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72 show that the participant’s tax basis to-
tals the same amount ($44,329). As of January 
1, 2002, the plan decides to apply Q&A–19 of 
this section. Accordingly, it reduces the par-
ticipant’s tax basis by the initial default 
amount of $28,919, so that the participant’s 
remaining tax basis in the plan is $15,410 
($44,329 minus $28,919). Thereafter, the 
amount of the outstanding loan is not treat-
ed as part of the account balance for pur-
poses of section 72. The participant attains 
age 591⁄2 in the year 2003 and receives a dis-
tribution of the full account balance under 
the plan consisting of $180,000 in cash and the 
loan receivable equal to the $28,919 out-
standing loan amount in 1995 plus interest 
accrued thereafter to the payment date in 
2003. At that time, the plan’s records reflect 
an offset of the loan amount against the loan 
receivable in the participant’s account and a 
distribution of $180,000 in cash. 

(ii) For the year 2003, the plan must report 
a gross distribution of $180,000 in Box 1 of 
Form 1099–R and a taxable amount of $164,590 
in Box 2 of Form 1099–R ($180,000 minus the 
remaining tax basis of $15,410). 

Example 4. (i) The facts are the same as in 
Example 1, except that in 2000, after the 
deemed distribution, the participant receives 
a $10,000 hardship distribution. At the time 
of the hardship distribution, the partici-
pant’s account balance under the plan totals 
$50,000. For 2000, the plan reports, in Box 1 of 
Form 1099–R, a gross distribution of $10,000 
and, in Box 2 of Form 1099–R, a taxable 
amount of $6,000 (the $10,000 actual distribu-
tion minus $4,000 of tax basis ($10,000 times 
($20,000/$50,000)) allocated to this actual dis-
tribution). The plan then records a decrease 
in tax basis equal to $4,000, so that the par-
ticipant’s remaining tax basis as of Decem-
ber 31, 2000, totals $16,000 ($20,000 minus 
$4,000). After 1999, the plan disregards, for 
purposes of section 72, the interest that ac-
crues on the loan after the 1999 deemed dis-
tribution. Thus, as of December 31, 2001, the 
total taxable amount reported by the plan as 
a result of the deemed distribution plus the 
2000 actual distribution is $26,000 and the 
plan’s records show that the participant’s 
tax basis is $16,000. As of January 1, 2002, the 
plan decides to apply Q&A–19 of this section 
to the loan. Accordingly, it reduces the par-
ticipant’s tax basis by the initial default 
amount of $20,000, so that the participant’s 
remaining tax basis in the plan is reduced 
from $16,000 to zero. However, because the 
$20,000 initial default amount exceeds $16,000, 
the plan records a loan transition amount of 
$4,000 ($20,000 minus $16,000). Thereafter, the 
amount of the outstanding loan, other than 
the $4,000 loan transition amount, is not 
treated as part of the account balance for 
purposes of section 72. The participant at-
tains age 591⁄2 in the year 2003 and receives a 
distribution of the full account balance 
under the plan consisting of $60,000 in cash 

and the loan receivable. At that time, the 
plan’s records reflect an offset of the loan 
amount against the loan receivable in the 
participant’s account and a distribution of 
$60,000 in cash. 

(ii) In accordance with paragraph (c)(2)(iv) 
of this Q&A–22, the plan must report in Box 
1 of Form 1099–R a gross distribution of 
$64,000 and in Box 2 of Form 1099–R a taxable 
amount for the participant for the year 2003 
equal to $64,000 (the sum of the $60,000 paid in 
the year 2003 plus $4,000 as the loan transi-
tion amount). 

(d) Effective date for Q&A–19(b)(2) and 
Q&A–20. Q&A–19(b)(2) and Q&A–20 of 
this section apply to assignments, 
pledges, and loans made on or after 
January 1, 2004. 

[T.D. 8894, 65 FR 46591, July 31, 2000, as 
amended by T.D. 9021, 67 FR 71824, Dec. 3, 
2002; 68 FR 9532, 9535, Feb. 28, 2003] 

§ 1.73–1 Services of child. 

(a) Compensation for personal serv-
ices of a child shall, regardless of the 
provisions of State law relating to who 
is entitled to the earnings of the child, 
and regardless of whether the income is 
in fact received by the child, be deemed 
to be the gross income of the child and 
not the gross income of the parent of 
the child. Such compensation, there-
fore, shall be included in the gross in-
come of the child and shall be reflected 
in the return rendered by or for such 
child. The income of a minor child is 
not required to be included in the gross 
income of the parent for income tax 
purposes. For requirements for making 
the return by such child, or for such 
child by his guardian, or other person 
charged with the care of his person or 
property, see section 6012. 

(b) In the determination of taxable 
income or adjusted gross income, as 
the case may be, all expenditures made 
by the parent or the child attributable 
to amounts which are includible in the 
gross income of the child and not of the 
parent solely by reason of section 73 
are deemed to have been paid or in-
curred by the child. In such determina-
tion, the child is entitled to take de-
ductions not only for expenditures 
made on his behalf by his parent which 
would be commonly considered as busi-
ness expenses, but also for other ex-
penditures such as charitable contribu-
tions made by the parent in the name 
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of the child and out of the child’s earn-
ings. 

(c) For purposes of section 73, the 
term ‘‘parent’’ includes any individual 
who is entitled to the services of the 
child by reason of having parental 
rights and duties in respect of the 
child. See section 6201(c) and the regu-
lations in Part 301 of this chapter (Pro-
cedure and Administration) for assess-
ment of tax against the parent in cer-
tain cases. 

§ 1.74–1 Prizes and awards. 

(a) Inclusion in gross income. (1) Sec-
tion 74(a) requires the inclusion in 
gross income of all amounts received 
as prizes and awards, unless such prizes 
or awards qualify as an exclusion from 
gross income under subsection (b), or 
unless such prize or award is a scholar-
ship or fellowship grant excluded from 
gross income by section 117. Prizes and 
awards which are includible in gross in-
come include (but are not limited to) 
amounts received from radio and tele-
vision giveaway shows, door prizes, and 
awards in contests of all types, as well 
as any prizes and awards from an em-
ployer to an employee in recognition of 
some achievement in connection with 
his employment. 

(2) If the prize or award is not made 
in money but is made in goods or serv-
ices, the fair market value of the goods 
or services is the amount to be in-
cluded in income. 

(b) Exclusion from gross income. Sec-
tion 74(b) provides an exclusion from 
gross income of any amount received 
as a prize or award, if (1) such prize or 
award was made primarily in recogni-
tion of past achievements of the recipi-
ent in religious, charitable, scientific, 
educational, artistic, literary, or civic 
fields; (2) the recipient was selected 
without any action on his part to enter 
the contest or proceedings; and (3) the 
recipient is not required to render sub-
stantial future services as a condition 
to receiving the prize or award. Thus, 
such awards as the Nobel prize and the 
Pulitzer prize would qualify for the ex-
clusion. Section 74(b) does not exclude 
prizes or awards from an employer to 
an employee in recognition of some 
achievement in connection with his 
employment. 

(c) Scholarships and fellowship grants. 
See section 117 and the regulations 
thereunder for provisions relating to 
scholarships and fellowship grants. 

§ 1.75–1 Treatment of bond premiums 
in case of dealers in tax-exempt se-
curities. 

(a) In general. (1) Section 75 requires 
certain adjustments to be made by 
dealers in securities with respect to 
premiums paid on municipal bonds 
which are held for sale to customers in 
the ordinary course of the trade or 
business. The adjustments depend upon 
the method of accounting used by the 
taxpayer in computing the gross in-
come from the trade or business. See 
paragraphs (b) and (c) of this section. 

(2) The term ‘‘municipal bond’’ under 
section 75 means any obligation issued 
by a government or political subdivi-
sion thereof if the interest on the obli-
gation is excludable from gross income 
under section 103. However, such term 
does not include an obligation— 

(i) If the earliest maturity or call 
date of the obligation is more than 5 
years from the date of acquisition by 
the taxpayer or the obligation is sold 
or otherwise disposed of by the tax-
payer within 30 days after the date of 
acquisition by him, and 

(ii) If, in case of an obligation ac-
quired after December 31, 1957, the 
amount realized upon its sale (or, in 
the case of any other disposition, its 
fair market value at the time of dis-
position) is higher than its adjusted 
basis. 
For purposes of this subparagraph, the 
amount realized on the sale of the obli-
gation, or the fair market value of the 
obligation, shall not include any 
amount attributable to interest, and 
the adjusted basis shall be computed 
without regard to any adjustment for 
amortization of bond premium required 
under section 75 and section 1016(a)(6). 
For purposes of determining whether 
the obligation is sold or otherwise dis-
posed of by the taxpayer within 30 days 
after the date of its acquisition by him, 
it is immaterial whether or not such 
30-day period is entirely within one 
taxable year. 

(3) The term ‘‘cost of securities sold’’ 
means the amount ascertained by sub-
tracting the inventory value of the 

VerDate mar<24>2004 14:36 May 01, 2004 Jkt 203083 PO 00000 Frm 00305 Fmt 8010 Sfmt 8010 Y:\SGML\203083T.XXX 203083T


