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§1.346-3

§1.346-3 Effect of certain sales.

The determination of whether assets
sold in connection with a partial lig-
uidation are sold by the distributing
corporation or by the shareholder is a
question of fact to be determined under
the facts and circumstances of each
case.

CORPORATE ORGANIZATIONS AND
REORGANIZATIONS

CORPORATE ORGANIZATIONS

§1.351-1 Transfer to corporation con-
trolled by transferor.

(a)(1) Section 351(a) provides, in gen-
eral, for the nonrecognition of gain or
loss upon the transfer by one or more
persons of property to a corporation
solely in exchange for stock or securi-
ties in such corporation, if imme-
diately after the exchange, such person
or persons are in control of the cor-
poration to which the property was
transferred. As used in section 351, the
phrase ‘‘one or more persons’ includes
individuals, trusts, estates, partner-
ships, associations, companies, or cor-
porations (see section 7701(a)(1)). To be
in control of the transferee corpora-
tion, such person or persons must own
immediately after the transfer stock
possessing at least 80 percent of the
total combined voting power of all
classes of stock entitled to vote and at
least 80 percent of the total number of
shares of all other classes of stock of
such corporation (see section 368(c)). In
determining control under this section,
the fact that any corporate transferor
distributes part or all of the stock
which it receives in the exchange to its
shareholders shall not be taken into
account. The phrase ‘“immediately
after the exchange” does not nec-
essarily require simultaneous ex-
changes by two or more persons, but
comprehends a situation where the
rights of the parties have been pre-
viously defined and the execution of
the agreement proceeds with an expedi-
tion consistent with orderly procedure.
For purposes of this section—

(i) Stock or securities issued for serv-
ices rendered or to be rendered to or for
the benefit of the issuing corporation
will not be treated as having been
issued in return for property, and
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(ii) Stock or securities issued for

property which is of relatively small
value in comparison to the value of the
stock and securities already owned (or
to be received for services) by the per-
son who transferred such property,
shall not be treated as having been
issued in return for property if the pri-
mary purpose of the transfer is to qual-
ify under this section the exchanges of
property by other persons transferring
property.
For the purpose of section 351, stock
rights or stock warrants are not in-
cluded in the term ‘‘stock or securi-
ties.”

(2) The application of section 351(a) is
illustrated by the following examples:

Example 1. C owns a patent right worth
$25,000 and D owns a manufacturing plant
worth $75,000. C and D organize the R Cor-
poration with an authorized capital stock of
$100,000. C transfers his patent right to the R
Corporation for $25,000 of its stock and D
transfers his plant to the new corporation
for $75,000 of its stock. No gain or loss to C
or D is recognized.

Example 2. B owns certain real estate which
cost him $50,000 in 1930, but which has a fair
market value of $200,000 in 1955. He transfers
the property to the N Corporation in 1955 for
78 percent of each class of stock of the cor-
poration having a fair market value of
$200,000, the remaining 22 percent of the
stock of the corporation having been issued
by the corporation in 1940 to other persons
for cash. B realized a taxable gain of $150,000
on this transaction.

Example 3. B, an individual, owns property
with a basis of $10,000 but which has a fair
market value of $18,000. E also had rendered
services valued at $2,000 to Corporation F.
Corporation F has outstanding 100 shares of
common stock all of which are held by G.
Corporation F issues 400 shares of its com-
mon stock (having a fair market value of
$20,000) to E in exchange for his property
worth $18,000 and in compensation for the
services he has rendered worth $2,000. Since
immediately after the transaction, E owns 80
percent of the outstanding stock of Corpora-
tion F, no gain is recognized upon the ex-
change of the property for the stock. How-
ever, E realized $2,000 of ordinary income as
compensation for services rendered to Cor-
poration F.

(3) Underwritings of stock—({) In gen-
eral. For the purpose of section 351, if a
person acquires stock of a corporation
from an underwriter in exchange for
cash in a qualified underwriting trans-
action, the person who acquires stock
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from the underwriter is treated as
transferring cash directly to the cor-
poration in exchange for stock of the
corporation and the underwriter is dis-
regarded. A qualified underwriting
transaction is a transaction in which a
corporation issues stock for cash in an
underwriting in which either the un-
derwriter is an agent of the corpora-
tion or the underwriter’s ownership of
the stock is transitory.

(ii) Effective date. This paragraph
(a)(3) is effective for qualified under-
writing transactions occurring on or
after May 1, 1996.

(b)(1) Where property is transferred
to a corporation by two or more per-
sons in exchange for stock or securi-
ties, as described in paragraph (a) of
this section, it is not required that the
stock and securities received by each
be substantially in proportion to his
interest in the property immediately
prior to the transfer. However, where
the stock and securities received are
received in disproportion to such inter-
est, the entire transaction will be given
tax effect in accordance with its true
nature, and in appropriate cases the
transaction may be treated as if the
stock and securities had first been re-
ceived in proportion and then some of
such stock and securities had been used
to make gifts (section 2501 and fol-
lowing), to pay compensation (section
61(a)(1)), or to satisfy obligations of the
transferor of any kind.

(2) The application of paragraph
(b)(1) of this section may be illustrated
as follows:

Example 1. Individuals A and B, father and
son, organize a corporation with 100 shares of
common stock to which A transfers property
worth $8,000 in exchange for 20 shares of
stock, and B transfers property worth $2,000
in exchange for 80 shares of stock. No gain or
loss will be recognized under section 351.
However, if it is determined that A in fact
made a gift to B, such gift will be subject to
tax under section 2501 and following. Simi-
larly, if B had rendered services to A (such
services having no relation to the assets
transferred or to the business of the corpora-
tion) and the disproportion in the amount of
stock received constituted the payment of
compensation by A to B, B will be taxable
upon the fair market value of the 60 shares
of stock received as compensation for serv-
ices rendered, and A will realize gain or loss
upon the difference between the basis to him
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of the 60 shares and their fair market value
at the time of the exchange.

Example 2. Individuals C and D each trans-
ferred, to a newly organized corporation,
property having a fair market value of $4,500
in exchange for the issuance by the corpora-
tion of 45 shares of its capital stock to each
transferor. At the same time, the corpora-
tion issued to E, an individual, 10 shares of
its capital stock in payment for organiza-
tional and promotional services rendered by
E for the benefit of the corporation. E trans-
ferred no property to the corporation. C and
D were under no obligation to pay for E’s
services. No gain or loss is recognized to C or
D. E received compensation taxable as ordi-
nary income to the extent of the fair market
value of the 10 shares of stock received by
him.

(c)(1) The general rule of section 351
does not apply, and consequently gain
or loss will be recognized, where prop-
erty is transferred to an investment
company after June 30, 1967. A transfer
of property after June 30, 1967, will be
considered to be a transfer to an in-
vestment company if—

(i) The transfer results, directly or
indirectly, in diversification of the
transferors’ interests, and

(ii) The transferee is (a) a regulated
investment company, (b) a real estate
investment trust, or (¢) a corporation
more than 80 percent of the value of
whose assets (excluding cash and non-
convertible debt obligations from con-
sideration) are held for investment and
are readily marketable stocks or secu-
rities, or interests in regulated invest-
ment companies or real estate invest-
ment trusts.

(2) The determination of whether a
corporation is an investment company
shall ordinarily be made by reference
to the circumstances in existence im-
mediately after the transfer in ques-
tion. However, where circumstances
change thereafter pursuant to a plan in
existence at the time of the transfer,
this determination shall be made by
reference to the later circumstances.

(3) Stocks and securities will be con-
sidered readily marketable if (and only
if) they are part of a class of stock or
securities which is traded on a securi-
ties exchange or traded or quoted regu-
larly in the over-the-counter market.
For purposes of subparagraph (1)(ii)(c)
of this paragraph, the term ‘‘readily

217



§1.351-1

marketable stocks or securities’” in-
cludes convertible debentures, convert-
ible preferred stock, warrants, and
other stock rights if the stock for
which they may be converted or ex-
changed is readily marketable. Stocks
and securities will be considered to be
held for investment unless they are (i)
held primarily for sale to customers in
the ordinary course of business, or (ii)
used in the trade or business of bank-
ing, insurance, brokerage, or a similar
trade or business.

(4) In making the determination re-
quired under subparagraph (1)(ii)(c) of
this paragraph, stock and securities in
subsidiary corporations shall be dis-
regarded and the parent corporation
shall be deemed to own its ratable
share of its subsidiaries’ assets. A cor-
poration shall be considered a sub-
sidiary if the parent owns 50 percent or
more of (i) the combined voting power
of all classes of stock entitled to vote,
or (ii) the total value of shares of all
classes of stock outstanding.

(5) A transfer ordinarily results in
the diversification of the transferors’
interests if two or more persons trans-
fer nonidentical assets to a corporation
in the exchange. For this purpose, if
any transaction involves one or more
transfers of nonidentical assets which,
taken in the aggregate, constitute an
insignificant portion of the total value
of assets transfered, such transfers
shall be disregarded in determining
whether diversification has occurred. If
there is only one transferor (or two or
more transferors of identical assets) to
a newly organized corporation, the
transfer will generally be treated as
not resulting in diversification. If a
transfer is part of a plan to achieve di-
versification without recognition of
gain, such as a plan which con-
templates a subsequent transfer, how-
ever delayed, of the corporate assets
(or of the stock or securities received
in the earlier exchange) to an invest-
ment company in a transaction pur-
porting to qualify for nonrecognition
treatment, the original transfer will be
treated as resulting in diversification.

(6)(i) For purposes of paragraph (c)(b)
of this section, a transfer of stocks and
securities will not be treated as result-
ing in a diversification of the trans-
ferors’ interests if each transferor
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transfers a diversified portfolio of
stocks and securities. For purposes of
this paragraph (c)(6), a portfolio of
stocks and securities is diversified if it
satisfies the 25 and 50-percent tests of
section 368(a)(2)(F)(ii), applying the rel-
evant provisions of section 368(a)(2)(F).
However, Government securities are in-
cluded in total assets for purposes of
the denominator of the 25 and 50-per-
cent tests (unless the Government se-
curities are acquired to meet the 25 and
b50-percent tests), but are not treated as
securities of an issuer for purposes of
the numerator of the 25 and 50-percent
tests.

(ii) Paragraph (c)(6)(i) of this section
is effective for transfers completed on
or after May 2, 1996. Transfers of diver-
sified (within the meaning of paragraph
(c)(6)(i) of this section), but non-
identical, portfolios of stocks and secu-
rities completed before May 2, 1996,
may be treated either—

(A) Consistent  with
(c)(6)(i) of this section; or

(B) As resulting in diversification of
the transferors’ interests.

(7) The application of subparagraph
(5) of this paragraph may be illustrated
as follows:

paragraph

Example 1. Individuals A, B, and C organize
a corporation with 101 shares of common
stock. A and B each transfers to it $10,000
worth of the only class of stock of corpora-
tion X, listed on the New York Stock Ex-
change, in exchange for 50 shares of stock. C
transfers $200 worth of readily marketable
securities in corporation Y for one share of
stock. In determining whether or not diver-
sification has occurred, C’s participation in
the transaction will be disregarded. There is,
therefore, no diversification, and gain or loss
will not be recognized.

Example 2. A, together with 50 other trans-
ferors, organizes a corporation with 100
shares of stock. A transfers $10,000 worth of
stock in corporation X, listed on the New
York Stock Exchange, in exchange for 50
shares of stock. Each of the other 50 trans-
ferors transfers $200 worth of readily market-
able securities in corporations other than X
in exchange for one share of stock. In deter-
mining whether or not diversification has oc-
curred, all transfers will be taken into ac-
count. Therefore, diversification is present,
and gain or loss will be recognized.

[T.D. 6500, 256 FR 11607, Nov. 26, 1960, as
amended by T.D. 6942, 32 FR 20977, Dec. 29,
1967; T.D. 8665, 61 FR 19189, May 1, 1996; T.D.
8663, 61 FR 19545, May 2, 1996]
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