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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
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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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