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war losses ($3,000) exceeds $1,000, the sum of 
the $800 of previous recoveries and of the $200 
portion of the recovery with respect to B 
which is not included in gross income. On a 
still later date the taxpayer sells for $2,500 
his rights to recover C. Since the allowable 
deductions for prior taxable years on ac-
count of war losses which did not result in 
any tax benefit ($1,000) do not exceed the pre-
vious recoveries by the taxpayer ($800 and 
$1,500, or $2,300), none of the recovery on ac-
count of C is excluded from gross income. 
This recovery is included in gross income as 
ordinary income, and is not considered gain 
on the involuntary conversion of property, 
to the extent of $700, the amount by which 
the aggregate of all the allowable deductions 
for prior taxable years on account of war 
losses ($3,000) exceeds $2,300, the sum of the 
$2,300 of previous recoveries and of the $0 
portion of the recovery on account of C 
which is not included in gross income. The 
remaining $1,800 of the recovery is consid-
ered gain on an involuntary conversion of 
property on account of its destruction or sei-
zure, and is not recognized if forthwith ex-
pended in the manner provided in section 
1033. Thus, it is not recognized if it is forth-
with expended for the acquisition of property 
related in service or use to C. On a later date 
the taxpayer recovers D, which has a fair 
market value of $400 at the time of the re-
covery. Since the aggregate of all the allow-
able deductions for prior taxable years on ac-
count of war losses ($3,000) does not exceed 
the previous recoveries by the taxpayer 
($800+$1,500+$2,500, or $4,800), all of the recov-
ery with respect to D is considered gain on 
an involuntary conversion of property as a 
result of its destruction or seizure. Under the 
provisions of section 1033, this gain is not 
recognized if D is used for the same purposes 
for which it was used before it was deemed 
destroyed or seized under section 127(a) of 
the Internal Revenue Code of 1939. 

Example 2. The taxpayer on one day recov-
ers $3,000 for property A and $7,000 for prop-
erty B, both of which were treated as war 
loss property for a prior taxable year, and 
$8,000 of such $10,000 recoveries is considered 
gain on the involuntary conversion of prop-
erty as a result of its destruction or seizure. 
The taxpayer forthwith expends $5,000 in the 
acquisition of property similar in use to B. 
Therefore, $5,000 of the $8,000 gain is not rec-
ognized under section 1033, leaving $3,000 of 
recognized gain. Property B is within the 
provisions of section 1231(a), relating to 
gains and losses on the involuntary conver-
sion of certain described property, but prop-
erty A is not. Therefore, the provisions of 
section 1231(a) apply to $2,000 of the $3,000 
gain, that is, the amount of the recovery 
with respect to B which is not attributable 
to the nonrecognized gain for such day 
($7,000 minus $5,000). If the taxpayer forth-
with expended $8,000 or more for the acquisi-

tion of property similar in use to B, none of 
the gain would be recognized. If the taxpayer 
forthwith expended the $5,000 to acquire 
property related in use to A, the $3,000 recog-
nized gain would be considered derived from 
B to the extent of the recovery with respect 
to B ($7,000), not reduced by any nonrecog-
nized gain since none of such recovery is at-
tributable to such nonrecognized gain, and 
therefore all of the $3,000 recognized gain 
would be subject to the provisions of section 
1231(a). 

(4) An allowable deduction with re-
spect to a war loss is any deduction to 
which the taxpayer is entitled on ac-
count of any war loss property, regard-
less of whether or not such deduction 
was claimed by the taxpayer or other-
wise allowed in computing his tax. If a 
deduction was claimed by a taxpayer in 
computing his tax for any taxable year 
and if such deduction was disallowed, 
such deduction will not be considered 
an allowable deduction for such taxable 
year since the previous determination 
will not be reconsidered. 

[T.D. 6500, 25 FR 12043, Nov. 26, 1960] 

§ 1.1333–1 Tax adjustment measured 
by prior benefits. 

(a) Amount of recovery. The amount of 
recovery for purposes of this section 
shall be determined in accordance with 
the provisions of section 1332(a). See 
paragraph (a) of § 1.1332–1. If, pursuant 
to the taxpayer’s election under sec-
tion 1335, the provisions of section 1333 
are applicable to any taxable year in 
which he recovers the same war loss 
property, the fair market value of such 
property shall, at the option of the tax-
payer, be considered an amount equal 
to the adjusted basis (for determining 
loss) of such property in the hands of 
the taxpayer on the date such property 
was considered as destroyed or seized. 
This option is exercisable by the tax-
payer with respect to each separate 
war loss property. Also, if the provi-
sions of section 1333 are applicable pur-
suant to the taxpayer’s election, the 
amount of the recovery of any money 
or property in respect of war loss prop-
erty shall be reduced for the purpose of 
section 1333 (2) and (3) by the amount 
of the obligations or liabilities with re-
spect to such property, if the taxpayer 
for any previous taxable year chose 
under section 127(b)(2) of the Internal 
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Revenue Code of 1939 to treat such obli-
gations or liabilities as discharged or 
satisfied out of such property, and such 
obligations or liabilities were not so 
discharged or satisfied before the date 
of the recovery. See 26 CFR (1939) 
29.127(b)–1 (Regulations 111). 

(b) Elective method; tax adjustment 
measured by prior benefits. (1) If the tax-
payer elects pursuant to section 1335 
and in accordance with the provisions 
of § 1.1335–1 to have the provisions of 
section 1333 apply to any taxable year 
in which he recovers any money or 
property in respect of war loss prop-
erty, the amount of the recovery in re-
spect of such property for any taxable 
year shall not be included in income 
until the taxpayer has recovered an 
amount equal to his allowable deduc-
tions in prior taxable years on account 
of the destruction or seizure of such 
property, whether or not such allow-
able deductions resulted in a reduction 
of any tax under chapter 1 or 2 of the 
Internal Revenue Code of 1939. How-
ever, for the purposes of section 
6012(a)(1), relating to the requirement 
of individual returns, section 6012(a)(2), 
relating to the requirement of corpora-
tion returns, and section 1312, relating 
to the mitigation of the effect of the 
statute of limitations, the entire 
amount of the recovery shall be 
deemed to be an item includible in 
gross income for the taxable year in 
which the recovery is made. In lieu of 
including such amount in gross in-
come, there shall be added to, and as-
sessed and collected as a part of, the 
tax imposed under subtitle A of the In-
ternal Revenue Code of 1954 for the tax-
able year of the recovery an adjust-
ment on account of any tax benefits in 
all prior taxable years resulting di-
rectly or indirectly from the fact that 
the loss from the destruction or seizure 
of such property was an allowable de-
duction. The amount of such adjust-
ment shall be the total increase in the 
tax under chapters 1 and 2 of the Inter-
nal Revenue Code of 1939 for all taxable 
years which would result by decreasing 
such allowable deductions with respect 
to the destruction or seizure of such 
property by an amount equal to that 
portion of the amount of the recovery 
which is not included in gross income 
for the taxable year of the recovery. 

The portion of the amount of the re-
covery which is in excess of such allow-
able deductions is included in gross in-
come for the taxable year of the recov-
ery as gain on the involuntary conver-
sion of property as a result of its de-
struction or seizure and is recognized 
or not recognized as provided in section 
1033. See section 1033 and the regula-
tions thereunder. Such gain, if recog-
nized, is included in gross income as or-
dinary income unless section 1231(a) 
applies to cause such gain to be treated 
as gain on the sale or exchange of cap-
ital assets held for more than six 
months. See section 1231(a) and the 
regulations thereunder. 

(2) The determination as to whether 
and to what extent the amount of the 
recovery is to be excluded from gross 
income is to be made upon the basis of 
the total amount of the recoveries in 
each taxable year in respect of the 
same war loss property, as follows: 

(i) The amount of the recovery in any 
taxable year is excluded from the gross 
income of such year and is not consid-
ered gain on an involuntary conversion 
to the extent that such amount does 
not exceed the aggregate of the allow-
able deductions in prior taxable years 
on account of the destruction or sei-
zure of such property (whether or not 
such deductions resulted in a reduction 
of a tax of the taxpayer) reduced by the 
aggregate amount of any recoveries in 
intervening taxable years in respect of 
the same property. 

(ii) The amount of the recovery in 
any taxable year which is not excluded 
from gross income under subdivision (i) 
of this subparagraph is included in 
gross income and is considered gain on 
an involuntary conversion of property 
as a result of its destruction or seizure. 
The following provisions apply to this 
gain: 

(a) Such gain is recognized or not 
recognized under the provisions of sec-
tion 1033, relating to gain on the invol-
untary conversion of property. For the 
purpose of applying section 1033, such 
gain for any taxable year is deemed to 
be expended in the manner provided in 
section 1033 to the extent the recovery 
in such taxable year is so expended. 

(b) If such gain is recognized it is in-
cluded in gross income as ordinary in-
come or, if the provisions of section 
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1231(a) apply and require such treat-
ment, as gain on the sale or exchange 
of a capital asset held for more than 
six months. In the case of the recovery 
of the same war loss property, any gain 
will not be deemed to be recognized 
under the provisions of section 1231(a) 
if such property is used for the same 
purpose for which it was used before it 
was deemed destroyed or seized under 
section 127(a) of the Internal Revenue 
Code of 1939. 

(3) The determination of the total in-
crease in the tax under chapters 1 and 
2 of the Internal Revenue Code of 1939 
for all taxable years which would re-
sult by decreasing the deductions al-
lowable in any prior taxable year with 
respect to the destruction or seizure of 
the property in respect of which the 
taxpayer has made a recovery by an 
amount equal to the part of such recov-
ery not included in gross income for 
the taxable year of such recovery shall 
be made as provided in this subpara-
graph. Such total increase shall in-
clude the increases described in sub-
divisions (i), (ii), (iii), and (iv) of this 
subparagraph, and shall be added to, 
and assessed and collected as a part of, 
the tax under subtitle A for the taxable 
year of the recovery. Proper adjust-
ment of such increases shall be made 
on account of the application of the 
provisions of this subparagraph to in-
tervening taxable years. Proper adjust-
ment shall also be made in the deter-
mination of such increases in the case 
of a taxpayer who has made a valid 
election under section 1020, relating to 
the adjustment of basis of property for 
depreciation, obsolescence, amortiza-
tion, and depletion. The term tax pre-
viously determined as used in this sub-
paragraph shall have the same meaning 
as used in section 1314(a) and shall in-
clude any tax under chapter 1 or 2 of 
the Internal Revenue Code of 1939. In 
computing the amount of the increase 
in the tax previously determined under 
chapter 1 or 2 of the Internal Revenue 
Code of 1939 for any taxable year, the 
principles of section 1314(a) shall be ap-
plicable. See section 1314(a) and the 
regulations thereunder. However, the 
computation of the excess profits cred-
it under chapter 2E of the Internal 
Revenue Code of 1939 for any taxable 
year shall not be affected by the ad-

justment provided in this subpara-
graph. All credits allowable against the 
tax for any year shall be taken into ac-
count in computing the increase in the 
tax previously determined. The in-
creases referred to above include the 
following: 

(i) The increase, if any, in the tax 
previously determined for each prior 
taxable year in which a deduction was 
allowable on account of the destruction 
or seizure of the property in respect of 
which there is a recovery in the tax-
able year. After the tax previously de-
termined has been ascertained, such 
tax shall be recomputed by dis-
regarding such allowable deduction (to 
the extent that it does not exceed the 
sum of the amount of such recovery 
not included in gross income for the 
taxable year of such recovery, plus the 
aggregate amount of any recoveries in 
intervening taxable years in respect of 
the same property) and any other de-
ductions allowable on account of other 
war losses or any other losses, expendi-
tures or accruals in such prior taxable 
year in respect of which, and to the ex-
tent that, recoveries in intervening 
taxable years have been excluded from 
gross income under section 127(c)(3) or 
section 22(b)(12) of the Internal Rev-
enue Code of 1939, or section 1333 or 
section 111 of the Internal Revenue 
Code of 1954, or otherwise. The dif-
ference between the tax previously de-
termined and the tax as recomputed 
will be the increase in the tax pre-
viously determined for the taxable 
year. 

(ii) The increase, if any, in the tax 
previously determined for any taxable 
year (including the taxable year of the 
recovery) in which a net operating loss 
deduction was allowable, if all or a part 
of such deduction was attributable to 
the carryover or carryback to such tax-
able year of a net operating loss from 
another taxable year in which a deduc-
tion was allowable on account of the 
destruction or seizure of the property 
in respect of which there is a recovery 
in the taxable year to which such in-
crease is to be added. After the tax pre-
viously determined has been 
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ascertained, such tax shall be recom-
puted by redetermining such net oper-
ating loss deduction. In the determina-
tion of such net operating loss deduc-
tion the net operating loss shall be re-
computed by disregarding the deduc-
tion allowable on account of the war 
loss in respect of which there is a re-
covery in the taxable year to which 
such increase is to be added (to the ex-
tent that such deduction does not ex-
ceed the sum of the amount of such re-
covery not included in gross income for 
the taxable year of such recovery, plus 
the aggregate amount of any recoveries 
in intervening taxable years in respect 
of the same property) and by dis-
regarding any other deductions allow-
able on account of other war losses or 
any other losses, expenditures, or ac-
cruals in the taxable year in respect of 
which, and to the extent that, recov-
eries in intervening taxable years have 
been excluded from gross income under 
section 127(c)(3) or 22(b)(12) of the In-
ternal Revenue Code of 1939, or section 
1333 or 111 of the Internal Revenue 
Code of 1954, or otherwise. The dif-
ference between the tax previously de-
termined and the tax as recomputed 
will be the increase in the tax pre-
viously determined for the taxable 
year. 

(iii) The increase, if any, in the tax 
previously determined for any taxable 
year (including the taxable year of re-
covery) in which an unused excess prof-
its credit was availed of in computing 
the unused excess profits credit adjust-
ment for such taxable year, if all or a 
part of such adjustment was attrib-
utable to the carryover or carryback to 
such taxable year of an unused excess 
profits credit from another taxable 
year in which a deduction was allow-
able on account of the destruction or 
seizure of the property in respect of 
which there is a recovery in the tax-
able year to which such increase is to 
be added. After the tax previously de-
termined has been ascertained, such 
tax shall be recomputed by redeter-
mining such unused excess profits cred-
it carryover or carryback. In the re-
computation such carryover or 
carryback shall be redetermined by 
disregarding such allowable war loss 
deduction (to the extent such deduc-
tion does not exceed the sum of the 

amount of the recovery not included in 
gross income for the taxable year of 
such recovery, plus the aggregate 
amount of any recoveries in inter-
vening taxable years in respect of the 
same property) and by disregarding 
any other deductions allowable on ac-
count of other war losses or any other 
losses, expenditures, or accruals in the 
taxable year in respect of which, and to 
the extent that, recoveries in inter-
vening taxable years have been ex-
cluded from gross income under section 
127(c)(3) or 22(b)(12) of the Internal Rev-
enue Code of 1939, or section 1333 or 111 
of the Internal Revenue Code of 1954, or 
otherwise. The difference between the 
tax previously determined and the tax 
as recomputed will be the increase in 
the tax previously determined for the 
taxable year. In case there is an in-
crease in the excess profits tax under 
chapter 2E of the Internal Revenue 
Code of 1939 for the taxable year in 
which an unused excess profits credit 
was availed of in computing the unused 
excess profits credit adjustment, and a 
decrease in the income tax under chap-
ter 1 of the Internal Revenue Code of 
1939 for such taxable year, the increase 
in the tax previously determined shall 
be considered to be an amount equal to 
the excess of the increase in the excess 
profits tax over the decrease in the in-
come tax. 

(iv) The increase, if any, in the tax 
previously determined for any taxable 
year (including the taxable year of the 
recovery) in which an unused excess 
profits credit was availed of in com-
puting the unused excess profits credit 
adjustment for such taxable year, if all 
or a part of such adjustment was at-
tributable to the carryover or 
carryback to such taxable year of an 
unused excess profits credit from an-
other taxable year in which there was 
allowable a net operating loss deduc-
tion attributable to the carryover or 
carryback to such other taxable year of 
a net operating loss, and such net oper-
ating loss resulted in whole or in part 
from the deduction allowable on ac-
count of the destruction or seizure of 
the property in respect of which there 
is a recovery in the taxable year to 
which such increase is to be added. 
After the tax previously determined 
has been ascertained, such tax shall be 
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recomputed by redetermining such net 
operating loss deduction and such un-
used excess profits credit carryover or 
carryback. In the redetermination of 
such net operating loss deduction the 
net operating loss carryover or 
carryback shall be recomputed by dis-
regarding such allowable war loss de-
duction (to the extent that such deduc-
tion does not exceed the sum of the 
amount of such recovery not included 
in gross income for the taxable year of 
such recovery, plus the aggregate 
amount of any recoveries in inter-
vening taxable years in respect of the 
same property) and by disregarding 
any other deductions allowable on ac-
count of other war losses or any other 
losses, expenditures, or accruals in the 
taxable year in respect of which, and to 
the extent that, recoveries in inter-
vening taxable years have been ex-
cluded from gross income under section 
127(c)(3) or 22(b)(12) of the Internal Rev-
enue Code of 1939, or section 1333 or 111 
of the Internal Revenue Code of 1954, or 
otherwise. The unused excess profits 
credit carryover or carryback shall 
then be recomputed to conform to the 
redetermination of the net operating 
loss deduction for the taxable year 
from which the unused credit is carried 
over or carried back. The difference be-
tween the tax previously determined 
and the tax as recomputed shall be the 
amount of the increase which shall be 
added to the tax for the taxable year of 
the recovery. In case there is an in-
crease in the excess profits tax under 
chapter 2E of the Internal Revenue 
Code of 1939 for the taxable year in 
which an unused excess profits credit 
was availed of in computing the unused 
excess profits credit adjustment, and a 
decrease in the income tax under chap-
ter 1 of the Internal Revenue Code of 
1939 for such taxable year, the increase 
which shall be added to the tax for the 
taxable year of the recovery shall be 
considered to be an amount equal to 
the excess of the increase in the excess 
profits tax over the decrease in the in-
come tax. 

[T.D. 6500, 25 FR 12045, Nov. 26, 1960] 

§ 1.1334–1 Restoration of value of in-
vestments. 

If any interest of the taxpayer in or 
with respect to property was deter-

mined to be worthless and was treated 
as a war loss under section 127(a)(3) of 
the Internal Revenue Code of 1939 (see 
26 CFR (1939) 29.127(a)–4) (Regulations 
111), or if the taxpayer retained an in-
terest in a corporation with respect to 
which he sustained a war loss under 
section 127(e) of the Internal Revenue 
Code of 1939, and if the interest in the 
hands of the taxpayer is restored in 
value, in whole or in part, by reason of 
a recovery with respect to the under-
lying assets treated as war loss prop-
erty, then such restoration in value is 
a recovery by the taxpayer for the pur-
poses of section 1331. In the application 
of section 1333, such restoration shall 
be treated as a recovery of the same in-
terest considered as destroyed or 
seized. War loss property is considered 
as not being in existence from the date 
of the loss to the date of its recovery. 

[T.D. 6500, 25 FR 12046, Nov. 26, 1960] 

§ 1.1335–1 Elective method; time and 
manner of making election and ef-
fect thereof. 

(a) In general. If the taxpayer elects 
to have the provisions of section 1333 
applicable to any taxable year in which 
any money or property is recovered in 
respect of war loss property, section 
1333 will be applicable by virtue of that 
election to all taxable years of the tax-
payer beginning after December 31, 
1941. Thus, the taxpayer need not make 
an election with respect to each sepa-
rate taxable year in which he had a re-
covery. An election for any taxable 
year in which the taxpayer had a re-
covery in respect of a prior war loss is 
sufficient to make the provisions of 
section 1333 applicable not only to war 
loss recoveries received by the tax-
payer in any past taxable year begin-
ning after December 31, 1941, but to any 
recoveries which may be received by 
the taxpayer in any future taxable 
year. Such election once made shall be 
irrevocable. The election to have the 
provisions of section 1333 applicable to 
any taxable year cannot be made un-
less the taxpayer recovers money or 
property (in respect of a prior war loss) 
during the taxable year for which such 
election is made. 

(b) Manner of election. In all cases the 
election to have the provisions of sec-
tion 1333 apply must be made by the 
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