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granted in section 338(h)(10)(C)(iii) to
require provision of any information
deemed necessary to carry out the pro-
visions of section 338(h)(10) by requir-
ing submission of information on any
tax reporting form.

[T.D. 8940, 66 FR 9950, Feb. 13, 2001]

§ 1.338(i)–1 Effective dates.
(a) In general. The provisions of

§§ 1.338–1 through 1.338–7, 1.338–10 and
1.338(h)(10)–1 apply to any qualified
stock purchase occurring after March
15, 2001. For rules applicable to quali-
fied stock purchases on or before
March 15, 2001, see §§ 1.338–1T through
1.338–7T, 1.338–10T, 1.338(h)(10)–1T and
1.338(i)–1T in effect prior to March 16,
2001 (see 26 CFR part 1 revised April 1,
2000).

(b) Section 338(h)(10) elections for S cor-
poration targets. The requirements of
§§ 1.338(h)(10)–1T(c)(2) and 1.338(h)(10)–
1(c)(2) that S corporation shareholders
who do not sell their stock must also
consent to an election under section
338(h)(10) will not invalidate an other-
wise valid election made on the Sep-
tember 1997 revision of Form 8023,
‘‘Elections Under Section 338 For Cor-
porations Making Qualified Stock Pur-
chases,’’ not signed by the nonselling
shareholders, provided that the S cor-
poration and all of its shareholders (in-
cluding nonselling shareholders) report
the tax consequences consistently with
the results under section 338(h)(10).

[T.D. 8940, 66 FR 9954, Feb. 13, 2001]

COLLAPSIBLE CORPORATIONS; FOREIGN
PERSONAL HOLDING COMPANIES

§ 1.341–1 Collapsible corporations; in
general.

Subject to the limitations contained
in § 1.341–4 and the exceptions con-
tained in § 1.341–6 and § 1.341–7(a), the
entire gain from the actual sale or ex-
change of stock of a collapsible cor-
poration, (b) amounts distributed in
complete or partial liquidation of a
collapsible corporation which are
treated, under section 331, as payment
in exchange for stock, and (c) a dis-
tribution made by a collapsible cor-
poration which, under section 301(c)(3),
is treated, to the extent it exceeds the
basis of the stock, in the same manner

as a gain from the sale or exchange of
property, shall be considered as ordi-
nary income.

[T.D. 7655, 44 FR 68459, Nov. 29, 1979]

§ 1.341–2 Definitions.

(a) Determination of collapsible cor-
poration. (1) A collapsible corporation
is defined by section 341(b)(1) to be a
corporation formed or availed of prin-
cipally (i) for the manufacture, con-
struction, or production of property,
(ii) for the purchase of property which
(in the hands of the corporation) is
property described in section 341(b)(3),
or (iii) for the holding of stock in a cor-
poration so formed or availed of, with a
view to (a) the sale or exchange of
stock by its shareholders (whether in
liquidation or otherwise), or a distribu-
tion to its shareholders, prior to the re-
alization by the corporation manufac-
turing, constructing, producing, or pur-
chasing the property of a substantial
part of the taxable income to be de-
rived from such property, and (b) the
realization by such shareholders of
gain attributable to such property. See
§ 1.341–5 for a description of the facts
which will ordinarily be considered suf-
ficient to establish whether or not a
corporation is a collapsible corporation
under the rules of this section. See
paragraph (d) of § 1.341–5 for examples
of the application of section 341.

(2) Under section 341(b)(1) the cor-
poration must be formed or availed of
with a view to the action therein de-
scribed, that is, the sale or exchange of
its stock by its shareholders, or a dis-
tribution to them prior to the realiza-
tion by the corporation manufacturing,
constructing, producing, or purchasing
the property of a substantial part of
the taxable income to be derived from
such property, and the realization by
the shareholders of gain attributable to
such property. This requirement is sat-
isfied in any case in which such action
was contemplated by those persons in a
position to determine the policies of
the corporation, whether by reason of
their owning a majority of the voting
stock of the corporation or otherwise.
The requirement is satisfied whether
such action was contemplated, uncon-
ditionally, conditionally, or as a recog-
nized possibility. If the corporation
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was so formed or availed of, it is imma-
terial that a particular shareholder
was not a shareholder at the time of
the manufacture, construction, produc-
tion, or purchase of the property, or if
a shareholder at such time, did not
share in such view. Any gain of such a
shareholder on his stock in the cor-
poration shall be treated in the same
manner as gain of a shareholder who
did share in such view. The existence of
a bona fide business reason for doing
business in the corporate form does
not, by itself, negate the fact that the
corporation may also have been formed
or availed of with a view to the action
described in section 341(b).

(3) A corporation is formed or availed
of with a view to the action described
in section 341(b) if the requisite view
existed at any time during the manu-
facture, production, construction, or
purchase referred to in that section.
Thus, if the sale, exchange, or distribu-
tion is attributable solely to cir-
cumstances which arose after the man-
ufacture, construction, production, or
purchase (other than circumstances
which reasonably could be anticipated
at the time of such manufacture, con-
struction, production, or purchase), the
corporation shall, in the absence of
compelling facts to the contrary, be
considered not to have been so formed
or availed of. However, if the sale, ex-
change or distribution is attributable
to circumstances present at the time of
the manufacture, construction, produc-
tion, or purchase, the corporation
shall, in the absence of compelling
facts to the contrary, be considered to
have been so formed or availed of.

(4) The property referred to in sec-
tion 341(b) is that property or the ag-
gregate of those properties with re-
spect to which the requisite view ex-
isted. In order to ascertain the prop-
erty or properties as to which the req-
uisite view existed, reference shall be
made to each property as to which, at
the time of the sale, exchange, or dis-
tribution referred to in section 341(b)
there has not been a realization by the
corporation manufacturing, con-
structing, producing, or purchasing the
property of a substantial part of the
taxable income to be derived from such
property. However, where any such
property is a unit of an integrated

project involving several properties
similar in kind, the determination
whether the requisite view existed
shall be made only if a substantial part
of the taxable income to be derived
from the project has not been realized
at the time of the sale, exchange, or
distribution, and in such case the de-
termination shall be made by reference
to the aggregate of the properties con-
stituting the single project.

(5) A corporation shall be deemed to
have manufactured, constructed, pro-
duced, or purchased property if it (i)
engaged in the manufacture, construc-
tion, or production of property to any
extent, or (ii) holds property having a
basis determined, in whole or in part,
by reference to the cost of such prop-
erty in the hands of a person who man-
ufactured, constructed, produced, or
purchased the property, or (iii) holds
property having a basis determined, in
whole or in part, by reference to the
cost of property manufactured, con-
structed, produced, or purchased by the
corporation. Thus, under subdivision (i)
of this subparagraph, for example, a
corporation need not have originated
nor have completed the manufacture,
construction, or production of the
property. Under subdivision (ii) of this
subparagraph, for example, if an indi-
vidual were to transfer property con-
structed by him to a corporation in ex-
change for all of the capital stock of
such corporation, and such transfer
qualifies under section 351, then the
corporation would be deemed to have
constructed the property, since the
basis of the property in the hands of
the corporation would, under section
362 be determined by reference to the
basis of the property in the hands of
the individual. Under subdivision (iii)
of this subparagraph, for example, if a
corporation were to exchange property
constructed by it for property of like
kind constructed by another person,
and such exchange qualifies under sec-
tion 1031(a), then the corporation
would be deemed to have constructed
the property received by it in the ex-
change, since the basis of the property
received by it in the exchange would,
under section 1031(d), be determined by
reference to the basis of the property
constructed by the corporation.
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(6) In determining whether a corpora-
tion is a collapsible corporation by rea-
son of the purchase of property, it is
immaterial whether the property is
purchased from the shareholders of the
corporation or from persons other than
such shareholders. The property, how-
ever, must be property which, in the
hands of the corporation, is property of
a kind described in section 341(b)(3).
The determination whether property is
of a kind described in section 341(b)(3)
shall be made without regard to the
fact that the corporation is formed or
availed of with a view to the action de-
scribed in section 341(b)(1).

(7) Section 341 is applicable whether
the shareholder is an individual, a
trust, an estate, a partnership, a com-
pany, or a corporation.

(b) Section 341 assets. For the purposes
of this section, the term ‘‘section 341
assets’’ means the following listed
property if held for less than 3 years:

(1) Stock in trade of the corporation,
or other property of a kind which
would properly be included in the in-
ventory of the corporation if on hand
at the close of the taxable year.

(2) Property held primarily for sale
to customers in the ordinary course of
a trade or business.

(3) Property used in a trade or busi-
ness as defined in section 1231(b) and
held for less than 3 years, except prop-
erty that is or has been used in connec-
tion with the manufacture, construc-
tion, production or sale of property de-
scribed in subparagraphs (1) and (2) of
this paragraph.

(4) Unrealized receivables or fees per-
taining to property listed in this para-
graph. The term unrealized receivables
or fees means any rights (contractual
or otherwise) to payment for property
listed in subparagraphs (1), (2), and (3)
of this paragraph which has been deliv-
ered or is to be delivered and rights to
payments for services rendered or to be
rendered, to the extent such rights
have not been included in the income
of the corporation under the method of
accounting used by it. In determining
whether the assets referred to in this
paragraph have been held for 3 years,
the time such assets were held by a
transferor shall be taken into consider-
ation (section 1223). However, no such
period shall begin before the date the

manufacture, construction, production,
or purchase of such assets is com-
pleted.

§ 1.341–3 Presumptions.

(a) Unless shown to the contrary a
corporation shall be considered to be a
collapsible corporation if at the time of
the transactions described in § 1.341–1
the fair market value of the section 341
assets held by it constitutes 50 percent
or more of the fair market value of its
total assets and the fair market value
of the section 341 assets is 120 percent
or more of the adjusted basis of such
assets. In determining the fair market
value of the total assets, cash, obliga-
tions which are capital assets in the
hands of the corporation, governmental
obligations, and stock in any other cor-
poration shall not be taken into con-
sideration. The failure of a corporation
to meet the requirements of this para-
graph, shall not give rise to the pre-
sumption that the corporation was not
a collapsible corporation.

(b) The following example will illus-
trate the application of this section:

Example A corporation, filing its income
tax returns on the accrual basis, on July 31,
1955, owned assets with the following fair
market values: Cash, $175,000; note receivable
held for investment, $130,000; stocks of other
corporations, $545,000; rents receivable,
$15,000; and a building constructed by the
corporation in 1953 and held thereafter as
rental property, $750,000. The adjusted basis
of the building on that date was $600,000. The
only debt outstanding was a $500,000 mort-
gage on the building. On July 31, 1955, the
corporation liquidated and distributed all of
its assets to its shareholders. In computing
whether the fair market value of the section
341 assets (only the building) is 50 percent or
more of the fair market value of the total as-
sets, the cash, note receivable, and stocks of
other corporations are not taken into ac-
count in determining the value of the total
assets, with the result that the fair market
value of the total assets was $765,000 ($750,000
(building) plus $15,000 rents receivable).
Therefore, the value of the building is 98 per-
cent of the total assets ($750,000÷$765,000).
The value of the building is also 125 percent
of the adjusted basis of the building
($750,000÷$600,000). In view of the above facts,
there arises a presumption that the corpora-
tion is a collapsible corporation.
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§ 1.341–4 Limitations on application of
section.

(a) General. This section shall apply
only to the extent that the recognized
gain of a shareholder upon his stock in
a collapsible corporation would be con-
sidered, but for the provisions of this
section, as gain from the sale or ex-
change of a capital asset held for more
than 1 year (6 months for taxable years
before 1977; 9 months for taxable years
beginning in 1977). Thus, if a taxpayer
sells at a gain stock of a collapsible
corporation which he had held for six
months or less, this section would not,
in any event, apply to such gain. Also,
if it is determined, under provisions of
law other than section 341, that a sale
or exchange at a gain of stock of a col-
lapsible corporation which has been
held for more than 1 year (6 months for
taxable years before 1977; 9 months for
taxable years beginning in 1977) results
in ordinary income rather than long-
term capital gain, then this section (in-
cluding the limitations contained here-
in) has no application whatsoever to
such gain.

(b) Stock ownership rules. (1) This sec-
tion shall apply in the case of gain re-
alized by a shareholder upon his stock
in a collapsible corporation only if the
shareholder, at any time after the ac-
tual commencement of the manufac-
ture, construction, or production of the
property, or at the time of the pur-
chase of the property described in sec-
tion 341(b)(3) or at any time thereafter,
(i) owned, or was considered as owning,
more than 5 percent in value of the
outstanding stock of the corporation,
or (ii) owned stock which was consid-
ered as owned at such time by another
shareholder who then owned, or was
considered as owning, more than 5 per-
cent in value of the outstanding stock
of the corporation.

(2) The ownership of stock shall be
determined in accordance with the
rules prescribed by section 544(a)(1), (2),
(3), (5), and (6), except that, in addition
to the persons prescribed by section
544(a)(2), the family of an individual
shall include the spouses of that indi-
vidual’s brothers and sisters, whether
such brothers and sisters are by the
whole or the half blood, and the
spouses of that individual’s lineal de-
scendants.

(3) For the purpose of this limitation,
treasury stock shall not be considered
as outstanding stock.

(4) It is possible, under this limita-
tion, that a shareholder in a collapsible
corporation may have gain upon his
stock in that corporation treated dif-
ferently from the gain of another
shareholder in the same collapsible
corporation.

(c) Seventy-percent rule. (1) This sec-
tion shall apply to the gain recognized
during a taxable year upon the stock in
a collapsible corporation only if more
than 70 percent of such gain is attrib-
utable to the property referred to in
section 341(b)(1). If more than 70 per-
cent of such gain is so attributable,
then all of such gain is subject to this
section, and, if 70 percent or less of
such gain is so attributable, then none
of such gain is subject to this section.

(2) For the purpose of this limitation,
the gain attributable to the property
referred to in section 341(b)(1) is the ex-
cess of the recognized gain of the
shareholder during the taxable year
upon his stock in the collapsible cor-
poration over the recognized gain
which the shareholder would have if
the property had not been manufac-
tured, constructed, produced, or pur-
chased. In the case of gain on a dis-
tribution in partial liquidation or a
distribution described in section
301(c)(3)(A), the gain attributable to
the property shall not be less than an
amount which bears the same ratio to
the gain on such distribution as the
gain which would be attributable to
the property if there had been a com-
plete liquidation at the time of such
distribution bears to the total gain
which would have resulted from such
complete liquidation.

(3) Gain may be attributable to the
property referred to in section 341(b)(1)
even though such gain is represented
by an appreciation in the value of prop-
erty other than that manufactured,
constructed, produced, or purchased.
Where, for example, a corporation owns
a tract of land and the development of
one-half of the tract increases the
value of the other half, the gain attrib-
utable to the developed half of the
tract includes the increase in the value
of the other half.
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(4) The following example will illus-
trate the application of the 70 percent
rule:

Example: On January 2, 1954, A formed the
Z Corporation and contributed $1,000,000 cash
in exchange for all of the stock thereof. The
Z Corporation invested $400,000 in one project
for the purpose of building and selling resi-
dential houses. As of December 31, 1954, the
residential houses in this project were all
sold, resulting in a profit of $100,000 (after
taxes). Simultaneously with the develop-
ment of the first project and in connection
with a second and separate project the Z Cor-
poration invested $600,000 in land for the pur-
pose of subdividing such land into lots suit-
able for sale as home sites and distributing
such lots in liquidation before the realiza-
tion by the corporation of a substantial part
of the taxable income to be realized from
this second project. As of December 31, 1954,
Corporation Z had derived $60,000 in profits
(after taxes) from the sale of some of the
lots. On January 2, 1955, the Z Corporation
made a distribution in complete liquidation
to shareholder A who received:

(i) $560,000 in cash and notes, and
(ii) Lots having a fair market value of

$940,000.

The gain recognized to shareholder A upon
the liquidation is $500,000 ($1,500,000 minus
$1,000,000). The gain which would have been
recognized to A if the second project had not
been undertaken is $100,000 ($1,100,000 minus
$1,000,000). Therefore, the gain attributable
to the second project which is property re-
ferred to in section 341(b)(1), is $400,000
($500,000 minus $100,000). Since this gain
($400,000) is more than 70 percent of the en-
tire gain ($500,000) recognized to A on the liq-
uidation, the entire gain so recognized is
gain subject to section 341(a).

(d) Three-year rule. This section shall
not apply to that portion of the gain of
a shareholder that is realized more
than three years after the actual com-
pletion of the manufacture, construc-
tion, production, or purchase of the
property referred to in section 341(b)(1)
to which such portion is attributable.
However, if the actual completion of
the manufacture, construction, produc-
tion, or purchase of all of such prop-
erty occurred more than 3 years before
the date on which the gain is realized,
this section shall not apply to any part
of the gain realized.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 6738, 29 FR 7671, June 16,
1964; T.D. 7728, 45 FR 72650, Nov. 3, 1980]

§ 1.341–5 Application of section.
(a) Whether or not a corporation is a

collapsible corporation shall be deter-
mined under the regulations of §§ 1.341–
2 and 1.341–3 on the basis of all the
facts and circumstances in each par-
ticular case. The following paragraphs
of this section set forth those facts
which will ordinarily be considered suf-
ficient to establish that a corporation
is or is not a collapsible corporation.
The facts set forth in the following
paragraphs of this section are not ex-
clusive of other facts which may be
controlling in any particular case. For
example, if the facts in paragraph (b) of
this section, but not the facts in para-
graph (c) of this section, are present,
the corporation may nevertheless not
be a collapsible corporation if there are
other facts which clearly establish that
the regulations of §§ 1.341–2 and 1.341–3
are not satisfied. Similarly, if the facts
in paragraph (c) of this section are
present, the corporation may neverthe-
less be a collapsible corporation if
there are other facts which clearly es-
tablish that the corporation was
formed or availed of in the manner de-
scribed in §§ 1.341–2 and 1.341–3 or if the
facts in paragraph (c) of this section
are not significant by reason of other
facts, such as the fact that the corpora-
tion is subject to the control of persons
other than those who were in control
immediately prior to the manufacture,
construction, production, or purchase
of the property. See § 1.341–4 for provi-
sions which make section 341 inappli-
cable to certain shareholders of col-
lapsible corporations.

(b) The following facts will ordinarily
be considered sufficient (except as oth-
erwise provided in paragraph (a) of this
section and paragraph (c) of this sec-
tion) to establish that a corporation is
a collapsible corporation:

(1) A shareholder of the corporation
sells or exchanges his stock, or receives
a liquidating distribution, or a dis-
tribution described in section
301(c)(3)(A),

(2) Upon such sale, exchange, or dis-
tribution, such shareholder realizes
gain attributable to the property de-
scribed in subparagraphs (4) and (5) of
this paragraph, and

(3) At the time of the manufacture,
construction, production, or purchase
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of the property described in subpara-
graphs (4) and (5) of this paragraph,
such activity was substantial in rela-
tion to the other activities of the cor-
poration which manufactured, con-
structed, produced, or purchased such
property.
The property referred to in subpara-
graphs (2) and (3) of this paragraph is
that property or the aggregate of those
properties which meet the following
two requirements:

(4) The property is manufactured,
constructed, or produced by the cor-
poration or by another corporation
stock of which is held by the corpora-
tion, or is property purchased by the
corporation or by such other corpora-
tion which (in the hands of the cor-
poration holding such property) is
property described in section 341(b)(3),
and

(5) At the time of the sale, exchange,
or distribution described in subpara-
graph (1) of this paragraph, the cor-
poration which manufactured, con-
structed, produced, or purchased such
property has not realized a substantial
part of the taxable income to be de-
rived from such property.
In the case of property which is a unit
of an integrated project involving sev-
eral properties similar in kind, the
rules of this subparagraph shall be ap-
plied to the aggregate of the properties
constituting the single project rather
than separately to such unit. Under the
rules of this subparagraph, a corpora-
tion shall be considered a collapsible
corporation by reason of holding stock
in other corporations which manufac-
tured, constructed, produced, or pur-
chased the property only if the activity
of the corporation in holding stock in
such other corporations is substantial
in relation to the other activities of
the corporation.

(c) The absence of any of the facts set
forth in paragraph (b) of this section or
the presence of the following facts will
ordinarily be considered sufficient (ex-
cept as otherwise provided in para-
graph (a) of this section) to establish
that a corporation is not a collapsible
corporation:

(1) In the case of a corporation sub-
ject to paragraph (b) of this section
only by reason of the manufacture,
construction, production, or purchase

(either by the corporation or by an-
other corporation the stock of which is
held by the corporation) of property
which is property described in section
341(b)(3)(A) and (B), the amount (both
in quantity and value) of such property
is not in excess of the amount which is
normal—

(i) For the purpose of the business ac-
tivities of the corporation which manu-
factured, constructed, produced, or
purchased the property if such corpora-
tion has a substantial prior business
history involving the use of such prop-
erty and continues in business, or

(ii) For the purpose of an orderly liq-
uidation of the business if the corpora-
tion which manufactured, constructed,
produced, or purchased such property
has a substantial prior business history
involving the use of such property and
is in the process of liquidation.

(2) In the case of a corporation sub-
ject to paragraph (b) of this section
with respect to the manufacture, con-
struction, or production (either by the
corporation or by another corporation
the stock of which is held by the cor-
poration) of property, the amount of
the unrealized taxable income from
such property is not substantial in re-
lation to the amount of the taxable in-
come realized (after the completion of
a material part of such manufacture,
construction, or production, and prior
to the sale, exchange, or distribution
referred to in paragraph (b)(1) of this
section) from such property and from
other property manufactured, con-
structed, or produced by the corpora-
tion.

(d) The following examples will illus-
trate the application of this section:

Example (1). (i) On January 2, 1954, A
formed the W Corporation and contributed
$50,000 cash in exchange for all of the stock
thereof. The W Corporation borrowed $900,000
from a bank and used $800,000 of such sum in
the construction of an apartment house on
land which it purchased for $50,000. The
apartment house was completed on Decem-
ber 31, 1954. On December 31, 1954, the cor-
poration, having determined that the fair
market value of the apartment house, sepa-
rate and apart from the land, was $900,000,
made a distribution (permitted under the ap-
plicable State law) to A of $100,000. At this
time, the fair market value of the land was
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$50,000. As of December 31, 1954, the corpora-
tion has not realized any earnings and prof-
its. In 1955, the corporation began the oper-
ation of the apartment house and received
rentals therefrom. The corporation has since
continued to own and operate the building.
The corporation reported on the basis of the
calendar year and cash receipts and disburse-
ments.

(ii) Since A received a distribution and re-
alized a gain attributable to the building
constructed by the corporation, since, at the
time of such distribution, the corporation
has not realized a substantial part of the
taxable income to be derived from such
building, and since the construction of the
building was a substantial activity of the
corporation, the W Corporation is considered
a collapsible corporation under paragraph (b)
of § 1.341–5. The provisions of section 341(d) do
not prohibit the application of section 341(a).
Therefore, the distribution, if and to the ex-
tent that it may be considered long-term
capital gain rather than ordinary income
without regard to section 341, will be consid-
ered ordinary income under section 341(a).

(iii) In the event of the existence of addi-
tional facts and circumstances in the above
case, the corporation, notwithstanding the
above facts, might not be considered a col-
lapsible corporation. See § 1.342–2 and para-
graph (a) of § 1.341–5.

Example (2). (i) On January 2, 1954, B
formed X Corporation and became its sole
shareholder. In August 1954, the corporation
completed construction of an office building.
It immediately sold this building at a gain of
$50,000, included this entire gain in its return
for 1954, and distributed this entire gain (less
taxes) to B. In June 1955, the corporation
completed construction of a second office
building. In August 1955, B sold the entire
stock of X Corporation at a gain of $12,000,
which gain is attributable to the second
building.

(ii) X Corporation is a collapsible corpora-
tion under section 341(b) for the following
reasons: The gain realized through the sale
of the stock of X Corporation was attrib-
utable to the second office building; the con-
struction of that building was a substantial
activity of X Corporation during the time of
construction and, at the time of sale, the
corporation had not realized a substantial
part of the taxable income to be derived from
such building. Since the provisions of section
341(d) do not prohibit the application of sec-
tion 341 (a) to B, the gain of $12,000 to B is,
accordingly, considered ordinary income.

Example (3). The facts are the same as in
Example (2), except that the following facts
are shown: B was the president of the X Cor-
poration and active in the conduct of its
business. The second building was con-
structed as the first step in a project of the
X Corporation for the development for rental
purposes of a large suburban center involv-

ing the construction of several buildings by
the corporation. The sale of the stock by B
was caused by his retiring from all business
activity as a result of illness arising after
the second building was constructed. Under
these additional facts, the corporation is not
considered a collapsible corporation. See
§ 1.341–2 and paragraph (a) of § 1.341–5.

Example (4). (i) On January 2, 1948, C
formed the Y Corporation and became the
sole shareholder thereof. The Y Corporation
has been engaged solely in the business of
producing motion pictures and licensing
their exhibition. On January 2, 1955, C sold
all of the stock of the Y Corporation at a
gain. The Y Corporation has produced one
motion picture each year since its organiza-
tion and before January 2, 1955, it has real-
ized a substantial part of the taxable income
to be derived from each of its motion pic-
tures except the last one made in 1954. This
last motion picture was completed Sep-
tember 1, 1954. As of January 2, 1955, no li-
cense had been made for its exhibition. The
fair market value on January 2, 1955, of this
last motion picture exceeds the cost of its
production by $50,000. A material part of the
production of this last picture was completed
on January 1, 1954, and between that date
and January 2, 1955, the corporation had re-
alized taxable income of $500,000 from other
motion pictures produced by it. The corpora-
tion has consistently distributed to its
shareholder its taxable income when re-
ceived (after adjustment for taxes).

(ii) Although the corporation is within
paragraph (b) of this section with respect to
the production of property, the amount of
the unrealized income from such property
($50,000) is not substantial in relation to the
amount of the income realized, after the
completion of a material part of the produc-
tion of such property and prior to sale of the
stock, from such property and other prop-
erty produced by the corporation ($500,000).
Accordingly, the Y Corporation is within
paragraph (c)(2) of this section, and is not
considered a collapsible corporation.

Example (5). The facts are the same as in
Example (4) except that C sold all of his stock
to D on February 1, 1954. On January 2, 1955,
D sold all of the Y Corporation stock at a
gain, the gain being attributable to the pic-
ture completed September 1, 1954, and not re-
leased by the corporation for exhibition. In
view of the change of control of the corpora-
tion, the provisions of paragraph (c)(2) of
this section are not significant at the time of
the sale by D, and the Y Corporation would
be considered a collapsible corporation on
January 2, 1955. See § 1.341–2 and paragraph
(a) of § 1.341–5.
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§ 1.341–6 Exceptions to application of
section.

(a) In general—(1) Transactions ex-
cepted. Section 341(e) excepts 4 types of
transactions from the application of
the collapsible corporation provisions.
These exceptions, where applicable,
eliminate the necessity of determining
whether a corporation is a collapsible
corporation within the meaning of sec-
tion 341(b) or whether any of the limi-
tations of section 341(d) are applicable.
Under section 341(e)(1) and (2), there
are 2 exceptions which are designed to
allow the shareholders of a corporation
either to sell or exchange their stock
or to receive distributions in certain
complete liquidations without having
any gain considered under section
341(a)(1) or (2) as gain from the sale or
exchange of property which is not a
capital asset. Under section 341(e)(3), a
third exception is designed to permit
the shareholders of a corporation to
make use of section 333, relating to
elections as to recognition of gain in
certain complete liquidations occur-
ring within one calendar month. Under
section 341(e)(4), the fourth exception
permits a corporation to make use of
section 337, relating to nonrecognition
of gain or loss on sales or exchanges of
property by a corporation following the
adoption of a plan of complete liquida-
tion. Section 341(e) does not apply to
distributions in partial liquidation or
in redemption of stock (other than any
such distribution pursuant to a plan of
complete liquidation), or to distribu-
tions described in section 301(c)(3)(A).

(2) Effective date. The exceptions in
section 341(e)(1), (2), and (3) apply only
with respect to taxable years of share-
holders beginning after December 31,
1957, and only with respect to sales or
exchanges of stock and distributions of
property occurring after September 2,
1958. The exception in section 341(e)(4)
applies only with respect to taxable
years of corporations beginning after
December 31, 1957, and only if all sales
or exchanges of property, and all liqui-
dating distributions, made by the cor-
poration under the plan of complete
liquidation occur after September 2,
1958.

(3) Definition of constructive share-
holder and attribution rules. (i) For pur-
poses of this section, the term construc-

tive shareholder means a person who
does not actually own any stock but
who is considered to own stock by rea-
son of the application of subdivision
(ii) of this subparagraph.

(ii) For purposes of this section
(other than paragraph (k), relating to
definition of related person) a person
shall be considered to own the stock he
actually owns plus any stock which is
attributed to him by reason of applying
the rules prescribed in paragraph (b)(2)
and (3) of § 1.341–4. See section
341(e)(10).

(iii) As an example of this subpara-
graph, if a husband does not actually
own any stock in a corporation but his
wife is the actual owner of 5 shares in
the corporation, then the husband is a
constructive shareholder who is consid-
ered to own 5 shares in the corporation.

(4) General corporate test. No excep-
tion provided in section 341(e) applies
unless a general corporate test and,
where applicable, a specific shareholder
test are satisfied. Under the general
corporate test no taxpayer may utilize
the provisions of section 341(e) unless
the net increase in value (called ‘‘net
unrealized appreciation’’) in the cor-
poration’s ‘‘subsection (e) assets’’ does
not exceed 15 percent of the corpora-
tion’s net worth. Subsection (e) assets
are, in general, those assets of the cor-
poration which, if sold at a gain by the
corporation or by any actual or con-
structive shareholder who is considered
to own more than 20 percent in value of
the outstanding stock, would result in
the realization of ordinary income. See
paragraph (b) of this section for the
definition of subsection (e) assets, and
paragraph (h) of this section for defini-
tion of net unrealized appreciation.
This subparagraph may be illustrated
by the following examples:

Example (1). X Corporation is in the busi-
ness of selling whiskey. The net unrealized
appreciation in its whiskey is $20,000 and the
net worth of the corporation is $100,000.
Since the corporation’s whiskey is a sub-
section (e) asset and since the net unrealized
appreciation in subsection (e) assets ($20,000)
exceeds 15 percent of net worth ($15,000), the
general corporate test is not satisfied and
section 341(e) is inapplicable to the corpora-
tion or its shareholders.

Example (2). Assume the same facts as in
Example (1) except that X Corporation is not
in the business of selling whiskey. Assume
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further that an actual shareholder who owns
more than 20 percent in value of the out-
standing X stock (or a person who is consid-
ered to own such actual shareholder’s stock,
such as his spouse) is in the business of sell-
ing whiskey. The result is the same as in Ex-
ample (1).

(5) Specific shareholder test. Even if
the general corporate test is met, a
shareholder selling or exchanging his
stock or receiving a distribution with
respect to his stock (referred to as a
‘‘specific shareholder’’) who is consid-
ered to own more than 5 percent in
value of the outstanding stock of the
corporation may not utilize the bene-
fits of the exception in section 341(e)(1)
(or the exception in section 341(e)(2))
unless he satisfies the applicable spe-
cific shareholder test. In general, the
specific shareholder test is satisfied if
the net unrealized appreciation in sub-
section (e) assets of the corporation,
plus the net unrealized appreciation in
certain other assets of the corporation
which would be subsection (e) assets in
respect of the specific shareholder
under the following circumstances,
does not exceed 15 percent of the cor-
poration’s net worth:

(i) If the specific shareholder is con-
sidered to own more than 5 percent but
not more than 20 percent in value of
the outstanding stock, he must take
into account the net unrealized appre-
ciation in assets of the corporation
which would be subsection (e) assets if
he was considered to own more than 20
percent in value of the outstanding
stock (see paragraph (c)(3)(i) of this
section);

(ii) In addition, if the specific share-
holder is considered to own more than
20 percent in value of the outstanding
stock, he must also take into account
the net unrealized appreciation in as-
sets of the corporation which would be
subsection (e) assets under section
341(e)(5)(A)(i) and (iii) if his ownership
within the preceding 3 years of stock in
certain ‘‘related’’ corporations were
taken into account in the manner pre-
scribed in paragraphs (c)(3)(ii) and (d)
of this section.

(b) Subsection (e) asset defined—(1)
General. The benefits of section 341(e)
are unavailable if the net unrealized
appreciation (as defined in paragraph
(h) of this section) in certain assets of
the corporation (hereinafter called

‘‘subsection (e) assets’’) exceeds 15 per-
cent of the corporation’s net worth. In
determining whether property is a sub-
section (e) asset, it is immaterial
whether the property is described in
section 341(b), and there shall not be
taken into account sections 617(d) (re-
lating to gain from dispositions of cer-
tain mining property), 1245 and 1250 (re-
lating to gain from dispositions of cer-
tain depreciable property), 1251 (relat-
ing to gain from disposition of farm
property where farm losses offset non-
farm income), 1252 (relating to gain
from disposition of farm land), and 1254
(relating to gain from disposition of
natural resource recapture property).

(2) Categories of subsection (e) assets.
The term subsection (e) assets, as de-
fined in section 341(e)(5)(A)(i), (ii), (iii),
and (iv), means the following cat-
egories of property held by a corpora-
tion:

(i) The first category is property (ex-
cept property described in section
1231(b), without regard to any holding
period prescribed therein) which in the
hands of the corporation is, or in the
hands of any actual or constructive
shareholder who is considered to own
more than 20 percent in value of the
outstanding stock of the corporation
would be, property gain from the sale
or exchange of which would under any
provision of chapter 1 of the Code
(other than section 617(d), 1245, 1250,
1251, 1252, or 1254) be considered in
whole or in part as gain from the sale
or exchange of property which is nei-
ther a capital asset nor property de-
scribed in section 1231(b). For example,
included in this category is property
held by a corporation which in its
hands is stock in trade, inventory, or
property held by it primarily for sale
to customers in the ordinary course of
its trade or business regardless of
whether such property is appreciated
or depreciated in value. Also included
in this category is property held by a
corporation which is a capital asset in
its hands but which, in the hands of
any actual or constructive shareholder
who is considered to own more than 20
percent in value of the outstanding
stock, would be stock in trade, inven-
tory, or property held by such actual or
constructive shareholder primarily for
sale to customers in the ordinary
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course of his trade or business. For ad-
ditional rules relating to whether prop-
erty is a subsection (e) asset under this
subdivision, see subparagraphs (3), (4),
and (5) of this paragraph.

(ii) The second category of subsection
(e) assets is property which in the
hands of the corporation is property
described in section 1231(b) (without re-
gard to any holding period prescribed
therein), but only if there is net unre-
alized depreciation (within the mean-
ing of paragraph (h)(2) of this section)
on all such property. This subdivision
may be illustrated by the following ex-
ample:

Example. X Corporation owns only the fol-
lowing section 1231(b) property (determined
without regard to holding period).

Oil leaseholds Adjusted
basis

Fair
market
value

Unreal-
ized ap-

preciation
(deprecia-

tion)

No. 1 .................................. $16,000 $10,000 ($6,000)
No. 2 .................................. 8,000 5,000 (3,000)
No. 3 .................................. 5,000 5,000 0
No. 4 .................................. 3,000 5,000 2,000

Totals ...................... 32,000 25,000 (7,000)

Since with respect to such property the un-
realized depreciation in property on which
there is unrealized depreciation ($9,000) ex-
ceeds the unrealized appreciation in property
on which there is unrealized appreciation
($2,000), all such property is included in sub-
section (e) assets under clause (ii) of section
341(e)(5)(A).

(iii) The third category of subsection
(e) assets exists only if there is net un-
realized appreciation on all property
which in the hands of the corporation
is property described in section 1231(b)
(without regard to any holding period
prescribed therein). In such case, any
such section 1231(b) property (whether
appreciated or depreciated) is a sub-
section (e) asset of the third category
if, in the hands of an actual or con-
structive shareholder who is considered
to own more than 20 percent in value of
the outstanding stock of the corpora-
tion, such property would be property
gain from the sale or exchange of
which would under any provision of
chapter 1 of the Code (other than sec-
tion 617(d), 1245, 1250, 1251, 1252, or 1254)
be considered in whole or in part as
gain from the sale or exchange of prop-
erty which is neither a capital asset

nor property described in section
1231(b). Included in this category, for
example, is property which in the
hands of the corporation is property
described in section 1231(b) (without re-
gard to any holding period prescribed
therein), but which in the hands of an
actual or constructive more-than-20-
percent shareholder would be property
used in his trade or business held for
not more than 1 year (6 months for tax-
able years beginning before 1977; 9
months for taxable years beginning in
1977), stock in trade, inventory, or
property held by such shareholder pri-
marily for sale to customers in the or-
dinary course of his trade or business.
For additional rules relating to wheth-
er property is a subsection (e) asset
under this subdivision, see subpara-
graphs (3) and (4) of this paragraph.
This subdivision may be further illus-
trated by the following example:

Example. Assume the same facts as stated
in the example under subdivision (ii) of this
subparagraph, except that in addition to the
oil leaseholds the corporation also owns land
which has a fair market value of $30,000 and
an adjusted basis of $20,000 and which in the
hands of the corporation is property de-
scribed in section 1231(b) (without regard to
any holding period prescribed therein). As-
sume further that A is a constructive share-
holder of the corporation who is considered
to own 25 percent in value of its outstanding
stock and that A holds land primarily for
sale to customers in the ordinary course of
his trade or business, and that no actual or
constructive shareholder who is considered
to own more than 20 percent in value of the
stock of corporation X so holds oil leases.
Since with respect to the corporation’s sec-
tion 1231(b) property the unrealized apprecia-
tion in such property on which there is unre-
alized appreciation ($12,000) exceeds the un-
realized depreciation in such property on
which there is unrealized depreciation
($9,000), then clause (iii), and not clause (ii),
of section 341(e)(5)(A) is applicable. There-
fore, no oil lease of the corporation is a sub-
section (e) asset. However, since in the hands
of A, a more-than-20-percent constructive
shareholder, the land would be property gain
from the sale or exchange of which would be
considered as gain from the sale or exchange
of property which is neither a capital asset
nor property described in section 1231(b), the
land is a subsection (e) asset. Consequently,
the net unrealized appreciation on sub-
section (e) assets of the corporation is $10,000
since the net unrealized depreciation on the
oil leases is not taken into account.
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(iv) The fourth category of sub-
section (e) assets is property (unless in-
cluded under subdivision (i), (ii), or (iii)
of this subparagraph) which consists of
a copyright, a literary, musical, or ar-
tistic composition, a letter or memo-
randum, or similar property, or any in-
terest in any such property, if the
property was created in whole or in
part by the personal efforts of, or, in
the case of a letter, memorandum, or
property similar to a letter or memo-
randum, was prepared, or produced in
whole or in part, for, any individual ac-
tual or constructive shareholder who is
considered to own more than 5 percent
in value of the outstanding stock of the
corporation. For items included in the
phrase ‘‘similar property’’ see para-
graph (c) of § 1.1221–1. In general, prop-
erty is created in whole or in part by
the personal efforts of an individual if
such individual performs literary, the-
atrical, musical, artistic, or other cre-
ative or productive work which affirm-
atively contributes to the creation of
the property, or if such individual di-
rects and guides others in the perform-
ance of such work. An individual, such
as a corporate executive, who merely
has administrative control of writers,
actors, artists, or personnel and who
does not substantially engage in the di-
rection and guidance of such persons in
the performance of their work, does
not create property by his personal ef-
forts. However, a letter or memo-
randum, or property similar to a letter
or memorandum, which is prepared by
personnel who are under the adminis-
trative control of an individual, such
as a corporate executive, shall be
deemed to have been prepared or pro-
duced for him whether or not such let-
ter, memorandum, or similar property
is reviewed by him. In addition, a let-
ter, memorandum, or property similar
to a letter or memorandum, addressed
to an individual shall be considered as
prepared or produced for him. In the
case of a letter, memorandum, or prop-
erty similar to a letter or memo-
randum, this subdivision applies only
to sales and other dispositions occur-
ring after July 25, 1969.

(3) Manner of determination. For pur-
poses of determining whether property
is a subsection (e) asset under subpara-
graph (2)(i) or (iii) of this paragraph,

the determination as to whether prop-
erty of a corporation in the hands of
the corporation is, or in the hands of
an actual or constructive shareholder
of the corporation would be, property
gain from the sale or exchange of
which would under any provision of
chapter 1 of the Code (other than sec-
tion 617(d), 1245, 1250, 1251, 1252, or 1254)
be considered in whole or in part as
gain from the sale or exchange of prop-
erty which is neither a capital asset
nor property described in section
1231(b) shall be made as if all property
of the corporation had been sold or ex-
changed to one person in one trans-
action. For example, if a corporation
whose sole asset is an interest in a gas
well has entered into a long-term con-
tract for the future delivery of gas
from the well, the ownership of which
will pass to the buyer only after ex-
traction or severance from the well,
the determination as to whether such
contract is a subsection (e) asset shall
be made as if the contract were sold or
exchanged to one person in one trans-
action together with such corpora-
tion’s interest in the well. An assumed
sale under this subparagraph does not
affect the character of property which
is held for sale to customers in the or-
dinary course of a person’s trade or
business or the character of a trans-
action which would be an anticipatory
assignment of income. Thus, for exam-
ple, if a corporation holds subdivided
lots for sale to customers in the ordi-
nary course of its trade or business,
this subparagraph shall not be applied
to change the manner in which the lots
are held.

(4) Shareholder reference test. For pur-
poses of subparagraph (2)(i) and (iii) of
this paragraph, in determining whether
any property of the corporation would,
in the hands of a particular actual or
constructive shareholder, be property
gain from the sale or exchange of
which would be considered in whole or
in part as gain from the sale or ex-
change of property which is neither a
capital asset nor property described in
section 1231(b), all the facts and cir-
cumstances of the direct and indirect
activities of the shareholder must be
taken into account. If the particular
shareholder holds property primarily
for sale to customers in the ordinary

VerDate 11<MAY>2000 08:59 Apr 17, 2001 Jkt 194083 PO 00000 Frm 00154 Fmt 8010 Sfmt 8010 Y:\SGML\194083T.XXX pfrm04 PsN: 194083T



155

Internal Revenue Service, Treasury § 1.341–6

course of his trade or business and if
similar property is held by the corpora-
tion, then in the hands of the share-
holder such corporate property will be
treated as held primarily for sale to
customers in the ordinary course of his
trade or business. Moreover, even if the
shareholder does not presently so hold
property which is similar to property
held by the corporation, it may be de-
termined under the particular facts
and circumstances (taking into ac-
count an assumed sale of such cor-
porate property by the shareholder, all
his other direct and indirect activities,
and, if applicable, the fact that he pre-
viously so held similar property) that
he would hold the corporate property
primarily for sale to customers in the
ordinary course of his trade or busi-
ness. See also paragraph (d) of this sec-
tion, pertaining to effect of stock in re-
lated corporations.

(5) Special rule for stock in share-
holder’s investment account. If—

(i) A dealer in stock or securities is
an actual shareholder (considered to
own more than 20 percent of the out-
standing stock of a corporation) and
holds such stock which he actually
owns in his investment account pursu-
ant to section 1236(a), or

(ii) A dealer in stock or securities is
a constructive shareholder who is con-
sidered to own more than 20 percent of
the outstanding stock of a corporation,

then stock or securities held by such
corporation shall not be considered
subsection (e) assets under subpara-
graph (2)(i) of this paragraph solely be-
cause such actual or constructive
shareholder is a dealer in stock or se-
curities. However, stock held by such
corporation shall be considered as a
subsection (e) asset if, in the hands of
any more-than-20-percent actual or
constructive shareholder of the cor-
poration, the gain (or any portion
thereof) upon a sale of such stock
would (if it were held for more than 1
year (6 months for taxable years begin-
ning before 1977; 9 months for taxable
years beginning in 1977), constitute, by
reason of the application of section 341,
gain from the sale of property which is
not a capital asset. This subparagraph
may be illustrated by the following ex-
ample:

Example. Jones, a more-than-20-percent ac-
tual shareholder in corporation X holds his X
stock in an investment account in the man-
ner prescribed in section 1236(a). Jones is a
dealer in stock and securities and holds land
for sale to customers in the ordinary course
of his trade or business. No other actual or
constructive shareholder is a dealer in stock
and securities or so holds land. X holds all of
the stock in corporation Y, a collapsible cor-
poration within the meaning of section
341(b). Y’s sole asset is land on which unreal-
ized appreciation exceeds 15 percent of Y’s
net worth. Since Jones holds his X stock in
an investment account pursuant to section
1236(a), the Y stock cannot be considered a
subsection (e) asset of the X Corporation
merely because Jones is a dealer in stock
and securities. Nevertheless, the Y stock is a
subsection (e) asset of the X Corporation be-
cause if Jones were treated as having sold
the Y stock, his gain would be treated as
gain from the sale of property which is not a
capital asset by reason of the application of
section 341. If, however, the net unrealized
appreciation on Y’s land did not exceed 15
percent of Y’s net worth the Y stock would
not be a subsection (e) asset since section
341(e)(1) would except such sale from the ap-
plication of section 341.

(c) Sales or exchanges of stock—(1) Gen-
eral. Section 341(e)(1) provides that, if
certain requirements are satisfied, the
provisions of section 341(a)(1) shall in
no event apply to certain sales or ex-
changes of stock by a shareholder. See
subparagraph (5) of this paragraph for
sales or exchanges of stock which do
not qualify under section 341(e)(1). Sec-
tion 341(e)(1) applies to a sale or ex-
change of stock by a shareholder only
if, at the time of such sale or exchange,
the general corporate test and, if appli-
cable, the specific shareholder test are
satisfied.

(2) General corporate test. The general
corporate test is satisfied if the net un-
realized appreciation in subsection (e)
assets of the corporation does not ex-
ceed an amount equal to 15 percent of
the net worth of the corporation. See
paragraphs (h), (b), and (j) of this sec-
tion for the definition of ‘‘net unreal-
ized appreciation,’’ ‘‘subsection (e) as-
sets,’’ and ‘‘net worth.’’

(3) Specific shareholder test. The spe-
cific shareholder test (if applicable) is
satisfied if the following conditions are
met:

(i) If the shareholder selling or ex-
changing the stock is considered to
own more than 5 percent but not more
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than 20 percent in value of the out-
standing stock, the sum of the net un-
realized appreciation in the following
assets of the corporation must not ex-
ceed an amount equal to 15 percent of
the net worth of the corporation:

(a) The subsection (e) assets of the
corporation, plus

(b) The other assets of the corpora-
tion which would be subsection (e) as-
sets under section 341(e)(5)(A)(i) and
(iii) if such shareholder were consid-
ered to own more than 20 percent in
value of the outstanding stock.

(ii) If the shareholder selling or ex-
changing the stock is considered to
own more than 20 percent in value of
the outstanding stock, the sum of the
net unrealized appreciation in the fol-
lowing assets of the corporation must
not exceed an amount equal to 15 per-
cent of the net worth of the corpora-
tion:

(a) The subsection (e) assets of the
corporation, plus

(b) The other assets of the corpora-
tion which would be subsection (e) as-
sets under section 341(e)(5)(A)(i) and
(iii) if the shareholder’s ownership of
stock in certain related corporations
were taken into account in the manner
prescribed in paragraph (d) of this sec-
tion.

(4) Example. Subparagraph (3) of this
paragraph may be illustrated by the
following example:

Example. Assume an individual, A, and his
grandfather, G, each actually owns 3 percent
in value of the stock of corporation X, a cor-
poration holding apartment houses used in
its trade or business on which net unrealized
appreciation exceeds 15 percent of X’s net
worth. A, but not G, holds apartment houses
primarily for sale to customers in the ordi-
nary course of trade or business. Assume
that X satisfies the general corporate test. A
and G desire to sell their stock and to take
advantage of section 341(e)(1). Since a grand-
father and grandson are each considered to
own the other’s stock under paragraph
(a)(3)(ii) of this section, A and G are each
considered to own 6 percent in value of cor-
poration X’s outstanding stock. Therefore, A
cannot avail himself of section 341(e)(1) since
he does not satisfy the specific shareholder
test prescribed in subparagraph (3)(i) of this
paragraph. G, however, who is considered to
own 6 percent in value of the stock, does not
hold apartment houses for sale to customers
in the ordinary course of trade or business.
Therefore, G satisfies the specific share-

holder test and may benefit from section
341(e)(1).

(5) Nonqualifying sales or exchanges.
Section 341(e)(1) does not apply to any
sale or exchange of stock to the issuing
corporation. Thus, stock redemptions
(including distributions in complete or
partial liquidation) cannot qualify
under section 341(e)(1). In addition, sec-
tion 341(e)(1) does not apply in any case
where a shareholder who is considered
to own more than 20 percent in value of
the outstanding stock sells or ex-
changes stock to any person related
(within the meaning of paragraph (k) of
this section) to such shareholder. A
sale or exchange of stock of the cor-
poration by a shareholder to which sec-
tion 341(e)(1) does not apply because of
this subparagraph shall have no effect
on the application of this section to
other sales or exchanges of stock of the
corporation.

(6) Example. For an illustration of the
application of this paragraph, see Ex-
ample (2) in paragraph (o) of this sec-
tion.

(d) Stock in related corporations—(1)
General. This paragraph provides rules
for applying the specific shareholder
test prescribed in paragraph (c)(3)(ii) of
this section for purposes of deter-
mining whether section 341(e)(1) (relat-
ing to sales or exchanges of stock of a
corporation) or section 341(e)(2) (relat-
ing to distributions in complete liq-
uidation of a corporation) applies to an
actual shareholder who is considered as
owning more than 20 percent in value
of the corporation’s outstanding stock.
In general, if such a more-than-20-per-
cent shareholder of such corporation
(referred to as a ‘‘first’’ corporation)
owns, or at any time during the pre-
ceding 3 years has owned, more than 20
percent in value of the outstanding
stock of a ‘‘related’’ corporation (see
subparagraph (2) of this paragraph),
then certain transactions in respect of
the stock of the related corporation are
taken into account in the manner pre-
scribed in subparagraph (3) of this
paragraph. By taking such trans-
actions into account, such shareholder
of the first corporation may be deemed
to hold primarily for sale to customers
in the ordinary course of trade or busi-
ness property similar or related in
service or use to property owned by the
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first corporation where his other ac-
tivities, direct and indirect, are insuffi-
cient to treat him as so holding such
property. See section 341(e)(1)(C) and
(2)(C). The transactions in respect of
stock in a related corporation are
taken into account solely for the pur-
pose of determining the extent to
which assets (other than subsection (e)
assets) of the first corporation are
treated as subsection (e) assets under
the shareholder reference tests of sec-
tion 341(e)(5)(A)(i) and (iii). For pur-
poses of this paragraph, the term
‘‘similar or related in service or use’’
shall have the same meaning as such
term has in section 1033 (relating to in-
voluntary conversions), without regard
to subsection (g) thereof.

(2) Related corporation defined. (i) A
corporation (referred to as a ‘‘second’’
corporation) is ‘‘related’’ to another
corporation (referred to as a ‘‘first’’
corporation) if the stock ownership
test specified in subdivision (ii) of this
subparagraph and the more-than-70-
percent-asset comparison test specified
in subdivision (iii) of this subparagraph
are met.

(ii) The stock ownership test speci-
fied in this subdivision is met—

(a) In the case of a sale or exchange
referred to in paragraph (c)(1) of this
section, if the shareholder in the first
corporation is considered to own on the
date of such sale or exchange more
than 20 percent in value of the out-
standing stock of the first corporation,
and if on such date (or at any time dur-
ing the 3-year period preceding such
date) such shareholder in the first cor-
poration is an actual or constructive
shareholder in the second corporation
who was considered to own more than
20 percent in value of the outstanding
stock of the second corporation, or

(b) In the case of a distribution pur-
suant to the adoption by the first cor-
poration of a plan of complete liquida-
tion referred to in paragraph (e) of this
section, if the shareholder in the first
corporation is considered to own on
any date after the adoption of such
plan more than 20 percent in value of
the outstanding stock of the first cor-
poration, and if on such date (or at any
time during the 3-year period preceding
such date) such shareholder in the first
corporation was an actual or construc-

tive shareholder in the second corpora-
tion who was considered to own more
than 20 percent in value of the out-
standing stock of the second corpora-
tion.

(iii) The more-than-70-percent-asset
comparison test specified in this sub-
division is met if more than 70 percent
in value of the assets of the second cor-
poration (at any of the applicable
times determined under subdivision (ii)
of this subparagraph during which the
shareholder of the first corporation is
or was considered to own more than 20
percent in value of the outstanding
stock of the second corporation) are, or
were, assets similar or related in serv-
ice or use to assets comprising more
than 70 percent in value of the assets of
the first corporation (at any of the
times determined under subdivision (ii)
of this subparagraph during which the
shareholder of the first corporation is
or was considered to own more than 20
percent in value of the outstanding
stock of the first corporation).

(iv) This subparagraph may be illus-
trated by the following example:

Example. X is a first corporation and Y is a
second corporation. On January 15, 1960,
Jones purchased 21 percent in value of the
outstanding stock of X, which he sold on
January 1, 1961. On January 15, 1955, Jones
had purchased 21 percent in value of the out-
standing stock of Y which he sold on Decem-
ber 15, 1959. Since Jones owned 21 percent of
the outstanding X stock on January 1, 1961
(the date he sold his X stock) and also owned
21 percent of the outstanding Y stock at
some time during the 3-year period preceding
January 1, 1961, the stock ownership test
specified in subdivision (ii)(a) of this sub-
paragraph is met. Assume that more than 70
percent in value of the assets of Y were
apartment houses held for rental purposes at
some time between January 1, 1958, and De-
cember 15, 1959 (the portion of the 3-year pe-
riod preceding the date Jones sold his X
stock during which he was a more-than-20-
percent shareholder in Y) and that more
than 70 percent in value of the assets of X
were apartment houses held for rental pur-
poses at some time during the period Janu-
ary 15, 1960, to January 1, 1961, inclusive (the
portion of the 3-year period preceding the
date he sold his X stock during which he was
a more-than-20-percent shareholder in X).
Thus, the more-than-70-percent-asset com-
parison test specified in subdivision (iii) of
this subparagraph is met. Accordingly, cor-
poration Y is related to corporation X within
the meaning of this subparagraph.
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(3) Manner of taking into account. If an
actual shareholder in a first corpora-
tion who is considered to own more
than 20 percent of the first corpora-
tion’s stock, owns or has owned stock
in a related corporation, then—

(i) Any sale or exchange by such
shareholder, during the applicable pe-
riod specified in subparagraph (2)(ii) of
this paragraph, of stock in the related
corporation shall be treated as a sale
or exchange by him of his propor-
tionate share of the assets of the re-
lated corporation, if immediately be-
fore such sale or exchange he was an
actual shareholder of the related cor-
poration who was considered to own
more than 20 percent in value of the
outstanding stock of the related cor-
poration. A shareholder’s propor-
tionate share of the assets of a related
corporation shall be that percent of
each asset of the related corporation as
the fair market value of the stock of
the related corporation which he actu-
ally sold or exchanged bears, imme-
diately before such sale or exchange, to
the total fair market value of the out-
standing stock of such related corpora-
tion; and

(ii) Any sale or exchange of property
by the related corporation during the
applicable period specified in subpara-
graph (2)(ii) of this paragraph, gain or
loss on which was not recognized to the
related corporation by reason of the
application of section 337(a), shall be
treated as a sale or exchange by him of
his proportionate share of the related
corporation’s property sold or ex-
changed, if at the time of such sale or
exchange he was an actual or construc-
tive shareholder of the related corpora-
tion who was considered to own more
than 20 percent in value of the out-
standing stock of such related corpora-
tion. A shareholder’s proportionate
share of such related corporation’s
property sold or exchanged shall be
that percent of each such property sold
or exchanged as the fair market value
of the stock which he was considered to
own in the related corporation imme-
diately before such sale or exchange
bears to the total fair market value of
the outstanding stock of such related
corporation at such time.

(4) Example. This paragraph may be
illustrated by the following example:

Example. (i) A owns 25 percent in value of
the outstanding stock of Z Corporation. On
December 31, 1959, he sells all his stock in
the corporation and desires to take advan-
tage of section 341(e)(1). The only asset of Z
Corporation is an appreciated apartment
house held for rental purposes but which is
not a subsection (e) asset. However, during
the preceding 3-year period A sold 25 percent
in value of the outstanding stock of each of
3 related corporations. More than 70 percent
in value of the assets of each related cor-
poration consisted of an apartment house.

(ii) In determining whether the apartment
house owned by Z Corporation would be a
subsection (e) asset under the shareholder
reference test of section 341(e)(5)(A)(iii), A is
treated as having sold a one-fourth interest
in each of 3 apartment houses during the pre-
ceding 3-year period and these sales must be
taken into account, together with all other
facts and circumstances, in determining
whether the apartment house owned by Z
Corporation would be, in the hands of A,
property gain from the sale or exchange of
which would under any provision of chapter
1 of the Code (other than section 1245 or 1250)
be considered as gain from the sale or ex-
change of property which is neither a capital
asset nor property described in section
1231(b). However, A’s sales of related corpora-
tion stock are not taken into account in de-
termining whether section 341(e)(1) or (2)
would be applicable to sales or exchanges of
stock by (or liquidating distributions to)
other shareholders of Z Corporation.

(e) Distributions in certain liquidations
pursuant to section 337—(1) In general.
Section 341(e)(2) provides that, if cer-
tain requirements are met, the provi-
sions of section 341(a)(2) shall in no
event apply to certain distributions in
complete liquidation of a corporation.
Section 341(e)(2) applies with respect to
any distribution to a shareholder pur-
suant to a plan of complete liquidation
if the following 3 requirements are sat-
isfied:

(i) By reason of the application of
section 341(e)(4) and paragraph (g) of
this section, section 337(a) applies to
sales or exchanges of property by the
corporation within the 12-month period
beginning on the date of the adoption
of such plan. Thus, for example, section
341(e)(2) is not applicable in any case
where depreciable, amortizable, or de-
pletable property is distributed after
the date of adoption of the plan or if
the corporation does not sell substan-
tially all of the properties held by it on
such date within such 12-month period,
since such a distribution, or the failure
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to make such a sale, makes section
337(a) inapplicable under section
341(e)(4).

(ii) At all times within such 12-month
period the general corporate test of
paragraph (c)(2) of this section is satis-
fied.

(iii) In respect of the shareholder who
receives the distribution—

(a) At all times within such 12-month
period while such shareholder is con-
sidered to own more than 5 percent but
not more than 20 percent in value of
the outstanding stock of the corpora-
tion, the shareholder must satisfy the
specific shareholder test of paragraph
(c)(3)(i) of this section, and

(b) At all times within such 12-month
period while such shareholder is con-
sidered to own more than 20 percent in
value of the outstanding stock of the
corporation, the shareholder must sat-
isfy the specific shareholder test of
paragraph (c)(3)(ii) of this section.

(2) Illustration. For an illustration of
this paragraph, see Example (4) in para-
graph (o) of this section.

(f) Recognition of gain in certain liq-
uidations under section 333. Section
341(e)(3) provides that, for purposes of
section 333 (relating to elections as to
recognition of gain in certain complete
liquidations occurring within one cal-
endar month), a corporation is consid-
ered not to be a collapsible corporation
if, at all times after the adoption of the
plan of complete liquidation, the net
unrealized appreciation in subsection
(e) assets of the corporation does not
exceed an amount equal to 15 percent
of the net worth of the corporation.
For purposes of the preceding sentence,
the determination of subsection (e) as-
sets shall be made in accordance with
paragraph (b) of this section except
that subparagraph (2)(i) and (iii) of
such paragraph (b) shall apply in re-
spect of any actual or constructive
shareholder who is considered to own
more than 5 percent in value of the
outstanding stock (in lieu of any ac-
tual or constructive shareholder who is
considered to own more than 20 percent
in value of such stock). Thus, no share-
holder of the corporation can qualify
under paragraph (3) of section 341(e) for
use of section 333 if, because of any ac-
tual or constructive shareholder who is
considered to own more than 5 percent

in value of the stock, this modified
general corporate test is not satisfied.
On the other hand, once this modified
general corporate test is satisfied, all
the shareholders can use section 333
(assuming that the requirements of
that section are satisfied) since there is
no specific shareholder test. For an il-
lustration of this paragraph, see Exam-
ple (3) in paragraph (o) of this section.

(g) Gain or loss on sales or exchanges in
connection with certain liquidations, pur-
suant to section 337—(1) General. Section
341(e)(4) provides that solely for pur-
poses of section 337, a corporation is
considered not to be a collapsible cor-
poration if (i) at all times within the
12-month period beginning on the date
of the adoption of a plan of complete
liquidation, the net unrealized appre-
ciation in subsection (e) assets of the
corporation does not exceed an amount
equal to 15 percent of the net worth of
the corporation; (ii) within the 12-
month period beginning on the date of
the adoption of such plan, the corpora-
tion sells substantially all of the prop-
erties held by it on such date; and (iii)
following the adoption of such plan, no
distribution is made of any property
which in the hands of the corporation
or in the hands of the distributee is
property in respect of which a deduc-
tion for exhaustion, wear and tear, ob-
solescence, amortization, or depletion
is allowable. Thus, if at the time of the
adoption of the plan of liquidation the
corporation is a collapsible corporation
within the meaning of section 341(b)
and if the preceding requirements are
satisfied, then except as provided in
subparagraph (2) of this paragraph sec-
tion 337(a) will apply to such corpora-
tion but the corporation will continue
to be a collapsible corporation within
the meaning of section 341(b) (includ-
ing for purposes of section 341(e)(2))
with the result that each shareholder
must still satisfy all the tests in para-
graph (e) of this section before he can
utilize the benefits of section 341(e)(2).

(2) Exception to section 337 treatment.
Section 341(e)(4) shall not apply with
respect to any sale or exchange of prop-
erty by the corporation to any actual
or constructive shareholder who is con-
sidered to own more than 20 percent in
value of the outstanding stock of the
corporation or to any person related
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(within the meaning of paragraph (k) of
this section) to such actual or con-
structive shareholder if such property
in the hands of the corporation, or in
the hands of such shareholder or such
related person, is property in respect of
which a deduction for exhaustion, wear
and tear, obsolescence, amortization,
or depletion is allowable. Thus, gain or
loss will be recognized on such sales or
exchanges.

(3) Cross references. For effective date
of section 341(e)(4) and this paragraph,
see paragraph (a)(2) of this section. For
an illustration of this paragraph, see
Example (4) in paragraph (o) of this sec-
tion.

(h) Net unrealized appreciation and de-
preciation defined—(1) Net unrealized ap-
preciation. For purposes of this section,
the term net unrealized appreciation
means, with respect to the assets of a
corporation, the amount by which—

(i) The unrealized appreciation in
such assets on which there is unreal-
ized appreciation, exceeds

(ii) The unrealized depreciation in
such assets on which there is unreal-
ized depreciation.

(2) Net unrealized depreciation. For
purposes of paragraph (b)(2)(ii) of this
section, there is net unrealized depre-
ciation on all property of a corporation
which in its hands is property de-
scribed in section 1231(b) (without re-
gard to any holding period prescribed
therein) if—

(i) The unrealized depreciation in
such property on which there is unreal-
ized depreciation, exceeds

(ii) The unrealized appreciation in
such property on which there is unreal-
ized appreciation.

(3) Unrealized appreciation or deprecia-
tion. For purposes of this paragraph—

(i) The term unrealized appreciation
means (except as provided in subpara-
graph (4) of this paragraph), with re-
spect to any asset, the amount by
which (a) the fair market value of such
asset, exceeds (b) the adjusted basis for
determining gain from the sale or
other disposition of such asset; and

(ii) The term unrealized depreciation
means, with respect to any asset, the
amount by which (a) the adjusted basis
for determining gain from the sale or
other disposition of such asset, exceeds
(b) the fair market value of such asset.

(4) Special rule. For purposes of deter-
mining whether the net unrealized ap-
preciation in subsection (e) assets of a
corporation exceeds an amount equal
to 15 percent of the corporation’s net
worth under the tests of section
341(e)(1), (2), (3), and (4), in the case of
any asset on the sale or exchange of
which only a portion of the gain would
under any provision of chapter 1 of the
Code (other than section 617(d), 1245,
1250, 1251, 1252, or 1254) be considered as
gain from the sale or exchange of prop-
erty which is neither a capital asset
nor property described in section
1231(b), there shall be taken into ac-
count only an amount equal to the un-
realized appreciation in such asset
which is equal to such portion of the
gain. This subparagraph shall have no
effect on whether paragraph (b)(2)(ii) or
(iii) of this section applies for purposes
of identifying the subsection (e) assets
of the corporation.

(i) [Reserved]
(j) Net worth defined. For purposes of

this section, the net worth of a cor-
poration, as of any day, is the amount
by which—

(1) The fair market value of all its as-
sets at the close of such day, plus the
amount of any distribution (taken into
account at fair market value on the
date of such distribution) in complete
liquidation made by it on or before
such day, exceeds

(2) All its liabilities at the close of
such day.
In computing the fair market value of
all the assets of a corporation at the
close of such day, there shall be ex-
cluded any amount attributable to
money or property received by it dur-
ing the one-year period ending on such
day for stock, or as a contribution to
capital or as paid-in surplus, if it ap-
pears that there was not a bona fide
business purpose for the transaction in
respect of which such money or prop-
erty was received.

(k) Related person defined—(1) General.
For purposes of paragraphs (c)(5) and
(g)(2) of this section, the following per-
sons are considered to be related to a
shareholder:

(i) If the shareholder is an indi-
vidual—

(a) His spouse, ancestors, and lineal
descendants, and
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(b) Any corporation which is con-
trolled by him.

(ii) If the shareholder is a corpora-
tion—

(a) A corporation which controls, or
is controlled by, such shareholder, and

(b) If more than 50 percent in value of
the outstanding stock of such share-
holder is owned by any person, any cor-
poration more than 50 percent in value
of the outstanding stock of which is
owned by the same person.

(2) Control. For purposes of this para-
graph, control means the ownership of
stock possessing at least 50 percent of
the total combined voting power of all
classes of stock entitled to vote or at
least 50 percent of the total value of
shares of all classes of stock of the cor-
poration.

(3) Constructive ownership rules. In de-
termining the ownership of stock for
purposes of this paragraph, the con-
structive ownership rules of section
267(c) shall apply, except that the fam-
ily of an individual shall include only
his spouse, ancestors, and lineal de-
scendants.

(l) [Reserved]
(m) Corporations and shareholders not

meeting requirements. In determining
whether the provisions of section 341
(a) through (d) apply with respect to
any corporation, the fact that such
corporation, or such corporation with
respect to any of its shareholders, does
not meet the requirements of section
341(e)(1), (2), (3), or (4) shall not be
taken into account, and such deter-
mination shall be made as if section
341(e) had not been enacted.

(n) Determinations without regard to
sections 617(d), 1245, 1250, 1251, 1252, and
1254. For purposes of this section, the
determination of whether gain from
the sale or exchange of property would
under any provision of chapter 1 of the
Code be considered as gain from the
sale or exchange of property which is
neither a capital asset nor property de-
scribed in section 1231(b) shall be made
without regard to the application of
sections 617(d)(1) (relating to gain from
dispositions of certain mining prop-
erty), 1245(a) and 1250(a) (relating to
gain from dispositions of certain depre-
ciable property), 1251(c) (relating to
gain from the disposition of farm prop-
erty where farm losses offset nonfarm

income), 1252(a) (relating to gain from
disposition of farm land), and 1254(a)
(relating to gain from disposition of in-
terest in natural resource recapture
property).

(o) Illustrations. The operation of sec-
tion 341(e) may be illustrated by the
following examples:

Example (1). (i) The outstanding stock of X
Corporation is actually owned, on the basis
of value, 75 percent by A, 15 percent by B,
and 10 percent by C. None of the stock actu-
ally owned by one is attributed to another
under the constructive ownership rules of
paragraph (a)(3) of this section. The corpora-
tion owns no property which, in its hands, is
property gain from the sale or exchange of
which would be considered (without regard
to section 617(d), 1245 or 1250, 1251, or 1252) as
gain from the sale or exchange of property
which is neither a capital asset nor property
described in section 1231(b). The corporation
owns no property described in section 1231(b)
except an apartment house on which the un-
realized appreciation is $20,000 and which in
the hands of A would be property held pri-
marily for sale to customers in the ordinary
course of trade or business. The corporation
owns no property of the type described in
clause (iv) of section 341(e)(5)(A). The net
worth of the corporation is $100,000.

(ii) Although the apartment house in the
hands of the corporation is section 1231(b)
property, in the hands of A, a more-than-20-
percent shareholder, the apartment house
would be ordinary-income type property.
Therefore, the apartment house is a sub-
section (e) asset under clause (iii) of section
341(e)(5)(A). Accordingly, since the net unre-
alized appreciation in subsection (e) assets
($20,000) exceeds 15 percent of net worth
($15,000), the general corporate test is not
satisfied and section 341(e) is unavailable to
the corporation or its shareholders.

Example (2). (i) Assume the same facts as in
Example (1), except that in the hands of B,
but not in the hands of A or C, the apart-
ment house would be property held primarily
for sale to customers in the ordinary course
of trade or business.

(ii) Since B does not own more than 20 per-
cent in value of the outstanding stock, the
fact that the apartment house owned by the
corporation would, in his hands, be property
held primarily for sale to customers in the
ordinary course of trade or business does not
make the apartment house owned by the cor-
poration a subsection (e) asset. Therefore,
since the net unrealized appreciation in sub-
section (e) assets (zero) does not exceed 15
percent of net worth, the general corporate
test is satisfied. C may sell his stock to any-
one (other than X Corporation) and will
qualify under section 341(e)(1). However, a
sale by A of his stock to persons related to
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A within the meaning of paragraph (k) of
this section will not so qualify.

(iii) B, however, since he owns more than 5
percent but not more than 20 percent in
value of the outstanding stock, must take
into account not only the net unrealized ap-
preciation in subsection (e) assets but also
the net unrealized appreciation in any other
assets of the corporation which would be
subsection (e) assets under section
341(e)(5)(A) if he owned more than 20 percent
in value of the outstanding stock. Therefore,
since the apartment house owned by the cor-
poration would be, in B’s hands, property
held primarily for sale to customers in the
ordinary course of trade or business, and
since the net unrealized appreciation in such
property ($20,000) exceeds 15 percent of net
worth ($15,000), B does not satisfy the spe-
cific shareholder test and therefore cannot
avail himself of section 341(e)(1).

Example (3). (i) Assume the same facts as in
Example (1), except that in the hands of B,
but not in the hands of A or C, the apart-
ment house of the corporation would be
property held primarily for sale to customers
in the ordinary course of trade or business.
Assume further that the shareholders of X
Corporation wish to avail themselves of sec-
tion 333.

(ii) For purposes of section 341(e)(3), sec-
tion 341(e)(5)(A)(iii) applies in respect of any
shareholder who owns more than 5 percent
(instead of more than 20 percent) in value of
the outstanding stock. Since in the hands of
B, a more-than-5-percent shareholder, the
apartment house would be held primarily for
sale to customers in the ordinary course of
trade or business, the corporation’s apart-
ment house is a subsection (e) asset. There-
fore, since the net unrealized appreciation in
subsection (e) assets ($20,000) exceeds 15 per-
cent of net worth ($15,000), no shareholder of
the corporation may qualify under section
341(e)(3) for use of section 333. However, if B
were not a more-than-5-percent shareholder
of the corporation, or if, in his hands, the
apartment house would not be held primarily
for sale to customers in the ordinary course
of trade or business, then all shareholders of
the corporation could qualify under section
341(e)(3) for use of section 333 since the apart-
ment house would not be a subsection (e)
asset.

Example (4). (i) Assume the same facts as in
Example (1), except that in the hands of no
shareholder of the corporation would the
apartment house be deemed property held
primarily for sale to customers in the ordi-
nary course of trade or business (such deter-
mination, however, having been made with-
out regard to A’s ownership of stock of re-
lated corporations). Assume further that (a)
X Corporation adopts a plan of complete liq-
uidation, (b) within the 12-month period be-
ginning on the date of such adoption X Cor-
poration sells substantially all the property

held by it on such date and distributes all its
assets in complete liquidation, (c) following
the adoption of such plan, no distribution is
made of any property which in the hands of
the corporation or in the hands of the dis-
tributee is property in respect of which a de-
duction for exhaustion, wear and tear, obso-
lescence, amortization, or depletion is allow-
able, and (d) following the adoption of such
plan no property is sold or exchanged to A,
to a constructive owner of A’s stock, or to a
person ‘‘related’’ (within the meaning of
paragraph (k) of this section) to A or such
constructive owner.

(ii) Since, under the above-stated facts, the
requirements of section 341(e)(4) are satis-
fied, section 337(a) will apply to sales or ex-
changes of property by the corporation with-
in the 12-month period beginning on the date
of the adoption of the plan of liquidation.

(iii) Any distribution in complete liquida-
tion to B and C, who own 15 and 10 percent,
respectively, in value of the outstanding
stock, will qualify under section 341(e)(2) be-
cause (a) by reason of the application of sec-
tion 341(e)(4), section 337(a) applies to sales
or exchanges of property by the corporation,
and (b) at all times within the 12-month pe-
riod beginning on the date of the adoption of
the plan of complete liquidation the general
corporate test is satisfied and B and C each
satisfy the specific shareholder test of para-
graph (e)(1)(iii)(a) of this section.

(iv) Any distribution in complete liquida-
tion to A, who owns 75 percent in value of
the outstanding stock, will qualify under
section 341(e)(2) if, at all times within the 12-
month period beginning on the date of the
adoption of the plan of complete liquidation,
and after taking into account A’s ownership
of stock in related corporations in the man-
ner prescribed in paragraph (d) of this sec-
tion, A satisfies the specific shareholder test
of paragraph (e)(1)(iii)(b) of this section.

[T.D. 6806, 30 FR 2845, Mar. 5, 1965, as amend-
ed by T.D. 7369, 40 FR 29840, July 16, 1975;
T.D. 7418, 41 FR 18811, May 7, 1976; T.D. 7728,
45 FR 72650, Nov. 3, 1980; T.D. 8586, 60 FR 2500,
Jan. 10, 1995]

§ 1.341–7 Certain sales of stock of con-
senting corporations.

(a) In general. (1) Under section
341(f)(1), if a corporation consents (in
the manner provided in paragraph (b)
of this section) to the application of
section 341(f)(2) with respect to disposi-
tions by it of its subsection (f) assets
(as defined in paragraph (g) of this sec-
tion), then section 341(a)(1) does not
apply to any sales of stock of such con-
senting corporation (other than sale to
such corporation) made by any of its
shareholders within the 6-month period
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beginning on the date on which such
consent is filed.

(2) For purposes of section 341(f)(1)
and (5)—(i) The term sale means a sale
of exchange of stock at a gain, but only
if such gain would be recognized as
long-term capital gain were section 341
not a part of the Code. Thus, a sale or
exchange of stock is not a ‘‘sale’’ with-
in the meaning of section 341(f)(1) and
(5) if there is no gain on the trans-
action, or if the sale or exchange gives
rise to ordinary income under a provi-
sion of the Code other than section 341,
or if gain on the transaction is not rec-
ognized under any provisions of sub-
title A of the Code.

(ii) A sale of stock in a corporation
does not include any disposition of
such stock by a shareholder, if, by rea-
son of section 341(d)(1), section 341(a)
could not have applied to that disposi-
tion. (Under section 341(d)(1), section
341(a) does not apply except to more–
than–5–percent shareholders.) Except
as otherwise provided in paragraph
(a)(2)(i) of this section, the term ‘‘sale’’
included a disposition of stock in a cor-
poration by a more-than-5-percent
shareholders described in section
341(d)(1), even though section 341(a) did
not apply to the disposition because
the corporation was not collapsible or
by reason of the application of section
341(d)(2), (3), or (e).

(3) A corporation which consents to
the application of section 341(f)(2) does
not thereby become noncollapsible, and
the fact that a corporation consents to
the application of section 341(f)(2) does
not affect the determination as to
whether it is a collapsible corporation.

(4) For limitation on the application
of section 341(f)(1) see section 341(f)(5)
and (6) and paragraphs (h) and (j) of
this section.

(b) Statement of consent. (1) The con-
sent of a corporation referred to in
paragraph (a)(1) or (j)(1) of this section
shall be given by means of a statement,
signed by any officer who is duly au-
thorized to act on behalf of the con-
senting corporation stating that the
corporation consents to have the provi-
sions of section 341(f)(2) apply to any
disposition by it of its subsection (f) as-
sets. The statement shall be filed with
the district director having jurisdic-
tion over the income tax return of the

consenting corporation for the taxable
year during which the statement is
filed.

(2)(i) The statement shall contain the
name, address, and employer identi-
fication number of any corporation 5
percent or more in value of the out-
standing stock of which is owned di-
rectly by the consenting corporation,
and of any other corporation connected
to the consenting corporation through
a chain of stock ownership described in
paragraph (j)(4) of this section. The
statement shall also indicate where
such 5-percent-or-more corporation (or
such ‘‘connected’’ corporation) has con-
sented within the 6-month period end-
ing on the date on which the statement
filed to the application of section 341
(f)(2) with respect to any dispositions
of its subsection (f) assets (see para-
graph (j) of this section), and, if so, the
district director with whom such con-
sent was filed and the date on which
such consent was filed.

(ii) If, during the 6-month period be-
ginning on the date on which the state-
ment is filed, the consenting corpora-
tion becomes the owner of 5 percent or
more in value of the outstanding stock
of another corporation or becomes con-
nected to another corporation through
a chain of stock ownership described in
paragraph (j)(4) of this section, then
the consenting corporation shall, with-
in 5 days after such occurrence, notify
the district director with whom it filed
the statement of the name, address and
employer identification number of such
corporation.

(3) A consent under section 341(f)(1)
may be filed at any time and there is
no limit as to the number of such con-
sents that may be filed. If a consent is
filed by a corporation under section
341(f)(1) and if a shareholder sells stock
(i) in such corporation, or (ii) in an-
other corporation a sale of whose stock
is treated under section 341(f)(6) as a
sale of stock in such corporation, at
any time during the applicable 6-month
period, then the consent cannot there-
after be revoked or withdrawn by the
corporation. However, a consent may
be revoked or withdrawn at any time
prior to a sale during the applicable 6-
month period. If no sale is made during
such period, the consent will have no
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effect on the corporation. See para-
graph (g) of this section.

(c) Consenting corporation. (1) A con-
senting corporation at the time that is
filed a consent under section 341(f)(10)
shall notify its shareholders that such
consent is being filed. In addition, the
consenting corporation shall, at the re-
quest of any shareholder, promptly
supply the shareholder with a copy of
the consent.

(2) A consenting corporation shall
maintain records adequate to permit
identification of its subsection (F) as-
sets.

(d) Shareholders of consenting corpora-
tion. (1) A shareholder who sells stock
in a consenting corporation within the
6-month period beginning on the date
on which the consent is filed shall—

(i) Notify the corporation, within 5
days after such sale, of the date on
which such sale is made, and

(ii) Attach a copy of the corpora-
tion’s consent to the shareholder’s in-
come tax return for the taxable year in
which the sale is made.

(2) If the sale of stock in a consenting
corporation is treated under section
341(f)(6) as the sale of stock in any
other corporation, the consenting cor-
poration shall notify such other cor-
poration, within 5 days after receiving
notification of a sale of its stock, of
the date on which such sale was made.

(e) Recognition of gain under section
341(f)(2). (1) Under section 341(f)(2), if a
subsection (f) asset (as defined in para-
graph (g) of this section) is disposed of
any time by a consenting corporation,
then, except as provided in section
341(f)(3) and paragraph (f) of this sec-
tion, the amount by which—

(i) The amount realized (in the case
of a sale, exchange, or involuntary con-
version), or

(ii) The fair market value of such
asset (in the case of any other disposi-
tion), exceeds the adjusted base of such
asset is treated as gain from the sale of
exchange of such asset. Such gain is
recognized notwithstanding any con-
trary non-recognition provisions of
subtitle A of the Code, but only to the
extent such gain is not recognized
under any other provisions of subtitle
A of the Code (for example, section 1245
(a)(1) or 1250(a)). Gain recognized under
section 341(f)(2) with respect to a dis-

position of a subsection (f) asset has
the same character (i.e., ordinary in-
come or capital gain) that such gain
would have if it arose from a sale of
such asset.

(2) The nonrecognition provisions of
subtitle A of the Code which section
341(f)(2) override include, but are not
limited to, sections 311(a), 332(c), 336,
337, 351, 361, 371(a), 374(a), 721, 1031, 1033,
1071, and 1081.

(3) In the case of a foreign corpora-
tion which files a statement of consent
pursuant to paragraph (b) of this sec-
tion, such statement, in addition to the
information required in paragraph (b)
of this section, shall also contain a dec-
laration that the corporation consents
that any gain upon the disposition of a
subsection (f) asset which would other-
wise be recognized under section
341(f)(2) will, for purposes of section
882(a)(2), be considered as gross income
which is effectively connected with the
conduct of a trade or business which is
conducted through a permanent estab-
lishment within the United States.

(4) The provisions of subparagraphs
(1) and (2) of this paragraph may be il-
lustrated by the following examples:

Example (1). Corporation X, a consenting
corporation, distributes a subsection (f) asset
to its shareholders in complete or partial liq-
uidation of the corporation. The asset, at the
line of the distribution, is held by the cor-
poration primarily for sale to customers in
the ordinary course of business and has an
adjusted basis of $1,000 and a fair market
value of $2,000. Under section 341(f)(2), the ex-
cess of the fair market value of the asset
over its adjusted basis, or $1,000 is treated as
ordinary income. Assuming the gain is not
recognized by corporation X under another
provision of the Code, corporation X recog-
nizes the $1,000 gain as ordinary income
under section 341(f)(2) even though, in the ab-
sence of section 341(f)(2), section 336 would
preclude the recognition of such gain.

Example (2). Corporation Y, a consenting
corporation, distributes a subsection (f) asset
to its shareholders as a dividend. The asset
at the time of the distribution is properly de-
scribed in section 1231 and has an adjusted
basis of $6,000 and a fair market value of
$8,000. Assuming that no other section of the
Code would require recognition of gain,
under section 341(f)(2) the excess of the fair
market value of the asset over its adjusted
basis, or $2,000, is recognized by corporation
Y as gain from the sale or exchange of prop-
erty described in section 1231 even though, in
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the absence of section 341(f)(2), section 311(a)
would preclude the recognition of such gain.

Example (3). Assume the same facts as in
Example (2) except that the subsection (f)
asset is section 1245 property having a ‘‘re-
computed basis’’ (as defined in section
1245(a)(2)) or $7,200. Since the recomputed
basis of the asset is lower than its fair mar-
ket value, the excess of the recomputed basis
over the adjusted basis, or $1,200, is recog-
nized as ordinary income under section
1245(a)(1). The remaining amount, or $800, is
recognized under section 341(f)(2) as gain
from the sale or exchange or property de-
scribed in section 1231.

(5) The provisions of section 341(f)(2)
apply whether or not (i) on the date on
which a consent is filed or at any time
thereafter, the consenting corporation
was in fact a collapsible corporation
within the meaning of section 341(b), or
(ii) on the date of any sale of stock of
the consenting corporation, the pur-
chaser of such stock was aware that a
consent had been filed under section
341(f)(1) within the 6-month period end-
ing on the date of such sale.

(6) Section 341(f)(2) does not apply to
losses. Thus, section 341(f)(2) does not
apply if a loss is realized upon a sale,
exahnger or involuntary conversion of
a subsection (f) asset nor does the sec-
tion appy to a disposition other than
by way of sale, exchange, or involun-
tary conversion if at the time of the
disposition the fair market value of
such property is not greater than its
adjusted basis.

(7) For purposes of this paragraph,
the term ‘‘disposition’’ includes an
abandonment or retirement, a gift, a
sale in a sale-and-leasback transaction,
and a transfer upon the foreclosure of a
security interest. Such term, however,
does not include a mere transfer of
title to a creditor upon creation of a
security interest or to a debtor upon
termination of a security interest.
Thus, for example, a disposition occurs
upon a sale of property prusuant to a
conditional sales contract even though
the seller retains legal title to the
propoerty for purposes of security, but
a disposition does not occur when the
seller ultimately gives up his security
interest following payment by the pur-
chaser.

(8) The amount of gain required to be
recognized by section 341(f)(2) shall be
determined separately for each sub-

section (f) asset disposed of by the cor-
poration. For purposes of applying sec-
tion 341(f)(2), the facts and cir-
cumstances of each disposition shall be
considered in determining whether the
transactions involves more than one
subsection (f) asset or involves both
subsection (f) and nonsubsection (f) as-
sets. In appropriate cases, several sub-
section (f) assets may be treated as a
single asset as long as it is reasonably
clear, from the best estimates obtain-
able on the basis of all the facts and
circumstances, that the amount of gain
required to be recognized by section
341(f)(2) is not less than the total gain
under section 341(f)(2) whish would be
computed separately for each sub-
section (f) asset.

(9) In the case of a sale, exchange, or
involuntary conversion of a subsection
(f) asset and a nonsubsection (f) asset
in one transaction, the total amount
realized upon the disposition shall be
allocated between the subsection (f)
asset any arm’s length agreement be-
tween the buyer and the seller will es-
tablish the allocation. In the absence
of such an agreement, the allocation
shall be made by taking into account
the appropriate facts and cir-
cumstances. Some of the facts and cir-
cumstances which shall be taken into
account to the extent appropriate in-
cluded, but are not limited to, a
comparision between the subsection (f)
asset and all property disposed of in
such transaction of (i) the original
costs and reproduction costs of con-
struction, erection, or production, (ii)
the remaining economic useful life, (ii)
state of obsolencence, and (iv) antici-
pated expenditures to maintain, ren-
ovate, or modernize.

(10) See § 1.1502–13 for the treatment
of gain recognized upon a distribution
other than in complete liquidation
made by one member of a group which
files a consolidated return to another
such members.

(f) Exception for certain tax-free trans-
actions. (1) Under section 341(f)(3), no
gain is taken into account under sec-
tion 341(f)(2) by a transferor corpora-
tion on the transfer of a subsection (f)
asset to another corporation (other
than a corporation exempt from tax
imposed by chapter 1 of the Code) if—
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(i) The basis of such asset in the
hands of the transferee corporation is
determined by reference to its basis in
the hands of the transferor by reason of
the application of section 332 (relating
to distributions in liquidation of an 80–
percent-or-more controlled subsidairy
corporation), section 351 (relating to
transfers to a corporation controlled
by the transferor), section 361 (relating
to exchanges pursuant to certain reor-
ganizations), section 371(a) (relating to
exchanges pursuant to certain receiver-
ship and bankruptcy proceedings), or
section 374 (a) (relating to exchanges
pursuant to certain railroad reorga-
nizations), and

(ii) The transferee corporation agrees
(as provided in subparagraph (3) of this
paragraph) to have the provisiions of
section 341(f)(2) apply to any disposi-
tion by it of such asset.

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

Example (1). Corporation M. in exchange for
its voting stock worth $20,000 and $1,000 in
cash, acquires the entire property of corpora-
tion N (an unencumbered apartment build-
ing) in a transaction which is described in
section 368(a)(2)(B) and which, therefore,
qualifies as a reorganization under section
368(a)(1)(C). The apartment building, which
in the hands of corporation N. a consenting
corporation, is a subsection (f) asset, has an
adjusted basis of $15,000 and a fair market
value of $21,000. The basis of the apartment
house in the hands of corporation M is deter-
mined by reference to its basis in the hands
of corporation N by reason of the application
of section 361. Thus, under section 341(f)(3), if
corporation M agrees to have the provisions
of section 341(f)(2) apply to any disposition
by it of the apartment house, then corpora-
tion N will recognize no gain under section
341(f)(2) but will recognize $1,000 gain under
section 361(b) (assuming the cash it receives
is not distributed in pursuance of the plan of
reorganization). However, if corporation M
does not so agree, the gain recognized by cor-
poration N will be $6,000, that is, the gain of
$1,000 recognized under section 361(b) plus
$5,000 gain recognized under section 341(f)(2).
In either case, if section 1245, 1250, or 1251 ap-
plies, some or all of the gain may be recog-
nized under sections in lieu of sections
341(f)(2) and 361(b).

Example (2). Corporation Y, a consenting
corporation, is a wholly owned subsidiary of
corporation X. In the complete liquidation of
Y it distributes to X a subsection (f) asset
which is section 1245 property. The asset at
the time of the distribution has an adjusted

basis of $10,000, a recomputed basis of $14,000,
and a fair market value of $10,000. The basis
of the asset in the hands of X is determined
by reference to its basis in the hands of cor-
poration Y by reason of the application of
section 332. Thus, under section 341(f)(3), if
corporation X agrees to have the provisions
of section 341(f)(2) apply to any disposition
by it of the subsection (f) asset, then Y will
recognize no gain under section 341(f)(2) and
will recognize no gain under section
1245(a)(1) by reason of the application of sec-
tion 1245(b)(3). Under section 334(b)(1), the
basis of the subsection (f) asset to corpora-
tion X will be the same as it would be in the
hands of Y, or $10,000. However, if corpora-
tion X does not so agree, then under section
341(f)(2) $6,000 (the excess of the fair market
value of the asset over its adjusted basis)
will be treated as gain from the sale or ex-
change of the asset. Moreover, under section
1245(a)(1) $4,000 (the excess of the recomputed
basis over the adjusted basis) of the $6,000
will be recognized as ordinary income. The
basis of the asset to corporation X is $16,000,
i.e., the same as it would be in the hands of
Y ($10,000) increased in the amount of gain
recognized by Y on the distribution ($6,000).

(3) The agreement of a transferee cor-
poration referred to in subparagraph (1)
of this paragraph shall be filed, on or
before the date on which the subsection
(f) assets are transferred, with the dis-
trict director having jurisdiction over
its income tax return for the taxable
year during which the transfer is to be
made. The agreement shall be signed
by any officer who is duly authorized
to act on behalf of the transferee cor-
poration (if the transaxtion is one to
which section 371(a) or 374(a) applies,
the fiduciary for the transferee cor-
poration, in appropriate cases, may
sign the agreement) and shall apply to
all the subsection (f) assets to be trans-
ferred pursuant to the applicable trans-
action described in section 341(f)(3).
The agreement shall identify the trans-
action by which the subsection (f) as-
sets will be acquired, including the
names, addresses, and employer identi-
fication numbers of the transferor and
transferee corporations, and shall con-
tain a schedule of the subsection (f) as-
sets to be acquired. The agreement
shall also state that the transferee cor-
poration (i) agrees to have the provi-
sions of section 341(f)(2) apply to any
disposition by it of the subsection (f)
assets acquired, and (ii) agrees to
maintain records adequate to permit
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identification of such subsection (f) as-
sets.

(4) The transferor corporation shall
attach a copy of the agreement to its
income tax return for the taxable year
in which the subsection (f) assets are
transferred.

(g) Subsection (f) asset defined. (1)
Under section 341(f)(4), a subsection (f)
asset is any property which, as of the
date of any sale of stock to which para-
graph (a) or (j)(3) of this section ap-
plies, is not a capital asset and is prop-
erty owned by, or subject to a binding
contract or an option to acquire held
by, the consenting corporation. Land
or any interest in real property (other
than a security interest) is treated as
property which is not a capital asset.
Also, unrealized receivables or fees (as
defined in section 341(b)(4)) are treated
as property which are not capital as-
sets.

(2) If, with respect to any property
described in subparagraph (1) of this
paragraph, manufacture, construction,
or production has been commenced by
either the consenting corporation or
another person before any date of sale
of stock described in subparagraph (1)
of this paragraph, a consenting cor-
poration’s subsection (f) assets include
any property resulting from such man-
ufacture, construction, or production.
Thus, for example, if, on the date of
any sale of stock within the 6-month
period, manufacture, construction, or
production has been commended on a
tract of land to be used for residential
housing or on a television series, the
term ‘‘subsection (f) asset’’ includes
the residential homes of the television
tapes resulting from such manufacture,
construction, or production by the con-
senting corporation (or by a transferee
corporation which has agreed to the
application of section 341(f)(2)). If land
or any interest in real property (other
than a security interest) is owned or
held under an option by the consenting
corporation on the date of any sale of
stock described in subparagraph (1) of
this paragraph, the term ‘‘subsection
(f) asset’’ includes any improvements
resulting from construction with re-
spect to such property (by the con-
senting corporation or by a transferee
corporation which has agreed to the
application of section 341(f)(2)) if such

construction is commenced within 2
years after the date of any such sale.
The property or improvements result-
ing from any manufacture, construc-
tion, or production is a question to be
determined on the basis of the par-
ticular facts and circumstances of each
individual case. Thus, for example, a
building which is a part of an inte-
grated project is a subsection (f) asset
if construction of the project com-
menced before the date of sale or with-
in 2 years thereafter even if construc-
tion of the building commenced more
than 2 years thereafter. Similarly a
television tape which is part of a series
is a subsection (i) asset if production of
the series was commenced on the date
of sale even if production of the tape
commenced after the sale.

(3) The provisions of subparagraphs
(1) and (2) of this paragraph may be il-
lustrated by the following examples:

Example (1). Corporation X files a consent
to the application of section 341(f)(2) on Jan-
uary 1, 1985. Shareholder A owns 100 percent
of the outstanding stock of the consenting
corporation on January 1, 1965, and sells 5
percent of the stock on January 2, 1965, 10
percent on February 10, 1963, and 1 percent
on May 1, 1965. No other sales of X stock
were made during the 6-month period begin-
ning on January 1, 1965. On such date X owns
an apartment building and on March 1 X pur-
chases an office building. X’s subsection (f)
assets include the apartment building owned
on January 1 and the office building pur-
chased on March 1.

Example (2). Assume the same facts as in
Example (1) except that on January 1, 1965, X
also owns a tract of raw land. On April 1,
1965, construction of a residential housing
project is commenced on the tract of land.
Corporation X’s subsection (i) assets will in-
clude the tract of land plus the resulting im-
provements to the land. This result would
not be changed if construction of the resi-
dential housing project were not commenced
until July 1, 1966, since the construction
would have been commenced within 2 years
after May 1, 1965.

Example (3). Corporation X files a consent
to the application of section 341(f)(2) on Jan-
uary 1, 1965. Shareholder B owns 100 percent
of the outstanding stock of the consenting
corporation on January 1, 1965, and sells 10
percent of the stock on June 1, 1965. On April
1, 1965, Y acquires an option to purchase a
motion picture when completed. On May 1,
1965, production is started on the motion pic-
ture. On February 1, 1967, production is com-
pleted, and Y exercises its option. Y holds
the option and the motion picture for use in
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its trade or business. Y’s subsection (f) assets
initially include the option and ultimately
include the motion picture. However the ex-
ercise of the option is not a disposition of
the option within the meaning of section
341(f)(2).

(h) Five-year limitation as to share-
holder. Under section 341(f)(5), section
341(f)(1) does not apply to the sale of
stock of a consenting corporation if,
during the 5-year period ending on the
date of such sale, such shareholder (or
any person related to such shareholder
within the meaning of section
341(e)(8)(A)) made a sale (as defined in
paragraph (a)(2) of this section) of any
stock of another consenting corpora-
tion within any 6-month period begin-
ning on a date on which a consent was
filed under section 341(f)(1) by such
other corporation. Section 341(f)(5)
does not prevent a shareholder of a
consenting corporation from receiving
the benefit of section 341(f)(1) on the
sale of additional shares of the stock of
the same consenting corporation.

(i) [Reserved]
(j) Special rule for stock ownership in

other corporations—(1) Section 341(f)(6)
provides a special rule applicable to a
consenting corporation which owns 5
percent or more in value of the out-
standing stock of another corporation.
In such a case, a consent filed by the
consenting corporation shall not be
valid with respect to a sale of its stock
during the applicable 6-month period
unless each corporation, 5 percent or
more in value of the outstanding stock
of which is owned by the consenting
corporation on the date of such sale,
file (within the 6-month period ending
on the date of such sale) a valid con-
sent under section 341(f)(1) with respect
to sales of its own stock.

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

Example: Corporation X files a consent
under section 341(f)(1) on November 1, 1965.
On January 1, 1966, the date on which a
shareholder of corporation X sells stock of X.
X owns 80 percent in value of the out-
standing stock of corporation Y. In order for
the consent filed by corporation X to be
valid with respect to the sale of its stock on
January 1, 1966, corporation Y must have
filed, during the 6-month period ending on
January 1, 1966, a valid consent under section
341(f)(1) with respect to sales of its stock.

(3) For purposes of applying section
341(f)(4) (relating to the definition of a
subsection (f) asset) to a corporation 5
percent or more in value of the out-
standing stock of which is owned by
the consenting corporation, a sale of
stock of the consenting corporation to
which section 341(f)(1) applies shall be
treated as a sale of stock of such other
corporation. Thus, in the example in
subparagraph (2) of this paragraph, the
subsection (f) assets of corporation Y
would include property described in
section 341(f)(4) owned by or held under
an option by corporation Y on January
1, 1966.

(4) In the case of a chain of corpora-
tions connected by the 5-percent own-
ership requirement described in sub-
paragraph (1) of this paragraph, rules
similar to the rules described in sub-
paragraphs (2) and (3) of this paragraph
shall apply. Thus, in the example in
subparagraph (2) of this paragraph, if
corporation Y owned 5 percent or more
of the stock of corporation Z on Janu-
ary 1, 1966, then Z must have filed a
valid consent during the 6-month pe-
riod ending January 1, 1966, in order for
the consent filed by X to be valid with
respect to the sale of its stock on Janu-
ary 1, 1966. In such case any of stock of
either X or Y is treated as a sale of
stock of Z for purposes of applying sec-
tion 341(f)(4) to Z.

(5) If a corporation is a member of an
affiliated group (as defined in section
1504(a)) that files a consolidated return,
a corporation will be considered to
have filed a consent if a consent is filed
on its behalf by the common parent
under § 1.1502–77(a).

(k) Effective date. Paragraphs (b), (c),
(e)(3), and (f)(3) of this section apply
only with respect to statements and
notifications filed more than 30 days
after July 6, 1977. Paragraph (d) applies
only with respect to sales of stock
made more than 30 days after July 6,
1977. All other provisions of this sec-
tion appy with respect to transactions
after August 22, 1964.

[T.D. 7655, 44 FR 68460, Nov. 29, 1979; 45 FR
17982, Mar. 20, 1980; 45 FR 20464, Mar. 28, 1980;
T.D. 8597, 60 FR 36679, July 18, 1995]

§ 1.342–1 General.
The determination of whether a for-

eign corporation was a foreign personal
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holding company with respect to a tax-
able year beginning on or before, and
ending after August 26, 1937, shall be
made under section 331 of the Revenue
Act of 1936 (50 Stat. 818) and the regula-
tions thereunder. For the purpose of
section 342(a), a liquidation may be
completed before the actual dissolution
of the liquidating corporation. How-
ever, no liquidation shall be considered
as completed until the liquidating cor-
poration and the receiver (or trustees
in liquidation) are finally divested of
all the property, whether tangible or
intangible.

DEFINITION

§ 1.346–1 Partial liquidation.

(a) General. This section defines a
partial liquidation. If amounts are dis-
tributed in partial liquidation such
amounts are treated under section
331(a)(2) as received in part or full pay-
ment in exchange for the stock. A dis-
tribution is treated as in partial liq-
uidation of a corporation if:

(1) The distribution is one of a series
of distributions in redemption of all of
the stock of the corporation pursuant
to a plan of complete liquidation, or

(2) The distribution:
(i) Is not essentially equivalent to a

dividend,
(ii) Is in redemption of a part of the

stock of the corporation pursuant to a
plan, and

(iii) Occurs within the taxable year
in which the plan is adopted or within
the succeeding taxable year.

An example of a distribution which will
qualify as a partial liquidation under
subparagraph (2) of this paragraph and
section 346(a) is a distribution result-
ing from a genuine contraction of the
corporate business such as the distribu-
tion of unused insurance proceeds re-
covered as a result of a fire which de-
stroyed part of the business causing a
cessation of a part of its activities. On
the other hand, the distribution of
funds attributable to a reserve for an
expansion program which has been
abandoned does not qualify as a partial
liquidation within the meaning of sec-
tion 346(a). A distribution to which sec-
tion 355 applies (or so much of section
356 as relates to section 355) is not a

distribution in partial liquidation
within the meaning of section 346(a).

(b) Special requirements on termination
of business. A distribution which occurs
within the taxable year in which the
plan is adopted or within the suc-
ceeding taxable year and which meets
the requirements of subsection (b) of
section 346 falls within paragraph (a)(2)
of this section and within section
346(a)(2). The requirements which a dis-
tribution must meet to fall within sub-
section (b) of section 346 are:

(1) Such distribution is attributable
to the corporation’s ceasing to con-
duct, or consists of assets of, a trade or
business which has been actively con-
ducted throughout the five-year period
immediately before the distribution,
which trade or business was not ac-
quired by the corporation within such
period in a transaction in which gain
or loss was recognized in whole or in
part, and

(2) Immediately after such distribu-
tion by the corporation it is actively
engaged in the conduct of a trade or
business, which trade or business was
actively conducted throughout the
five-year period ending on the date of
such distribution and was not acquired
by the corporation within such period
in a transaction in which gain or loss
was recognized in whole or in part.
A distribution shall be treated as hav-
ing been made in partial liquidation
pursuant to section 346(b) if it consists
of the proceeds of the sale of the assets
of a trade or business which has been
actively conducted for the five-year pe-
riod and has been terminated, or if it is
a distribution in kind of the assets of
such a business, or if it is a distribu-
tion in kind of some of the assets of
such a business and of the proceeds of
the sale of the remainder of the assets
of such a business. In general, a dis-
tribution which will qualify under sec-
tion 346(b) may consist of, but is not
limited to:

(i) Assets (other than inventory or
property described in subdivision (ii) of
this subparagraph) used in the trade or
business throughout the five-year pe-
riod immediately before the distribu-
tion (for this purpose an asset shall be
considered used in the trade or busi-
ness during the period of time the asset
which it replaced was so used), or
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