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Reg. Section 1.1244(a)-1(b)
Loss on small business stock treated as ordinary loss

(@) In general. Subject to certain conditions and limitations, section 1244 provides that a loss on
the sale or exchange (including a transaction treated as a sale or exchange, such as
worthlessness) of "section 1244 stock" which would otherwise be treated as a loss from the sale
or exchange of a capital asset shall be treated as a loss from the sale or exchange of an asset
which is not a capital asset (referred to in this section and §81.1244(b)-1 to 1.1244(e)-1,
inclusive, as an "ordinary loss"). Such a loss shall be allowed as a deduction from gross income
in arriving at adjusted gross income. The requirements that must be satisfied in order that stock
may be considered section 1244 stock are described in §81.1244(c)-1 and 1.1244(c)-2. These
requirements relate to the stock itself and the corporation issuing such stock. In addition, the
taxpayer who claims an ordinary loss deduction pursuant to section 1244 must satisfy the
requirements of paragraph (b) of this section.

(b) Taxpayers entitled to ordinary loss. The allowance of an ordinary loss deduction for a loss of
section 1244 stock is permitted only to the following two classes of taxpayers:

(1) An individual sustaining the loss to whom the stock was issued by a small business
corporation, or

(2) An individual who is a partner in a partnership at the time the partnership acquired the
stock in an issuance from a small business corporation and whose distributive share of
partnership items reflects the loss sustained by the partnership. The ordinary loss
deduction is limited to the lesser of the partner's distributive share at the time of the
issuance of the stock or the partner's distributive share at the time the loss is sustained. In
order to claim a deduction under section 1244 the individual, or the partnership,
sustaining the loss must have continuously held the stock from the date of issuance. A
corporation, trust, or estate is not entitled to ordinary loss treatment under section 1244
regardless of how the stock was acquired. An individual who acquires stock from a
shareholder by purchase, gift, devise, or in any other manner is not entitled to an ordinary
loss under section 1244 with respect to this stock.

Thus, ordinary loss treatment is not available to a partner to whom the stock is distributed
by the partnership. Stock acquired through an investment banking firm, or other person,
participating in the sale of an issue may qualify for ordinary loss treatment only if the
stock is not first issued to the firm or person. Thus, for example, if the firm acts as a
selling agent for the issuing corporation the stock may qualify. On the other hand, stock
purchased by an investment firm and subsequently resold does not qualify as section
1244 stock in the hands of the person acquiring the stock from the firm.
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(c) Examples. The provisions of paragraph (b) of this section may be illustrated by the following
examples:

Example (1). A and B, both individuals, and C, a trust, are equal partners in a partnership to
which a small business corporation issues section 1244 stock. The partnership sells the stock at a
loss. A's and B's distributive share of the loss may be treated as an ordinary loss pursuant to
section 1244, but C's distributive share of the loss may not be so treated.

Example (2). The facts are the same as in example (1) except that the section 1244 stock is
distributed by the partnership to partner A and he subsequently sells the stock at a loss. Section
1244 is not applicable to the loss since A did not acquire the stock by issuance from the small
business corporation.





