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is illustrated by the following exam-
ples:

Example 1. A, an individual, owns 79 per-
cent of the stock (by value) of Corporation 
X, and a trust for A’s children owns the re-
maining 21 percent of the stock. A’s children 
are deemed to own the stock owned for their 
benefit by the trust in proportion to their 
actuarial interests in the trust (section 
318(a)(2)(B)). A, in turn, constructively owns 
the stock so deemed to be owned by his chil-
dren (section 318(a)(1)(A)(ii)). Thus, A is 
treated as owning all the stock of Corpora-
tion X, and any gain A recognizes from the 
sale of depreciable property to Corporation X 
is treated under section 1239 as ordinary in-
come.

Example 2. Y Corporation owns 100 percent 
in value of the stock of Z Corporation. Y 
Corporation sells depreciable property at a 
gain to Z Corporation. P and his daughter, D, 
own 80 percent in value of the Y Corporation 
stock. Under the constructive ownership 
rules of section 318, as applied to section 
1239, P and D are each considered to own the 
stock in Z Corporation owned by Y Corpora-
tion. Also, P and D are each considered to 
own the stock in Y Corporation owned by the 
other. As a result, both P and D construc-
tively own 80 percent or more in value of the 
stock of both Y and Z Corporations. Thus, 
the sale between Y and Z is governed by sec-
tion 1239 and produces ordinary income to Y.

[T.D. 7569, 43 FR 51388, Nov. 3, 1978, as amend-
ed by T.D. 8106, 51 FR 42835, Nov. 26, 1986]

§ 1.1239–2 Gain from sale or exchange 
of depreciable property between 
certain related taxpayers on or be-
fore October 4, 1976. 

Section 1239 provides in general that 
any gain from the sale or exchange of 
depreciable property between a hus-
band and wife or between an individual 
and a controlled corporation on or be-
fore October 4, 1976 (and in the case of 
a sale or exchange occurring after that 
date if made under a binding contract 
entered into on or before that date), 
shall be treated as ordinary income. 
Thus, any gain recognized to the trans-
feror from a sale or exchange after May 
3, 1951, and on or before October 4, 1976 
(or thereafter if pursuant to a binding 
contract entered into on or before that 
date), directly or indirectly, between a 
husband and wife or between an indi-
vidual and a controlled corporation, of 
property which, in the hands of the 
transferee, is property of a character 
subject to an allowance for deprecia-
tion provided in section 167 (including 

such property on which a deduction for 
amortization is allowable under sec-
tions 168 and 169) shall be considered as 
gain from the sale or exchange of prop-
erty which is neither a capital asset 
nor property described in section 1231. 
For the purpose of section 1239, a cor-
poration is controlled when more than 
80 percent in value of all outstanding 
stock of the corporation is beneficially 
owned by the taxpayer, his spouse, and 
his minor children and minor grand-
children. For the purpose of this sec-
tion, the terms children and grand-
children include legally adopted chil-
dren and their children. The provisions 
of section 1239(a)(2) are applicable 
whether property is transferred from a 
corporation to a shareholder or from a 
shareholder to a corporation. 

[T.D. 6500, 25 FR 12021, Nov. 26, 1960, as 
amended by T.D. 7569, 43 FR 51388, Nov. 3, 
1978]

§ 1.1240–1 Capital gains treatment of 
certain termination payments. 

Any amounts received by an em-
ployee for the assignment or release of 
all his rights to receive, after termi-
nation of his employment and for a pe-
riod of not less than five years or for a 
period ending with his death, a per-
centage of the profits or receipts of his 
employer attributable to a time subse-
quent to such termination, are consid-
ered received from the sale or exchange 
of a capital asset held for more than 
six months if the following require-
ments are met: 

(a) The employee was employed by 
the employer, in whose future profits 
or receipts the employee had an inter-
est, for a period of more than 20 years 
before the assignment or release by the 
employee of his rights in such future 
profits or receipts, 

(b) The full rights of the employee to 
the percentage of the future profits or 
receipts on such employer, which 
rights are the subject of the assign-
ment or release, were incorporated in 
the terms of the contract of employ-
ment between the employee and the 
employer for a period of at least 12 
years, and were so incorporated before 
August 16, 1954, 
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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]

§ 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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