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of gain recognized would be $5,000. In 
any suit or proceeding where the bur-
den is on the taxpayer to prove that an 
assumption of liabilities is not to be 
treated as ‘‘other property or money’’ 
under section 357, which is the case if 
the Commissioner determines that the 
taxpayer’s purpose with respect there-
to was a purpose to avoid Federal in-
come tax on the exchange or was not a 
bona fide business purpose, and the 
taxpayer contests such determination 
by litigation, the taxpayer must sus-
tain such burden by the clear prepon-
derance of the evidence. Thus, the tax-
payer must prove his case by such a 
clear preponderance of all the evidence 
that the absence of a purpose to avoid 
Federal income tax on the exchange, or 
the presence of a bona fide business 
purpose, is unmistakable. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 6528, 26 FR 399, Jan. 19, 1961] 

§ 1.357–2 Liabilities in excess of basis. 
(a) Section 357(c) provides in general 

that in an exchange to which section 
351 (relating to a transfer to a corpora-
tion controlled by the transferor) is ap-
plicable, or to which section 361 (relat-
ing to the nonrecognition of gain or 
loss to corporations) is applicable by 
reason of a section 368(a)(1)(D) reorga-
nization, if the sum of the amount of 
liabilities assumed plus the amount of 
liabilities to which the property is sub-
ject exceeds the total of the adjusted 
basis of the property transferred pursu-
ant to such exchange, then such excess 
shall be considered as a gain from the 
sale or exchange of a capital asset or of 
property which is not a capital asset as 
the case may be. Thus, if an individual 
transfers, under section 351, properties 
having a total basis in his hands of 
$20,000, one of which has a basis of 
$10,000 but is subject to a mortgage of 
$30,000, to a corporation controlled by 
him, such individual will be subject to 
tax with respect to $10,000, the excess 
of the amount of the liability over the 
total adjusted basis of all the prop-
erties in his hands. The same result 
will follow whether or not the liability 
is assumed by the transferee. The de-
termination of whether a gain result-
ing from the transfer of capital assets 
is long-term or short-term capital gain 
shall be made by reference to the hold-

ing period to the transferor of the as-
sets transferred. An exception to the 
general rule of section 357(c) is made 
(1) for any exchange as to which under 
section 357(b) (relating to assumption 
of liabilities for tax-avoidance pur-
poses) the entire amount of the liabil-
ities is treated as money received and 
(2) for an exchange to which section 371 
(relating to reorganizations in certain 
receivership and bankruptcy pro-
ceedings) or section 374 (relating to 
gain or loss not recognized in certain 
railroad reorganizations) is applicable. 

(b) The application of paragraph (a) 
of this section may be illustrated by 
the following examples: 

Example 1. If all such assets transferred are 
capital assets and if half the assets 
(ascertained by reference to their fair mar-
ket value at the time of the transfer) have 
been held for less than 1 year (6 months for 
taxable years beginning before 1977; 9 months 
for taxable years beginning in 1977), and the 
remaining half for more than 1 year (6 
months for taxable years beginning before 
1977; 9 months for taxable years beginning in 
1977), half the excess of the amount of the li-
ability over the total of the adjusted basis of 
the property transferred pursuant to the ex-
change shall be treated as short-term capital 
gain, and the remaining half shall be treated 
as long-term capital gain. 

Example 2. If half of the assets (ascertained 
by reference to their fair market value at 
the time of the transfer) transferred are cap-
ital assets and half are assets other than 
capital assets, then half of the excess of the 
amount of the liability over the total of the 
adjusted basis of the property transferred 
pursuant to the exchange shall be treated as 
capital gain, and the remaining half shall be 
treated as gain from the sale or exchange of 
assets other than capital assets. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 6528, 26 FR 399, Jan. 19, 1961; 
T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.358–1 Basis to distributees. 
(a) In the case of an exchange to 

which section 354 or 355 applies in 
which, under the law applicable to the 
year in which the exchange is made, 
only nonrecognition property is re-
ceived, immediately after the trans-
action, the sum of the basis of all of 
the stock and securities received in the 
transaction shall be the same as the 
basis of all the stock and securities in 
such corporation surrendered in the 
transaction, allocated in the manner 
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described in § 1.358–2. In the case of a 
distribution to which section 355 ap-
plies in which, under the law applicable 
to the year in which the distribution is 
made, only nonrecognition property is 
received, immediately after the trans-
action, the sum of the basis of all of 
the stock and securities with respect to 
which the distribution is made plus the 
basis of all stock and securities re-
ceived in the distribution with respect 
to such stock and securities shall be 
the same as the basis of the stock and 
securities with respect to which the 
distribution is made immediately be-
fore the transaction, allocated in the 
manner described in § 1.358–2. In the 
case of an exchange to which section 
351 or 361 applies in which, under the 
law applicable to the year in which the 
exchange was made, only nonrecogni-
tion property is received, the basis of 
all the stock and securities received in 
the exchange shall be the same as the 
basis of all property exchanged there-
for. If in an exchange or distribution to 
which section 351, 356, or 361 applies 
both nonrecognition property and 
‘‘other property’’ are received, the 
basis of all the property except ‘‘other 
property’’ held after the transaction 
shall be determined as described in the 
preceding three sentences decreased by 
the sum of the money and the fair mar-
ket value of the ‘‘other property’’ (as of 
the date of the transaction) and in-
creased by the sum of the amount 
treated as a dividend (if any) and the 
amount of the gain recognized on the 
exchange, but the term gain as here 
used does not include any portion of 
the recognized gain that was treated as 
a dividend. In any case in which a tax-
payer transfers property with respect 
to which loss is recognized, such loss 
shall be reflected in determining the 
basis of the property received in the ex-
change. The basis of the ‘‘other prop-
erty’’ is its fair market value as of the 
date of the transaction. See § 1.460– 
4(k)(3)(iv)(A) for rules relating to stock 
basis adjustments required where a 
contract accounted for using a long- 
term contract method of accounting is 
transferred in a transaction described 
in section 351 or a reorganization de-
scribed in section 368(a)(1)(D) with re-
spect to which the requirements of sec-

tion 355 (or so much of section 356 as 
relates to section 355) are met. 

(b) The application of paragraph (a) 
of this section may be illustrated by 
the following example: 

Example. A purchased a share of stock in 
Corporation X in 1935 for $150. Since that 
date A has received distributions out of 
other than earnings and profits (as defined in 
section 316) totaling $60, so that A’s adjusted 
basis for the stock is $90. In a transaction 
qualifying under section 356, A exchanged 
this share for one share in Corporation Y, 
worth $100, cash in the amount of $10, and 
other property with a fair market value of 
$30. The exchange had the effect of the dis-
tribution of a dividend. A’s ratable share of 
the earnings and profits of Corporation X ac-
cumulated after February 28, 1913, was $5. A 
realized a gain of $50 on the exchange, but 
the amount recognized is limited to $40, the 
sum of the cash received and the fair market 
value of the other property. Of the gain rec-
ognized, $5 is taxable as a dividend, and $35 
is taxable as a gain from the exchange of 
property. The basis to A of the one share of 
stock of Corporation Y is $90, that is, the ad-
justed basis of the one share of stock of Cor-
poration X ($90), decreased by the sum of the 
cash received ($10) and the fair market value 
of the other property received ($30) and in-
creased by the sum of the amount treated as 
a dividend ($5) and the amount treated as a 
gain from the exchange of property ($35). The 
basis of the other property received is $30. 

(c) This section applies to exchanges 
and distributions of stock and securi-
ties occurring on or after January 23, 
2006. 

[T.D. 9244, 71 FR 4269, Jan. 26, 2006; 71 FR 
19118, Apr. 13, 2006; 71 FR 62556, Oct. 26, 2006] 

§ 1.358–2 Allocation of basis among 
nonrecognition property. 

(a) Allocation of basis in exchanges or 
distributions to which section 354, 355, or 
356 applies. (1) As used in this para-
graph the term stock means stock 
which is not ‘‘other property’’ under 
section 356. The term securities means 
securities (including, where appro-
priate, fractional parts of securities) 
which are not ‘‘other property’’ under 
section 356. Stock, or securities, as the 
case may be, which differ either be-
cause they are in different corporations 
or because the rights attributable to 
them differ (although they are in the 
same corporation) are considered dif-
ferent classes of stock or securities, as 
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