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(e) Special rule for options

For purposes of subsection (a), any security
acquired by a dealer pursuant to an option held
by such dealer may be treated as held for invest-
ment only if the dealer, before the close of the
day on which the option was acquired, clearly
identified the option on his records as held for
investment. For purposes of the preceding sen-
tence, the term ‘‘option’ includes the right to
subscribe to or purchase any security.

(Aug. 16, 1954, ch. 736, 68A Stat. 330; Pub. L.
94-455, title XIX, §1901(b)(3)(E), Oct. 4, 1976, 90
Stat. 1793; Pub. L. 97-34, title V, §506, Aug. 13,
1981, 95 Stat. 332; Pub. L. 97-448, title I,
§105(d)(1), Jan. 12, 1983, 96 Stat. 2387; Pub. L.
98-369, div. A, title I, §107(b), July 18, 1984, 98
Stat. 630.)

AMENDMENTS

1984—Subsec. (a)(1). Pub. L. 98-369, §107(b)(1), sub-
stituted ‘‘the security was, before the close of the day
on which it was acquired (or such earlier time as the
Secretary may prescribe by regulations), clearly identi-
fied in the dealer’s records as a security held for invest-
ment; and”’ for ‘‘the security was, before the close of
the day on which it was acquired (before the close of
the following day in the case of an acquisition before
January 1, 1982), clearly identified in the dealer’s
records as a security held for investment or if acquired
before October 20, 1951, was so identified before Novem-
ber 20, 1951; and”’.

Subsec. (a)(2). Pub. L. 98-369, §107(b)(2), inserted ‘‘(or
such earlier time)’’ after ‘‘such day’’.

1983—Subsec. (e). Pub. L. 97-448 added subsec. (e).

1981—Subsec. (a). Pub. L. 97-34, §506(a), substituted
“before the close of the day on which it was acquired
(before the close of the following day in the case of an
acquisition before January 1, 1982)’° for ‘‘before the ex-
piration of the 30th day after the date of its acquisi-
tion” in par. (1) and ‘‘close of such day’’ for ‘‘expiration
of such 30th day’ in par. (2).

Subsec. (d). Pub. L. 97-34, §506(b), added subsec. (d).

1976—Subsec. (b). Pub. L. 94-455 substituted ‘‘ordinary
loss” for ‘‘loss from the sale or exchange of property
which is not a capital asset’.

EFFECTIVE DATE OF 1984 AMENDMENT

Amendment by Pub. L. 98-369 applicable to positions
entered into after July 18, 1984, in taxable years ending
after that date, see section 107(e) of Pub. L. 98-369, set
out as a note under section 1092 of this title.

EFFECTIVE DATE OF 1983 AMENDMENT
Section 105(d)(2) of Pub. L. 97-448 provided that: ‘“The
amendment made by paragraph (1) [amending this sec-

tion] shall apply to securities acquired after September
22, 1982, in taxable years ending after such date.”

EFFECTIVE DATE OF 1981 AMENDMENT

Amendment by Pub. L. 97-34 applicable to property
acquired by the taxpayer after Aug. 13, 1981, in taxable
years ending after such date, and applicable when so
elected with respect to property held on June 23, 1981,
see section 508 of Pub. L. 97-34, set out as an Effective
Date note under section 1092 of this title.

EFFECTIVE DATE OF 1976 AMENDMENT

Amendment by Pub. L. 94-455 applicable with respect
to taxable years beginning after Dec. 31, 1976, see sec-
tion 1901(d) of Pub. L. 94-455, set out as a note under
section 2 of this title.

§1237. Real property subdivided for sale
(a) General

Any lot or parcel which is part of a tract of
real property in the hands of a taxpayer other
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than a C corporation shall not be deemed to be
held primarily for sale to customers in the ordi-
nary course of trade or business at the time of
sale solely because of the taxpayer having sub-
divided such tract for purposes of sale or be-
cause of any activity incident to such subdivi-
sion or sale, if—

(1) such tract, or any lot or parcel thereof,
had not previously been held by such taxpayer
primarily for sale to customers in the ordi-
nary course of trade or business (unless such
tract at such previous time would have been
covered by this section) and, in the same tax-
able year in which the sale occurs, such tax-
payer does not so hold any other real property;
and

(2) no substantial improvement that sub-
stantially enhances the value of the lot or par-
cel sold is made by the taxpayer on such tract
while held by the taxpayer or is made pursu-
ant to a contract of sale entered into between
the taxpayer and the buyer. For purposes of
this paragraph, an improvement shall be
deemed to be made by the taxpayer if such im-
provement was made by—

(A) the taxpayer or members of his family

(as defined in section 267(c)(4)), by a corpora-

tion controlled by the taxpayer, an S cor-

poration which included the taxpayer as a

shareholder, or by a partnership which in-

cluded the taxpayer as a partner; or

(B) a lessee, but only if the improvement
constitutes income to the taxpayer; or

(C) Federal, State, or local government, or
political subdivision thereof, but only if the
improvement constitutes an addition to
basis for the taxpayer; and

(3) such lot or parcel, except in the case of
real property acquired by inheritance or de-
vise, is held by the taxpayer for a period of 5
years.

(b) Special rules for application of section
(1) Gains

If more than 5 lots or parcels contained in
the same tract of real property are sold or ex-
changed, gain from any sale or exchange
(which occurs in or after the taxable year in
which the sixth lot or parcel is sold or ex-
changed) of any lot or parcel which comes
within the provisions of paragraphs (1), (2) and
(3) of subsection (a) of this section shall be
deemed to be gain from the sale of property
held primarily for sale to customers in the or-
dinary course of the trade or business to the
extent of 5 percent of the selling price.

(2) Expenditures of sale

For the purpose of computing gain under
paragraph (1) of this subsection, expenditures
incurred in connection with the sale or ex-
change of any lot or parcel shall neither be al-
lowed as a deduction in computing taxable in-
come, nor treated as reducing the amount re-
alized on such sale or exchange; but so much
of such expenditures as does not exceed the
portion of gain deemed under paragraph (1) of
this subsection to be gain from the sale of
property held primarily for sale to customers
in the ordinary course of trade or business
shall be so allowed as a deduction, and the re-
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mainder, if any, shall be treated as reducing
the amount realized on such sale or exchange.

(3) Necessary improvements

No improvement shall be deemed a substan-
tial improvement for purposes of subsection
(a) if the lot or parcel is held by the taxpayer
for a period of 10 years and if—

(A) such improvement is the building or
installation of water, sewer, or drainage fa-
cilities or roads (if such improvement would
except for this paragraph constitute a sub-
stantial improvement);

(B) it is shown to the satisfaction of the
Secretary that the lot or parcel, the value of
which was substantially enhanced by such
improvement, would not have been market-
able at the prevailing local price for similar
building sites without such improvement;
and

(C) the taxpayer elects, in accordance with
regulations prescribed by the Secretary, to
make no adjustment to basis of the lot or
parcel, or of any other property owned by
the taxpayer, on account of the expenditures
for such improvements. Such election shall
not make any item deductible which would
not otherwise be deductible.

(¢) Tract defined

For purposes of this section, the term ‘‘tract
of real property’” means a single piece of real
property, except that 2 or more pieces of real
property shall be considered a tract if at any
time they were contiguous in the hands of the
taxpayer or if they would be contiguous except
for the interposition of a road, street, railroad,
stream, or similar property. If, following the
sale or exchange of any lot or parcel from a
tract of real property, no further sales or ex-
changes of any other lots or parcels from the re-
mainder of such tract are made for a period of 5
years, such remainder shall be deemed a tract.

(Aug. 16, 1954, ch. 736, 68A Stat. 330; Apr. 27, 1956,
ch. 214, §§1, 2, 70 Stat. 118; Pub. L. 85-866, title I,
§55, Sept. 2, 1958, 72 Stat. 1645; Pub. L. 91-686,
§2(a), Jan. 12, 1971, 84 Stat. 2071; Pub. L. 94-455,
title XIX, §§1901(a)(138), 1906(b)(13)(A), Oct. 4,
1976, 90 Stat. 1787, 1834; Pub. L. 104-188, title I,
§1314, Aug. 20, 1996, 110 Stat. 1785.)

AMENDMENTS

1996—Subsec. (a). Pub. L. 104-188, §1314(a), substituted
‘“‘other than a C corporation’ for ‘‘other than a cor-
poration’ in introductory provisions.

Subsec. (a)(2)(A). Pub. L. 104-188, §1314(b), inserted
““an S corporation which included the taxpayer as a
shareholder,” after ‘‘controlled by the taxpayer,”’.

1976—Subsec. (M(B)(B), (C). Pub. L. 94-455,
§1906(b)(13)(A), struck out ‘‘or his delegate’ after ‘‘Sec-
retary’’.

Subsec. (d). Pub. L. 94-455, §1901(a)(138), struck out ef-
fective date provision making the section applicable
only with respect to sales of property occurring after
Dec. 31, 1953, except that for purposes of subsec. (¢) de-
fining tract of real property and for determining the
number of sales under subsec. (b)(1) of this section, all
sales of lots and parcels from any tract of real property
during the period of 5 years before Dec. 31, 1953, shall be
taken into account, except as provided in subsec. (c).

1971—Subsec. (a). Pub. L. 91-686, §2(a)(1), substituted
“other than a corporation” for ‘‘(including corpora-
tions only if no shareholder directly or indirectly holds
real property for sale to customers in the ordinary
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course of trade or business and only in the case of prop-
erty described in the last sentence of subsection
(D)(3))”.

Subsec. (b). Pub. L. 91-686, §2(a)(2), struck out sen-
tence which made subpars. (B) and (C) inapplicable in
the case of property acquired through the foreclosure of
a lien thereon which secured the payment of an indebt-
edness to the taxpayer or (in the case of a corporation)
to a creditor who has transferred the foreclosure bid to
the taxpayer in exchange for all of its stock and other
consideration and in the case of property adjacent to
such property if 80 percent of the real property owned
by the taxpayer was property described in the first part
of the sentence.

1958—Subsec. (a)(1). Pub. L. 85-866 substituted ‘‘and,
in the same taxable year’ for ‘‘or, in the same taxable
year’’.

1956—Subsec. (a). Act Apr. 27, 1956, §1, substituted
‘‘(including corporations only if no shareholder directly
or indirectly holds real property for sale to customers
in the ordinary course of trade or business and only in
the case of property described in the last sentence of
subsection (b)(3))”’ for ‘‘other than a corporation’.

Subsec. (b)(3). Act Apr. 27, 1956, §2, substituted
‘“‘water, sewer, or drainage facilities” for ‘‘water or
sewer facilities” in subpar. (A), and inserted provision
at end that requirements of subpars. (B) and (C) do not
apply to certain specified property.

EFFECTIVE DATE OF 1996 AMENDMENT

Amendment by Pub. L. 104-188 applicable to taxable
years beginning after Dec. 31, 1996, see section 1317(a) of
Pub. L. 104-188, set out as a note under section 641 of
this title.

EFFECTIVE DATE OF 1976 AMENDMENT

Amendment by section 1901(a)(138) of Pub. L. 94-455
applicable with respect to taxable years beginning after
Dec. 31, 1976, see section 1901(d) of Pub. L. 94-455, set
out as a note under section 2 of this title.

EFFECTIVE DATE OF 1971 AMENDMENT

Section 2(b) of Pub. L. 91-686 provided that: ‘“The
amendments made by subsection (a) [amending this
section] shall be effective for taxable years beginning
after the date of enactment of this Act [Jan. 12, 1971].”

EFFECTIVE DATE OF 1958 AMENDMENT

Amendment by Pub. L. 85-866 applicable to taxable
years beginning after Dec. 31, 1953, and ending after
Aug. 16, 1954, see section 1(c)(1) of Pub. L. 85-866, set out
as a note under section 165 of this title.

EFFECTIVE DATE OF 1956 AMENDMENT

Section 3 of act Apr. 27, 1956, provided that: ‘“This Act
[amending this section] shall apply to all taxable years
beginning after Dec. 31, 1954.”

SALES OR EXCHANGES BY CORPORATIONS OF REAL
PROPERTY HELD MORE THAN 25 YEARS

Section 1 of Pub. L. 91-686, as amended by Pub. L.
99-514, §2, Oct. 22, 1986, 100 Stat. 2095, provided: ‘“That
(a) for purposes of the Internal Revenue Code of 1986
[formerly I.R.C. 1954] any lot or parcel of real property
sold or exchanged by a corporation which would, but
for this Act, be treated as property held primarily for
sale to customers in the ordinary course of trade or
business shall not, except to the extent provided in (b),
be so treated if—

‘(1) no shareholder of the corporation directly or
indirectly holds real property primarily for sale to
customers in the ordinary course of trade or business;
and

‘“(2)(A) such lot or parcel is a part of real property
(i) held for more than twenty-five years at the time
of sale or exchange, and (ii) acquired before January
1, 1934, by the corporation as a result of the fore-
closure of a lien (or liens) thereon which secured the
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payment of indebtedness held by one or more credi-
tors who transferred one or more foreclosure bids to
the corporation in exchange for all its stock (with or
without other consideration), or

“(B)(1) such lot or parcel is a part of additional real
property acquired before January 1, 1957, by the cor-
poration in the near vicinity of any real property to
which subparagraph (A) applies, or

‘‘(ii) such lot or parcel is wholly or to some extent
a part of any minor acquisition made after December
31, 1956, by the corporation to adjust boundaries, to
fill gaps in previously acquired property, to facilitate
the installation of streets, utilities, and other public
facilities, or to facilitate the sale of adjacent prop-
erty, or

‘“(iii) such lot or parcel is wholly or to some extent
a part of a reacquisition by the corporation after De-
cember 31, 1956, of property previously owned by the
corporation;

but only if at least 80 percent (as measured by area)
of the real property sold or exchanged by the corpora-
tion within the taxable year is property described in
subparagraph (A); and
‘(3) there were no acquisitions of real property by
the corporation after December 31, 1956, other than—
““(A) acquisitions described in paragraph (2)(B)(ii)
and reacquisitions described in paragraph (2)(B)(iii),
or
‘(B) acquisitions of real property used in a trade
or business of the corporation or held for invest-
ment by the corporation; and
‘“(4) the corporation did not after December 31, 1957,
sell or exchange (except in condemnation or under
threat of condemnation) any residential lot or parcel
on which, at the time of the sale or exchange, there
existed any substantial improvements (other than
improvements in existence at the time the land was
acquired by the corporation) except subdivision,
clearing, grubbing, and grading, building or installa-
tion of water, sewer, and drainage facilities, con-
struction of roads, streets, and sidewalks, and instal-
lation of utilities.”
In any case in which a corporation referred to in para-
graphs (1), (2), (3), and (4) is a member of an affiliated
group as defined in section 1504(a) of the Internal Reve-
nue Code of 1986, such affiliated group shall, for pur-
poses of such paragraphs, be treated as a single cor-
poration.

“(b)(1) Gain from any sale or exchange described in
subsection (a) shall be deemed, for purposes of such
Code, to be gain from the sale of property held pri-
marily for sale to customers in the ordinary course of
trade or business to the extent of 5 percent of the sell-
ing price.

‘“(2) For the purpose of computing gain under para-
graph (1), expenditures incurred in connection with the
sale or exchange of any lot or parcel shall neither be al-
lowed as a deduction in computing taxable income, nor
treated as reducing the amount realized on such sale or
exchange; but so much of such expenditures as does not
exceed the portion of gain deemed under paragraph (1)
to be gain from the sale of property held primarily for
sale to customers in the ordinary course of trade or
business shall be so allowed as a deduction, and the re-
mainder, if any, shall be treated as reducing the
amount realized on such sale or exchange.

‘“(¢) The provisions of subsections (a) and (b) shall
apply to taxable years beginning after December 31,
1957, and before January 1, 1984.”

[§1238. Repealed. Pub. L. 101-508, title XI,
§11801(a)(35), Nov. 5, 1990, 104 Stat.
1388-5211

Section, acts Aug. 16, 1954, ch. 736, 68A Stat. 332; Oct.
4, 1976, Pub. L. 94-455, title XIX, §§1901(b)(3)(K),
1951(c)(2)(A), 90 Stat. 1793, 1840, related to amortization
in excess of depreciation.
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SAVINGS PROVISION

For provisions that nothing in repeal by Pub. L.
101-508 be construed to affect treatment of certain
transactions occurring, property acquired, or items of
income, loss, deduction, or credit taken into account
prior to Nov. 5, 1990, for purposes of determining liabil-
ity for tax for periods ending after Nov. 5, 1990, see sec-
tion 11821(b) of Pub. L. 101-508, set out as a note under
section 45K of this title.

§ 1239. Gain from sale of depreciable property be-
tween certain related taxpayers

(a) Treatment of gain as ordinary income

In the case of a sale or exchange of property,
directly or indirectly, between related persons,
any gain recognized to the transferor shall be
treated as ordinary income if such property is,
in the hands of the transferee, of a character
which is subject to the allowance for deprecia-
tion provided in section 167.

(b) Related persons

For purposes of subsection (a), the term
lated persons’ means—

(1) a person and all entities which are con-
trolled entities with respect to such person,

(2) a taxpayer and any trust in which such
taxpayer (or his spouse) is a beneficiary, un-
less such beneficiary’s interest in the trust is
a remote contingent interest (within the
meaning of section 318(a)(3)(B)(i)), and

(3) except in the case of a sale or exchange
in satisfaction of a pecuniary bequest, an ex-
ecutor of an estate and a beneficiary of such
estate.

(c) Controlled entity defined
(1) General rule

For purposes of this section, the term ‘‘con-
trolled entity’’ means, with respect to any per-
son—

(A) a corporation more than 50 percent of
the value of the outstanding stock of which
is owned (directly or indirectly) by or for
such person,

(B) a partnership more than 50 percent of
the capital interest or profits interest in
which is owned (directly or indirectly) by or
for such person, and

(C) any entity which is a related person to
such person under paragraph (3), (10), (11), or
(12) of section 267(b).

(2) Constructive ownership

For purposes of this section, ownership shall
be determined in accordance with rules simi-
lar to the rules under section 267(c) (other
than paragraph (3) thereof).

(d) Employer and related employee association

For purposes of subsection (a), the term ‘‘re-
lated person’ also includes—

(1) an employer and any person related to
the employer (within the meaning of sub-
section (b)), and

(2) a welfare benefit fund (within the mean-
ing of section 419(e)) which is controlled di-
rectly or indirectly by persons referred to in
paragraph (1).

(e) Patent applications treated as depreciable
property

For purposes of this section, a patent applica-

tion shall be treated as property which, in the
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