $820 ..................

Deduction for personal 
exemption, section 151 1,200 2,020.00

3. Taxable income ......................... 6,180.00
4. Taxable income reduced by 

one-half ...................................... 3,090.00
5. Tax computed by the tax table 

provided under section 1(a)(2) 
($310 plus 19 percent of excess 
over $2,000) ............................... 517.10

6. Twice the tax in item 5 .............. 1,034.20

(b) Taxable years beginning after De-
cember 31, 1970. (1) For taxable years be-
ginning after December 31, 1970, in the 
case of a joint return of husband and 
wife, or the return of a surviving 
spouse as defined in section 2(a) of the 
Code as amended by the Tax Reform 
Act of 1969, the tax shall be determined 
in accordance with the table contained 
in section 1(a) of the Code as so amend-
ed. For rules relating to the filing of 
joint returns of husband and wife see 
section 6013 as amended and the regula-
tions thereunder. 

(2) The following computation illus-
trates the method of computing the tax 
of a husband and wife filing a joint re-
turn for calendar year 1971. If the com-
bined gross income is $8,200, and the 
only deductions are the two exemp-
tions of the taxpayers under section 
151(b), as amended, and the standard 
deduction under section 141, as amend-
ed, the tax on the joint return for 1971, 
without regard to any credits against 
the tax, is $968.46, determined as fol-
lows:
1. Gross income ............................ $8,200.00
2. Less: 

Standard deduction, section 
141 ...................................... $1,066.00

Deduction for personal ex-
emption, section 151 ........... 1,300.00 2,366.00

3. Taxable income ......................... 5,834.00
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4. Tax computed by the tax table 
provided under section 1(a) 
($620 plus 19 percent of excess 
over $4,000) ............................... 968.46

(3) The limitation under section 1348 
with respect to the maximum rate of 
tax on earned income shall apply to a 
married individual only if such indi-
vidual and his spouse file a joint return 
for the taxable year. 

(c) Death of a spouse. If a joint return 
of a husband and wife is filed under the 
provisions of section 6013 and if the 
husband and wife have different tax-
able years solely because of the death 
of either spouse, the taxable year of 
the deceased spouse covered by the 
joint return shall, for the purpose of 
the computation of the tax in respect 
of such joint return, be deemed to have 
ended on the date of the closing of the 
surviving spouse’s taxable year. 

(d) Computation of optional tax. For 
computation of optional tax in the case 
of a joint return or the return of a sur-
viving spouse, see section 3 and the 
regulations thereunder. 

(e) Change in rates. For treatment of 
taxable years during which a change in 
the tax rates occurs see section 21 and 
the regulations thereunder. 

[T.D. 7117, 36 FR 9398, May 25, 1971]

§ 1.2–2 Definitions and special rules. 
(a) Surviving spouse. (1) If a taxpayer 

is eligible to file a joint return under 
the Internal Revenue Code of 1954 with-
out regard to section 6013(a) (3) thereof 
for the taxable year in which his 
spouse dies, his return for each of the 
next 2 taxable years following the year 
of the death of the spouse shall be 
treated as a joint return for all pur-
poses if all three of the following re-
quirements are satisfied: 

(i) He has not remarried before the 
close of the taxable year the return for 
which is sought to be treated as a joint 
return, and 

(ii) He maintains as his home a 
household which constitutes for the 
taxable year the principal place of 
abode as a member of such household 
of a person who is (whether by blood or 
adoption) a son, stepson, daughter, or 
stepdaughter of the taxpayer, and 

(iii) He is entitled for the taxable 
year to a deduction under section 151 
(relating to deductions for dependents) 

with respect to such son, stepson, 
daughter, or stepdaughter. 

(2) See paragraphs (c)(1) and (d) of 
this section for rules for the deter-
mination of when the taxpayer main-
tains as his home a household which 
constitutes for the taxable year the 
principal place of abode, as a member 
of such household, of another person. 

(3) If the taxpayer does not qualify as 
a surviving spouse he may nevertheless 
qualify as a head of a household if he 
meets the requirements of § 1.2–2(b). 

(4) The following example illustrates 
the provisions relating to a surviving 
spouse:

Example: Assume that the taxpayer meets 
the requirements of this paragraph for the 
years 1967 through 1971, and that the tax-
payer, whose wife died during 1966 while mar-
ried to him, remarried in 1968. In 1969, the 
taxpayer’s second wife died while married to 
him, and he remained single thereafter. For 
1967 the taxpayer will qualify as a surviving 
spouse, provided that neither the taxpayer 
nor the first wife was a nonresident alien at 
any time during 1966 and that she (imme-
diately prior to her death) did not have a 
taxable year different from that of the tax-
payer. For 1968 the taxpayer does not qualify 
as a surviving spouse because he remarried 
before the close of the taxable year. The tax-
payer will qualify as a surviving spouse for 
1970 and 1971, provided that neither the tax-
payer nor the second wife was a nonresident 
alien at any time during 1969 and that she 
(immediately prior to her death) did not 
have a taxable year different from that of 
the taxpayer. On the other hand, if the tax-
payer, in 1969, was divorced or legally sepa-
rated from his second wife, the taxpayer will 
not qualify as a surviving spouse for 1970 or 
1971, since he could not have filed a joint re-
turn for 1969 (the year in which his second 
wife died).

(b) Head of household. (1) A taxpayer 
shall be considered the head of a house-
hold if, and only if, he is not married at 
the close of his taxable year, is not a 
surviving spouse (as defined in para-
graph (a) of this section, and (i) main-
tains as his home a household which 
constitutes for such taxable year the 
principal place of abode, as a member 
of such household, of at least one of the 
individuals described in subparagraph 
(3), or (ii) maintains (whether or not as 
his home) a household which con-
stitutes for such taxable year the prin-
cipal place of abode of one of the indi-
viduals described in subparagraph (4).
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(2) Under no circumstances shall the 
same person be used to qualify more 
than one taxpayer as the head of a 
household for the same taxable year. 

(3) Any of the following persons may 
qualify the taxpayer as a head of a 
household: 

(i) A son, stepson, daughter, or step-
daughter of the taxpayer, or a descend-
ant of a son or daughter of the tax-
payer. For the purpose of determining 
whether any of the stated relationships 
exist, a legally adopted child of a per-
son is considered a child of such person 
by blood. If any such person is not mar-
ried at the close of the taxable year of 
the taxpayer, the taxpayer may qualify 
as the head of a household by reason of 
such person even though the taxpayer 
may not claim a deduction for such 
person under section 151, for example, 
because the taxpayer does not furnish 
more than half of the support of such 
person. However, if any such person is 
married at the close of the taxable year 
of the taxpayer, the taxpayer may 
qualify as the head of a household by 
reason of such person only if the tax-
payer is entitled to a deduction for 
such person under section 151 and the 
regulations thereunder. In applying the 
preceding sentence there shall be dis-
regarded any such person for whom a 
deduction is allowed under section 151 
only by reason of section 152(c) (relat-
ing to persons covered by a multiple 
support agreement). 

(ii) Any other person who is a de-
pendent of the taxpayer, if the tax-
payer is entitled to a deduction for the 
taxable year for such person under sec-
tion 151 and paragraphs (3) through (8) 
of section 152(a) and the regulations 
thereunder. Under section 151 the tax-
payer may be entitled to a deduction 
for any of the following persons: 

(a) His brother, sister, stepbrother, or 
stepsister; 

(b) His father or mother, or an ances-
tor of either; 

(c) His stepfather or stepmother; 
(d) A son or a daughter of his brother 

or sister; 
(e) A brother or sister of his father or 

mother; or 
(f) His son-in-law, daughter-in-law, 

father-in-law, mother-in-law, brother- 
in-law, or sister-in-law; 

if such person has a gross income of 
less than the amount determined pur-
suant to § 1.151–2 applicable to the cal-
endar year in which the taxable year of 
the taxpayer begins, if the taxpayer 
supplies more than one-half of the sup-
port of such person for such calendar 
year and if such person does not make 
a joint return with his spouse for the 
taxable year beginning in such cal-
endar year. The taxpayer may not be 
considered to be a head of a household 
by reason of any person for whom a de-
duction is allowed under section 151 
only by reason of sections 152 (a)(9), 152 
(a)(10), or 152(c) (relating to persons not 
related to the taxpayer, persons receiv-
ing institutional care, and persons cov-
ered by multiple support agreements). 

(4) The father or mother of the tax-
payer may qualify the taxpayer as a 
head of a household, but only if the 
taxpayer is entitled to a deduction for 
the taxable year for such father or 
mother under section 151 (determined 
without regard to section 152(c)). For 
example, an unmarried taxpayer who 
maintains a home for his widowed 
mother may not qualify as the head of 
a household by reason of his mainte-
nance of a home for his mother if his 
mother has gross income equal to or in 
excess of the amount determined pur-
suant to § 1.151–2 applicable to the cal-
endar year in which the taxable year of 
the taxpayer begins, or if he does not 
furnish more than one-half of the sup-
port of his mother for such calendar 
year. For this purpose, a person who le-
gally adopted the taxpayer is consid-
ered the father or mother of the tax-
payer. 

(5) For the purpose of this paragraph, 
the status of the taxpayer shall be de-
termined as of the close of the tax-
payer’s taxable year. A taxpayer shall 
be considered as not married if at the 
close of his taxable year he is legally 
separated from his spouse under a de-
cree of divorce or separate mainte-
nance, or if at any time during the tax-
able year the spouse to whom the tax-
payer is married at the close of his tax-
able year was a nonresident alien. A 
taxpayer shall be considered married at 
the close of his taxable year if his 
spouse (other than a spouse who is a 
nonresident alien) dies during such 
year.
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(6) If the taxpayer is a nonresident 
alien during any part of the taxable 
year he may not qualify as a head of a 
household even though he may comply 
with the other provisions of this para-
graph. See the regulations prescribed 
under section 871 for a definition of 
nonresident alien. 

(c) Household. (1) In order for a tax-
payer to be considered as maintaining 
a household by reason of any individual 
described in paragraph (a)(1) or (b)(3) of 
this section, the household must actu-
ally constitute the home of the tax-
payer for his taxable year. A physical 
change in the location of such home 
will not prevent a taxpayer from quali-
fying as a head of a household. Such 
home must also constitute the prin-
cipal place of abode of at least one of 
the persons specified in such paragraph 
(a)(1) or (b)(3) of this section. It is not 
sufficient that the taxpayer maintain 
the household without being its occu-
pant. The taxpayer and such other per-
son must occupy the household for the 
entire taxable year of the taxpayer. 
However, the fact that such other per-
son is born or dies within the taxable 
year will not prevent the taxpayer 
from qualifying as a head of household 
if the household constitutes the prin-
cipal place of abode of such other per-
son for the remaining or preceding part 
of such taxable year. The taxpayer and 
such other person will be considered as 
occupying the household for such en-
tire taxable year notwithstanding tem-
porary absences from the household 
due to special circumstances. A non-
permanent failure to occupy the com-
mon abode by reason of illness, edu-
cation, business, vacation, military 
service, or a custody agreement under 
which a child or stepchild is absent for 
less than 6 months in the taxable year 
of the taxpayer, shall be considered 
temporary absence due to special cir-
cumstances. Such absence will not pre-
vent the taxpayer from being consid-
ered as maintaining a household if (i) it 
is reasonable to assume that the tax-
payer or such other person will return 
to the household, and (ii) the taxpayer 
continues to maintain such household 
or a substantially equivalent household 
in anticipation of such return. 

(2) In order for a taxpayer to be con-
sidered as maintaining a household by 

reason of any individual described in 
paragraph (b)(4) of this section, the 
household must actually constitute the 
principal place of abode of the tax-
payer’s dependent father or mother, or 
both of them. It is not, however, nec-
essary for the purposes of such sub-
paragraph for the taxpayer also to re-
side in such place of abode. A physical 
change in the location of such home 
will not prevent a taxpayer from quali-
fying as a head of a household. The fa-
ther or mother of the taxpayer, how-
ever, must occupy the household for 
the entire taxable year of the taxpayer. 
They will be considered as occupying 
the household for such entire year not-
withstanding temporary absences from 
the household due to special cir-
cumstances. For example, a nonperma-
nent failure to occupy the household 
by reason of illness or vacation shall be 
considered temporary absence due to 
special circumstances. Such absence 
will not prevent the taxpayer from 
qualifying as the head of a household if 
(i) it is reasonable to assume that such 
person will return to the household, 
and (ii) the taxpayer continues to 
maintain such household or a substan-
tially equivalent household in antici-
pation of such return. However, the 
fact that the father or mother of the 
taxpayer dies within the year will not 
prevent the taxpayer from qualifying 
as a head of a household if the house-
hold constitutes the principal place of 
abode of the father or mother for the 
preceding part of such taxable year. 

(d) Cost of maintaining a household. A 
taxpayer shall be considered as main-
taining a household only if he pays 
more than one-half the cost thereof for 
his taxable year. The cost of maintain-
ing a household shall be the expenses 
incurred for the mutual benefit of the 
occupants thereof by reason of its oper-
ation as the principal place of abode of 
such occupants for such taxable year. 
The cost of maintaining a household 
shall not include expenses otherwise 
incurred. The expenses of maintaining 
a household include property taxes, 
mortgage interest, rent, utility 
charges, upkeep and repairs, property 
insurance, and food consumed on the 
premises. Such expenses do not include
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the cost of clothing, education, med-
ical treatment, vacations, life insur-
ance, and transportation. In addition, 
the cost of maintaining a household 
shall not include any amount which 
represents the value of services ren-
dered in the household by the taxpayer 
or by a person qualifying the taxpayer 
as a head of a household or as a sur-
viving spouse. 

(e) Certain married individuals living 
apart. For taxable years beginning 
after December 31, 1969, an individual 
who is considered as not married under 
section 143(b) shall be considered as not 
married for purposes of determining 
whether he or she qualifies as a single 
individual, a married individual, a head 
of household or a surviving spouse 
under sections 1 and 2 of the Code. 

[T.D. 7117, 36 FR 9398, May 25, 1971]

§ 1.3–1 Application of optional tax. 
(a) General rules. (1) For taxable years 

ending before January 1, 1970, an indi-
vidual whose adjusted gross income is 
less than $5,000 (or a husband and wife 
filing a joint return whose combined 
adjusted gross income is less than 
$5,000) may elect to pay the tax im-
posed by section 3 in place of the tax 
imposed by section 1 (a) or (b). For tax-
able years beginning after December 31, 
1969 and before January 1, 1971 an indi-
vidual whose adjusted gross income is 
less than $10,000 (or a husband and wife 
filing a joint return whose combined 
adjusted gross income is less than 
$10,000) may elect to pay the tax im-
posed by section 3 as amended by the 
Tax Reform Act of 1969 in place of the 
tax imposed by section 1 (a) or (b). For 
taxable years beginning after Decem-
ber 31, 1970 an individual whose ad-
justed gross income is less than $10,000 
(or a husband and wife filing a joint re-
turn whose combined adjusted gross in-
come is less than $10,000) may elect to 
pay the tax imposed by section 3 as 
amended in place of the tax imposed by 
section 1 as amended. See § 1.4–2 for the 
manner of making such election. A tax-
payer may make such election regard-
less of the sources from which his in-
come is derived and regardless of 
whether his income is computed by the 
cash method or the accrual method. 
See section 62 and the regulations 
thereunder for the determination of ad-

justed gross income. For the purpose of 
determining whether a taxpayer may 
elect to pay the tax under section 3, 
the amount of the adjusted gross in-
come is controlling, without reference 
to the number of exemptions to which 
the taxpayer may be entitled. See sec-
tion 4 and the regulations thereunder 
for additional rules applicable to sec-
tion 3. 

(2) The following examples illustrate 
the rule that section 3 applies only if 
the adjusted gross income is less than 
$10,000 ($5,000 for taxable years ending 
before January 1, 1970).

Example 1. A is employed at a salary of 
$9,200 for the calendar year 1970. In the 
course of such employment, he incurred 
travel expenses of $1,500 for which he was re-
imbursed during the year. Such items con-
stitute his sole income for 1970. In such case 
the gross income is $10,700 but the amount of 
$1,500 is deducted from gross income in the 
determination of adjusted gross income and 
thus A’s adjusted gross income for 1970 is 
$9,200. Hence, the adjusted gross income 
being less than $10,000, he may elect to pay 
his tax for 1970 under section 3. Similarly, in 
the case of an individual engaged in trade or 
business (excluding from the term ‘‘engaged 
in trade or business’’ the performance of per-
sonal services as an employee), there may be 
deducted from gross income in ascertaining 
adjusted gross income those expenses di-
rectly relating to the carrying on of such 
trade or business.

Example 2. If B has, as his only income for 
1970, a salary of $11,600 and his spouse has no 
gross income, then B’s adjusted gross income 
is $11,600 (not $11,600 reduced by exemptions 
of $1,250) and he is not for such year, entitled 
to pay his tax under section 3. If, however, B 
has for 1970 a salary of $13,000 and incident to 
his employment he incurs expenses in the 
amount of $3,400 for travel, meals, and lodg-
ing while away from home, for which he is 
not reimbursed, the adjusted gross income is 
$13,000 minus $3,400 or $9,600. In such case his 
adjusted gross income being less than $10,000, 
B may elect to pay the tax under section 3. 
However, if B’s wife has adjusted gross in-
come of $400, the total adjusted gross income 
is $10,000. In such case, if B and his wife file 
a joint return, they may not elect to pay the 
optional tax since the combined adjusted 
gross income is not less than $10,000. B may 
nevertheless elect to pay the optional tax, 
but if he makes this election he must file a 
separate return and, since his wife has gross 
income, he may not claim an exemption for 
her in computing the optional tax.

(b) Surviving spouse. The return of a 
surviving spouse is treated as a joint
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return for purposes of section 3. See 
section 2, and the regulations there-
under, with respect to the qualifica-
tions of a taxpayer as a surviving 
spouse. Accordingly, if the taxpayer 
qualifies as a surviving spouse and 
elects to pay the optional tax, he shall 
use the column in the tax table, appro-
priate to his number of exemptions, 
provided for cases in which a joint re-
turn is filed. 

(c) Use of tax table. (1) To determine 
the amount of the tax, the individual 
ascertains the amount of his adjusted 
gross income, refers to the appropriate 
table set forth in section 3 or the regu-
lations thereunder, ascertains the in-
come bracket into which such income 
falls, and, using the number of exemp-
tions applicable to his case, finds the 
tax in the vertical column having at 
the top thereof a number corresponding 
to the number of exemptions to which 
the taxpayer is entitled. 

(2) Section 3(b) (relating to taxable 
years beginning after Dec. 31, 1964 and 
ending before Jan. 1, 1970) contains 5 
tables for use in computing the tax. 
Table I is to be used by a single person 
who is not a head of household. Table 
II is to be used by a head of household. 
Table III is to be used by married per-
sons filing joint returns and by a sur-
viving spouse. Table IV is to be used by 
married persons filing separate returns 
using the 10 percent standard deduc-
tion. Table V is to be used by married 
persons filing separate returns using 
the minimum standard deduction. For 
an explanation of the standard deduc-
tion see section 141 and the regulations 
thereunder. 

(3) 30 tables are provided for use in 
computing the tax under the Tax Re-
form Act of 1969. Tables I through XV 
apply for taxable years beginning after 
December 31, 1969 and ending before 
January 1, 1971. Tables XVI through 
XXX apply for taxable years beginning 
after December 31, 1970. The standard 
deduction for Tables I through XV, ap-
plicable to taxable years beginning in 
1970, is 10 percent. The standard deduc-
tion for Tables XVI through XXX, ap-
plicable to taxable years beginning in 
1971, is 13 percent. For an explanation 
of the standard deduction and the low 
income allowance see section 141 as 

amended by the Tax Reform Act of 
1969. 

(4) In the case of married persons fil-
ing separate returns who qualify to use 
the optional tax imposed by section 3, 
such persons shall use the tax imposed 
by the table for the applicable year in 
accordance with the rules prescribed by 
sections 4(c) and 141 and the regula-
tions thereunder governing the use and 
application of the standard deduction 
and the low income allowance. 

(5) The tax shown in the tax tables 
set forth in section 3 or the regulations 
thereunder reflects full income split-
ting in the case of a joint return (in-
cluding the return of a surviving 
spouse) and lesser income splitting in 
the case of a head of household. There-
fore, it is possible for the tax shown in 
the tables relating to joint returns, or 
relating to a return of a head of a 
household, to be lower than that shown 
in the table for separate returns even 
though the amounts of adjusted gross 
income and the number of exemptions 
are the same. 

[T.D. 7117, 36 FR 9420, May 25, 1971]

§ 1.4–1 Number of exemptions. 
(a) For the purpose of determining 

the optional tax imposed under section 
3, the taxpayer shall use the number of 
exemptions allowable to him as deduc-
tions under section 151. See sections 
151, 152, and 153, and the regulations 
thereunder. In general, one exemption 
is allowed for the taxpayer; one exemp-
tion for his spouse if a joint return is 
made, or if a separate return is made 
by the taxpayer and his spouse has no 
gross income for the calendar year in 
which the taxable year of the taxpayer 
begins and is not the dependent of an-
other taxpayer for such calendar year; 
and one exemption for each dependent 
whose gross income for the calendar 
year in which the taxable year of the 
taxpayer begins is less than the appli-
cable amount determined pursuant to 
§ 1.151–2. No exemption is allowed for 
any dependent who has made a joint re-
turn with his spouse for the taxable 
year beginning in the calendar year in 
which the taxable year of the taxpayer 
begins. The taxpayer may, in certain 
cases, be allowed an exemption for a 
dependent child of the taxpayer not-
withstanding the fact that such child
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has gross income equal to or in excess 
of the amount determined pursuant to 
§ 1.151–2 applicable to the calendar year 
in which the taxable year of the tax-
payer begins. The requirements for the 
allowance of such an exemption are set 
forth in paragraph (c) of § 1.152–1. See 
paragraphs (c) and (d) of § 1.151–1 with 
respect to additional exemptions for a 
taxpayer or spouse who has attained 
the age 65 years and for a blind tax-
payer or blind spouse 

(b) The application of this section 
may be illustrated by the following ex-
amples:

Example 1. A, a married man whose duties 
as an employee require traveling away from 
his home, has as his sole gross income a sal-
ary of $5,600 for the calendar year 1954. His 
traveling expenses, including cost of meals 
and lodging, amount in such year to $750, and 
hence, his adjusted gross income is $4,850. 
His wife, B, has as her sole income interest 
in the amount of $85, and thus the aggregate 
adjusted gross income of A and B is $4,935. A 
has two dependent children neither of whom 
has any income. A and B file a joint return 
for 1954 on Form 1040. In such case four ex-
emptions are allowable. The adjusted gross 
income falls within the tax bracket $4,900–
4,950. By referring to such tax bracket in the 
tax table in section 3 and to the column 
headed ‘‘4’’ therein, the tax is found to be 
$407.

Example 2. C, a married man, has as his sole 
income in 1954 wages of $4,600, and has two 
dependent children neither of whom has any 
income. His wife, D, has adjusted gross in-
come of $400. C files a separate return for 
1954 and is entitled to claim three exemp-
tions. C’s income falls within the tax bracket 
$4,600–4,650 and hence, with three exemptions 
his tax is $480. No exemption is allowed with 
respect to since D has gross income and a 
joint return was not filed.

Example 3. D, a married man with no de-
pendents, attains the age of 65 on September 
1, 1954. The aggregate adjusted gross income 
of D and his wife for 1954 is $4,840. D and his 
wife file a joint return for 1954 and are enti-
tled to three exemptions, one for each tax-
payer and one additional exemption for D be-
cause of his age. Since the adjusted gross in-
come of D and his wife falls within the tax 
bracket $4,800–4,850, the tax on a joint return 
is $509. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 7114, 36 FR 9018, May 18, 
1971]

§ 1.4–2 Elections. 
(a) Making of election. The election to 

pay the optional tax imposed under 

section 3 shall be made by (1) filing a 
return on Form 1040A, or (2) filing a re-
turn on Form 1040 and electing in such 
return, in accordance with the provi-
sions of section 144 and the regulations 
thereunder, to take the standard de-
duction provided by section 141. 

(b) Election under section 3 and election 
of standard deduction. Section 144 (a) 
and the regulations thereunder provide 
rules for treating an election to pay 
the tax under section 3 as an election 
to take the standard deduction, and for 
treating an election to take the stand-
ard deduction as an election to pay the 
tax under section 3. For example, if the 
taxpayer’s return shows $5,000 or more 
of adjusted gross income and he elects 
to take the standard deduction, he will 
be deemed to have elected to pay the 
tax under section 3 if it is subsequently 
determined that his correct adjusted 
gross income is less than $5,000. 

(c) [Reserved] 
(d) Change of election. For rules relat-

ing to a change of election to pay, or 
not to pay, the optional tax imposed 
under section 3, see section 144 (b) and 
the regulations thereunder. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6581, 26 FR 11677, Dec. 6, 
1961; T.D. 7269, 38 FR 9295, April 13, 1973]

§ 1.4–3 Husband and wife filing sepa-
rate returns. 

(a) In general. If the separate adjusted 
gross income of a husband is less than 
$5,000 and the separate adjusted gross 
income of his wife is less than $5,000, 
and if each is required to file a return, 
the husband and the wife must each 
elect to pay the optional tax imposed 
under section 3 or neither may so elect. 
If the separate adjusted gross income 
of each spouse is $5,000 or more, then 
neither spouse can elect to pay the op-
tional tax imposed under section 3. If 
the adjusted gross income of one 
spouse is $5,000 or more and that of the 
other spouse is less than $5,000, the 
election to pay the optional tax im-
posed under section 3 may be exercised 
by the spouse having adjusted gross in-
come of less than $5,000 only if the 
spouse having adjusted gross income of 
$5,000 or more, in computing taxable 
income, uses the standard deduction 
provided by section 141. If the spouse 
having adjusted gross income of $5,000
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or more does not use the standard de-
duction, then the spouse having ad-
justed gross income of less than $5,000 
may not elect to pay the optional tax 
and must compute taxable income 
without regard to the standard deduc-
tion. Accordingly, if the spouse having 
adjusted gross income of $5,000 or more 
itemizes the deductions allowed by sec-
tions 161 and 211 in computing taxable 
income, the spouse having adjusted 
gross income of less than $5,000 must 
also compute taxable income by 
itemizing the deductions allowed by 
sections 161 and 211, and must pay the 
tax imposed by section 1. For rules rel-
ative to the election to take the stand-
ard deduction by husband and wife, see 
part IV (section 141 and following), sub-
chapter B, chapter 1 of the Code, and 
the regulations thereunder. 

(b) Taxable years beginning after De-
cember 31, 1963, and before January 1, 
1970. (1) In the case of a husband and 
wife filing a separate return for a tax-
able year beginning after December 31, 
1963, and before January 1, 1970, the op-
tional tax imposed by section 3 shall 
be— 

(i) For taxable years beginning in 
1964, the lesser of the tax shown in 
Table IV (relating to the 10-percent 
standard deduction for married persons 
filing separate returns) or Table V (re-
lating to the minimum standard deduc-
tion for married persons filing separate 
returns) of section 3(a), and 

(ii) For a taxable year beginning 
after December 31, 1964, and before Jan-
uary 1, 1970, the lesser of the tax shown 
in Table IV (relating to the 10-percent 
standard deduction for married persons 
filing separate returns) or Table V (re-
lating to minimum standard deduction 
for married persons filing separate re-
turns) of section 3(b). 

(2) If the tax of one spouse is deter-
mined with regard to the 10-percent 
standard deduction provided for in 
Table IV of section 3(a) or 3(b) or if 
such spouse in computing taxable in-
come uses the 10-percent standard de-
duction provided for in section 141(b), 
then the minimum standard deduction 
provided for in Table V of section 3(a) 
or 3(b) shall not apply in the case of 
the other spouse, if such spouse elects 
to pay the optional tax imposed under 
section (3). Thus, if a husband and wife 

compute their tax with reference to the 
standard deduction, one cannot elect to 
use the 10-percent standard deduction 
and the other elect to use the min-
imum standard deduction. However, an 
individual described in section 141(d)(2) 
may elect pursuant to such section and 
the regulations thereunder to pay the 
tax shown in Table V of section 3(a) or 
3(b) in lieu of the tax shown in Table 
IV of section 3(a) or 3(b). See section 
141(d) and the regulations thereunder 
for rules relating to the standard de-
duction in the case of married individ-
uals filing separate returns. 

(c) Taxable years beginning after De-
cember 31, 1969. (1) In the case of a hus-
band and wife filing a separate return 
for a taxable year beginning after De-
cember 31, 1969, the optional tax im-
posed by section 3 shall be the lesser of 
the tax shown in— 

(i) The table prescribed under section 
3 applicable to such taxable year in the 
case of married persons filing separate 
returns which applies the percentage 
standard deduction, or 

(ii) The table prescribed under sec-
tion 3 applicable to such taxable year 
in the case of married persons filing 
separate returns which applies the low 
income allowance. 

(2) If the tax of one spouse is deter-
mined by the table described in sub-
paragraph (1)(i) of this paragraph or if 
such spouse in computing taxable in-
come uses the percentage standard de-
duction provided for in section 141(b), 
then the table described in subpara-
graph (1)(ii) of this paragraph shall not 
apply in the case of the other spouse, if 
such other spouse elects to pay the op-
tional tax imposed under section 3. 
Thus, if a husband and wife compute 
the tax with reference to the standard 
deduction, one cannot elect to use the 
percentage standard deduction and the 
other elect to use the low income al-
lowance. A married individual de-
scribed in section 141(d)(2) may elect 
pursuant to such section and the regu-
lations thereunder to pay the tax 
shown in the table described by sub-
paragraph (1)(ii) of this paragraph in 
lieu of the tax shown in the table de-
scribed by subparagraph (1)(i) of this 
paragraph. See section 141(d) and the 
regulations thereunder for rules relat-
ing to the standard deduction in the
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case of married individuals filing sepa-
rate returns. 

(d) Determination of marital status. For 
the purpose of applying the restrictions 
upon the right of a married person to 
elect to pay the tax under section 3, (1) 
the determination of marital status is 
made as of the close of the taxpayer’s 
taxable year or, if his spouse died dur-
ing such year, as of the date of death; 
(2) a person legally separated from his 
spouse under a decree of divorce or sep-
arate maintenance on the last day of 
his taxable year (or the date of death of 
his spouse, whichever is applicable) is 
not considered as married; and (3) with 
respect to taxable years beginning 
after December 31, 1969, a person, al-
though considered as married within 
the meaning of section 143(a), is consid-
ered as not married if he lives apart 
from his spouse and satisfies the re-
quirements set forth in section 143(b). 
See section 143 and the regulations 
thereunder. 

[T.D. 6792, 30 FR 529, Jan. 15, 1965, as amend-
ed by T.D. 7123, 36 FR 11084, June 9, 1971]

§ 1.4–4 Short taxable year caused by 
death. 

An individual making a return for a 
period of less than 12 months on ac-
count of a change in his accounting pe-
riod may not elect to pay the optional 
tax under section 3. However, the fact 
that the taxable year is less than 12 
months does not prevent the deter-
mination of the tax for the taxable 
year under section 3 if the short tax-
able year results from the death of the 
taxpayer.

TAX ON CORPORATIONS

§ 1.11–1 Tax on corporations. 
(a) Every corporation, foreign or do-

mestic, is liable to the tax imposed 
under section 11 except (1) corporations 
specifically excepted under such sec-
tion from such tax; (2) corporations ex-
pressly exempt from all taxation under 
subtitle A of the Code (see section 501); 
and (3) corporations subject to tax 
under section 511(a). For taxable years 
beginning after December 31, 1966, for-
eign corporations engaged in trade or 
business in the United States shall be 
taxable under section 11 only on their 
taxable income which is effectively 

connected with the conduct of a trade 
or business in the United States (see 
section 882(a)(1)). For definition of the 
terms ‘‘corporations,’’ ‘‘domestic,’’ and 
‘‘foreign,’’ see section 7701(a) (3), (4), 
and (5), respectively. It is immaterial 
that a domestic corporation, and for 
taxable years beginning after Decem-
ber 31, 1966, a foreign corporation en-
gaged in trade or business in the 
United States, which is subject to the 
tax imposed by section 11 may derive 
no income from sources within the 
United States. The tax imposed by sec-
tion 11 is payable upon the basis of the 
returns rendered by the corporations 
liable thereto, except that in some 
cases a tax is to be paid at the source 
of the income. See subchapter A (sec-
tions 6001 and following), chapter 61 of 
the Code, and section 1442. 

(b) The tax imposed by section 11 
consists of a normal tax and a surtax. 
The normal tax and the surtax are both 
computed upon the taxable income of 
the corporation for the taxable year, 
that is, upon the gross income of the 
corporation minus the deductions al-
lowed by chapter 1 of the Code. How-
ever, the deduction provided in section 
242 for partially tax-exempt interest is 
not allowed in computing the taxable 
income subject to the surtax. 

(c) The normal tax is at the rate of 22 
percent and is applied to the taxable 
income for the taxable year. However, 
in the case of a taxable year ending 
after December 31, 1974, and before Jan-
uary 1, 1976, the normal tax is at the 
rate of 20 percent of so much of the 
taxable income as does not exceed 
$25,000 and at the rate of 22 percent of 
so much of the taxable income as does 
exceed $25,000 and is applied to the tax-
able income for the taxable year. 

(d) The surtax is at the rate of 26 per-
cent and is upon the taxable income 
(computed without regard to the de-
duction, if any, provided in section 242 
for partially tax-exempt interest) in 
excess of $25,000. However, in the case 
of a taxable year ending after Decem-
ber 31, 1974, and before January 1, 1976, 
the surtax is upon the taxable income 
(computed as provided in the preceding 
sentence) in excess of $50,000. In certain 
circumstances the exemption from sur-
tax may be disallowed in whole or in 
part. See sections 269, 1551, 1561, and
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