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Incidental expenses are not considered 
related expenses and thus are not ex-
cludable from gross income under sec-
tion 117(c). Incidental expenses include 
room and board at an institution of 
higher education, expenses for travel 
(including expenses for meals and lodg-
ing incurred during travel and allow-
ances for travel of the recipient’s fam-
ily), research, clerical help, equipment 
and other expenses which are not re-
quired for enrollment at the institu-
tion or in a course of instruction at 
such institution. 

(2) Institution of higher education. To 
qualify as an institution of higher edu-
cation under this section, the institu-
tion must be a public or other non-
profit institution in any state which— 

(i) Admits as regular students only 
individuals who have a certificate of 
graduation from a high school or the 
recognized equivalent of such a certifi-
cate; 

(ii) Is legally authorized within the 
state to provide a program of education 
beyond high school; and 

(iii) Provides an education program 
for which it awards a bachelor’s or 
higher degree or which is acceptable 
for full credit towards such a degree, or 
which trains and prepares students for 
gainful employment in a recognized 
health profession. For purposes of this 
section, recognized health professions 
are those health professions which are 
supervised or monitored by appropriate 
state or Federal agencies or governing 
professional associations and which re-
quire members to be currently licensed 
or certified in order to practice. 

(3) Service as a Federal employee—(i) In 
general. Except as otherwise provided 
in paragraph (c)(3)(ii) of this section, 
service as a Federal employee refers to 
employment of the recipient by the 
Federal government to work directly 
for the Federal government. Thus, Fed-
eral grants or scholarships which do 
not require the recipient to work di-
rectly for the Federal government are 
not governed by the rules of this sec-
tion. 

(ii) Service in a health manpower short-
age area. For purposes of this section 
an obligation under a grant for the re-
cipient to serve in a health related 
field in a health manpower shortage 
area as designated by the Secretary of 

Health and Human Services according 
to the criteria of the Public Health 
Services Act (42 U.S.C. 254(e)) and the 
regulations promulgated thereunder (42 
CFR 5.1–5.4) will be considered an obli-
gation to serve as a Federal employee. 

(d) Records required for exclusion from 
gross income. To exclude amounts re-
ceived under Federal programs requir-
ing future services as a Federal em-
ployee, the recipient must maintain 
records that establish that the 
amounts received under such programs 
were used for qualified tuition and re-
lated expenses as defined in paragraph 
(c)(1) of this section. Qualifying uses 
may be established by providing to the 
Service, upon request, copies of rel-
evant bills, receipts, cancelled checks 
or other convenient documentation or 
records which clearly reflect the use of 
the money received under the grant. 
The recipient must also submit, upon 
request, documentation establishing 
receipt of the grant and setting out the 
terms and requirements of the par-
ticular grant. 

(e) Applicability of rules of §§ 117(a) and 
117(b). Except where a different rule 
has been expressly provided in this sec-
tion, amounts received under Federal 
grants requiring future service as a 
Federal employee, and which meet the 
requirements for exclusion from gross 
income under this section, are subject 
to the rules, limitations and defini-
tions specified in §§ 117 (a) and (b) of the 
Code and §§ 1.117–1 through 1.117–4. 

(f) Effective date. Except as provided 
in paragraph (b) of this section, this 
section will apply to amounts received 
after December 31, 1980 under Federal 
programs which meet the requirements 
of this section. 

[T.D. 8032, 50 FR 27232, July 2, 1985] 

§ 1.118–1 Contributions to the capital 
of a corporation. 

In the case of a corporation, section 
118 provides an exclusion from gross in-
come with respect to any contribution 
of money or property to the capital of 
the taxpayer. Thus, if a corporation re-
quires additional funds for conducting 
its business and obtains such funds 
through voluntary pro rata payments 
by its shareholders, the amounts so re-
ceived being credited to its surplus ac-
count or to a special account, such 
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amounts do not constitute income, al-
though there is no increase in the out-
standing shares of stock of the corpora-
tion. In such a case the payments are 
in the nature of assessments upon, and 
represent an additional price paid for, 
the shares of stock held by the indi-
vidual shareholders, and will be treated 
as an addition to and as a part of the 
operating capital of the company. Sec-
tion 118 also applies to contributions to 
capital made by persons other than 
shareholders. For example, the exclu-
sion applies to the value of land or 
other property contributed to a cor-
poration by a governmental unit or by 
a civic group for the purpose of induc-
ing the corporation to locate its busi-
ness in a particular community, or for 
the purpose of enabling the corporation 
to expand its operating facilities. How-
ever, the exclusion does not apply to 
any money or property transferred to 
the corporation in consideration for 
goods or services rendered, or to sub-
sidies paid for the purpose of inducing 
the taxpayer to limit production. See 
section 362 for the basis of property ac-
quired by a corporation through a con-
tribution to its capital by its stock-
holders or by nonstockholders. 

§ 1.118–2 Contribution in aid of con-
struction. 

(a) Special rule for water and sewerage 
disposal utilities—(1) In general. For pur-
poses of section 118, the term contribu-
tion to the capital of the taxpayer in-
cludes any amount of money or other 
property received from any person 
(whether or not a shareholder) by a 
regulated public utility that provides 
water or sewerage disposal services if— 

(i) The amount is a contribution in 
aid of construction under paragraph (b) 
of this section; 

(ii) In the case of a contribution of 
property other than water or sewerage 
disposal facilities, the amount satisfies 
the expenditure rule under paragraph 
(c) of this section; and 

(iii) The amount (or any property ac-
quired or constructed with the amount) 
is not included in the taxpayer’s rate 
base for ratemaking purposes. 

(2) Definitions—(i) Regulated public 
utility has the meaning given such term 
by section 7701(a)(33), except that such 
term does not include any utility 

which is not required to provide water 
or sewerage disposal services to mem-
bers of the general public in its service 
area. 

(ii) Water or sewerage disposal facility 
is defined as tangible property de-
scribed in section 1231(b) that is used 
predominately (80% or more) in the 
trade or business of furnishing water or 
sewerage disposal services. 

(b) Contribution in aid of construc-
tion—(1) In general. For purposes of sec-
tion 118(c) and this section, the term 
contribution in aid of construction means 
any amount of money or other prop-
erty contributed to a regulated public 
utility that provides water or sewerage 
disposal services to the extent that the 
purpose of the contribution is to pro-
vide for the expansion, improvement, 
or replacement of the utility’s water or 
sewerage disposal facilities. 

(2) Advances. A contribution in aid of 
construction may include an amount of 
money or other property contributed 
to a regulated public utility for a water 
or sewerage disposal facility subject to 
a contingent obligation to repay the 
amount, in whole or in part, to the 
contributor (commonly referred to as 
an advance). For example, an amount 
received by a utility from a developer 
to construct a water facility pursuant 
to an agreement under which the util-
ity will pay the developer a percentage 
of the receipts from the facility over a 
fixed period may constitute a contribu-
tion in aid of construction. Whether an 
advance is a contribution or a loan is 
determined under general principles of 
federal tax law based on all the facts 
and circumstances. For the treatment 
of any amount of a contribution in aid 
of construction that is repaid by the 
utility to the contributor, see para-
graphs (c)(2)(ii) and (d)(2) of this sec-
tion. 

(3) Customer connection fee—(i) In gen-
eral. Except as provided in paragraph 
(b)(3)(ii) of this section, a customer 
connection fee is not a contribution in 
aid of construction under this para-
graph (b) and generally is includible in 
income. The term customer connection 
fee includes any amount of money or 
other property transferred to the util-
ity representing the cost of installing a 
connection or service line (including 
the cost of meters and piping) from the 
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