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(x) Inability after acquisition to ob-
tain building material necessary for 
the improvement of the property. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 74474, 41 FR 55710, Dec. 22, 
1976] 

§ 1.165–4 Decline in value of stock. 
(a) Deduction disallowed. No deduction 

shall be allowed under section 165(a) 
solely on account of a decline in the 
value of stock owned by the taxpayer 
when the decline is due to a fluctuation 
in the market price of the stock or to 
other similar cause. A mere shrinkage 
in the value of stock owned by the tax-
payer, even though extensive, does not 
give rise to a deduction under section 
165(a) if the stock has any recognizable 
value on the date claimed as the date 
of loss. No loss for a decline in the 
value of stock owned by the taxpayer 
shall be allowed as a deduction under 
section 165(a) except insofar as the loss 
is recognized under § 1.1002–1 upon the 
sale or exchange of the stock and ex-
cept as otherwise provided in § 1.165–5 
with respect to stock which becomes 
worthless during the taxable year. 

(b) Stock owned by banks. (1) In the 
regulation of banks and certain other 
corporations, Federal and State au-
thorities may require that stock owned 
by such organizations be charged off as 
worthless or written down to a nominal 
value. If, in any such case, this require-
ment is premised upon the worthless-
ness of the stock, the charging off or 
writing down will be considered prima 
facie evidence of worthlessness for pur-
poses of section 165(a); but, if the 
charging off or writing down is due to 
a fluctuation in the market price of the 
stock or if no reasonable attempt to 
determine the worthlessness of the 
stock has been made, then no deduc-
tion shall be allowed under section 
165(a) for the amount so charged off or 
written down. 

(2) This paragraph shall not be con-
strued, however, to permit a deduction 
under section 165(a) unless the stock 
owned by the bank or other corpora-
tion actually becomes worthless in the 
taxable year. Such a taxpayer owning 
stock which becomes worthless during 
the taxable year is not precluded from 
deducting the loss under section 165(a) 
merely because, in obedience to the 

specific orders or general policy of such 
supervisory authorities, the value of 
the stock is written down to a nominal 
amount instead of being charged off 
completely. 

(c) Application to inventories. This sec-
tion does not apply to a decline in the 
value of corporate stock reflected in 
inventories required to be taken by a 
dealer in securities under section 471. 
See § 1.471–5. 

(d) Definition. As used in this section, 
the term ‘‘stock’’ means a share of 
stock in a corporation or a right to 
subscribe for, or to receive, a share of 
stock in a corporation. 

§ 1.165–5 Worthless securities. 

(a) Definition of security. As used in 
section 165(g) and this section, the 
term ‘‘security’’ means: 

(1) A share of stock in a corporation; 
(2) A right to subscribe for, or to re-

ceive, a share of stock in a corporation; 
or 

(3) A bond, debenture, note, or cer-
tificate, or other evidence of indebted-
ness to pay a fixed or determinable 
sum of money, which has been issued 
with interest coupons or in registered 
form by a domestic or foreign corpora-
tion or by any government or political 
subdivision thereof. 

(b) Ordinary loss. If any security 
which is not a capital asset becomes 
wholly worthless during the taxable 
year, the loss resulting therefrom may 
be deducted under section 165(a) as an 
ordinary loss. 

(c) Capital loss. If any security which 
is a capital asset becomes wholly 
worthless at any time during the tax-
able year, the loss resulting therefrom 
may be deducted under section 165(a) 
but only as though it were a loss from 
a sale or exchange, on the last day of 
the taxable year, of a capital asset. See 
section 165(g)(1). The amount so al-
lowed as a deduction shall be subject to 
the limitations upon capital losses de-
scribed in paragraph (c)(3) of § 1.165–1. 

(d) Loss on worthless securities of an af-
filiated corporation—(1) Deductible as an 
ordinary loss. If a taxpayer which is a 
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domestic corporation owns any secu-
rity of a domestic or foreign corpora-
tion which is affiliated with the tax-
payer within the meaning of subpara-
graph (2) of this paragraph and such se-
curity becomes wholly worthless dur-
ing the taxable year, the loss resulting 
therefrom may be deducted under sec-
tion 165(a) as an ordinary loss in ac-
cordance with paragraph (b) of this sec-
tion. The fact that the security is in 
fact a capital asset of the taxpayer is 
immaterial for this purpose, since sec-
tion 165(g)(3) provides that such secu-
rity shall be treated as though it were 
not a capital asset for the purposes of 
section 165(g)(1). A debt which becomes 
wholly worthless during the taxable 
year shall be as an ordinary loss in ac-
cordance with the provisions of this 
subparagraph, to the extent that such 
debt is a security within the meaning 
of paragraph (a)(3) of this section. 

(2) Affiliated corporation defined. For 
purposes of this paragraph, a corpora-
tion shall be treated as affiliated with 
the taxpayer owning the security if— 

(i)(a) In the case of a taxable year be-
ginning on or after January 1, 1970, the 
taxpayer owns directly— 

(1) Stock possessing at least 80 per-
cent of the voting power of all classes 
of such corporation’s stock, and 

(2) At least 80 percent of each class of 
such corporation’s nonvoting stock ex-
cluding for purposes of this subdivision 
(i)(a) nonvoting stock which is limited 
and preferred as to dividends (see sec-
tion 1504(a)), or 

(b) In the case of a taxable year be-
ginning before January 1, 1970, the tax-
payer owns directly at least 95 percent 
of each class of the stock of such cor-
poration; 

(ii) None of the stock of such cor-
poration was acquired by the taxpayer 
solely for the purpose of converting a 
capital loss sustained by reason of the 
worthlessness of any such stock into an 
ordinary loss under section 165(g)(3), 
and 

(iii) More than 90 percent of the ag-
gregate of the gross receipts of such 
corporation for all the taxable years 
during which it has been in existence 
has been from sources other than roy-
alties, rents (except rents derived from 
rental of properties to employees of 
such corporation in the ordinary 

course of its operating business), divi-
dends, interest (except interest re-
ceived on the deferred purchase price of 
operating assets sold), annuities, and 
gains from sales or exchanges of stocks 
and securities. For this purpose, the 
term ‘‘gross receipts’’ means total re-
ceipts determined without any deduc-
tion for cost of goods sold, and gross 
receipts from sales or exchanges of 
stocks and securities shall be taken 
into account only to the extent of 
gains from such sales or exchanges. 

(e) Bonds issued by an insolvent cor-
poration. A bond of an insolvent cor-
poration secured only by a mortgage 
from which nothing is realized for the 
bondholders on foreclosure shall be re-
garded as having become worthless not 
later than the year of the foreclosure 
sale, and no deduction in respect of the 
loss shall be allowed under section 
165(a) in computing a bondholder’s tax-
able income for a subsequent year. See 
also paragraph (d) of § 1.165–1. 

(f) Decline in market value. A taxpayer 
possessing a security to which this sec-
tion relates shall not be allowed any 
deduction under section 165(a) on ac-
count of mere market fluctuation in 
the value of such security. See also 
§ 1.165–4. 

(g) Application to inventories. This sec-
tion does not apply to any loss upon 
the worthlessness of any security re-
flected in inventories required to be 
taken by a dealer in securities under 
section 471. See § 1.471–5. 

(h) Special rules for banks. For special 
rules applicable under this section to 
worthless securities of a bank, includ-
ing securities issued by an affiliated 
bank, see § 1.582–1. 

(i) Abandonment of securities—(1) In 
general. For purposes of section 165 and 
this section, a security that becomes 
wholly worthless includes a security 
described in paragraph (a) of this sec-
tion that is abandoned and otherwise 
satisfies the requirements for a deduct-
ible loss under section 165. If the aban-
doned security is a capital asset and is 
not described in section 165(g)(3) and 
paragraph (d) of this section (con-
cerning worthless securities of certain 
affiliated corporations), the resulting 
loss is treated as a loss from the sale or 
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exchange, on the last day of the tax-
able year, of a capital asset. See sec-
tion 165(g)(1) and paragraph (c) of this 
section. To abandon a security, a tax-
payer must permanently surrender and 
relinquish all rights in the security and 
receive no consideration in exchange 
for the security. For purposes of this 
section, all the facts and circumstances 
determine whether the transaction is 
properly characterized as an abandon-
ment or other type of transaction, such 
as an actual sale or exchange, con-
tribution to capital, dividend, or gift. 

(2) Effective/applicability date. This 
paragraph (i) applies to any abandon-
ment of stock or other securities after 
March 12, 2008. 

(j) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. (i) X Corporation, a domestic 
manufacturing corporation which makes its 
return on the basis of the calendar year, 
owns 100 percent of each class of the stock of 
Y Corporation; and, in addition, 19 percent of 
the common stock (the only class of stock) 
of Z Corporation, which it acquired in 1948. Y 
Corporation, a domestic manufacturing cor-
poration which makes its return on the basis 
of the calendar year, owns 81 percent of the 
common stock of Z Corporation, which it ac-
quired in 1946. It is established that the 
stock of Z Corporation, which has from its 
inception derived all of its gross receipts 
from manufacturing operations, became 
worthless during 1971. 

(ii) Since the stock of Z Corporation which 
is owned by X Corporation is a capital asset 
and since X Corporation does not directly 
own at least 80 percent of the stock of Z Cor-
poration, any loss sustained by X Corpora-
tion upon the worthlessness of such stock 
shall be deducted under section 165(g)(1) and 
paragraph (c) of this section as a loss from a 
sale or exchange on December 31, 1971, of a 
capital asset. The loss so sustained by X Cor-
poration shall be considered a long-term cap-
ital loss under the provisions of section 
1222(4), since the stock was held by that cor-
poration for more than 6 months. 

(iii) Since Z Corporation is considered to 
be affiliated with Y Corporation under the 
provisions of paragraph (d)(2) of this section, 
any loss sustained by Y Corporation upon 
the worthlessness of the stock of Z Corpora-
tion shall be deducted in 1971 under section 
165(g)(3) and paragraph (d)(1) of this section 
as an ordinary loss. 

Example 2. (i) On January 1, 1971, X Cor-
poration, a domestic manufacturing corpora-
tion which makes its return on the basis of 
the calendar year, owns 60 percent of each 

class of the stock of Y Corporation, a foreign 
corporation, which it acquired in 1950. Y Cor-
poration has, from the date of its incorpora-
tion, derived all of its gross receipts from 
manufacturing operations. It is established 
that the stock of Y Corporation became 
worthless on June 30, 1971. On August 1, 1971, 
X Corporation acquires the balance of the 
stock of Y Corporation for the purpose of ob-
taining the benefit of section 165(g)(3) with 
respect to the loss it has sustained on the 
worthlessness of the stock of Y Corporation. 

(ii) Since the stock of Y Corporation which 
is owned by X Corporation is a capital asset 
and since Y Corporation is not to be treated 
as affiliated with X Corporation under the 
provisions of paragraph (d)(2) of this section, 
notwithstanding the fact that, at the close of 
1971, X Corporation owns 100 percent of each 
class of stock of Y Corporation, any loss sus-
tained by X Corporation upon the worthless-
ness of such stock shall be deducted under 
the provisions of section 165(g)(1) and para-
graph (c) of this section as a loss from a sale 
or exchange on December 31, 1971, of a cap-
ital asset. 

Example 3. (i) X Corporation, a domestic 
manufacturing corporation which makes its 
return on the basis of the calendar year, 
owns 80 percent of each class of the stock of 
Y Corporation, which from its inception has 
derived all of its gross receipts from manu-
facturing operations. As one of its capital as-
sets, X Corporation owns $100,000 in reg-
istered bonds issued by Y Corporation pay-
able at maturity on December 31, 1974. It is 
established that these bonds became worth-
less during 1971. 

(ii) Since Y Corporation is considered to be 
affiliated with X Corporation under the pro-
visions of paragraph (d)(2) of this section, 
any loss sustained by X Corporation upon 
the worthlessness of these bonds may be de-
ducted in 1971 under section 165(g)(3) and 
paragraph (d)(1) of this section as an ordi-
nary loss. The loss may not be deducted 
under section 166 as a bad debt. See section 
166(e). 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7224, 
37 FR 25928, Dec. 6, 1972; T.D. 9386, 73 FR 
13124, Mar. 12, 2008] 

§ 1.165–6 Farming losses. 
(a) Allowance of losses. (1) Except as 

otherwise provided in this section, any 
loss incurred in the operation of a farm 
as a trade or business shall be allowed 
as a deduction under section 165(a) or 
as a net operating loss deduction in ac-
cordance with the provisions of section 
172. See § 1.172–1. 

(2) If the taxpayer owns and operates 
a farm for profit in addition to being 
engaged in another trade or business, 
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