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(c) The assignment or release was
made after the termination of the em-
ployee’s employment with such em-
ployer,

(d) The assignment or release con-
veyed all the rights of the employee in
the future profits or receipts of such
employer and conveyed no other rights
of the employee, and

(e) The total amount to which the
employee became entitled pursuant to
the assignment or release was received
by the employee after the termination
of his employment with such employer
and in one taxable year of the em-
ployee.

The requirement that the assignment
or release be made after the termi-
nation of the employee’s employment
contemplates a complete and bona fide
termination of the relationship of em-
ployer and employee. This requires
more than a mere termination of such
relationship under the particular con-
tract or contracts of employment pur-
suant to which the employee acquired
his rights in the future profits or re-
ceipts of the employer. The contract
need not expressly provide that the em-
ployee shall share in the future profits
or receipts of the employer for a min-
imum period of five years. However, if
the contract does not expressly so pro-
vide and the assignment or release is
made before the expiration of five
years following the termination of em-
ployment, the terms of the contract
considered in conjunction with the
facts in the particular situation must
establish that the rights of the em-
ployee to a percentage of future profits
or receipts, in all probability, will ex-
tend to a period of not less than five
years from the date of termination of
employment or for a period ending
with his death. Section 1240 has appli-
cation only to an assignment or release
made by the employee who acquired
the right to a percentage of future
profits or receipts of the employer, and
has no application to amounts received
other than as payment for assignment
or release of such right. Section 1240
has no effect upon the determination of
the income tax of the employer making
the payment to the employee.

[T.D. 6500, 25 FR 12021, Nov. 26, 1960]
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§1.1241-1 Cancellation of lease or dis-
tributor’s agreement.

(a) In general. Section 1241 provides
that proceeds received by lessees or
distributors from the cancellation of
leases or of certain distributorship
agreements are considered as amounts
received in exchange therefor. Section
1241 applies to leases of both real and
personal property. Distributorship
agreements to which section 1241 ap-
plies are described in paragraph (c) of
this section. Section 1241 has no appli-
cation in determining whether or not a
cancellation not qualifying under that
section is a sale or exchange. Further,
section 1241 has no application in de-
termining whether or not a lease or a
distributorship agreement is a capital
asset, even though its cancellation
qualifies as an exchange under section
1241.

(b) Definition of cancellation. The term
cancellation of a lease or a distributor’s
agreement, as used in section 1241,
means a termination of all the contrac-
tual rights of a lessee or distributor
with respect to particular premises or
a particular distributorship, other than
by the expiration of the lease or agree-
ment in accordance with its terms. A
payment made in good faith for a par-
tial cancellation of a lease or a dis-
tributorship agreement is recognized as
an amount received for cancellation
under section 1241 if the cancellation
relates to a severable economic unit,
such as a portion of the premises cov-
ered by a lease, a reduction in the un-
expired term of a lease or distributor-
ship agreement, or a distributorship in
one of several areas or of one of several
products. Payments made for other
modifications of leases or distributor-
ship agreements, however, are not rec-
ognized as amounts received for can-
cellation under section 1241.

(c) Amounts received upon cancellation
of a distributorship agreement. Section
1241 applies to distributorship agree-
ments only if they are for marketing or
marketing and servicing of goods. It
does not apply to agreements for sell-
ing intangible property or for ren-
dering personal services as, for exam-
ple, agreements establishing insurance
agencies or agencies for the brokerage
of securities. Further, it applies to a
distributorship agreement only if the
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distributor has made a substantial in-
vestment of capital in the distributor-
ship. The substantial capital invest-
ment must be reflected in physical as-
sets such as inventories of tangible
goods, equipment, machinery, storage
facilities, or similar property. An in-
vestment is not considered substantial
for purposes of section 1241 unless it
consists of a significant fraction or
more of the facilities for storing, trans-
porting, processing, or otherwise deal-
ing with the goods distributed, or con-
sists of a substantial inventory of such
goods. The investment required in the
maintenance of an office merely for
clerical operations is not considered
substantial for purposes of this section.
Furthermore, section 1241 shall not
apply unless a substantial amount of
the capital or assets needed for car-
rying on the operations of a distribu-
torship are acquired by the distributor
and actually used in carrying on the
distributorship at some time before the
cancellation of the distributorship
agreement. It is immaterial for the
purposes of section 1241 whether the
distributor acquired the assets used in
performing the functions of the dis-
tributorship before or after beginning
his operations under the distributor-
ship agreement. It is also immaterial
whether the distributor is a retailer,
wholesaler, jobber, or other type of dis-
tributor. The application of this para-
graph may be illustrated by the fol-
lowing examples:

Example 1. Taxpayer is a distributor of var-
ious food products. He leases a warehouse in-
cluding cold storage facilities and owns a
number of motor trucks. In 1955 he obtains
the exclusive rights to market certain frozen
food products in his State. The marketing is
accomplished by using the warehouse and
trucks acquired before he entered into the
agreement and entails no additional capital.
Payments received upon the cancellation of
the agreement are treated under section 1241
as though received upon the sale or exchange
of the agreement.

Example 2. Assume that the taxpayer in ex-
ample (1) entered into an exclusive distribu-
torship agreement with the producer under
which the taxpayer merely solicits orders
through his staff of salesmen, the goods
being shipped direct to the purchasers. Pay-
ments received upon the cancellation of the
agreement would not be treated under sec-
tion 1241 as though received upon the sale or
exchange of the agreement.
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Example 3. Taxpayer is an exclusive dis-
tributor for M city of certain frozen food
products which he distributes to frozen-food
freezer and locker customers. The terms of
his distributorship do not make it necessary
for him to have any substantial investment
in inventory. Taxpayer rents a loading plat-
form for a nominal amount, but has no ware-
house space. Orders for goods from cus-
tomers are consolidated by the taxpayer and
forwarded to the producer from time to time.
Upon receipt of these goods, taxpayer allo-
cates them to the individual orders of cus-
tomers and delivers them immediately by
truck. Although it would require a fleet of
fifteen or twenty trucks to carry out this op-
eration, the distributor uses only one truck
of his own and hires cartage companies to
deliver the bulk of the merchandise to the
customers. Payments received upon the can-
cellation of the distributorship agreement in
such a case would not be considered received
upon the sale or exchange of the agreement
under section 1241 since the taxpayer does
not have facilities for the physical handling
of more than a small fraction of the goods
involved in carrying on the distributorship
and, therefore, does not have a substantial
capital investment in the distributorship. On
the other hand, if the taxpayer had acquired
and used a substantial number of the trucks
necessary for the deliveries to his customers,
payments received upon the cancellation of
the agreement would be considered received
in exchange therefor under section 1241.

[T.D. 6500, 25 FR 12021, Nov. 26, 1960]

§1.1242-1 Losses on small business in-
vestment company stock.

(a) In general. Any taxpayer who sus-
tains a loss for a taxable year begin-
ning after September 2, 1958, as a result
of the worthlessness, or from the sale
or exchange, of the stock of a small
business investment company (whether
or not such stock was originally issued
to such taxpayer) shall treat such loss
as a loss from the sale or exchange of
property which is not a capital asset, if
at the time of such loss:

(1) The company which issued the
stock is licensed to operate as a small
business investment company pursuant
to regulations promulgated by the
Small Business Administration (13 CFR
part 107), and

(2) Such loss would, but for the provi-
sions of section 1242, be a loss from the
sale or exchange of a capital asset.

(b) Treatment of losses for purposes of
section 172. For the purposes of section
172 (relating to the net operating loss
deduction), any amount of loss treated
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