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TAX MANAGEMENT

PORTFOLIOS™

U.S. INCOME

Redemptions

PORTFOLIO DESCRIPTION

Tax Management Portfolio, Redemptions, No. 767-4th, discusses the tax effects of
a stock redemption both to the redeeming corporation and the redeemed shareholder
and analyzes the categories of §302 transactions. In addition to discussing the applicable
rules and tax consequences, this Portfolio emphasizes practical problems and planning
techniques.

A redemption is a transfer by a shareholder of some or all of the shareholder’s stock
to the issuing corporation in return for cash or other property. Section 302 contains the
basic tax rules governing redemptions of stock by shareholders.

Section 302 authorizes “exchange” treatment to a recipient of a redemption distri-
bution if: (1) its effect is not essentially equivalent to a dividend; (2) the exchange is
“substantially disproportionate;” (3) the shareholder's interest in the corporation is com-
pletely terminated; or (4) it is a distribution in redemption of the stock of a noncorporate
shareholder in a partial liquidation. If a redemption fails to satisfy any of these tests, the
distribution is treated as a §301 distribution, requiring further analysis of the proper tax
treatment.

Section 311 addresses the effect on the issuing corporation of a distribution of prop-
erty (other than cash or obligations of the issuing corporation), while §312 addresses the
effect on the issuing corporation's earnings and profits.

In addition to analyzing the definitional elements and the effects of redemptions, this
Portfolio briefly explains the application of the constructive ownership rules of §318 to
redemptions.

Also relevant are 383 T.M., Nonstatutory Stock Options, 384 T.M., Restricted Prop-
erty — Section 83, 554 T.M., The Attribution Rules, 562 T.M., Capital Assets — Related
Issues, 564 T.M., Related Party Transactions, 566 T.M., Tax Consequences of Contin-
gent Payment Transactions, 700 T.M., Choice of Entity: Operational Issues, 702 T.M.,
Capitalizing a Business Entity: Debt vs Equity, 731 T.M., S Corporations: Corporate Tax
Issues, 740 T.M., Taxation of Regulated Investment Companies and Their Shareholders,
764 T.M., Dividends — Cash and Property, 765 T.M., Stock Rights and Stock Dividends
— Sections 305 and 306, 768 T.M., Stock Sales Subject to Section 304, 770 T.M., Struc-
turing Corporate Acquisitions — Tax Aspects, 771 T.M., Corporate Acquisitions — (A),
(B), and (C) Reorganizations, 774 T.M., Single Entity Reorganizations: Recapitalizations
and F Reorganizations, 776 T.M., Corporate Separations, 782 T.M., Boot Distributions
and Assumption of Liabilities, 784 T.M., Corporate Liquidations, and 809 T.M., Estate
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ISBN 978-1-63359-469-2 05/01/2025

(iii)



Planning for Owners of Closely Held Business Interests (Estates, Gifts & Trusts Se-
ries).
This Portfolio may be cited as Koutouras, and Liu, 767-4th T.M., Redemptions.

This Bloomberg Tax Portfolio is not intended to provide legal, accounting, or tax advice for any purpose
and does not apply to any particular person or factual situation. Neither the author nor the publisher as-
sumes responsibility for the reader's reliance on information or opinions expressed in it, and the reader
is encouraged to verify all items by reviewing the original sources.
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DETAILED ANALYSIS

I. Introduction

A. The Basic Statutory Scheme

This Portfolio examines the federal income tax treatment
of corporate stock redemptions, including the tax consequences
to the shareholder and the redeeming corporation. In addition to
presenting the basic rules, this Portfolio presents various plan-
ning techniques for achieving particular shareholder and cor-
porate objectives, such as generating long-term capital gain or
dividend income.

Generally, gain on exchange transactions is realized pur-
suant to §1001 and, except as otherwise provided in the Code,
recognized.' A redemption, like an ordinary exchange transac-
tion, involves the surrender of property in exchange for consid-
eration, in this case stock is surrendered in exchange for cash
or property. Because this exchange involves a degree of pre-
existing relatedness, the rules surrounding the taxation of re-
demption transactions create the possibility that a redemption is
taxed consistent with its form, (i.e., as a §1001) or under a ficti-
tious treatment, (i.e., as a distribution under §301). The opera-
tive code sections, §302 and §317, make this determination, de-
pending on the extent of the interests redeemed or the nature of
the transaction. Section 302 is used for related determinations
under §304° and 356, involving stock sales between related par-
ties and boot in reorganizations, respectively, as such transac-
tions share similar degrees of relatedness between sharehold-
ers and the corporations that they own, and often control. In
this series of related Code sections, including §305 and §306,
Congress established a framework for the proper characteriza-
tion of distributions (and exchanges that are more appropriately
taxed as distributions). Congress believed that these categories
of transactions require special rules due to the shareholder/cor-
porate relationship.4 While §304, §305 and §306, are related
Code sections, each are covered in separate Portfolios, as noted
in this text.

To understand the tax considerations of a redemptive
transaction, it is important to first understand the taxation of
distributions with respect to stock. Distributions with respect
to stock, however, represent a special category of corporate
transaction that requires no exchange component. The inherent
rights of stock ownership determine a particular shareholder’s
right to receive distributions from a corporation. Distributions
can be made out of either earnings or out of invested capital.
Additionally, certain circumstances permit distributions in ex-
cess of invested capital. The taxability of a distribution to a

" All section references herein are to the Internal Revenue Code of 1986
9the “Code”), as amended, and the regulations thereunder, unless otherwise
stated.

*For a detailed discussion of §304, see 768 T.M., Stock Sales Subject to
Section 304 and a further discussion of §304 in X.C., below.

3For a detailed discussion of §305 and §306, see 765 T.M., Stock Rights
and Stock Dividends: Sections 305 and 306.

*For a discussion of related party transactions more generally, see 564
T.M., Related Party Transactions.
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shareholder depends upon the characterization of the distribu-
tion by the corporation.

Pursuant to §301, a distribution is a “dividend” if made by
a corporation out of its earnings and profits accumulated after
February 28, 1913, or out of its earnings and profits of the tax-
able year of distribution.’ To the extent the amount of the dis-
tribution exceeds earnings and profits (either current or accu-
mulated), §301(c)(2) provides that the balance of the distribu-
tion “shall be applied against and reduce the adjusted basis of
the stock.” Next, under §301(c)(3)(A), the portion of the dis-
tribution “which is not a dividend, and to the extent that it ex-
ceeds the adjusted basis of the stock, shall be treated as gain
from the sale or exchange of property.” If the stock is a capi-
tal asset in the shareholder’s hands and if the required holding
period is satisfied, then gain under §301(c)(3)(A) is long-term
capital gain.

Under §317(b), a “redemption of stock” is a corporation’s
acquisition of “its stock from a shareholder in exchange for
property, whether or not the stock so acquired is cancelled, re-
tired, or held as treasury stock.” For the purposes of corporate
distributions, §317(a) defines “property” to include all property
other than stock (and stock rights) in the redeeming corpora-
tion.

Section 302, the topic of this Portfolio, governs a corpo-
ration’s redemption of stock. Conceptually, §302(a) presents a
statutory fork in the road. Down one path, §302(a) provides that
a redemption satisfying any one of the four tests in §302(b) is
treated as a distribution in part or full payment in exchange for
the stock (i.e., as a sale transaction). If the stock redeemed was
held as a capital asset (as defined in §1221) on the date of the
exchange, as is generally the case, then the provisions relating
to capital gains and losses apply.” Down the other path, if a re-
demption satisfies none of the §302(b) tests, the redemption is
treated under §302(d) as a distribution of property governed by
§301. Therefore, a redemption that does not satisfy any of the
§302(b) tests is a dividend to the extent of the redeeming corpo-
ration’s earnings and profits,” and any excess is treated first as
a return of capital’ and then, to the extent that the portion of the
distribution which is not a dividend exceeds the shareholder’s
basis in the stock, as gain from the sale or exchange of proper-
ty”

The four tests for exchange treatment in §302(b) are dis-
junctive to permit a shareholder to qualify a stock redemption
as an “exchange” under one or more, but not all of the tests.
Additionally, the tests must be applied with respect to each
shareholder; a redemption may qualify as a sale or exchange as
to certain shareholders but not others.

°§301(c)(1), §316(a).

®For a discussion of the rules applicable to capital gains and losses, see 561
T.M., Capital Assets.

7§301(¢c)(1), §316.

¥8301(c)(2).

°§301(c)(3).
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Detailed Analysis

Under §302(b), the following redemptions qualify for ex-
change treatment: (1) redemptions that are “not essentially
equivalent to a dividend”;'"’ (2) redemptions that are “substan-
tially disproportionate”;'' (3) redemptions that completely ter-
minate the shareholder’s equity interest in the corporation;'” and
(4) redemptions from noncorporate shareholders in a partial lig-
uidation.”

Various attribution rules, fact patterns, and regulatory and
judicial interpretations give these four tests a greater degree of
complexity.

From the standpoint of the redeeming corporation, the
rules generally are straightforward. If the redeeming corpora-
tion uses appreciated property for the redemption transaction,
the corporation recognizes gain, regardless of whether the re-
demption satisfies §302(a) or is treated as a §301 distribution."

In the case of a distribution of gain property, the distribut-
ing corporation will recognize gain either by way of §1001 or
§311(b). On the other hand, if it uses depreciated property (i.e.,
loss property), the redeeming corporation recognizes no loss by
way of the combination of §1001 and §267 or §311(b). Special
problems arise in calculating the effects of a redemption that
satisfies §302(a) on the earnings and profits of the redeeming
corporation. See III.A.2.c., below.

B. The Tax Dilemma

The rationale underlying the statutory scheme in §317,
§302, and §301 is this: Congress wished to distinguish redemp-
tion transactions that resemble sales of stock to third parties
from those that occur between a corporation and its owner and
that resemble the payment of dividends. The statutory scheme
is designed to protect the dividend rules, while permitting sale
treatment when the shareholder’s interest in corporate equity
has been reduced sufficiently.

There are potential tax advantages to each type of treat-
ment. So long as the stock is a capital asset in the hands of
the selling shareholder, a sales transaction generally requires a
comparison of the amount realized with the shareholder’s ba-
sis in the stock to determine the amount of recognizable capital
gain or loss. This basis offset represents a significant advantage
over a transaction form where no such basis offset is available
(e.g., adividend distribution). Unlike exchange treatment, basis
in stock in a distribution is relevant only after the earnings and
profits have been depleted.

Additionally, the character of the amount taxable may, de-
pending on tax rate differentials between ordinary income and
capital gains produce a significant advantage or disadvantage.
Tax rates go through cycles of modification based on changes
in the political and economic climates, so the impact of rate
differentials may change over time. It is significant to note,
however, that under §1(h)(11), “qualified dividend income”
(which generally includes dividends received from domestic
(and certain foreign) corporations by noncorporate sharehold-
ers) is taxed as net capital gain. Prior to 2003, dividend income

196302(b)(1).
'18302(b)(2).
128302(b)(3).
§302(b)(4), §302(e).
48311(b).
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was taxed as ordinary income, which created a significant tax
advantage to redemptive distributions over dividend distribu-
tions for noncorporate shareholders. This significant advantage
is no longer relevant as most dividend income is taxed as net
capital gain to noncorporate shareholders.

Corporate shareholders are generally able to take advan-
tage of the dividends received deduction upon receipt of a div-
idend distribution.

The statutory scheme does not permit all redemptions that
resemble sales to be treated as sales. A sale of any amount of
stock to an unrelated third party generally produces sale treat-
ment. The rules governing redemptions, however, permit sale
treatment only when the redeemed shareholder’s interest in the
corporation has been reduced by an amount that is “meaning-
ful” or that satisfies certain other prescribed thresholds.” It is
clear why Congress wished to treat redemptions that do not af-
fect a shareholder’s equity interest as distributions. The more
difficult question is why redemptions that change the share-
holders’ relative equity interests, no matter how slightly, should
be treated differently than third-party sales."

Example: Corporation X has three equal shareholders —
B, C, and D — each of whom owns 100 shares of X stock.
A redemption for cash by X of 30 shares from each share-
holder has no effect upon their relative ownership interests
in the corporation. From the standpoint of the tax law, the
transaction is identical to a distribution of cash by X, and
§317, §302, and §301 will treat it as such. The redemption
of stock does not affect the shareholders’ relative equity
interests in the corporation, and to treat such redemptions
as exchanges would undermine §301.

The above example represents a relatively easily under-
stood illustration. The situation is more complex if not all
shareholders participate in the redemption, if X has more
than one class of stock, or if one or more shareholders si-
multaneously sell other shares.

Example: Assume that in the previous example X had re-
deemed 30 shares from each of B and C, but only 25 shares
from D. Although the relative equity ownership of X has
shifted in D’s favor, it does not automatically follow that B
and C are entitled to exchange treatment. Section 302 con-
tains the rules addressing this situation.

C. The Stakes — Sale or Exchange vs. Distribution

The difference in tax result between sale or exchange treat-
ment and distribution treatment can be dramatic, and the de-
sired outcome depends on the taxpayer and situation.

1. Individuals

When the redeeming corporation has ample earnings and
profits, an individual shareholder with an adjusted basis in cor-
porate stock that is less than the stock’s fair market value gen-

13§302(b); U.S. v. Davis, 397 U.S. 301 (1970), reh’g denied, 397 U.S. 1071
(1970).

"®The IRS has interpreted §302(b)(1) in a way that provides sale treatment
for even slight reductions in equity interest, provided the shareholder’s stock
ownership is below certain thresholds. See VI.F.4.b.(3), below.
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erally prefers sale or exchange treatment to distribution treat-
ment, due to the basis offset that occurs in a §1001 transac-
tion."” If the taxpayer held the shares redeemed as capital assets,
any gain is capital gain. The taxpayer also is entitled to use the
taxpayer’s basis in the shares redeemed before recognizing any
gain. Thus, sale or exchange treatment allows immediate basis
recovery.

If the taxpayer has an unrealized loss in the shares, sale or
exchange treatment generally permits recognition of the loss,
although the loss may be subject to the limitations on the use
of capital losses (§1211(b)) or other limitations under the Code
(e.g., under §267 or §356)."

If the redemption is taxed as a distribution, however, the
taxpayer realizes dividend income to the extent of the corpo-
ration’s earnings and profits. Although dividends historically
have been taxed as ordinary income, changes to the Code in
2003 provide that an individual’s “qualified dividend income”
(generally, dividends received from domestic corporations and
from certain foreign corporations) is taxed as net capital gain."”
Because of the reduced rate on qualified dividend income
found in §1(h)(11), the difference in tax result between sale or
exchange treatment and distribution treatment for noncorporate
taxpayers is less dramatic than it once was. If the redemption
is taxed as a distribution, however, then any basis in the re-
deemed shares goes unused currently and is added to the basis
of the shareholder’s remaining shares.” The taxpayer also does
not recognize any unrealized loss in the shares.

If the redeeming corporation lacks, or has minimal, earn-
ings and profits, however, individuals may prefer §301 treat-
ment. Under §301(c)(2), arguably, the taxpayer is entitled to re-
cover the basis in all the shares (not just those redeemed) be-
fore the recognition of any gain.”

2. Corporations

A U.S. corporation holding shares with built-in gain of a
redeeming corporation with ample earnings and profits gen-
erally prefers distribution treatment to sale or exchange treat-
ment, provided that a §243 dividends received deduction is
available and that the §1059 extraordinary dividend rules do
not apply.” For example, if a redemption by a corporation with

"Foreign individuals not subject to U.S. tax may be indifferent as to
whether a redemption is treated as a sale (unless the Foreign Investment in Real
Property Tax Act (FIRPTA) rules of §897 and §1445 apply) or as a distribution
(unless the distribution is subject to withholding tax under §871 that is not ab-
sorbed by the payor through a gross-up or reduced or eliminated by treaty).

" For a discussion of transactions between related parties more generally,
see 564 T.M., Related Party Transactions.

“See §1(h)(11).

*For rules relating to basis when the taxpayer no longer owns shares in
the redeeming corporation, or when the shareholder owns different blocks or
classes of stock, see III.B.1.d.(2).

*'If the shareholder has differing bases in differing blocks of shares (or
holds different classes of stock), however, the recovery of basis rules become
somewhat murky. At least one court has held that §301(c)(2) and §301(c)(3)
must be applied separately to different blocks of stock. See Johnson v. U.S.,
435 F.2d 1257 (4th Cir. 1971). For a further discussion of these issues, see III.,
below.

*Foreign corporations that are not subject to U.S. tax may be indifferent
as to whether the transaction is treated as a sale, although, like foreign individ-
uals, they must take into account the FIRPTA rules and dividend withholding
under §881 that is not either absorbed by the payor or reduced or eliminated by
treaty.
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sufficient earnings and profits is treated as a distribution, and
the corporate shareholder is entitled to a 50% dividends re-
ceived deduction, only 50% of the proceeds are subject to fed-
eral income tax, albeit as ordinary income. Provided that §1059
does not apply, no basis reduction occurs for the untaxed por-
tion of the dividend.”

Note that the dividends received deduction varies depend-
ing on the corporate shareholder’s degree of investment in the
distributing corporation. For taxable years ending after Decem-
ber 31, 2017, a corporate shareholder owning less than 20%
of the distributing corporation (by vote and value) is allowed
a 50% dividends received deduction, a corporate sharehold-
er owning more than 20% of the distributing corporation (by
vote and value) is allowed a 65% deduction and a corporate
shareholder receiving dividends from another member of the
same affiliated group, generally is allowed to deduct 100% of
the amount of the dividend received.”* The deductions for div-
idends received by these types of corporate shareholders are
70%, 80%, and 100%, respectively, for taxable years beginning
before December 31, 2017.

Several planning techniques have developed to ensure that
redemptions from corporate shareholders are treated as distrib-
utions, including the purchase of out-of-the-money options by
the redeemed shareholder to prevent any decrease under §302
(by reason of §318) in the shareholder’s equity interest in the
corporation. Some of these techniques will be discussed in the
analysis of the §302 requirements.

Corporations lacking earnings and profits and corpora-
tions with minimal amounts of earnings and profits generally
have the same preferences for §301 treatment as individuals.
Again, in the case of an unrealized loss, a shareholder typically
will prefer exchange treatment under §302(a).

D. Uses of Redemptions

There are many situations in which a transfer by a share-
holder of some or all of the shareholder’s stock back to the cor-
poration in exchange for cash or other property is preferable to
a sale of that stock to a third party. Those situations frequently
arise in the context of private corporations, and less frequently
in the context of public corporations.

1. Private Corporations

Most private corporations, including family-owned busi-
nesses, have no ready market for corporate equity. Retiring
owners and the estates of deceased owners may need liquidity.
Dissident shareholders or those who wish to pursue other ven-
tures may wish to withdraw the value of their investment. Often
the only practical means to achieve the desired result is to cause
the corporation to redeem shares from the particular sharehold-
er in question.

*Section 1059 provides for basis reduction equal to the untaxed portion
of certain “extraordinary” dividends, except when specific holding period re-
quirements are satisfied. Other provisions also affect availability of a dividends
received deduction. See, e.g., §246A (reducing the amount of the dividends re-
ceived deduction with regard to portfolio stock that is debt-financed). For a de-
tailed discussion of extraordinary dividends, see 764 T.M., Dividends — Cash
and Property.

% See §243(a)(1), as amended by the Tax Cuts and Jobs Act (TCJA), Pub.
L. No. 115-97. For a detailed discussion of the dividends received deduction,
see 764 T.M., Dividends — Cash and Property.
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Detailed Analysis

While the remaining shareholders might purchase the
shares, those shareholders may have little net worth beyond
their own interest in the corporation. They would need to fund
any purchase by personal debt, which generally could only be
repaid by taking dividends out of the corporation. For C corpo-
ration shareholders, this option results in a very inefficient tax
structure, as two levels of tax must be paid to fund the purchase;
the corporation first pays tax on its earnings, and the purchasing
shareholders then pay tax on the dividend distributions received
from the corporation. A purchase of shares by the corporation,
however, funded by corporate debt, results in only a single lev-
el of future tax, as corporate earnings are used to amortize the
debt rather than to pay dividends. For S corporation sharehold-
ers, however, a cross-purchase of shares by remaining share-
holders, creates basis in purchased shares to, for example, in-
crease the shareholders’ future loss absorption capacity.

Redemptions also may be permitted or required by con-
tract to enable a corporation to limit the owners of its equity
to those within certain defined groups. For example, stock in
a private corporation may be subject to a right of first refusal,
permitting the corporation to match the offer of any potential
third-party purchaser and buy back the shares. Alternatively,
the stock may be subject to a buy-sell agreement that requires
the holder to sell, and the corporation to redeem, the stock upon
the occurrence of certain events, such as when the shareholder
dies or, if the shareholder is an employee, upon termination of
employment.

A buy-sell agreement can be used to guarantee a source of
liquidity for the estate of a deceased shareholder. Liquidity may
be especially important at that time both to permit satisfaction
of bequests and to satisfy the tax liability and administrative
costs of the estate. Section 303 provides special rules applica-
ble to certain redemptions from an estate. For a detailed discus-
sion of those rules, see 809 T.M., Estate Planning for Owners
of Closely Held Business Interests.

2. Public Corporations

Redemptions to provide liquidity are unnecessary in the
context of most public companies, as there already exists a
ready market for corporate equity. Other reasons for public
companies to redeem stock include the following:

(a) supporting the market for the corporation’s equity;

(b) acquiring stock for reissue under existing stock option
plans, or to satisfy the exercise of warrants and the conver-
sion of convertible debentures;

(c) acquiring stock for reissue in an acquisition of another
corporation;

(d) eliminating a dissident shareholder; and

(e) defending against unwanted takeover bids.

Redemptions for reasons (a), (b), and (c) above generally
occur at a time when management believes that the corpora-
tion’s stock is undervalued in the market. When stock is under-
valued, issuing additional shares results in excessive dilution of
the equity of the current shareholders.

Management of public companies sometimes wish to “go
private”; i.e., to purchase all the company’s outstanding public
equity. Because these transactions often rely on a significant
amount of debt financing secured by the assets of the company

A -4 05/01/2025

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

itself, they are known as leveraged buy-out (or LBO) transac-
tions.

In a typical LBO transaction, management will form a new
corporation (Newco) financed with some equity and a signif-
icant amount of debt. The debt financing is contingent upon
closing of the deal, and will be secured (and serviced) by the
assets of the existing corporation (Target). The shareholders of
Target vote on the terms of the transaction and, assuming it is
approved, Newco merges into Target, with the shareholders of
Target receiving cash or other property for their shares. This
type of transaction generally is treated as part purchase (to the
extent of the equity in Newco) and part redemption (to the ex-
tent of the debt in Newco or borrowed by Target in connection
with the transaction).”

Though the question of the taxation of redemptions is pre-
dominantly a shareholder consideration, pursuant to §4501, en-
acted by the Inflation Reduction Act of 2022, the redeeming
company may be subject to a tax payment obligation. The
amount of tax payable is equal to 1% of the value of the share
repurchases. This excise tax is applicable to domestic compa-
nies that are traded on established markets.”* See X.G.1., below.

Similarly, the use of special purpose acquisition corpora-
tions, known as SPACs, are funded with founder capital and
are created for the limited purpose of identifying and closing
on a transaction target within a set amount of time. To the ex-
tent that the SPAC is unable to close on a transaction target, the
proceeds raised by the SPAC through its public offering, are
returned to the shareholders. The question of whether such re-
demptions should be subject to §4501°s excise tax is a matter
of debate.”

E. Nontax Restrictions

As indicated previously, a corporation’s purchase of its
own stock can be equivalent in economic effect to the payment
of an ordinary dividend. From a nontax viewpoint, an ordinary
dividend and a dividend equivalent redemption both reduce
corporate assets available to meet the claims of other share-
holders and corporate creditors. Because of this fact, almost
all states that empower a corporation to purchase or redeem
its own stock impose financial requirements analogous to those
imposed on dividend payments.”

1. In General

In general, the most common financial requirements are
that:

(a) redemptions must be made only out of surplus rather
than capital; and

(b) redemptions cannot be made if the corporation is, or
would be rendered, insolvent.

»See also 770 T.M., Structuring Corporate Acquisitions — Tax Aspects.

*For a discussion of §4501, see Cathryn R. Benedict and Philip B. Wright,
Excise Tax on Share Repurchases: A Provision Searching for Its Purpose, 63
Tax Mgmt. Memo. No. 19, 241 (Sept. 12, 2022).

*’Michael Kliegman and Joshua Williams, Should SPACs Be Spooked By
The Excise Tax on Stock Buybacks?, 63 Tax Mgmt. Memo. No. 23, 301 (Nov.
7,2022).

* See, e.g., N.Y. Bus. Corp. Law §513 (McKinney 2001); Del. Code Ann.
tit. 8, §160 (2001); Tex. Bus. Corp. Act Ann. art. 2.38 (West 2001).
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Most states make certain exceptions to the first of these
requirements. Although not all exceptions are allowed by all
states, the exceptions generally allow the corporation to:

(a) redeem “callable” (redeemable) stock (usually pre-
ferred stock);

(b) eliminate fractional shares;

(c) satisfy, settle or compromise a debt owed to the corpo-
ration;

(d) pay dissenting shareholders under appraisal rights;
(e) redeem stock from employees;
(f) convert convertible stock; and

(g) conduct a business as an investment company.

In exercising its power to buy back the company’s own
stock, whether common or preferred, callable or not, the board
of directors must comply with the statutory and common law
financial restrictions imposed on redemptions. The board of di-
rectors must also satisfy the limitations arising out of the fidu-
ciary obligations its members have to the shareholders and their
obligations to the company’s creditors. When a corporation vi-
olates any of these restrictions, the directors and officers are re-
sponsible, and the shareholders who received payment for their
shares also may be liable to creditors and other shareholders
harmed by the transaction.”

Restrictions designed to enforce similar fiduciary duties
are also imposed by federal and state securities laws. Federal
securities law restrictions govern all publicly held corporations.
Under §10(b) of the Securities Exchange Act of 1934, federal
securities law can be imposed upon closely held corporations if
the U.S. mail is used in the redemption negotiations.

Before a corporation can consummate a redemption, it
must examine the terms of any existing loans to the corporation
to determine whether any creditor has restricted the use of cor-
porate funds during the life of a loan. Creditors typically pro-
hibit dividends and redemptions altogether or, alternatively,
permit such payments only if the corporation satisfies certain
financial ratios after the transaction. A corporation similarly
must examine its articles and bylaws before making a redemp-
tion.

2. Eftect of Nontax Restrictions on Federal Tax
Consequences

For federal income tax purposes, the Tax Court and the
Sixth Circuit have specifically held that even if a redemption
violates state corporate restrictions, the transaction will still
be tested under the tax rules governing redemptions. In Went-
worth v. Commissioner,” an Ohio corporation paid $462,000
in redemption proceeds to the shareholder (taxpayer) at a time
when its surplus was only $176,000. There is no record of cred-
itors or other shareholders challenging the distribution. The
IRS determined that the redemption qualified for exchange
treatment and resulted in a taxable capital gain to the taxpayer.
The taxpayer argued that he was not taxable on the distribution

¥ See, e.g., Donahue v. Rodd Electrotype Co., 328 N.E.2d 505 (Mass.
1975); Recent Case, Donahue v. Rodd Electrotype Co., 89 Harv. L. Rev. 423
(1975); Del. Gen. Corp. Law §141(a) et. seq.

*510 F.2d 883 (6th Cir. 1975), aff’g T.C. Memo 1973-199.
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because the distribution violated §1701.35(b) of the Ohio Re-
vised Code, and “therefore the purported redemption was a nul-
lity with no taxable consequences.” The Ohio statute provided
as follows:

A corporation shall not purchase its own shares ex-

cept as provided in this section, nor shall a corpora-

tion purchase or redeem its own shares if immediate-

ly thereafter its assets would be less than its liabili-

ties plus stated capital, or if the corporation is insol-

vent, or if there is reasonable ground to believe that

by such purchase or redemption it would be rendered

insolvent.

The Tax Court rejected the taxpayer’s argument, stating
that, “The fact that the redemption may have violated state law
does not affect its federal income tax consequences. We hold
that, regardless of state law, Chemical’s redemption of [taxpay-
er’s] stock in 1965 resulted in taxable gain.”

On appeal, the taxpayer stressed those cases holding that
state law defines the nature of legal interests for purposes of
federal tax liability. The Sixth Circuit held, however, that the
claim of right principle of federal tax law governs this situation
and renders the transaction taxable in the year in which the re-
demption occurred. The court stated:

Where a transaction with taxable consequences is
carried out in one year and treated by the parties ac-
cordingly, the discovery in a subsequent year that the
transaction in fact violated a state law does not al-

ter the tax liability of the year of the event. From

November 30, 1965 until sometime in April 1966,

all parties to the redemption transaction took the po-

sition that taxpayer was no longer a shareholder of

Chemical and that neither Chemical nor Vulcan was

a creditor of taxpayer. Later discovery that the trans-

action by which this situation was brought about ap-

parently violated the corporation laws of Ohio did

not affect the tax consequences as they were fixed on

December 31, 1965.

The court also stressed that state corporate law is not self-
executing but is enforced only if there is a complaining party.
Here, neither the state authorities, nor the parties themselves
treated the redemption as void in the year in which it occurred.
Therefore, the IRS was entitled to apply the annual accounting
concept and hold the parties to the way they treated the trans-
action.

Observation: The appellate opinion clarified certain facts
of the case. The corporate books showed a negative net worth
for the year of the redemption because of a reserve for antici-
pated losses on uncompleted contracts. However, the fact that
the negative net worth was the result of reserves rather than lig-
uidated claims did not appear to be a factor in the court’s opin-
ion.

The IRS, however, has argued that interest payments on
notes used to fund a redemption that allegedly violated state
corporate law should be nondeductible. In Mountain State Steel
Foundries v. Commissioner;”' the IRS disallowed corporate de-
ductions claimed for interest on promissory notes distributed

1284 F.2d 737 (4th Cir. 1960), rev’g T.C. Memo 1959-059.
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in a stock redemption. As the IRS interpreted state corporate
law, the notes impaired the company’s capital and were there-
fore unenforceable and did not represent binding obligations of
the issuer. The Fourth Circuit allowed the deductions, howev-
er, after interpreting the state statute to require the corporation
only to have enough surplus to back each note payment as and
when made. Under this test, the corporation had enough surplus
to support the note payments in issue. Whether the court would
have sustained the IRS if surplus had been lacking remains an
unanswered question.

In U.S. v. General Geophysical Co.,” a planned redemp-
tion of a controlling owner of a close corporation for cash and
promissory notes was modified to provide additional protection
to the redeemed shareholder. The corporation’s counsel had
cautioned that if the corporation became insolvent, the notes
would be subordinate to other creditors’ claims. Under a substi-
tute plan, the corporation distributed appreciated real property
in redemption of the stock and then “repurchased” the proper-
ty for notes in the same amount as would have been distributed
in the redemption under the original plan. The issue before the
court was whether the corporation’s basis in the real property
should be stepped up to reflect the “purchase” from the share-
holder. Because of the transitory nature of the steps involved,
the court held that, in substance, the property never left corpo-
rate solution and its basis should remain unchanged.

Under current law, if the distribution of the appreciated
property were treated as a separate step, the corporation would
recognize gain under §311(b). The IRS might therefore take a
different position on similar facts in the future. Moreover, be-
cause General Geophysical is an example of a court applying
the step-transaction doctrine in the IRS’s favor to ignore inter-
mediate steps, taxpayers should use caution in relying on it in
structuring future transactions. The possibility of §311(b) caus-
ing recognition of gain (or, with respect to depreciated prop-
erty, §311(a) denying loss recognition but resulting in a step-
down in basis) is substantial, and it may be difficult for the tax-
payers to ignore their own form.”

In planning a redemption, the parties should consider pos-
sible unenforceability if, at the appropriate point in time under
corporate law, the corporation lacks sufficient surplus from
which to make the payment. Alternatives to consider are:

(a) have the corporation buy insurance policies on the life
of any shareholder whose stock is to be redeemed at death;

(b) reduce corporate “capital” by prescribed statutory pro-
cedures;

(c) revalue assets to create revaluation surplus (if permit-
ted by local law);

(d) accumulate earnings in anticipation of a potential re-
demption (considering accumulated earnings tax problems
under §531 that may arise);

(e) structure an installment redemption, relying on local
law (where applicable) requiring only that the corporation

2296 F.2d 86 (5th Cir. 1961), cert. denied, 369 U.S. 849 (1969).

* Taxpayers must generally demonstrate strong proof that its chosen form
was inconsistent with the economics of the transaction. See generally Commis-
sioner v. Danielson, 378 F.2d 771 (3d Cir. 1967), cert. denied, 389 U.S. 858
(1967).

A-6 05/01/2025

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

have surplus equal to the amount of each payment at the
time each payment is due;

(f) require the other shareholders to contribute additional
capital to the corporation to use as surplus to redeem the
stock; and

(g) require the other shareholders to purchase the stock
to the extent that the corporation is unable to redeem the
stock.

F. Ruling Requests

As in many other areas of federal tax law, the IRS will is-
sue advance rulings on the tax consequences of a redemption
transaction.

1. When a Ruling Should Be Sought

Whether the parties to a redemption transaction should
seek an advance ruling from the IRS that the proposed redemp-
tion qualifies as an exchange depends upon a variety of fac-
tors. Because rulings require an average of four to six months
from date of filing to date of final response, parties involved in
a time-sensitive transaction may not have the option of request-
ing an advance ruling.

In those cases where time is not critical, the factors to be
considered in determining whether to seek an advance ruling
include: (i) the scope and nature of the tax exposure if the trans-
action fails to qualify as an exchange (including whether pub-
lic shareholders will be affected), (ii) the degree of comfort of-
fered by the tax advisors to the transaction (including the avail-
ability of appropriate opinions), and (iii) the presence of issues
that would place the transaction within the scope of the IRS’s
“no ruling” policy. Advance rulings from the IRS are not nec-
essary (or available) in many cases. Moreover, because the IRS
requires the taxpayer to make all factual representations neces-
sary to reach the legal conclusion, the ruling is only as good as
the representations behind it. On audit, agents are free to chal-
lenge the tax treatment of the transaction if they can show a dis-
crepancy between the representations and subsequent events.

2. Procedure for Requesting a Ruling

The formal requirements of a ruling request are set forth
in Reg. §601.201. The first revenue procedure of each calendar
year sets forth more detailed procedural rules for the issuance
of rulings and determination letters, and outlines generally the
information required by the IRS in a ruling request. See 621
T.M., IRS National Office Procedures — Rulings, Closing
Agreements

Rev. Proc. 86-18* contains more specific guidelines re-
garding representations and information that must be included
with requests for rulings on redemptions. A practitioner filing a
ruling request in the redemption area should review those rev-
enue procedures, as well as any recent private letter rulings re-
leased by the IRS covering the type of transaction at issue. Al-
though not authoritative except for the taxpayer to whom is-
sued, recent private letter rulings give necessary insight into ad-
ditional facts or representations currently required by the IRS,
and illustrate those factors the IRS considers important.

*Referenced in the first annual Rev. Proc.
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The IRS charges “user fees” for the issuance of private let-
ter rulings.” For a discussion of the user fee program, includ-
ing the current fee for filing a ruling request, see 621 T.M., IRS
National Office Procedures — Rulings, Closing Agreements.

3. “No Ruling” Areas

In an annual revenue procedure, the IRS announces those
areas in which ruling letters will not (or ordinarily will not) be
issued. Certain issues involved in redemptions come within
the no-ruling areas.

Comment: Note that this annual revenue procedure is not
an exhaustive list of the areas in which the IRS will not issue
rulings. The IRS is extremely wary of issuing any rulings that
are not within the pattern of previous rulings.

The IRS will not rule on the following questions involving
redemptions:”’

(a) Whether §302(b) applies to a redemption where the
consideration includes corporate notes, the redeemed
shares are held as collateral, and the shareholder may re-
cover the shares in the event of default;

#§7528.

* See Rev. Proc. 2025-3.

Rev. Proc. 2025-3, §3.01(50) — (54), §5.01(1). With respect to the treat-
ment of basis in a §302 or §304 transaction, the IRS will not rule on this
area until it resolves the issue through published guidance. Rev. Proc. 2025-3,
§5.01(1). See 84 Fed. Reg. 11,686, 11,687 (Mar. 28, 2019) (withdrawing pro-
posed regulations (REG-143686-07, 74 Fed. Reg. 3509 (Jan. 21, 2009)) related
to, among others, exchange transactions to which §302(a) applies and redemp-
tions governed by §302(d), citing a need for significant modification before
rules could be finalized).
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(b) Whether §302(b) applies to a redemption where corpo-
rate debt, the amount of which is contingent upon future
earnings or similar contingencies, is included as consider-
ation;

(c) Whether §302(b) applies to a redemption where the
shareholder leases or licenses property to the corporation,
payments for which are contingent upon the corporation’s
future earnings or are subordinate to the claims of general
creditors. Payments for the use of property will not be con-
sidered to be dependent upon future earnings merely be-
cause they are based on a fixed percentage of receipts or
sales;

(d) Whether an acquisition or disposition of stock de-
scribed in §302(c)(2)(B) was for tax avoidance purposes,
except within the fact patterns set forth in certain pub-
lished rulings; and

(e) The amount of working capital attributable to a busi-
ness that may be distributed in a partial liquidation; and

(f) Treatment of basis in a §302 or §304 redemption.

In addition, the IRS ordinarily will not rule on the follow-
ing questions:

(a) The treatment of redemptions in exchange for notes
that have terms in excess of 15 years; and

(b) Whether a distribution that does not contract the cor-
porate business or assets by certain safe-harbor amounts
qualifies as a partial liquidation.™

¥Rev. Proc. 2025-3, §4.01(23), (24).
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Il. Definition of a Redemption

A. In General

In analyzing corporate redemption transactions, the
threshold issue is, of course, whether a redemption has oc-
curred, and if so, when. Section §302 applies only where a
redemption has occurred. The definition of “redemption” is
found in §317(b), which provides:

For purposes of this part [§301-§318], stock shall

be treated as redeemed by a corporation if the cor-

poration acquires its stock from a shareholder in ex-

change for property, whether or not the stock so ac-
quired is cancelled, retired, or held as treasury stock.

This chapter analyzes the various requirements imbedded
in this statutory language, including: (1) the time of a redemp-
tion, (2) whether an exchange has occurred, (3) whether prop-
erty has been given in the exchange, (4) whether stock has been
acquired, and (5) whether the exchanging party is a sharehold-
er.

1. Timing

The tests of §302 are applied at the time “the redemption”
occurs. The time that a redemption occurs is not always easy
to pinpoint, although this question can be important for several
tax purposes, such as determining the taxable year in which in-
come or gain is realized. In most cases, before steps purport-
ing to constitute the actual redemption are taken, the corpora-
tion’s board of directors will adopt a resolution authorizing and
directing the redemption of shares. Where the mechanics of a
redemption are carried out loosely, as often occurs in closely
held corporations, the surrender of stock and the distribution
may not occur simultaneously. Book entries may be made by
the corporation in its own records before or after the sharehold-
er actually endorses the shares in writing to the issuing compa-
ny.

Unfortunately, the case law has not as yet produced con-
sistently applied rules for determining the point at which a re-
demption will be considered to have taken place for tax purpos-
es. In Lisle v. Commissioner,” the Tax Court noted:

[T]he question as to when a redemption is consum-
mated for tax purposes is a practical one to be de-
cided by weighing all of the various factors. . . . The
factors to be considered are not unlike those exam-
ined when deciding whether the seller or the buyer
of stock is subject to tax on dividends declared on

pledged stock subject to a contract of sale . . .; or
whether the buyer or the seller is a shareholder for
subchapter S purposes.

The Tax Court also said:

[A] sale for tax purposes, and consequently a re-
demption herein, occurs upon a passing of sufficient
incidents of beneficial ownership rather than techni-
cal requirements for the passage of legal title under
state law.

¥T.C. Memo 1976-140. See I.A.3.a., below, for a discussion of this case.
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In Lisle, the shares to be redeemed were delivered to a
pledgeholder to hold during the period that the corporation was
making deferred installment payments of the redemption price,
but the shares were not endorsed by the shareholder to either
the pledgeholder or the corporation.” Apparently, the endorse-
ment was to be made only after the corporation completed its
payments for the stock. Nevertheless, the court held that the
shares had been validly redeemed at the time the shares were
pledged.

In Smith v. Commissioner,”" the shareholder executed a
written assignment of some of his shares to the issuing com-
pany, although he retained title to the certificates until after
the beginning of the following calendar year. At that time, the
company’s stock transfer agent cancelled the old certificates
and issued new certificates representing the balance of the non-
surrendered shares. The Tax Court held that the transfer of
shares to the corporation took place, for tax purposes, on the
date when the written assignment was executed and delivered
(along with the shareholder’s existing stock certificates) to the
transfer agent. According to the court, those steps gave the is-
suing company beneficial ownership of the shares. Moreover,
the fact that new certificates were not issued at the date of as-
signment was immaterial because the corporate officer desig-
nated in the shareholder’s assignment was under a fiduciary du-
ty to effect the transfer on the company’s books. The Tax Court
held that the transfer of shares to the corporation took place,
for tax purposes, on the date when the written assignment was
executed and delivered (along with the shareholder’s existing
stock certificates) to the transfer agent. According to the court,
those steps gave the issuing company beneficial ownership of
the shares. Moreover, the fact that new certificates were not is-
sued until the subsequent year was immaterial because the cor-
porate officer designated in the shareholder’s assignment was
under a fiduciary duty to effect the transfer on the company’s
books.

Note: In Smith, the shares were surrendered in anticipation
of a possible conversion of convertible notes held by an outside
creditor. The IRS argued that the transferred shares were in-
tended to be held in escrow by the issuing company as agent for
the shareholder and to be transferred to the company only if the
notes were converted into stock. The court rejected this con-
tention, however, on the grounds that the shareholder’s written
assignment was unconditional on its face.

In an earlier decision, the Tax Court held that a redemption
did not occur until the shares were physically endorsed and de-
livered to the corporation. In that case, Moore Est. v. Commis-
sioner,” the board of directors in May 1956 adopted a resolu-
tion that it would redeem certain shares held by the estate of its
former majority shareholder in compromise of a debt owed to
the company by the decedent. Previously, in February 1955, the
probate court had issued an order authorizing the transaction.
The estate did not actually endorse and deliver the stock certifi-
cates to the company until January 14, 1957, at which time the

“For a discussion of special problems relating to installment redemptions,
see III.A.1.d., below.

166 T.C. 622 (1976), rev’d on other grounds sub nom., Schleppy v. Com-
missioner, 601 F.2d 196 (5th Cir. 1979).

“T.C. Memo 1961-257.
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company issued a new certificate for the balance of the shares
owned by the estate.

The IRS determined that the redemption had occurred in
1956. The estate argued that the redemption had taken place
during 1957, a year not before the court. The court upheld the
estate’s contention, saying as to the probate court order and the
board resolution:

Neither of these unilateral, preparatory actions by the

parties to the redemption, however, constituted the

redemption. Not until petitioners’ 897 shares were
actually tendered to the corporation and accepted by

the corporation — events which the record indicates

occurred on January 14, 1957 — did the redemption

take place. It was on that day and not before that the

corporation acquired its stock from petitioners as de-

scribed in the definition of a stock redemption in sec-

tion 317(b) of the 1954 Code.

In Meyer v. Commissioner,” cash distributions of $31,000
were made to a shareholder in a closely held corporation before
she physically surrendered her stock later in the same calendar
year in a redemption treated as a §301 distribution. At the time
the payments were made, the parties intended to determine the
exact redemption price later in the year by reference to either
the par value or book value of the shares. The corporation be-
gan a new tax year between the date of actual payment and the
date on which the shareholder surrendered her stock. In the tax
year the taxpayer surrendered her stock, the corporation had no
earnings and profits, although the corporation had earnings and
profits in the prior year.

The IRS argued that the redemption took place at the time
of the cash distribution, thereby causing the redemption pro-
ceeds to be taxed as a dividend. The court held, however, that
the distribution was part of “one planned transaction” involv-
ing a redemption that took place for tax purposes in the compa-
ny’s tax year when the shareholder surrendered her shares. The
court based its holding on the fact that the corporation and the
shareholder intended the transaction to be a single redemption,
with the cash distribution constituting an advance against the
later surrender of shares.

In Tabery v. Commissioner," the court held that a redemp-
tion occurred in the year both parties intended the redemption
to occur and so treated it on their records. The sole sharehold-
er did not physically surrender his shares, which remained in a
vault on the company’s premises. The corporation made entries
on its books discharging the shareholder’s debt due the corpo-
ration. Both parties’ tax returns for the year in issue reported
a redemption as having occurred. The court indicated that for
federal tax purposes it was not bound by state corporate law
governing transfers of stock.

If a shareholder surrenders part or all of the shareholder’s
stock in return for an agreement to receive the redemption price
in future installments, the redemption “occurs” at the time the
stock is surrendered to the corporation, and it is at this time that
the redemption is tested under §302. Later corporate distribu-

46 T.C. 65 (1966), aff’d and rem’d on other grounds, 383 F.2d 883 (8th
Cir. 1967).

#1354 F.2d 422 (9th Cir. 1965), aff’g T.C. Memo 1964-189. See also Bar-
ton Theatre Co. v. Commissioner, T.C. Memo 1980-128 (1980), aff’d, 701 F.2d
126 (10th Cir. 1983); Bette v. Commissioner, T.C. Memo 1977-404.
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tions that are part of the installment payments, but are unac-
companied by a surrender of stock, are treated in accordance
with the previously determined tax treatment of the redemption.

In Mathis Est. v. Commissioner,” the shareholder placed
his stock in escrow for surrender when he received the final
payment under an installment redemption. The IRS argued that
the “redemption” occurred only when the final payment was
made because at that time the stock was released to the cor-
poration. Before that time, the IRS contended that the corpo-
ration had only an “option” to purchase the stock (there being
no express penalty if the corporation decided not to make the
final payment) and all interim distributions were thus ordinary
dividends. The court rejected this argument, however, and held
that all payments were part of the redemption price governed
by §302. The court stated:

The fact that title to the preferred stock did not pass

upon execution of the purchase agreement does not

preclude the existence of a binding redemption con-
tract. . . . The absence of penalty provisions would

not eliminate a cause of action for breach of contract

upon nonperformance by either party. The decedent’s

estate could not have kept the payments made under

the agreement and refused to convey the stock when

the final payment was tendered.

For the question of whether a redemption, once accom-
plished, can be reversed or rescinded during the same taxable
year, see I[.A.7., below. For a further discussion of problems
relating to redemptions accomplished in installments, see
II1.A.1.d., below.

2. “Sale” vs. “Redemption”

The term “sale” is sometimes used informally to describe a
redemption transaction from the shareholder’s viewpoint. Sec-
tion 1001(c) provides that the amount of gain or loss realized
is recognized, subject to exceptions for specially designated
transactions described and dealt with elsewhere in the Code.
Stock based transactions are among the types of transactions
that are often subject to special treatment outside of §1001(c).
In certain instances the special treatment may ultimately result
in gain recognition Accordingly, although a corporation can
sell property to a shareholder (in exchange for some or all of
the shareholder’s stock) for purposes of corporate recognition
of gain (but not loss),” and although before 1954 some courts
allowed a shareholder to “sell” stock to the corporation with-
out having to satisfy redemption criteria,” if a shareholder sur-
renders stock for property within the meaning of §317(a), the
exchange must be tested as a redemption under §302 unless a
different Code provision applies more specifically to the ex-
change, or unless the transaction is vulnerable to some different
treatment on substance-over-form grounds.

If, after testing a redemption under §302, the transaction
qualifies for exchange treatment, the shareholder’s gain or loss
is recognized under §1001(c). But a redemption cannot qualify

47 T.C. 248 (1966), acq., 1967-1 C.B. 2.

“For a discussion of §311, see IIL.A.2., below. See also, 564 T.M., Related
Party Transactions, for additional restrictions on loss limits for transactions be-
tween related taxpayers.

7 See, e.g., Trust Co. of Georgia v. United States, 60 F. Supp. 470 (Ct. CL
1945); Smith v. Commissioner, 38 B.T.A. 317 (1938), acq., 1939-2 C.B. 34.
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for exchange treatment directly under §1001 without first run-
ning the §302 gauntlet.

The terms “purchase,” “repurchase” and “buy-back” are
frequently used outside the tax law to describe a transaction
in which a corporation, for consideration, reacquires its own
outstanding stock. For corporate law purposes, the term “pur-
chase” includes, but is broader than, the concept of “redemp-
tion.” “Redemption” is used in corporate law somewhat tech-
nically to refer to a repurchase of shares by a corporation pur-
suant to a “call” provision built into the terms of the stock. This
situation usually arises in the case of preferred stock or distinct
classes of stock issued in special circumstances.®

Apart from callable stock, corporate law generally uses the
terms “purchase” and “repurchase” to refer to the variety of
situations where the issuing company reacquires its own stock
for consideration: acquisitions pursuant to a pre-existing “buy-
sell” agreement among the various shareholders and the cor-
poration under which the corporation may, or is obligated to,
redeem stock on the death of an owner; purchases in the open
market, in the case of a company whose stock is publicly trad-
ed; and purchases made in private face-to-face negotiation in
the case of an isolated agreement where one or more sharehold-
ers desire to, or are willing to, reduce their ownership interest
in the corporation.

For tax purposes, the term “redemption” covers all of the
above situations regardless of corporate law, fiduciary law or
securities law, provided the corporation distributes “property”
in payment for its own stock. “Redemptions” of redeemable
stock and “purchases” of stock are governed by §302 whether
or not the acquisition occurs pursuant to a prior agreement, is
voluntary or involuntary on the part of either the shareholder or
the corporation, or whether or not the shares redeemed are can-
celled or held as treasury stock.”

Observation: The term “repurchase” often refers to a pub-
licly held company’s acquisition of its own stock in the open
market or by a formal exchange offer. When such transactions
occur over a stock exchange, the corporation does not know the
identity of the seller, nor does the seller know that stock is, in
fact, being redeemed. Nevertheless, in theory, if not always in
actual practice, §302 applies to such transactions. The IRS ap-
parently adopts a rule of reason with respect to periodic, open-
market repurchases, and such transactions can safely be report-
ed as sales under §1001, in the absence of specific knowledge
by the seller that shares have been sold to the corporation.

9

3. Termination of Proprietary Interest of Redeemed
Shares

For a redemption to occur, the shareholder’s equity inter-
est represented by the surrendered shares, whether the shares
represent all or a portion of the shareholder’s stock, must be en-
tirely terminated. The courts have generally expressed this re-
quirement in terms of parting with “beneficial ownership” of

* For example, so-called “alphabet” or “tracking” stock, which is common
stock that tracks the value of a separate division or subsidiary, often contains
provisions authorizing or requiring a redemption of that class of stock in certain
circumstances.

“For a discussion of whether the tax rules governing redemptions apply
even where the corporate law places restrictions on redemptions, see LE.,
above.
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the redeemed shares, and this concept is used throughout the
tax law in determining tax ownership. The Tax Court has held:

[A] sale for tax purposes, and consequently a re-
demption herein, occurs upon a passing of sufficient
incidents of beneficial ownership rather than techni-

cal requirements for the passage of legal title under

state law.*

A number of specific factors bear on this determination.
Termination of interest in redeemed stock is a requirement that
is basic to all redemptions, whether or not they qualify for ex-
change treatment under any specific category of §302(b).”

Observation: This “termination of interest” requirement is
broader than the specific requirements of §302(b)(3), and ap-
plies to all redemptions. Section 302(b)(3) authorizes exchange
treatment if all of a shareholder’s stock in the corporation is re-
deemed. The general “termination of proprietary interest” is a
threshold test that applies to each share that is redeemed. Under
this requirement, a shareholder must terminate the sharehold-
er’s equity interest in the corporation to the extent such equity
is represented by the shares redeemed, even though the share-
holder may continue to own an equity interest through other
shares that are not redeemed (and continue to be owned by the
shareholder).

a. The Lisle Case

In Lisle v. Commissioner,” a closely held corporation in
the funeral home business purported to redeem all the shares
owned by its two principal shareholders, the brothers Joel and
Claude Lisle, under agreements providing for down payments
and deferred installments payable over 20 years. The share-
holders remained as directors of the corporation, and their
shares were placed in escrow to secure the corporation’s oblig-
ation to make future payments. The IRS argued that neither
shareholder transferred enough of his proprietary interest in the
redeemed shares to qualify the transfers as redemptions and
treated each corporate payment as a dividend distribution. The
Tax Court held, however, that redemptions had occurred. Each
payment, therefore, qualified for exchange treatment by appli-
cation of §302(b)(3).

The facts in the Lisle case seemed at least somewhat sup-
portive of the IRS’s position. Joel Lisle’s agreement was se-
cured by the shares being redeemed, by the corporation’s real
estate, and by insurance policies on the lives of other principal
shareholders. Joel Lisle deposited the redeemed shares with a
third-party pledgeholder, but did not endorse them. Joel Lisle
remained entitled to vote all of the pledged shares (and not just
those for which payment had not been made) until the full in-
stallment price had been paid. If the corporation declared divi-
dends on any of the pledged shares, the dividend amount was to
be applied to the redemption price. In case of default, Joel Lisle
could also vote the stock owned by two other principal share-
holders. Also, in case of default, or if Joel Lisle at any time con-
sidered any of the collateral insufficient because of a decline in
market value, he could “in his discretion” sell any or all of the

31 isle v. Commissioner, T.C. Memo 1976-140.

*'Where no redemption has taken place, due to a failure to terminate pro-
prietary interest, §301 automatically would apply to the distribution.

*T.C. Memo 1976-140.
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collateral at public or private sale (and could himself become a
purchaser).

Joel Lisle could and did remain an officer and director of
the funeral home for eight years after the “redemption.” In ad-
dition, the corporation paid his country club dues for five years,
made living quarters available to him for when he was in town
to assist in business, and on one occasion guaranteed a loan to
him by a third party.

The IRS felt that none of the shares had been validly re-
deemed because:

(1) the corporation lacked a specific, firm and fixed plan
to terminate either brother’s interest in his shares;

(2) the shares were not endorsed by the shareholders;

(3) the shareholders retained the right to vote all the shares
until the last installment was paid;

(4) the long installment payment period indicated no ter-
mination of interest in the equity represented by the re-
deemed shares;

(5) dividends during the payout period would have been
paid to the brothers as record owners of the “redeemed”
shares;

(6) each brother continued to participate in management as
an officer and director;

(7) Joel Lisle could sell the collateral even without a de-
fault; and

(8) each brother had “continued access to corporate bene-
fits.”

The Tax Court, in a memorandum opinion, rejected each
of these attacks. First, the language of the redemption agree-
ment referred to a purchase of “all” of each shareholder’s stock.
The lack of endorsement was not a controlling factor. “Whether
shares of stock are transferred to the purchaser and assigned to
the escrow holder, endorsed in blank by the seller and trans-
ferred to the escrow holder or merely transferred to the escrow
holder,” the court said, “is immaterial when the purpose of the
escrow, as here, is to provide security for deferred payments
and the shares are in the possession of the pledgeholder.”

The court observed that the right to vote as such bears less
on beneficial ownership of an equity interest than does “the op-
portunity for effective exercise and the ability to affect deci-
sion making.” The retained voting rights here served chiefly
as additional security for the company’s payments (although
the court acknowledged that the remaining shareholders wanted
Joel Lisle to retain voting rights in order to “counter” Claude’s
possible influence over the funeral home’s management). Al-
though both brothers remained as officers and directors for sev-
eral years after the redemption, the court concluded they held
these positions in name only and did not in fact “appreciably”
influence corporate decisions. The court concluded that Joel
Lisle’s right to sell the security related chiefly to the adequacy
of the security but did not detract from the substance of a sale.
The length of the installment period raised the possibility of us-
ing a long-payout redemption as a way to substitute deductible
interest for nondeductible dividends, but the court found no ev-
idence that such a plan existed here (and the IRS conceded that
the notes represented bona fide debt). The court added:
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The length of the payout period, of itself, in the pe-

culiar facts of this case, does not cause the redemp-

tion to fail. That is not to say that a payout of 20

years, together with other factors not present here,

might indicate that the arrangement did not constitute

a complete termination of a shareholder’s interest in

the corporation.

The court also held that the fact that dividends would have
been paid to the Lisle brothers as record owners of the re-
deemed shares was not controlling in deciding whether a com-
pleted sale had occurred, because dividends were to be credit-
ed against the redemption price of the stock (rather than being
paid in addition to the redemption price). The court appeared
to accept the principle that continued access to corporate ben-
efits should be considered in determining whether a valid re-
demption has occurred. In this case, however, the court found
the facts unpersuasive. The court viewed the interest-free loans
to Joel Lisle, the company’s guarantee of a bank loan to him,
the providing of lodging, and company payment of his country
club dues as items bargained for in the original redemption. The
company’s loan guarantee was found immaterial because the
former shareholder could as easily have assigned his rights un-
der the redemption agreement as security to the lending bank.

b. Other Cases and Rulings

In Hoffman v. Commissioner,” the Tax Court held that a
shareholder, who held her redeemed stock as security until the
corporation made final payment on an installment note, was a
creditor and no longer a shareholder for Subchapter S purposes.
Apparently, unless the corporation defaulted in its payments,
the distributee could not vote the shares held in escrow. The
court said that parting with beneficial ownership, rather than
naked legal title, determines whether the distributee remains a
shareholder.

In Turner Constr. Co. v. United States,” the court denied
a shareholder’s claimed capital loss on a purported redemption.
The shareholder had exchanged shares in the corporation for
a corporate note. The face amount of the note was based on
the maximum estimated value of the shares in light of expected
losses. The amount of the note would be reduced if the loss
was larger than the estimate. The shareholder remained liable
to pay additional money into the corporation if needed. In these
circumstances, the court stressed that the shareholder had giv-
en up only his “management rights” in the business. As his in-
vestment could not be worth more than the amount of the note,
while he bore the risk of additional loss, he had not terminated
his “financial” stake in the business.

Note: Depending on the terms under which stock was is-
sued, a shareholder may cease to have ‘“shareholder rights” be-
fore the shareholder actually surrenders stock. For example,
rights as a preferred shareholder may terminate at the point the
stock is called for redemption, so that thereafter the holder pos-
sesses only the right to payment for the shares. Termination

%47 T.C. 218 (1966), aff’d per curiam, 391 F.2d 930 (5th Cir. 1968).
364 F.2d 525 (2d Cir. 1966), aff’g 270 F. Supp. 918 (S.D.N.Y. 1964).
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of “shareholder rights” can be significant in determining that
stock is no longer outstanding for other tax purposes.”

The question of whether a shareholder has terminated the
shareholder’s proprietary interest in stock arises also when
a shareholder waives family attribution in connection with a
complete termination of interest under §302(b)(3). Under the
rules in §302(c)(2), a redeemed shareholder may not hold or re-
tain any interest in the corporation for 10 years, except an in-
terest as a creditor. As discussed later in more detail, the statute
and regulations generally prohibit the shareholder from holding
any “proprietary” interest in the redeeming corporation during
this period. The IRS has litigated with taxpayers over whether,
in specific circumstances, a former shareholder upon receiving
an installment note from the corporation in payment for the re-
purchased shares has become solely a “creditor” or, by reason
of specific rights, holds a proprietary interest. In Dunn v. Com-
missioner;”® the court made a detailed inquiry into the specif-
ic rights of a former shareholder to decide whether her interest
was debt or equity. The court held that the redeemed sharehold-
er’s interest in installment payments was a creditor’s interest
satisfying Reg. §1.302-4(d).

Cases and rulings that distinguish between debt and equity
for purposes of waiving family attribution under §302(b) are al-
so relevant generally to the issue of proprietary interest under
§302(b), including attempts to qualify a redemption under
§302(b)(3) where, on the particular facts, family attribution is
not involved. For further discussion of the role of debt-equity
distinctions, see IV.B.2., below.

4. Repurchase of Option Stock

Under some employee stock option plans, the company re-
serves a right to repurchase shares if an employee dies, retires,
ceases to be employed by the company, or desires to sell shares
to a third party.”’

a. Qualified Stock Options

The Tax Reform Act of 1976 generally terminated the
granting of qualified stock options after May 20, 1976 (by
amending former §422(b)). The discussion below is pertinent,
however, for any taxable year in which qualified stock options
may be granted or exercised.”

If an employee sells stock that was acquired by exercising
qualified stock options (qualified option stock) back to the is-
suing company before satisfying the three-year holding peri-
od, the rules governing disqualifying dispositions, which treat
part of the proceeds as compensation income, apparently partly
override §302.%

Even if the redemption is essentially equivalent to a div-
idend, qualified option stock would still be “disposed of” for

> See, e.g., Rev. Rul. 68-285, Rev. Rul. 55-440 (redemption of dissenters
does not invalidate “B” reorganization, even where redemption occurs after the
stock swap has occurred, because dissenter’s rights as shareholders were termi-
nated upon the transaction).

%615 F.2d 578 (2d Cir. 1980), aff’g 70 T.C. 715 (1978).

%7 See, e.g., Spitzer v. Commissioner, 153 F.2d 967 (8th Cir. 1946); Kuch-
man v. Commissioner, 18 T.C. 154, 159 (1952), acq., 1952-2 C.B. 2.

3 For a full discussion of the rules relating to options, see 381 T.M., Statu-
tory Stock Options.

¥Rev. Rul. 71-114. See also Brown v. United States, 427 F.2d 57 (9th Cir.
1970); Rank v. United States, 345 F.2d 337 (5th Cir. 1965).
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stock option purposes.” Part of the distribution would therefore
be ordinary compensation income regardless of the company’s
earnings and profits.

If an employee sells qualified option stock back to the is-
suing company after satisfying the three-year holding period,
the usual redemption rules of §302 test the transaction. None of
the proceeds is considered compensation income. The entire re-
demption price will receive either exchange treatment or §301
treatment via §302(d).

Note: Several courts have held that, if an employee was
allowed to buy stock in his employer for notes that would be
discharged out of the proceeds of a repurchase by the compa-
ny if and when the employee terminated his employment, the
employee “could not lose” and the entire repurchase proceeds
constituted compensation income to the employee.” For a dis-
cussion of these cases, see X.A., below.

b. Restricted Stock or Other Property: Section 83

When either an employee purchases stock in his corporate
employer pursuant to a nonstatutory option or the employer
grants him such stock outright, and when in either situation the
purchase renders §83 (relating to restricted property) applica-
ble, the circumstances in which §302 does and does not govern
a later retransfer of such stock to the employer are not com-
pletely clear. The possible application of §302 may arise, for
example, if the employer requires the employee to return the
stock (with or without receiving a payment therefor) upon res-
ignation within a stated period of years; or if the employer re-
serves a “right of first refusal” to repurchase the stock if and
when the employee desires to dispose of it. For a discussion of
the overlap of §83 and §302, see 383 T.M., Nonstatutory Stock
Options, and 384 T.M., Restricted Property — Section 83.

If a shareholder (usually the controlling owner) of the em-
ployer corporation transfers stock to a key employee as com-
pensation for services to the corporation, the transaction is re-
cast by Reg. §1.83-6(d) as if the shareholder — whether an in-
dividual or a corporation — contributed the stock to the capital
of the corporation, which, in turn, transferred it to the employ-
ee. The purpose of this rule is to ensure that the employer gets a
§162 deduction for the compensation payment. If the employee
also pays some money to the shareholder from whom he actu-
ally received the stock, the money (or other property) “shall be
considered to be paid to the corporation and transferred imme-
diately thereafter by the corporation to the shareholder as a dis-
tribution to which §302 applies.”™

Comment: In the context of the preceding sentence, the
word “applies” is ambiguous. It is unclear whether it means
that the redemption will always be accorded exchange treat-
ment, or instead that the deemed redemption must run the
gauntlet of the specific tests under §302.

5. Conversion of Convertible Preferred Stock

In Rev. Rul. 69-265, the IRS held that “conversion” of
convertible preferred stock into stock of the parent of the issu-

“Reg. §1.425-1(e)(1).

! National Clothing Co. of Rochester, Inc. v. Commissioner, 23 T.C. 944,
949 (1955), acq., 1956-1 C.B. 5; Mart’s Inc. v. Commissioner, 19 T.C.M. 669
(1960). See also Aylesworth Est. v. Commissioner, 24 T.C. 135 (1955).

“Reg. §1.83-6(d)(1).
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ing company constitutes a redemption of the convertible stock
where the issuing company owns stock of the parent and dis-
tributes such stock upon conversion. So viewed, the conver-
sion, tested under §302, is a taxable event to the shareholder.
While such transactions are sometimes referred to as “conver-
sions,” they are, in fact, exchanges.

The conversion of convertible preferred stock into com-
mon stock of the issuing company is not a redemption as de-
fined in §317(b) because the issuing company’s common stock
does not constitute property under §317(a). Rather, the conver-
sion of preferred stock into common stock of the same corpora-
tion is a recapitalization under §368(a)(1)(E) and is tax free to
both the shareholders and the corporation.

6. Dealings with Shareholder in Nonshareholder
Capacity

a. In General

In the past, if a corporation “sold” property to a sharehold-
er in exchange for the corporation’s own stock, the sharehold-
er would sometimes be treated as any other buyer of proper-
ty, such that §302 was not applied. Likewise, if there was a
corporate damage claim against a shareholder and that share-
holder satisfied, or “settled,” the claim by surrendering stock
in the corporation, the shareholder sometimes argued that §302
should not apply. Former Reg. §1.311-1(e), which was re-
moved as obsolete in 1993, indicated that certain distributions
of property for stock were not redemptions — where the distri-
bution was made to the shareholder outside the corporate/share-
holder relationship.

Comment: Given the removal of former Reg. §1.311-1(e),
the better answer appears to be that all such transactions should
be treated as redemptions governed by §302, even though some
of them (such as surrender of shares to settle a damage suit
brought by the corporation) may not be governed by §311.

Note: A shareholder who is indebted to the corporation
frequently arranges to pay the debt by having stock redeemed
and the proceeds applied to discharge the debt. From the share-
holder’s viewpoint, this type of transaction is treated as a re-
demption tested under §302.%

b. Cross-Redemptions

In some situations, two corporations, each owning a stock
interest in the other, seek to unwind their cross-ownership. The
corporations might disentangle their ownership through a mu-
tual exchange of the stock that each corporation owns in the
other.* This type of transaction raises difficult conceptual ques-
tions under §302 and §311. First, each corporation could be
viewed as functioning solely in its capacity as a shareholder in
the other and surrendering shares for redemption. Alternative-
ly, each corporation could be viewed as making a distribution
in redemption of its own stock held by the other on which it re-
alizes no loss via §311(a) but only gain under §311(b). A third

 See, e.g., Tabery v. Commissioner, 354 F.2d 422 (9th Cir. 1965); Brad-
bury v. Commissioner, 298 F.2d 111 (1st Cir. 1962).

 For an example in a nontax (securities) context of a cross-redemption, see
O’Neill v. Maytag, 339 F.2d 764 (2d Cir. 1964) (National Airlines exchanged
with Pan American World Airways all of National’s stock holdings in Pan Am
for part of Pan Am’s stock holdings in National).
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possibility is to treat one of the corporations for all purposes
as the distributing company and the other as the shareholder
whose stock is redeemed.

Under the first approach, there is no distributing corpora-
tion to which §311 applies because each “distributing” corpora-
tion is itself a shareholder surrendering shares for redemption.
Under the second approach, if §311(a) is to prohibit recogni-
tion of loss, and if §311(b) is to require recognition of gain by
both corporations, there must be a distribution in “redemption”
of the distributing corporation’s own stock. Yet if each corpo-
ration is viewed as a distributing corporation, neither is a share-
holder surrendering its stock in the other for redemption.

In Rev. Rul. 79-314, the IRS announced a position on
cross redemptions.” The IRS stated that each corporation was
viewed as a distributing company and was therefore tested un-
der §311. On the particular facts considered, the IRS found that
the exception to gain recognition contained in pre-TRA 1986
§311(d)(2)(A) applied so that neither corporation recognized
gain or loss to the extent stock was exchanged for stock. One
of the corporations also made a cash payment, which the ruling
treats solely as a redemption.”

A similar problem arises if two corporations own stock in
each other and if one corporation receives back its own stock
as part of a distribution in complete liquidation of the other
corporation. At least two cases have held that the recipient re-
ceived its own stock in the capacity of a shareholder. Therefore,
it must recognize gain or loss under the predecessor of §331 on
the assets received, including its own stock.”

By using a “May Department Stores” type transaction, a
corporation could formerly use a partnership to eliminate gain
on distribution of appreciated property. A partnership (P) with a
corporate partner (C) would acquire C stock from, for example,
a large C shareholder, (S). C would then contribute appreciated
assets to P. The partnership rules worked to allow an avoidance
of §311(b) gain. Under those rules, a distribution of the appre-
ciated property to S permitted S to receive those assets with a
substituted basis. Further, C received its own shares with a sub-
stituted basis (thus, preserving the gain in the appreciated assets
C contributed to P). However, under §1032, C did not recog-
nize gain when it issued its own stock. Thus, the gain was elim-
inated. This was the “May Department Stores” transaction.”

The IRS has eliminated this end-run around §311(b). First,
the IRS issued Notice 89-37, in which it stated it would use its
regulatory authority under §337(d) to trigger appropriate gains.
The resulting regulations generally require gain to be recog-
nized upon a corporate partner’s contribution of appreciated as-

5 Obsoleted by Rev. Rul. 2003-99. Rev. Rul. 79-314 was obsoleted in part
by the Tax Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248
(TEFRA). The pre-TEFRA exception to §311(d), for complete redemptions un-
der §302(b)(3), was repealed by §223 of TEFRA). See also PLR 8108097 (ap-
plying Rev. Rul. 79-314); GCM 33634 (Sept. 22, 1967).

% See Rev. Rul. 80-101 (discussing overlap between §302 and §311 in con-
text of complete liquidation otherwise taxable to shareholder under §331), ob-
soleted by Rev. Rul. 2003-99.

 Walville Lumber Co. v. Commissioner, 35 F.2d 445 (9th Cir. 1929);
Union Trust Co. of N.J. v. Commissioner, 12 B.T.A. 688 (1928).

% For a discussion of this transaction, see Canellos, Acquisition of Issues
Security by a Controlled Entity: Peter Pan Seafoods, May Department Stores,
and McDermott, 45 Tax Law. 1 (1991), but see Allyson Versprille, IRS Issues
Final ‘May Co.’ Partnership Rules; Changes May Follow, 111 DTR 4 (June 7,
2018).
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sets to a partnership that owns or acquires stock of the corpo-
rate partner (as defined in Reg. §1.337(d)-3(c)(2)), and in cer-
tain circumstances, again upon the distribution of such stock to
the corporate partner”

7. Rescission Transactions

a. Annulling a Prior Tax-Free Reorganization

Rescission transactions involve unwinding of a prior tax-
free acquisition by returning some or all of the acquired stock
or assets to its original owners in exchange for part or all of the
consideration which they received in the acquisition. The ques-
tion is whether unwinding the earlier steps has independent tax
effects or whether the unwind should be treated as simply a
nontaxable “annulment” of the earlier transaction. Among the
possibilities in this connection is the applicability of §302 to
the “unwinding” transaction.”

Comment: Unless the rescission is complete and takes
place within the same tax year as the reorganization, §302
would seem to apply.”

Note: Rev. Proc. 2025-3" provides that no rulings will be
issued on whether a completed transaction can be rescinded.

b. Return of Contingent Stock Issued in a Tax-Free
Reorganization

In a “contingent stock” reorganization, a portion of the
stock of the acquiring company is held in escrow until: (1) ei-
ther or both companies attain a specified future earnings level
for either or both companies; (2) the outcome of a warranty
or guarantee by the acquired company; or (3) the existence or
nonexistence of contingent liabilities. Frequently, the escrow
agreement provides that all or part of the escrowed shares will
be returned to the acquiring company after a specified time if
profits have not reached the desired levels, or as a means of sat-
isfying a breach of warranty claim by the acquiring company.
In the interim, the shareholders of the acquired company may
own beneficially the escrowed shares, voting the shares and re-
ceiving any dividends.” If and when a return of shares occurs,
several interesting tax questions arise. Under one approach, the

“Reg. §1.337(d)-3; T.D. 9833, 83 Fed. Reg. 26,580 (June 8, 2018), ap-
plicable to transactions occurring on or after June 12, 2015. Prop. Reg.
§1.337(d)-3(c)(2), REG-135671-17, 84 Fed. Reg. 11,005 (Mar. 25, 2019),
would modify the definition of stock of the corporate partner. Taxpayers are
permitted to rely on the proposed regulations for transactions occurring on or
after June 12, 2015 provided that the taxpayer consistently applies the proposed
regulations to all such transactions. For further discussion of this topic, see 784
T.M., Corporate Liquidations.

"For an example of a public transaction raising these issues, see Prospec-
tus, Rescission Offer to Certain Former Holders of Common Stock of Piper
Aircraft Corporation by Bangor Punta Corporation (March 17, 1976).

" Cf, Rev. Rul. 78-142 (rescission rights that were an inherent feature of
stock issued in a tax-free reorganization do not constitute other property). See
also PLR 200911004 (rescission of merger, due to adverse tax effects, result-
ed in treatment of entities as separate corporations); PLR 200908016 (because
amalgamation and rescission took place in same year, foreign subsidiary will
be treated as not having amalgamated into newly formed corporation; foreign
subsidiary and corporation will be treated as two separate corporations at all
times during taxable year).

7 See Rev. Proc. 2025-3, §3.02(8).

" See, e. 2., PLR 200515012 (acquired corporation’s transfer to escrow ac-
count of new acquiring shares, subsequent transfer of escrow rights to “liqui-
dating trust,” and distribution of beneficial interests in liquidating trust to ac-
quired corporation’s shareholders, did not invalidate “C” reorganization).
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return of shares could produce realization of gain or loss by the
shareholders of the acquired corporation. Alternatively, the re-
turn could be viewed as a nontaxable adjustment of the origi-
nal exchange. If so, the basis of the returned shares must be ac-
counted for. Finally, it must be determined whether the return
has any adverse effect on the tax-free treatment of the initial re-
organization.

While such transactions generally should be treated only
as an adjustment to the purchase price in the original transac-
tion, in some situations the IRS has said that a transaction of
this type can also be a redemption. If treated as a redemption,
the tax treatment must be tested under the usual rules of §302.
Close attention must be paid to the details of the escrow
arrangement because (at least as spelled out so far in rulings is-
sued by the IRS) the specific terms of the escrow, especially
with respect to whether the shareholder has received any bene-
fit or detriment from changes in value of the escrowed shares,
may determine just how the return transaction is treated for tax
purposes.”*

¢. Reversing a Redemption

It is questionable whether a redemption of stock may be
rescinded without tax effects later in the same taxable year. The
Court of Claims denied a shareholder’s attempt to reverse a re-
demption that he learned, after surrendering shares and receiv-
ing a distribution, would be considered essentially equivalent to
a dividend. On July 31, the 99% shareholder surrendered part
of his shares for a combination of cash and certain investment
assets. Later in the same year, the shareholder’s accountant de-
cided that under the tax rules dividend treatment would result.
In order “to reverse the unfavorable tax effect of what was done
on July 31,” the corporation on September 15 returned the re-
deemed shares and the shareholder issued to the company his
interest-bearing note for the cash plus the fair market value of
the assets he had received. The shareholder claimed that he did
not return the assets in kind because the corporation’s bond-
ing company had indicated that it would not accept one of the
investment assets that had been distributed to the shareholder.
The Court of Claims held that the redemption stood for tax pur-
poses, and would not be viewed as, in net effect, a sale of cor-
porate assets to the shareholder for a note. The court relied on
the fact that complete rescission had not occurred, and that the
reason for the reversal was to obtain better tax treatment rather
than any bona fide business objective.”

Comment: Though the overarching purpose for the partial
rescission was to garner a tax benefit, perhaps if the taxpayer
had returned the assets and regained his shares, and done noth-
ing else until the next tax year to permit economic effect to the
return of stock and assets, the court would have come to a dif-
ferent result.”° By returning the assets with rescinded shares, the

" See Rev. Rul. 78-376 (gain or loss recognized, because number of shares
redeemed to satisfy obligation was based upon fair market value of shares on
date of release); Rev. Rul. 76-334 (no gain or loss recognized where number of
shares released was not measured by value on release date; basis allocated to
remaining shares); Rev. Rul. 76-42 (same); Rev. Proc. 76-26.

7 Blanco v. United States, 602 F.2d 324 (Ct. C1. 1979).

70 See Rev. Rul. 80-58 (complete rescission of sale of land within same tax
year held effective to neutralize tax effects of the sale); PLR 201008033 (sale
treated as redemption under §304(a)(1) disregarded where transfer of interests
between members of consolidated return group was rescinded and then under-
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assets would have been held by a taxpayer with a different le-
gal profile and would have been exposed to theoretical trade
creditors, employees, and others who conduct business with the
company. As such, the legal and underlying economic conse-
quences would have been more substantive.

8. Reduction in Par Value of Stock

A reduction by a corporation in the par value of its out-
standing stock, accompanied by a reduction in stated capital
and creation of paid-in surplus, is not a redemption. Ordinarily,
the total number of outstanding shares will remain unchanged.
The corporation may, however, issue new stock certificates ev-
idencing the new par value in exchange for the old certificates.
The transaction by which par value is reduced is treated as
a tax-free recapitalization of the corporation.” If the corpora-
tion makes a distribution of cash or other property, concurrent-
ly with a reduction in par value, however, the IRS apparently
treats the distribution as taxable under §301 entirely apart from
§302.

In Moloney v. United States,” a corporation recorded a
stock redemption on its books to correct an error that had been
made two years earlier when the corporation was created and
the stated value of the stock had been recorded as $50,000. The
taxpayers, a husband and wife, had intended when they incor-
porated part of the business of their partnership, to have capital
of only $5,000 and 100 issued shares of common stock divid-
ed equally between themselves (but held by the partnership).
When the “mistake” (as the court found) was discovered, en-
tries were made in the corporate records and in those of the
partnership reflecting a “redemption” of 90 shares of stock and
reducing capital from $50,000 to $5,000. In fact, no stock cer-
tificates were ever actually issued and no actual distribution
was made to the partnership or to the taxpayers directly in con-
nection with the correcting entries. The IRS claimed that the
“redemption” was a taxable event for the taxpayers, as it was
essentially equivalent to a dividend, and therefore resulted in
$45,000 ordinary income to them. The court held, however,
that in these circumstances the transaction “resulted in neither
gain nor loss to anybody.” No money was actually distributed
either in a redemption or as an ordinary §301 distribution.

The Sixth Circuit reversed the district court, however, and
held that the reduction in the stated value of the capital stock
from $50,000 to $5,000 did represent a redemption distribution
of $45,000 to the two equal shareholders and, as such was es-
sentially equivalent to a dividend.” The appeals court deter-
mined that the corporation’s opening balance sheet showed that
it had begun business with inventory and capital assets whose

taken again following conversion of one sub from corporate form to limited
liability company); PLR 200915031 (proposed actions of consolidated group
parent to rescind issuance of excess shares between foreign subsidiaries and re-
store parties to original positions would neutralize tax effects of issuance); PLR
200752025 (rescission of issuance of preferred stock to U.S. parent in amalga-
mation of its foreign subsidiaries within same tax year ruled effective to neu-
tralize tax effects of issuance).

7 See GCM 8175, IX-2 C.B. 134 (1930), obsoleted by Rev. Rul. 68-674;
Sheehan v. Dana, 163 F.2d 316 (8th Cir. 1947); Avco Mfg. Corp. v. Commis-
sioner, 25 T.C. 975, 997 (1956); see also PLR 7809062.

®GCM 8175.

375 F. Supp. 737 (N.D. Ohio 1974), rev’d, 521 F.2d 491 (6th Cir. 1975).

80Molone_y v. United States, 521 F.2d 491 (6th Cir. 1975), cert. denied, 423
U.S. 1017 (1975).
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undisputed book value exceeded $50,000. The court conclud-
ed that no mistake had been made in setting up an initial
$50,000 capital account. The Sixth Circuit also determined that
$45,000 was distributed by the corporation through a reduction
of $45,000 of a debt owed to the corporation by a partnership
through which the two shareholders conducted sales activities
for the corporation. Under well-established principles, a corpo-
ration’s cancellation of a debt owed to it by a shareholder in-
volves a constructive distribution of money or other property to
the shareholder.*' When the transaction was tested as a redemp-
tion, the appeals court found that the distribution was pro rata
to the two equal shareholders. It also said that the alleged sub-
jective motive to correct a clerical error, and the embarrassment
with creditors that would have occurred if the “error”” had been
corrected earlier, were immaterial in any event in light of the
Supreme Court’s rejection of business purpose in United States
v. Davis"

B. Exchange

1. In General

A redemption cannot occur in the absence of an exchange
of shares for cash or other kinds of property.” However, not all
literal exchanges of stock for property qualify for “exchange”
treatment as that term is used for capital gain or loss purposes.
Moreover, not all payments made in connection with a redemp-
tion are necessarily made in “exchange” for stock. The share-
holder might provide other consideration as well (e.g., ser-
vices).

Comment: To determine the extent of an exchange, the au-
thors recommend that all the elements of the economic transac-
tion be identified with a value assigned to the exchange portion,
with the most supportable valuation being an independent ap-
praisal.

An exchange does not necessarily require the consent of
the shareholder. A redemption tested under §302 will occur
even if the shareholder’s surrender of stock is involuntary
rather than voluntary, e.g., pursuant to court order or pursuant
to a restriction imposed by the company on the particular
stock® A redemption tested under §302 occurs where stock is
repurchased by the issuing company from the estate of a de-
ceased shareholder. This may occur pursuant to the provisions
of a buy-sell agreement executed by the owners of a close cor-
poration during their lives, specifying that when one owner dies
the corporation has an option (or an obligation) to redeem the
decedent’s stock from the estate. Likewise, a redemption tested
under §302 occurs where, under state corporation law, a corpo-

81 See, e.g., Shephard v. Commissioner, 340 F.2d 27 (6th Cir. 1965), cert.
denied, 382 U.S. 813 (1965); Haber v. Commissioner, 52 T.C. 255, 262 (1969),
aff’d, 422 F.2d 198 (5th Cir. 1970).

82397 U.S. 301 (1970), rev’g 408 F.2d 1139 (6th Cir. 1969). The Davis
case is discussed at VI.C.1., below, in connection with §302(b)(1).

$§317(b). See CCA 201247010 (lowering of number of common parent
class X shares into which common parent class Y shares convert to account
for contingent liabilities of common parent class Y shareholders, does not con-
stitute actual, constructive, or deemed redemption of class Y shares; common
parent did not acquire class Y shares from shareholders for property as required
by §317(b)).

% See Rev. Rul. 69-550, Rev. Rul. 55-717. Note that in certain partial lig-
uidations, it is unnecessary to actually redeem shares. See VIL.B.2., below.
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ration is required to purchase the stock of shareholders who dis-
sent from a merger into another company and where the state
statute provides that dissenters automatically lose their stock
ownership upon filing their dissent.*’

2. Special Cases

a. Theft of Corporate Assets

If property distributed in a purported redemption of stock
constitutes a theft of corporate assets, questions arise as to
whether the transaction should be viewed as a redemption for
tax purposes, or instead as ordinary income that is neither
distribution proceeds nor exchange proceeds. Under James v.
United States,” embezzled funds must be included in income in
the year the embezzlement occurs. Some cases have held that
monies illegally withdrawn from a corporation by a sharehold-
er are governed by the corporate distribution rules of the Code,
such as §301.” However, there is no clear authority on the tax
treatment where corporate assets are withdrawn without per-
mission in the form of a redemption of stock.*

In Lunsford v. Commissioner,” the Tax Court examined
an attempt by a shareholder, who had wrongfully appropriated
corporate funds for his personal use, to repay his “debt” to the
company by surrendering part of his stock, after the sharehold-
er was ordered in a bankruptcy proceeding involving the cor-
poration, to repay in cash the monies appropriated. The IRS ar-
gued that the shareholder realized a gain on this stock surren-
der. Apparently, because the shareholder had been ordered to
repay the money withdrawn, the Tax Court held that he real-
ized no gain on surrendering his stock.”

b. Questions of Fact

Whether a specific amount of money or an item of prop-
erty distributed to a shareholder is part of the redemption price
paid by the corporation in exchange for stock, and hence part
of the exchange tested under §302, is a question of fact. Merely
because several items of property are transferred to a share-
holder simultaneously with a redemption of part or all of the
shareholder’s stock does not necessarily mean that all such
property will be treated as part of an exchange tested under
§302. The property that will be treated as distributed in part or
full payment for the stock largely depends on the parties’ inten-
tions. In these situations, the court will weigh all the facts, and,
based the facts, allocate the total payment made by the corpora-
tion among the different elements to which the payment relates,
only one of which may be payment for the value of the stock
surrendered.

¥ See Rev. Rul. 73-102 (acquiror’s assumption and payment of target’s li-
ability to dissenters is treated as boot constructively received and distributed by
target); United States v. Hilton Hotels Corp., 397 U.S. 580 (1970) (New York
State Corporation Law).

%366 U.S. 213 (1961).

8 See, e.g., DiZenzo v. Commissioner, 348 F.2d 122 (2d Cir. 1965).

% See Gardner, The Tax Consequences of Shareholder Diversions in Close
Corporations, 21 Tax L. Rev. 223, 242 (1966).

811 T.C.M. 554, 1952-169, rev’d on other grounds, 212 F.2d 878 (5th Cir.
1954).

% See also Alper Est. v. Commissioner, T.C. Memo 1961-316 (redemption
gain taxable under claim of right concept even though FHA questioned propri-
ety of distribution; FHA objections later settled).
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Note that the shareholder and the corporation may have
adverse interests in how payments are characterized. For ex-
ample, if the payment is determined to be an exchange for the
stock and §302(a) is satisfied, the shareholder will recover ba-
sis and generally report any excess as capital gain. The corpo-
ration, however, will not be entitled to any deduction. If, on the
other hand, the payment is allocated to something else, such
as the shareholder’s employment relationship with the corpora-
tion, the shareholder will realize ordinary income and the cor-
poration generally will be entitled to a deduction.

Comment: The characterization of the transaction by the
parties may, therefore, depend upon which party the IRS has
brought to court. In many circumstances, the IRS will bring
both parties to court to ensure its interests are protected.

(1) Life Insurance Policy

In Wilkin v. Commissioner,” the question was whether the
cash surrender value of a life insurance policy on the officer-
shareholder’s life, which the corporation assigned to him dur-
ing the six-year period it was redeeming all of his stock at a
specified cash price, was part of the redemption price of the
stock. The court found, on the facts, that the cash surrender val-
ue was not intended to be part payment for the stock. The court
did not decide whether the distribution was taxable to the share-
holder as a dividend or as compensation.

(2) Covenant Not to Compete

When an outgoing shareholder agrees not to compete with
the corporation, it is important to consider whether the parties
intended to allocate any portion of the total distribution to the
covenant. If so, any portion so allocated will be taxable as ordi-
nary income, independently of §301 and §302, and the corpora-
tion can amortize its payment.” If no allocation to the covenant
is intended or appropriate, the entire distribution will be tested
under §302 and the corporation will not be entitled to any de-
duction.

In Sigman v. Commissioner,” the IRS sought to allocate
part of a redemption distribution to the distributee’s five-year
covenant not to compete with the corporation. On the facts, the
court found that the parties intended no payment to be allocated
to the covenant.” In Annabelle Candy Co. v. Commissioner,”
a corporation was not allowed to amortize any part of its re-
demption distribution because the parties had not allocated any
amount to the shareholder’s covenant. In Halbert v. Commis-
sioner,” the court held that the redemption payment was entire-
ly allocable to payment for the stock. The redemption agree-
ment made no allocation to the shareholder’s covenant not to
compete, but the court relied primarily on analysis of the par-

*I'T.C. Memo 1969-130.

*?Under §197, it is unclear whether any such payment must be amortized
over 15 years, rather than over the term of the covenant. See §197(d)(1)(E).

“T.C. Memo 1972-256.

% See also Zipp v. Commissioner, 28 T.C. 314 (1957), aff’d per curiam,
259 F.2d 119 (6th Cir. 1958).

%314 F.2d 1 (9th Cir. 1962), aff’g T.C. Memo 1961-170. See also Colonial
Eng’g Co. v. Commissioner, T.C. Memo 1963-287.

%T.C. Memo 1978-88.
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ties’ intent and the economic realities of all surrounding cir-
cumstances.”

(3) “Death Benetfit”

In Graybar Elec. Co., Inc. v. Commissioner,” a “special
death benefit” paid by a corporation, in addition to the price set
forth under an employee stock purchase plan, to reacquire a de-
ceased employee’s stock from his estate was held part of the
redemption price, and nondeductible by the corporation, rather
than separately deductible as compensation for the decedent’s
past services. The “special death benefit” was payable over five
post-redemption years and was measured by the dividends paid
on a number of shares equal to the number redeemed.

(4) Employment and Consulting Agreements

It is not unusual for corporations to redeem the stock of
departing employee/shareholders. If the employee had an em-
ployment contract with the corporation, some part of the dis-
tribution to the employee may be in settlement of a contract
right. Alternatively, the corporation may enter into a new em-
ployment or consulting agreement with the former shareholder,
in which case the question is whether distributions are in ex-
change for the former shareholder’s stock or instead are pur-
suant to the new agreement.

In Coca-Cola Co. v. Commissioner,” and S. Blechman &
Sons, Inc. v. Commissioner," the courts held that because no
part of a redemption distribution was allocable to a simulta-
neous termination of the shareholder’s employment contract,
no corporate §162 deduction was permitted. In Scull v. Com-
missioner,"" the entire amount received by the shareholder was
characterized as part of the redemption distribution (and no part
of the consideration was deemed received for cancellation of
his employment contract).

In Lewis and Taylor, Inc. v. Commissioner,'” the court
permitted a corporation and the executor of a deceased employ-
ee-shareholder to amend an existing buy-sell agreement to real-
locate a $17,500 post-death payment by the corporation to the
redemption of the stock ($10,000 held to be fair market value)
and $7,500 to additional compensation for the decedent’s past
services. The corporation was thus allowed to deduct $7,500 as
compensation. The IRS had argued that the entire payment was
attributable to the redemption of stock, which the IRS estimat-
ed had a fair market value of $17,500.

Brush-Moore Newspapers, Inc. v. Commissioner,” in-
volved a transaction in which President Warren G. Harding,
while in office in 1923, contracted with two newspapermen to
sell them all of his stock in the Harding Publishing Compa-
ny, which published the Marion Star in Marion, Ohio. The ne-

7 See also Emmer v. Commissioner, T.C. Memo 1978-102 (sale of stock
to new investor; simultaneous employment and consulting agreement between
selling shareholder and corporation; company’s payment under latter agree-
ment held ordinary income to selling shareholder, not additional consideration
for his stock).

%29 T.C. 818 (1958), aff’d per curiam, 267 F.2d 403 (2d Cir.), cert. denied,
361 U.S. 822 (1959).

%369 F.2d 913 (8th Cir. 1966), aff’g T.C. Memo 1965-285.

%229 F.2d 925 (2d Cir. 1956), aff’g per curiam T.C. Memo 1954-152.

"'T.C. Memo 1964-224.

12447 F.2d 1074 (9th Cir. 1971).

%95 F.2d 900 (6th Cir. 1938), aff’g 33 B.T.A. 362 (1935).

A-18 05/01/2025

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

gotiated purchase price was $600 per share. The sale contract
with Harding attributed $263,000 to the stock and provided for
a separate employment agreement under which the corporation
would pay Harding $13,300 a year for 10 years for his services
as “associate editor.” After the agreement was executed, Hard-
ing died. His widow claimed that the corporation had to make
the annual payments to her, arguing that the amounts speci-
fied were really intended as part of the agreed purchase price
for the stock. The new owners of the business insisted that the
payments in dispute were intended for personal services and
were discharged by the President’s death. The parties settled
the dispute, however, by causing the corporation to assume all
of the new owners’ remaining obligations under the stock pur-
chase agreement (including the obligation to pay the $263,000
purchase price), and agreeing to cause the corporation to pay
$13,300 a year for 10 years to the President’s widow or to her
successor in interest. The tax issue concerned the corporation’s
deduction of its yearly payments. The court upheld the IRS’s
denial of the deduction on the grounds that the payments were
part of the purchase (redemption) price of Harding’s stock and,
as such, were not deductible.

Note: The courts noted that the purchasers had agreed
to guarantee and secure payment of the $13,300 for the full
10 years, and also that the contract provided that if Harding
died during that period, the payments should be continued to
his widow or to his estate. The courts cited testimony that
the “salary” payments had been calculated by reference to the
remaining $100,000 necessary to give Harding a total of
$363,000 for his stock, representing $600 for each of his 605
shares. The remaining $33,000 of total purported “salary”
(above the $100,000 which was to be paid in 10 equal annual
installments of $10,000) was calculated as an interest element.
The corporation claimed its deduction not as “salary” to Hard-
ing, but as a business expense in settlement of threatened litiga-
tion.

In Royal Arrow Co. v. Commissioner,™ the court held that
an agreement by the issuing corporation to retain the distribu-
tee shareholder as a consultant for six years at $25,000 a year
was separate from the redemption price for his stock, because
the corporation otherwise paid fair market value for the stock. It
was immaterial that the consulting contract was part of a “pack-
age deal” to “induce” the shareholder to agree to the redemp-
tion, or that he would not have so agreed without the contract.
The court held the corporation could deduct its payments under
the contract. Presumably, the recipient was required to report
the payments as compensation income.'”

In Carrington v. Commissioner,'” the former shareholder,
not the corporation, was before the court. The Tax Court held,
in favor of the IRS, that the parties intended that Carrington re-
ceive $75,000 in redemption (at current value) of all his stock
and, separately, $8,000 a year for six years for continuing to

'"T.C. Memo 1972-58.

1% Cf., Bagley v. Commissioner, 85 T.C. 663 (1985) (payment received in
exchange for termination of a stock option treated as compensation for con-
sultative services rather than as capital gain), aff’d, 806 F.2d 169 (8th Cir.
1986). But see Twin City Dodge-Chrysler, Inc. v. United States, 97-1 USTC
950,483 (W.D. Mich. 1997) (payment by automobile dealership to redeeming
sole shareholder and CEO for “his years of diligent and loyal service” not de-
ductible by dealership under §162 as compensation).

%7 T.C.M. 162 (1948).
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render services as “sales advisor” to the corporation. The spe-
cific issue concerned treatment of two $8,000 annual payments
which Carrington received under the latter agreement. Each
payment was held taxable as compensation income. Carrington
claimed that the payments were not taxable on the grounds that
the $48,000 total to be received under the separate agreement
was part of the redemption price and was properly taken into
account in the prior year of the redemption in computing an al-
leged capital loss realized by him on the exchange.

In Thermoclad Co. v. Commissioner,'” the court had be-
fore it both the corporation and the former shareholder from
whom the corporation had redeemed stock and with whom it
entered into a “consulting” agreement for post-redemption ser-
vices. The former shareholder, Akerly, had been one of two
equal owners of the corporation. After a dispute between the
two owners involving animosity and ill will, they agreed to sev-
er their relationship completely. The initial plan was for the
company to redeem all of Akerly’s stock for $100,000. How-
ever, a redemption payment of that sum would have produced
a deficit in the company’s capital account. The plan was then
revised so that the company redeemed all of Akerly’s stock
for $50,000 and separately entered into a two-year consulting
agreement with him under which the company would pay him
$30,000 in the first year and $20,000 in the second year. Seek-
ing to protect itself, the IRS denied the deductions claimed by
the company for its payments under the consulting agreement
and also denied Akerly’s treatment of the consulting fees as
capital gain from the redemption of his stock. On the facts, the
court held that the “consulting fees” were really part of the re-
demption price of Akerly’s stock and, as such, they were not
deductible by the company and were taxable as capital gain to
Akerly. The court emphasized that despite the purported con-
sulting agreement, Akerly was prohibited from entering the
company’s premises; the agreement did not prevent him from
competing with the company; no services were ever performed
under the agreement; and the tenor of the relationship between
the two men was one of animosity. The court concluded that
the parties recast their original agreement because of the poten-
tial deficit in the company’s capital account and not because
they intended any real consulting relationship to exist.'"

In Steffen v. Commissioner,'” the court also had before it
both the corporation and the former shareholder, all of whose
stock had been redeemed by a group practice professional cor-
poration. The court held that a distribution of medical instru-
ments, a cash value life insurance policy, and $40,000 cash to
the former shareholder was, as to him, capital gain payment in
redemption of his stock and as such as nondeductible by the
corporation. The corporation argued that its payment was sev-
erance pay deductible as compensation, because the cash pay-
ment represented a discounted value of the former sharehold-
er’s 25% interest in accounts receivable. If this deduction were
not allowed, the corporation would be taxable on the receiv-
ables when collected without having received an offsetting de-

""T.C. Memo 1974-289.

"% Taxpayer should be cautious in relying on Thermoclad. In some circuits,
taxpayers are virtually prohibited from ignoring the tax consequences of an ex-
press contractual provision. See, e.g., Commissioner v. Danielson, 378 F.2d
771 (3d Cir. 1967).

%69 T.C. 1049 (1978).

767-4th

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

duction for salary paid to the former shareholder. The court
noted that the agreement might have clearly designated part
of the payment as severance pay, provided facts existed that
would support treatment of the payment as attributable to rights
that the former shareholder held as an employee (rather than
as a shareholder). The court pointed out that unrealized corpo-
rate income increases the value of each shareholder’s stock but
does not, without more, convert distributions to shareholders
into compensation payments.

In Muskogee Radiological Group, Inc. v. Commissioner,'"’
the corporation, the sole taxpayer before the court, was allowed
to deduct $100,000 of $131,000 paid to a retiring shareholder.
The agreement between the parties allocated $31,000 as the
book value of the outgoing doctor’s stock, $50,000 as compen-
sation for past services (under a corporate plan adopted two
months before the redemption agreement), and $50,000 to be
paid as consulting fees for services to be rendered over five
years (pursuant to a specific agreement to this effect). The court
allowed the deduction even though hindsight showed that the
former shareholder was never actually consulted by his for-
mer colleagues and notwithstanding the IRS’s contention that
$100,000 of the total payment was allocable to the goodwill of
the medical practice.

In Russo v. Commissioner,"" a portion of each of a series
of installment payments purportedly in redemption of the
shareholder’s stock was held allocable to termination of the
shareholder’s unexpired employment contract, and was, there-
fore, separately taxable to him as ordinary income. The court
accepted the IRS’s argument that fragmenting the total pay-
ment was valid on the facts, even though the reallocated
amounts were set forth in the redemption agreement as part of
the “value per share” to be paid by the corporation. The court
held that the form of the agreements for employment and stock
redemption formerly executed by the parties were sufficiently
clear and legally binding. The shareholder was not able to con-
vince the court by “strong proof” that the agreements were in-
tended to be only a means of temporarily reducing the per-share
value of the company so that new investors could buy in at an
affordable price.

(5) Settlement of Lawsuit

Redemptions are sometimes used to eliminate dissident
shareholders, including those who may have filed suit against
the corporation or its management. Where a redemption in-
cludes withdrawal or settlement of a lawsuit, the question arises
as to whether any of the redemption proceeds are properly allo-
cable to the litigation, rather than the stock.

In Bird v. Commissioner, the court allowed a share-
holder to report as part of his redemption proceeds the entire
amount he received, rather than requiring, as the IRS argued,
the shareholder to allocate to the redemption only the amount
calculated under the formula in his buy-sell agreement, and to
report the rest as ordinary income stemming from settlement
of his lawsuit against corporate officers for diversion of profits
from the corporation. The court held the fair market value of
the redeemed shares was based on their formula value, which

1937 T.C.M. 1851 (1978).
39 T.C.M. 691 (1979).
1227 T.C.M. 1469 (1968).
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in turn was increased by the implicit admission by corporate of-
ficials that the book value of the stock would have been higher
if the diversion of corporate funds had not occurred."”

In Colonial Eng’g Co. of Springfield v. Commissioner,*
the Tax Court allowed a corporation to deduct under §162 an
amount it paid to settle a judgment against it for loss of prof-
its and compensation. The judgment had been obtained by a
former one-third shareholder, all of whose stock had been re-
deemed three years before. The corporation had agreed at the
time of the redemption to permit the shareholder to solicit its
existing customers for future business and, if he obtained their
business, to release such customers from their existing con-
tracts with the corporation. The corporation later refused to re-
lease one customer who desired to transfer his business to the
former shareholder, who then sued the corporation on its agree-
ment. The IRS argued that the company’s settlement payment
was part of the redemption price for the shareholder’s stock.
The court found, however, that the parties had not intended this
particular agreement as part of the payment for the stock. In
dictum, the court also said that the settlement was ordinary in-
come to the former shareholder.'’

In Gidwitz Family Trust v. Commissioner,''® a merger plan
provided that certain “excluded” assets (including valuable real
estate) were to be distributed before the merger in a redemption
of stock of certain insiders. Two unrelated minority sharehold-
ers objected on grounds that the excluded assets had been stat-
ed at $20 million below their true value, and that the minori-
ty shareholders should be allowed to share in the redemption
at whatever value was assigned to the excluded assets. The mi-
nority shareholders threatened court action to block the merger
unless this demand was met. An oral agreement was made with
the insiders whereby they would receive all the excluded assets
and then grant to the two minority shareholders options to pur-
chase a portion of the assets at their stated value. The insiders
never granted the options in writing, however, and the minority
shareholders sued for damages. The parties settled the suit for a
$225,000 payment divided equally between the plaintiffs. The
court held that this cash payment was additional consideration
for each minority shareholder’s stock in the acquired company
(and as such was taxable as capital gain), rather than, as argued
by the IRS, ordinary compensation income for refraining from
blocking the merger.

In GC Services Corp. v. Commissioner,'” a corporation
was not permitted to deduct any portion of its payment to re-
purchase its stock from a 25% shareholder whose employment
as president had been terminated. The corporation claimed that
part of its payment was allocable to a release by the shareholder
of several of his claims against the corporation over the value
of the stock for purposes of setting the redemption price. The
stock repurchase agreement referred to the agreed payment on-
ly in connection with repurchase of the stock and provided sep-

' See also Megargel v. Commissioner, 3 T.C. 238 (1944), acq., 1944 C.B.
19.

422 T.C.M. 1476 (1963)

5 But cf., Arthur H. Dugrenier, Inc. v. Commissioner, 58 T.C. 931 (1972)
(settlement payments where former shareholder claimed redeemed stock was
undervalued, treated as a capital expenditure and not as deductible under §162).

661 T.C. 664 (1974), acq., 1974-2 C.B. 2.

773 T.C. 406 (1979).
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arately for “mutual release” of claims, without expressly allo-
cating any part of the total payment thereto (although the par-
ties labeled their overall document a “settlement agreement”).
The corporation and the IRS disagreed over whether, despite
the language of the agreement, the corporation could show that
the allocation did not reflect the true intention of the parties.
The court denied the deduction on the factual ground that the
corporation had not shown that the corporation and the share-
holder had, in fact, agreed on or even discussed allocating any
part of the payment to the mutual release of claims.

In Taylor v. Commissioner,™ in a reversal of the normal
fact pattern, the redeemed shareholder sought to allocate part of
the redemption payment to the release of his claim for a share
of profits from a radio business allegedly owned by the corpo-
ration. The former shareholder sought to treat a portion of the
total payment made to him as ordinary income, so that he could
offset this amount by an otherwise useless deduction for cer-
tain state income taxes he had paid. The court upheld the IRS
in denying the allocation of a portion of the total redemption
payment to the release, relying on the absence of any such allo-
cation in the redemption agreement.

In Rhodes v. Commissioner,'” as part of a settlement of a
will contest and claims of mismanagement, a minority share-
holder surrendered all of her 150 shares to the corporation and
gave up her right to receive an additional 100 shares under her
father’s will, in return for a cash payment made partly by the
corporation and partly by her brother, the majority shareholder.
The IRS argued that part of the corporate payment was made in
redemption of 250 shares from the taxpayer and part was ordi-
nary income based on settlement of her claims against the cor-
poration. The IRS conceded that the payment she received from
her brother was nontaxable as it had been received in lieu of
an inheritance. The court accepted the taxpayer’s argument that
only her pre-existing 150 shares had been redeemed. The re-
mainder of the amount she received from the corporation was
received as part of the compromise of her rights as an heir and,
under applicable income tax law, was nontaxable. Apart from
the 150 shares redeemed, the court viewed the shareholder as
parting only with “her right to receive” 100 shares under the
will. Her mismanagement claims against the corporation were
seen as inseparable from her inheritance, because the reason
she did not want the 100 shares under the will stemmed from
her brother’s complete control of the corporation. In this re-
spect the court viewed the taxpayer as a dissatisfied heir rather
than a disgruntled shareholder.

(6) Repayment of Debt

When the issuing company is indebted to a corporate
shareholder at the time it makes a distribution to him purported-
ly in redemption of some or all of its stock, the parties may at-
tempt to allocate the payment between debt repayment and re-
demption distribution. If so, and if there is not enough to make
both payments in full, it may be possible for a corporate share-
holder to determine how much ordinary loss (via a bad debt de-
duction) and how much capital loss (on the redemption) it will
realize. In a complete liquidation the courts and the IRS gener-

'"298 F.2d 198 (4th Cir. 1962).
93 T.C.M. 963 (1944).
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ally apply the first assets distributed to repayment of any pre-
existing debt to the shareholder.” It is not completely clear that
a similar rule necessarily operates where only one shareholder-
creditor’s stock is redeemed or where less than all of the share-
holder-creditor’s shares are redeemed. Arguably the parties can
apply a corporate payment either to the debt or to the stock as
they choose."”!

In W.D. Haden Co. v. Commissioner,” the issuing corpo-
ration owed its preferred corporate shareholder $82,000. The
issuer distributed $120,000 to the shareholder, $60,000 pur-
portedly in part payment of the debt and $60,000 purportedly in
redemption of its preferred stock ($300,000 basis). The share-
holder claimed $22,000 as a bad debt deduction and $240,000
as a capital loss on the redemption. The court, following the
IRS, allocated the first dollars of the distribution to debt re-
payment, leaving only $38,000 to be allocated to the redemp-
tion. This allocation produced a $262,000 capital loss on the re-
demption as the only tax result of the transaction. The appellate
court noted that because the transaction was carried out as part
of a complete liquidation of the corporation (which followed
shortly thereafter), both the ordinary rule of liquidation and the
terms of the preferred stock required creditors to be paid first
upon liquidation. Hence, W.D. Haden Co. seems to deal more
with a complete liquidation situation than with a redemption of
one shareholder not connected with a complete liquidation.

If the issuing company is insolvent when it purports to
redeem the stock owned by a shareholder-creditor, the prece-
dents governing complete liquidation of an insolvent corpora-
tion may apply. Under those rules, the distribution must first be
allocated to repay the debt.'”

(7) Noncompete Covenants

Upon redeeming the stock of a departing key employee,
a corporation might typically request a noncompete covenant
in order to prevent the departing employee from competing
against the corporation within the same geographical area. The
issue arises as to whether the payments for the noncompete
covenant are part of the redemption price.

In Frontier Chevrolet Co. v. Commissioner,™ a case of
first impression, a corporate taxpayer borrowed money to re-
deem all of the stock of its 75% shareholder. As part of the
same transaction, the parties entered into a noncompete
covenant preventing the redeemed shareholder from competing
with the taxpayer within a defined geographical area for a pe-
riod of five years. The issue concerned whether the noncom-
pete covenant was amortizable over its five-year life or over
the 15-year §197 period. The Tax Court agreed that the pay-
ments under the noncompete covenant were in addition to the
redemption consideration and not part of the redemption price.
The court allowed the taxpayer to amortize and deduct the non-
compete covenant over 15 years pursuant to §197.

20 See Rev. Rul. 70-271; Houston Natural Gas Corp. v. Commissioner, 9
T.C. 570 (1947), aff’d, 173 F.2d 461 (5th Cir. 1949).

12! See Jorden v. Commissioner, 11 T.C. 914, 921 (1948) (question of fact),
acq., 1949-2 C.B. 2.

122165 F.2d 588 (5th Cir. 1948), aff’g 5 T.C.M. 250 (1946).

'3 Cf,, Rev. Rul. 70-271; Jorden v. Commissioner, 11 T.C. 914 (1948),
acq., 1949-2 C.B. 2; Aldrich v. Commissioner, 1 T.C. 602 (1943).

116 T.C. 289 (2001), aff’d, 329 F.3d 1131 (9th Cir. 2003).
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C. “Property”

A redemption requires that stock be exchanged for prop-
erty. Section 317(a) defines “property” for §302 purposes as
“money, securities, and any other property; except that such
term does not include stock in the corporation making the dis-
tribution (or rights to acquire such stock).”

In general, cases and rulings dealing with the definition of
“property” distributions for purposes of the dividend and liqui-
dation provisions of the Code, including §301, §304, and §331
(and former §333 and §346), apply equally under §302 through
the general reference to “money, securities and any other prop-
erty” in §317(a).

The question of whether “property” has been distributed
and received by the shareholder in a redemption that must run
the §302 gauntlet precedes, and is separate from, the question
of whether the shareholder must recognize the entire realized
gain or loss all in the year in which the redemption exchange
occurs. For possibilities of deferring tax beyond the year of
the exchange, for example, where debt obligations are distrib-
uted by the corporation to the shareholder, see III.A.1.d., be-
low. Where contract, license, or damage claims against third
parties are distributed in a redemption, the valuation rules de-
veloped under analogous areas of the tax law, particularly the
complete liquidation provisions of §331, seem equally applica-
ble under §302.

1. Distributing Company’s Own Stock

Stock in the distributing company is excluded from the
coverage of §302 in order to distinguish a transaction tested as
a redemption from a transaction tested as a recapitalization un-
der §354, §356, and §368, or as a tax-free exchange of stock
under §1036. If a corporation includes any of its own stock in
a distribution to a shareholder in exchange for some or all of
the shareholder’s stock in the same company, the transaction is
treated as a recapitalization even if the corporation also distrib-
utes property of a kind described in §317(a). The latter prop-
erty is then tested as “boot” under §356. For special aspects of
the role of §302 in connection with “boot” distributed in a tax-
free reorganization exchange (including recapitalizations), see
X.B., below.

2. Debt Obligations

Distribution of a corporation’s own debt obligations in
exchange for its outstanding stock is treated as a redemption
rather than a recapitalization. A corporation’s own obligations
are treated as “property” within the meaning of §317(a)."” For
rules relating to the timing of recognition of income or gain by
the redeemed shareholder, see II1.A.1.d., below.

The obligation, of course, must be bona fide debt. If a debt
obligation distributed by the corporation in redemption of its
stock can be reclassified as an equity interest under the familiar
debt-equity distinction,'* the exchange is taken entirely outside
§302 and must be tested as a recapitalization under §368(a)(1)

"Rev. Rul. 65-289, Rev. Rul. 68-601; Smith v. Commissioner, 49 T.C.
476 (1968), acq., 1968-2 C.B. 3.

126See I1.D.2., below, for further discussion. For a discussion of §385, see
702-1"T.M., Capitalizing a Business Entity: Debt vs Equity.
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(E) or as a §1036 exchange of stock for stock of the same cor-
poration.'”’

When a corporate debt obligation distributed in redemp-
tion of stock must itself be valued (under other tax rules) and
the resulting gain or loss recognized in the year of distribution,
the obligation itself is the “property” embraced by §317(a).
When a corporate debt obligation need not itself be valued (un-
der appropriate tax rules) and the resulting gain or loss rec-
ognized in the year the obligation itself is distributed, the re-
demption exchange is also tested under §302 in the year the
obligation itself is distributed. The tax treatment so determined,
however, then controls treatment of payments of the obligation.
Thus, the basic tax character of the redemption is tested un-
der §302 in the year in which the closing under the redemption
agreement occurs and the corporate obligation is distributed to
the shareholder."

An agreement by the issuing corporation to pay a “private
annuity” to a shareholder of a stated dollar amount at periodic
intervals for the rest of the shareholder’s life is also “property”
within the coverage of §317(a)."”” For the rules concerning
when the recipient is actually taxable on the annuity payments,
see 805 T.M., Private Annuities and Self-Canceling Installment
Notes (Estates, Gifts, & Trusts series).

Mere creation of a debt to the shareholder on the corporate
books, not accompanied by a separate corporate note, in ex-
change for the shareholder’s stock has also been held to be a
distribution of “property” within the meaning of §317(a), bring-
ing §302 into play."”’

It is unclear whether a convertible debenture distributed by
the issuing corporation will in every situation be treated as debt
rather than stock. The debenture represents a potential equity
interest. In Rev. Rul. 68-601, the IRS tested a redemption dis-
tribution of convertible debentures under §302, thereby implic-
itly treating the debentures in that situation as debt in their en-
tirety.

Rev. Rul. 77-166 holds that a corporation’s assignment to
a trustee for shareholders of payments to be received in the fu-
ture by the company on a third party note receivable held by the
company is a “distribution” for purposes of former §346(a)(2)
in the amount of the fair market value of the right to receive the
payments. Legal title to the note remained with the corporation.
It appears that a similar rule would apply for purposes of §302.

3. Stock Rights

Rights to acquire the distributing company’s own stock
(e.g., stock warrants) are excluded from the definition of “prop-
erty” for §301 and §302 purposes."'

"7 Cf., Mazo v. Commissioner, 32 T.C. Memo 546 (1973); Rialto Realty
Co. v. United States, 366 F. Supp. 253 (E.D. Pa. 1973), aff’d, 503 F.2d 1399
(3d Cir. 1974).

' See, e.g., Vinnell v. Commissioner, 52 T.C. 934 (1969).

' Fehrs Financing Co. v. Commissioner, 58 T.C. 174 (1972), aff’d, 487
F.2d 184 (8th Cir. 1973), cert. denied, 416 U.S. 938 (1974).

" Wiseman v. United States, 259 F. Supp. 90 (D. Me. 1966), aff’d per cu-
riam, 371 F.2d 816 (1st Cir. 1967) (also stressing constructive receipt arising
from the shareholder’s ability to cause the corporation to pay the debt during
the year and the company’s financial ability to do so); Bradbury v. Commis-
sioner, 298 F.2d 111 (1st Cir. 1962).

1318317(a). Note, however, that in Jan. 1998 the IRS changed its long-
standing regulatory position for purposes of §354 through §356 by issuing reg-
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Comment: It appears that stock rights constitute “proper-
ty” for purposes of the general sale or exchange rule of §1001.
As such, the rights, when distributed in exchange for the issuing
company’s own stock, may be taxable and receive exchange
treatment directly under §1001."”* Alternatively, it is arguable
that §317 pre-empts the field here, rendering §1001 inapplica-
ble, thus allowing the shareholders to receive the stock rights
tax free.

Note: The argument has been made that a warrant on the
issuing company’s own stock is nontaxable via §305." While
that may be true on a straight distribution of warrants, the ap-
plication of §305 to a redemption-type transaction is less clear.

Rev. Rul. 68-601 involved a distribution of convertible
debentures and warrants to buy the distributing company’s own
stock in exchange for the distributing company’s own stock.
The ruling holds that the convertible debentures and warrants
constitute options that trigger option attribution under §318(a)
(4). The ruling then proceeds to test the transaction under
§302(b)(2) as a disproportionate redemption. Rev. Rul. 68-601
does not trigger option attribution for purposes of treating war-
rants or convertible debentures themselves as stock distributed
by an issuing company in redemption of its own stock. Oth-
erwise, the entire exchange would be taken outside §302 and
would be tested as a recapitalization (possibly with boot) under
§354-§356 or as a §1036 exchange (possibly with boot) of
stock for stock of the same corporation.

Rights to acquire stock in a corporation other than the
distributing company are property within the meaning of
§317(a),"”* as is stock in a corporation other than the distributing
corporation.

4. Assumption of Liability

“Money” as defined in §317(a) includes a corporation’s
assumption of a liability owed by one of its shareholders to a
third person,” according to some courts. The Eighth Circuit has
held that, for purposes of initially testing the transaction under
§302, the redemption occurs when the corporation assumes the
shareholder’s note to the third person. The assumption is not
taxable as a distribution of “property” to the shareholder, how-
ever, until the year(s) in which the corporation makes principal
and interest payments on the note."*

The Eighth Circuit’s holding in effect permits the distrib-
utee shareholder a form of tax deferral on the redemption even
where the exchange is held to be dividend equivalent. These tax

ulations which provide that the term “securities” includes rights issued by a
party to a §368 reorganization to acquire its stock and rights issued by the dis-
tributing corporation or the controlled corporation to acquire the stock of that
corporation in a §355 transaction. However, these regulations did not affect the
treatment of rights to acquire stock under §302. See T.D. 8752, 63 Fed. Reg.
409 (Jan. 6, 1998).

" See Bateman v. Commissioner, 40 T.C. 408 (1963), nonacq., 1965-2
C.B. 7. See also Smith Est. v. Commissioner, 63 T.C. 722 (1975).

'*Eustice, Going Private: Tender Offer Redemptions for Cash or Securi-
ties, 2 J. Corp. Tax’n 137, 165 (1975).

"**Rev. Rul. 70-521.

"% Maher v. Commissioner, 469 F.2d 225 (8th Cir. 1972), nonacg., 1977-2
C.B. 2. The Eighth Circuit was affirming in part Maher v. Commissioner, 55
T.C. 441 (1970), supp. opin., 56 T.C. 763 (1971). See also Hayes v. Commis-
sioner, 101 T.C. 593 (1993).

"% Maher v. Commissioner, 469 F.2d 225 (8th Cir. 1972), nonacq., 1977-2
C.B.2.
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deferral aspects of Maher are discussed further in connection
with installment payout redemptions at II[.A.1.d., below.

The IRS has announced that it will follow the Maher deci-
sion concerning when a distribution resulting from assumption
of a liability of a shareholder is taxable to the shareholder."”’
When a shareholder remains secondarily liable on the debt, the
IRS will consider the shareholder to have received corporate
distributions in the shareholder’s taxable years in which the
corporation makes payments to the creditor."

5. No Consideration

A redemption does not occur when a shareholder surren-
ders stock to the issuing corporation but receives no “property”
in return. Stated broadly, the courts and the IRS seem to agree
that if no property is received in return for a surrender of shares
to the issuing company, the contributing shareholder does not
realize any gain. If all shareholders contribute the same per-
centage of their shares to the issuing company for no consider-
ation, the courts and the IRS also agree that the transaction is
a contribution to capital on which neither gain nor loss is real-
ized."”” But if fewer than all shareholders contribute shares or
if shares are surrendered non-pro rata by several shareholders,
the courts have sometimes allowed the shareholder an ordinary
loss deduction.” The IRS follows the contribution to capital
theory and refuses to allow any deductible loss.

Note: The surrender of shares with no consideration to a
corporation that is legally insolvent, however, may produce de-
ductible loss under §165.

A shareholder’s bequest of stock back to the issuing cor-
poration is also not a redemption tested under §302. In Diebold
v. Commissioner,"" the court treated such a transaction, for ba-
sis purposes, as a bequest to the other shareholders, which, un-
der the predecessor of §1014, increased the basis of their shares
in the corporation. The Third Circuit held that the other share-
holders were entitled to increase the basis of their stock in the
corporation by an amount equal to the fair market value of the
decedent’s stock multiplied by their respective percentage in-
creases2 of ownership in the corporation as a result of the be-
quest."

“’Rev. Rul. 77-360.

"% See also Rev. Rul. 78-422 (corporation’s assumption of shareholder’s
debt to a bank, in connection with a §304(a)(1) transaction, is tested under §302
and, on the facts, constitutes a §301 distribution). Note, however, that by de-
claring Rev. Rul. 78-422 obsolete in Rev. Rul. 95-71, the IRS implicitly ac-
knowledged that its position in the 1978 ruling is covered by §302(b)(3).

¥ See Rev. Rul. 70-291.

" Smith v. Commissioner, 66 T.C. 622 (1976), rev’d sub nom., Schleppy
v. Commissioner, 601 F.2d 196 (5th Cir. 1979); Budd Int’l Corp. v. Commis-
sioner, 45 B.T.A. 737 (1941), nonacq., 1977-2 C.B. 2, rev’d, 143 F.2d 784
(3d Cir. 1944), cert. denied, 323 U.S. 802 (1945). See Foster v. Commission-
er, 9 T.C. 930 (1947), acq. 1948-1 C.B. 2 (loss reduced by increase in value
of taxpayer’s remaining shares); see also Crow v. Commissioner, 29 T.C.M.
1321 (1970); Downer v. Commissioner, 48 T.C. 86 (1967); Commissioner V.
Wright, 47 F.2d 871 (7th Cir. 1931), modifying 18 B.T.A. 471 (1929) (strong
dissent). But see Commissioner v. Fink, 483 U.S. 89 (1987) (no loss recog-
nized by controlling shareholder on voluntary contribution of shares to corpo-
ration for no consideration) and Yei v. Commissioner, T.C. Memo 1997-57 (no
capital loss allowed where taxpayer surrendered corporate stock so that a like
amount could be sold to ease the corporation’s cash flow problems; record did
not indicate that taxpayer and members of family did not retain control of the
stock).

1194 F.2d 266 (3d Cir. 1952).

12 See also Mathieu v. Commissioner, T.C. Memo 1952-226.
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Note: In Rev. Rul. 74-329, the IRS stated that it will ra-
tionalize the basis increase allowed in cases such as Diebold,
above, and Hitchon v. Commissioner,”” as a gift or bequest
of shares directly to other (surviving) shareholders in propor-
tion to their respective interests in the existing stock, followed
by a pro rata contribution to capital by them of the additional
shares received. For a discussion of the basis consequences of
redemptive distributions, see I11.B.1.d.(2), below.

6. Release of Contract Claims

It is unclear whether “property” includes a release by the
issuing corporation of contract or damage claims that it holds
against the distributee shareholder. In Crow v. Commission-
er, in return for a surrender of all the taxpayer’s preferred
stock and debentures and part of his common stock, the issuing
corporation “released” the taxpayer from any claims the cor-
poration “has or might have” against him for breach of a prior
contract between the two parties. The company’s president also
promised individually that if the company was later sold or
went public, he would guarantee the taxpayer the original val-
ue of his remaining common stock. The court characterized the
transaction as an “exchange” giving rise to a capital loss, but
does not explain whether this result occurs via §302.

In Arlington Metal Indus., Inc. v. Commissioner,® the
corporation “released” two shareholders from claims it held
against them for lost profits (through mismanagement) and
from all other existing or potential causes of action in return
for a similar release by the shareholders (relating chiefly to ac-
crued salaries and unpaid loans) plus all their stock. The is-
sue concerned the corporation’s taxability on receipt of its own
stock. Although the corporation was held taxable, the court de-
scribed the transaction as an “exchange.” It is unclear whether
each shareholder would be taxable on his side of the transac-
tion or, if so, whether he would be governed by §302.

In Montana Power Co. v. United States,"** a corporate
shareholder surrendered all of its stock in another corporation
to the issuing corporation with which the shareholder had con-
tracted to supply crude oil, in return for a release from the
contract. In addition, the shareholder paid the issuer $120,000
cash. In these circumstances the court allowed the shareholder
to deduct as a current business expense its cash payment plus
the current market value of the surrendered stock. The court al-
so allowed the shareholder a capital loss in the amount of the
excess of its basis in the stock over current value.

7. Reduction in Shareholder’s Debt to Corporation

The issuing corporation is considered to make a construc-
tive distribution of property to a shareholder for §302 purposes
where, in part or full payment of the redemption price, it re-
duces or completely offsets the shareholder’s pre-existing debt
to the corporation.'” Reg. §1.317-1 includes in the definition of

45 T.C. 96 (1965), acq., 1966-2 C.B 5.

"T.C. Memo 1970-283.

357 T.C. 302 (1971). See also Commissioner v. S.A. Woods Mach. Co.,
57 F.2d 635 (1st Cir. 1932).

6171 F. Supp. 943 (Ct. Cl. 1959).

7 See also PLR 200928004—-PLR 200928011 (shareholders’ surrender of
common stock to corporation in cancellation of notes owed by shareholders
to corporation will be tested as §302 redemption and treated as substantially
disproportionate redemption; amounts distributed to each shareholder will be
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property “indebtedness to the corporation.” Usually, the share-
holder’s debt arises from a prior loan to him from the corpora-
tion."*

The constructive distribution is not automatically ordinary
income to the shareholder. If the redemption qualifies under
§302 and if the debt reduction is intended as part of the redemp-
tion price, the distribution will receive exchange treatment.'* If
the redemption is dividend equivalent, the debt reduction will
be treated as a §301 distribution.” If the debt reduction is not
treated as part of the redemption price, but is treated as a sep-
arate transaction, it will be a cancellation of debt treated as a
§301 distribution to the shareholder.”

Observation: Treating the debt reduction as property is ap-
propriate only if the existing debt is true debt, and not in fact
equity as the result of a dividend from an earlier year.'”

In Brown Est. v. Commissioner,” Brown owed $50,000
on a bank loan. After Brown died, the loan was repaid out of
the proceeds of a life insurance policy on Brown’s life, which
policy was owned by Brown’s controlled corporation. The cor-
poration was also sole beneficiary under the policy. The IRS
charged Brown’s estate with a dividend in the amount of the
corporate funds used to pay Brown’s personal debt. The estate
argued that the corporation had merely lent $50,000 to the es-
tate. Four years after the alleged debt arose, the estate allegedly
repaid it by having part of its stock in the corporation redeemed
in exchange for cancellation of the debt. The Tax Court treated
the issue as entirely factual, and upheld the estate’s characteri-
zation of the initial transaction as a nontaxable loan to the estate
rather than a dividend.

Observation: If the IRS had prevailed, it is unclear how the
subsequent redemption would have been treated. If the initial
event was a (constructive) dividend, no debt arose that needed
to be repaid via the subsequent surrender of shares by the es-
tate. Perhaps the later “redemption” would not be treated as a
redemption at all, because the shareholder would have received
no “property.”

The shareholder’s debt may have arisen from a prior sale
of property to him by the corporation. In Levin v. Commission-
er,” a corporation sold a summer cottage to a shareholder in
1962 for $15,000, to be paid for by credits against her subse-
quent redemption proceeds (under an installment payout) in the
amounts of $7,000 in 1962 and $8,000 in 1963. The redemp-
tion was held essentially equivalent to a dividend. The court al-
so found that the fair market value of the cottage was $19,000.

treated as distribution in part or full payment in exchange for common stock
surrendered as provided under §302).

'8 See, e.g., Benjamin v. Commissioner, 66 T.C. 1084 (1976), aff’d, 592
F.2d 1259 (5th Cir. 1979).; Tabery v. Commissioner, 354 F.2d 422 (9th Cir.
1965), aff’g 23 T.C.M. 1108 (1964); Bradbury v. Commissioner, 298 F.2d 111
(1st Cir. 1962); McGinty v. Commissioner, 325 F.2d 820 (2d Cir. 1963); He-
man v. Commissioner, 283 F.2d 227 (8th Cir. 1960); PLR 200750001.

"’ See Waldheim v. Commissioner, 25 T.C. 839, 850 (1956), aff’d, 244
F.2d 1 (7th Cir. 1957), acq., 1956-2 C.B. 9.

""Reg. §1.301-1(k).

“'Reg. §1.301-1(k).

' See Shephard v. Commissioner, 340 F.2d 27 (6th Cir. 1965) (cancel-
lation of shareholder’s debt to corporation treated as distribution of property
where stock purchased by shareholder bought with notes on which corporation
was joint obligor).

33 T.C.M. 873 (1974).

%47 T.C. 258 (1966), aff’d, 385 F.2d 521 (2d Cir. 1967).
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The court held that she was taxable on $7,000 dividend income
in 1962 and on $12,000 dividend income in 1963 ($8,000 from
the redemption plus the $4,000 bargain element).

Whether or not a shareholder’s debt to a corporation is
cancelled (in whole or in part) in connection with a redemption
is a factual question, which is to be resolved based on the par-
ticular circumstances."”’

In Taylor v. Commissioner,” a mutual release of claims
executed by shareholder and corporation as part of the redemp-
tion agreement triggered additional consideration to the share-
holder for his stock, because the release included cancellation
of a $12,000 receivable due the corporation by the shareholder.

8. Other Cases

156

a. Life Insurance Policy

If an insurance policy owned by the corporation on the life
of a shareholder-employee is distributed to him in part or full
payment of the redemption price, the policy is “property” with-
in the meaning of §317 whether the transaction is treated as an
exchange or as essentially equivalent to a dividend.

b. Other Agreements

Not every agreement by a corporation to perform an act in
the future, expressly stated to be part of the consideration for
the shareholder’s stock, is “property” which affects the amount
of gain or loss realized by the shareholder. In Colonial Eng’g
Co. of Springfield v. Commissioner,” in addition to paying
cash to the outgoing shareholder and transferring certain office
equipment to him, the company also agreed to repay an exist-
ing debt it owed to him and to allow him to hire away any of
its employees. Although not specifically at issue in the case, the
latter two items would seem not to be the type of “property” or
property rights which are to be valued, or that are capable of
being valued, in calculating the shareholder’s gain or loss.

c. Fractional Interest

“Property” includes a fractional interest (including an un-
divided interest) in an item of tangible or intangible property.
Thus, for example, in part payment for stock a corporation
could distribute to the shareholder an undivided fractional in-
terest in a parcel of land and/or a building. In a subsequent year
the corporation could distribute other property in payment of
the rest of the redemption price, or it could distribute its re-
maining interest in the same property. The amount of “proper-
ty” distributed in each such year equals the fair market value of
the fractional interest distributed in that year.

D. “Stock”

1. In General

Section 317 and §302(a) apply to a redemption of out-
standing “stock” in the corporation that issued the stock. The
Code does not define stock for purposes of §317 or §302. In
general, the concept of a stock interest is determined by corpo-

' For a factual inquiry in the analogous setting of a §331 liquidation, see
Alexander v. Commissioner, 61 T.C. 278 (1973).

16298 F.2d 198 (4th Cir. 1962).

722 T.C.M. 1476 (1963).
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rate law. A stock interest represents an interest in the corpora-
tion’s “equity” (i.e., its earnings and/or underlying assets). The
existence of voting or dividend rights is not essential to the ex-
istence of a stock interest. Such factors are properly taken into
account in comparing different kinds of stock interests in the
corporation. Section 302 applies both to common and preferred
stock.

Determining whether an interest in a corporation is an
equity interest is not always easy. Certain types of preferred
stock, for example, resemble a fixed debt.””* Many interests in a
corporation are undeniably “hybrid,” combining some features
of a creditor’s interest and some features of an equity interest.
Determining which elements of an interest in an unincorporat-
ed association taxable as a corporation are properly viewed as
“equity” can also be difficult.

a. Association Taxable as Corporation

In the case of an association taxable as a corporation,'” the
surrendered interest often will not be labeled “stock.” The in-
terest may nevertheless be treated as stock for §302 purposes.
A careful study must thus be made to determine what attributes
of the member’s interest represent an equity interest.'®

b. Interest in Stock Purchase Agreement

In Maher v. Commissioner,'® the taxpayer had contracted

to buy all the stock of four corporations from a third party for
cash and promissory notes. The stock certificates were placed
in escrow until the purchase price was fully paid. Eight months
later the taxpayer assigned to one of the corporations all his
right, title and interest in the contract to purchase the stock of
one of the other corporations in return for assumption by the
assignee of all his obligations under the contract. The taxpay-

" The issue of whether purported stock should, for federal tax purposes,
properly be characterized as debt has been addressed by only a few courts, and
the general trend to the case law in the area suggests that one need seldom wor-
ry about a court treating stock as debt. See, e.g., Zilkha & Sons v. Commission-
er, 52 T.C. 607 (1969), acq., 1970-2 C.B. xxi (IRS argued that stock was debt;
court held it was equity); Segel v. Commissioner, 89 T.C. 816 (1987) (same).
See also CCA 201236025 (temporarily or partially restricted voting convertible
preferred entitled to receive non-cumulative dividends and premium equal to
purchase price of shares and thereafter an equal share of liquidation proceeds
was treated as common stock for purposes of §302(b)). See CCA 201236025
(temporarily or partially restricted voting convertible preferred stock entitled
to receive non-cumulative dividends and premium equal to purchase price of
shares and thereafter an equal share of liquidation proceeds was treated as com-
mon stock for purposes of §302(b)). For further discussion, see Willens, CCA
Concludes Stock Either Preferred or Common, 192 Daily Tax Rep J-1 (Oct. 4,
2012). See also CCA 201247010 (lowering of number of common parent class
X shares into which common parent class Y shares convert to account for con-
tingent liabilities of common parent class Y shareholders, does not constitute
actual, constructive or deemed redemption of class Y shares; common parent
did not acquire class Y shares from shareholders for property).

1% See Reg. §301.7701-3.

' Cornwall v. Commissioner, 48 T.C. 736 (1967), acq., 1968-2 C.B. 2
(voting rights, interest in investment income and underwriting income com-
pared); Rev. Rul. 70-298, Rev. Rul. 69-6, Rev. Rul. 69-3, Rev. Rul. 68-22. See
CCA 201511020 (citing Rev. Rul. 70-298, qualified written notices of alloca-
tions — written documents that meet certain requirements and by which coop-
erative allocates earnings to patron — are equity for purposes of §368); PLR
200307080 (membership interests in life insurance company treated as stock
for purposes of §331 and §346, and distributions to eligible members treated
as distributions in complete liquidation and as payments in exchange for their
membership interests).

11469 F.2d 225 (8th Cir. 1972), aff’g and rev’g in part 55 T.C. 441 (1970),
supp. opin., 56 T.C. 763 (1971).
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er, however, remained secondarily liable on the assumed oblig-
ations; i.e., he would be personally liable on the promissory
notes if the assignee failed to pay the notes in full.

The IRS determined that the assignment constituted a con-
structive redemption, within the meaning of §304(a)(1), by the
assignee corporation of its own stock. The taxpayer argued that
the constructive redemption rule of §304(a)(1) did not apply
because the assignee corporation did not acquire “stock,” but
rather “a right to a contract to purchase stock.” The taxpayer
pointed out that title to the assigned stock did not pass to him
under this purchase contract until the purchase price was fully
paid. The Tax Court held, however, that the taxpayer had be-
come the beneficial owner of the assigned stock at the time of
the assignment for the following reasons: the placing of title
in escrow was only a security arrangement; the taxpayer could
vote the stock unless he defaulted on the purchase contract; the
purchase price was definitely fixed; the taxpayer was personal-
ly liable if default occurred (although secondarily following his
assignment); and the parties intended ownership to pass to the
taxpayer when the agreement of purchase was signed. Conse-
quently, the Tax Court (with the Eighth Circuit agreeing) held
that the taxpayer’s assignment was equivalent to a transfer of
“stock” by him for purposes of §304 and §302.'”

The IRS has stated that it will dispose of cases under §301,
that are substantially identical on their facts to Maher, in accor-
dance with that decision.'”

For a different outcome on different facts, see Citizens
Bank & Trust Co., Ex’r v. United States,'” where a corpora-
tion’s purchase of stock in a “sister” corporation from a third
person was held not a purchase from the taxpayer sharehold-
er, even though the buying company assumed the shareholder’s
existing contract obligation to buy the stock. The taxpayer did
not “own” the stock at the time the purchase price was paid.
Further, the buying company, and not the taxpayer-sharehold-
er, actually received the purchased stock.

Cases such as Maher and Citizens Bank & Trust Co. turn
on traditional questions of tax ownership. At some point the
benefits and burdens of property are sufficiently vested in a
party, such that the party is considered the tax owner, even
though formal title may not have passed under state law.'”

c. Warrants and Convertible Debentures

As discussed in II.C.3., when rights to acquire a distribut-
ing company’s own stock are distributed in a redemption, the
Code does not treat such rights as “property” within the scope
of §317(a). Section 318 does treat such rights as stock, howev-
er, for purposes of determining whether the tests of §302(b) are
satisfied.

The option attribution rule of §318(a)(4) does not treat a
surrender (for consideration) to the corporation of an outstand-
ing stock warrant as a surrender of the underlying stock for

' For a detailed discussion of §304, see 768 T.M., Stock Sales Subject to
Section 304.

' See Rev. Rul. 77-360.

%4580 F.2d 442 (Ct. Cl. 1978).

' See, e.g., FSA 200111011 (applying Maher to determine when the ben-
efits and burdens had sufficiently passed in sole or exchange of stock through
flow-through entities).
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which the option can be exercised and, hence, as a redemption
tested under §302.

Comment: Section 1234 contains special rules relating to
sale or exchange of an option to buy or sell property. This latter
provision appears to govern a sale to the issuing company of an
outstanding stock warrant or similar right to purchase stock of
the issuing company.

Several miscellaneous points regarding options and con-
vertible instruments should also be noted. First, gain realized
by the holder of a compensatory stock option upon a sale of the
option back to the issuing company is generally ordinary com-
pensation income.'” Second, convertible preferred stock will
be tested by §302 criteria applicable to preferred stock rather
than common stock.'” Third, convertible debentures will not be
treated as stock, and hence governed by §302, solely by reason
of their convertibility into stock.'” However, where the share-
holders hold such instruments in proportion to their stock inter-
ests, the IRS may deem such instruments to be stock as well.'”
Furthermore, even where the instruments are not proportionate-
ly held, if the equity features predominate, the instruments may
be considered stock.

2. Debt-Equity Distinction

The debt-equity distinction may not only cause obligations
distributed by a corporation to be reclassified as stock, but may
also affect the interest surrendered to the corporation. If a sur-
rendered “stock” interest can be treated as debt for tax purpos-
es, §302 is inapplicable and the transaction can be treated as a
repayment of debt.'” The determination of whether an instru-
ment should appropriately be classified as debt or equity has
been an area frequently considered by the courts and the rel-
evant case law in this area provides substantial guidelines to
make this determination.'

Note: Amounts received by the holder “on retirement of”
a corporate debt obligation in written form, i.e., a bond, deben-
ture, note, or other evidence of indebtedness, are treated as
amounts received in exchange for the obligation.'”” This means

16 Bagley v. Commissioner, 85 T.C. 663 (1985) (resale to employer of
stock option treated as ordinary income), aff’d, 806 F.2d 169 (8th Cir. 1986);
Rank v. United States, 345 F.2d 337 (5th Cir. 1965) (resale to employer of
pre-1964 restricted stock option); Rev. Rul. 73-146, 1973-1 C.B. 61 (unexer-
cised qualified stock option); Rev. Rul. 67-366, 1967-2 C.B. 165 (cancellation
of nonstatutory stock option). See also LeVant v. Commissioner, 45 T.C. 185
(1965), aff’d, 376 F.2d 434 (7th Cir. 1967).

'7 See Rev. Rul. 71-83. But see CCA 201236025 (temporarily or partially
restricted voting convertible preferred stock entitled to receive non-cumulative
dividends and premium equal to purchase price of shares and thereafter an
equal share of liquidation proceeds was treated as common stock for purposes
of §302(b)).

'8 See Rev. Rul. 69-91, Rev. Rul. 67-269. Note, however, that by declaring
Rev. Rul. 67-269 obsolete in Rev. Rul. 95-71, the IRS implicitly acknowledged
that its position in the 1967 ruling (namely, that an S corporation did not jeopar-
dize its status as a “small business corporation” by issuing instruments that did
not carry voting rights or claims to dividends) was restated in Reg. §1.1361-1(1)
(4). See also Roberts & Porter, Inc. v. Commissioner, 307 F.2d 745 (7th Cir.
1962), acq., 1969-2 C.B. 5.

' The withdrawn §385 regulations had provided that a hybrid instrument,
if proportionately held, was stock. Former Reg. §1.385-6(c).

' As noted previously, however, there is scant authority that would permit
a taxpayer to treat stock as debt.

"'See IV.B.2., below, for further discussion. See also 702 T.M., Capitaliz-
ing a Business Entity: Debt vs Equity, for a detailed analysis of characterizing
debt versus equity.
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that principal repayments are tax-free to the extent of the hold-
er’s basis in the obligation. Amounts received in excess of the
holder’s basis in the obligation constitute capital gain. Amounts
received by the holder of a debt obligation as principal pay-
ments short of the final payment are considered received “on
retirement of” the obligation."”

If a corporate debt obligation is merely a contract promise
not evidenced by a separate promissory note, bond, or deben-
ture, amounts received in excess of the creditor’s basis in the
obligation are taxable as ordinary income."”*

There are relatively few situations where a surrendered
“stock” interest has been reclassified as debt for tax purposes.
In most such cases, a holder of preferred stock that was origi-
nally issued for funds intended to represent temporary loans to
the corporation, or was issued to capitalize a prior indebtedness
owed by the corporation to a shareholder, argues that the cor-
poration’s “redemption” of the preferred stock should be analo-
gized to debt repayment and governed by the same rules for tax
purposes.'”

More often encountered is the situation where a corpora-
tion purports to pay interest on, or to repay part or all the prin-
cipal of, an outstanding “debt” obligation. If the obligation is
vulnerable to being treated as an equity interest in the corpo-
ration, and hence as equivalent to stock for tax purposes, each
“repayment” of the principal will be treated as a distribution in
redemption of “stock,” tested as such under §302."”° A risk of
§301 treatment of the full amount of the purported principal re-
payment is thereby incurred."”’

However, the holder can still argue for exchange treatment
by trying to qualify the “redemption” under one of the cate-
gories of §302(b). Each payment of “interest” on a purported
debt treated as stock will be treated as a nondeductible dividend
on the stock. This same result occurs even if the redemption
(purported principal repayment) qualifies for exchange treat-
ment under §302(b). The dividend element does not run the
§302 gauntlet; as an ordinary dividend, it is separately subject
to the rules of §301."™

The debt-equity status of a special class of “guaranteed
stock” which had been redeemed at a sizable premium above
par value was at issue in Richmond, Fredericksburg, and Po-

7281271(a)(1).

' Jamison v. United States, 297 F. Supp. 221 (N.D. Cal. 1968), aff’d, 455
F.2d 1397 (9th Cir. 1971); Wilson v. Commissioner, 51 T.C. 723 (1969), acq.,
1976-2 C.B. 3; Timkin v. Commissioner, 6 T.C. 483 (1946); acq., 1946-2 C.B.
5.

'™ See Rev. Rul. 58-402.

' See Miele v. Commissioner, 56 T.C. 556 (1971) (taxpayer argument that
preferred stock should be viewed as debt not accepted by court), aff’d, 474 F.2d
1338 (3d Cir. 1973), cert. denied, 414 U.S. 982 (1973).

' See Rev. Rul. 73-122 (debentures upheld as valid debt; principal repay-
ments not treated as redemptions of stock).

'""Dividend treatment: Sansberry v. United States, 70-1 USTC 49216 (S.D.
Ind. 1970); Burr Oaks Corp. v. Commissioner, 43 T.C. 635, 651-52 (1965),
aff’d, 365 F.2d 24 (7th Cir. 1966), cert. denied, 385 U.S. 1007 (1967);
Moughon v. Commissioner, 329 F.2d 399 (6th Cir. 1964); Gooding Amuse-
ment Co. v. Commissioner, 23 T.C. 408, 421-22 (1954), aff’d, 236 F.2d 159
(6th Cir. 1956), cert. denied, 352 U.S. 1031 (1957). Debt status upheld: Harlan
v. United States, 409 F.2d 904 (5th Cir. 1969).

178 See, e.g., W.B. Killhour and Sons, Inc. v. Commissioner, 32 T.C.M. 855
(1973); Zilkha & Sons, Inc. v. Commissioner, 52 T.C. 607 (1969), acg., 1970-2
C.B. xxi; Moughon v. Commissioner, 329 F.2d 399 (6th Cir. 1964), aff’g 22
T.C.M. 94 (1963).
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tomac R.R. Co. v. Commissioner,'”” where the Fourth Circuit
held on the facts that the stock was more like true equity, so
that the premium element was not deductible as interest (as the
corporation claimed).

The debt-equity distinction can affect determinations un-
der the safe haven categories of §302(b)(2) and §302(b)(3). As
explained in III.A.1., below, a shareholder can qualify for cap-
ital gain treatment if a redemption completely terminates the
shareholder’s interest in the corporation. If a redeemed share-
holder continues to hold pre-existing corporate debt obliga-
tions, and if such obligations are vulnerable to attack as equi-
ty, the redemption loses the protection of §302(b)(3) ab initio.
The substantially disproportionate tests of §302(b)(2) can also
be failed by reclassifying “debt” which the distributee holds be-
fore and after the redemption of actual stock.

The specific criteria that are applied in the tax law to dis-
tinguish debt from equity are beyond the scope of this Portfo-
lio. For a detailed discussion of §385 and the regulations there-
under, see 702 T.M., Capitalizing a Business Entity: Debt vs.
Equity.

For additional discussion of debt vs. equity as applied in
the context of a complete termination of a shareholder’s inter-
est, see IV.B.2., below.

3. Determining Outstanding Stock

The question of what constitutes a “stock” interest in the
distributing company arises not only with regard to the interest
surrendered or received, but also in determining the total
amount of stock outstanding for purposes of measuring the “be-
fore” and “after” effect of a redemption.

The debt-equity distinction can operate on interests other
than those redeemed and thereby disqualify a redemption under
§302. If, for example, another related shareholder holds pur-
ported corporate “debt” at the time of the redemption, the
IRS might seek to reclassify such debt as equity for purposes
of attributing the reclassified “stock” to the distributee under
the constructive ownership rules of §318, thereby foreclosing
exchange treatment for failure to satisfy the requirements of
§302(b)(1), §302(b)(2), or §302(b)(3).

In addition, the rules of constructive ownership in §318(a)
(2)(C) provide that a shareholder is deemed to own a propor-
tionate share of the stock owned by a corporation if the share-
holder owns 50% or more of the stock of that corporation. A
shareholder could conceivably contend that some of the corpo-
ration’s outstanding debt was really stock, in order to increase
the total amount of “stock” outstanding, and thereby reduce the
shareholder’s ownership interest below 50%, eliminating attri-
bution under §318(a)(2)(C).

The IRS has ruled that treasury stock or unissued stock
that a redeemed shareholder (or a person with whom the share-
holder has an attribution relationship under §318) has an option
to buy under stock warrants or convertible debentures enter in-
to the numerator and denominator of the shareholder’s owner-
ship interest before and after the redemption. However, similar
options held by other persons are ignored.

A question exists as to whether rights to “contingent
stock” granted by the corporation granted in a prior reorga-

528 F.2d 917 (4th Cir. 1975), aff’g 62 T.C. 174 (1974).
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nization should be treated as outstanding stock. In Rev. Rul.
68-601, the IRS required option attribution under §318(a)(4)
with respect to options that were not subject to any contin-
gencies on their exercise. The IRS has also ruled that options
whose only contingency is the passage of time are to be treated
as stock under §318(a)(4)." Under these criteria, an acquired
shareholder’s right to additional stock in an acquiring company
depending on future events, such as future earnings of either
company, should arguably not be considered outstanding stock
in determining the effect of a redemption of stock in the acquir-
ing company.

Observation: If an acquiring company in a tax-free reor-
ganization distributes some of its stock to an escrow agent to
be held until contingencies are resolved and, while the escrow
still exists, the acquiring company redeems some of its actual
outstanding stock, it is unclear whether the escrowed stock is
to be included in total outstanding stock in measuring the ef-
fect of the redemption under §302. For some purposes, contin-
gent beneficiaries of an escrow account are considered equi-
table owners of the stock; for other purposes their status is less
clear."™

In FSA 200212030, the Chief Counsel’s Office advised
that the exercise of a call option by a subsidiary of the corpo-
ration attempting to redeem its own stock does not qualify as a
redemption under §317(b). The Chief Counsel’s Office stated
that §317(b) requires that the corporation acquire its own stock
in order to be treated as having redeemed the stock.

4. Investment Units of Interest in Mutual Fund

In Rev. Rul. 74-463, an open-end regulated investment
company (as defined in §851) sold 10-year transferable con-
tracts called “participating agreements” which were subdivided
and expressed in terms of “investment units.” The IRS held that
the investment units were “stock” for §302 purposes, because
the investment units dictated the number of votes that the in-
vestor had, his share of the profits (income and capital gains) of
the fund, and his share of fund assets on liquidation or complete
redemption of his interest in the fund. Consequently, each par-
tial cash withdrawal from the fund that an investor may make
periodically by surrendering one or more of his “units” is treat-
ed as a redemption, which must run the §302 gauntlet in order
to receive exchange treatment.

E. “Shareholder”

The requirements of §302 apply to an acquisition of stock
“from a shareholder.”"* Ordinarily, no difficulty arises in deter-
mining who is the shareholder in a redemption transaction. The
shareholder is the person who beneficially owns the stock re-
deemed and is the person from whom the corporation acquires
the stock. In certain situations, however, it is less clear to whom
the §302 requirements apply.

1. Constructive Ownership Rules

The rules of constructive ownership in §318 (see X., be-
low) operate under §302 to determine the stock ownership of a

0Rev. Rul. 89-64.
'8! See, e.g., Rev. Rul. 72-256.
'828317(b).
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person who in fact transferred stock to the issuing corporation.
Section 318 does not operate to attribute stock owned by the
person from whom stock was actually redeemed “away” from
him to a different person, or to treat the other person as a share-
holder subject to §302." In Hanna Est. v. Commissioner,™ the
Sixth Circuit rejected an argument by the IRS that, for loss
disallowance purposes under §267(a)(1), stock redeemed from
an estate was attributable to its beneficiaries and, so viewed,
each beneficiary owned more than the requisite 50% ownership
needed under §267.

2. Voting Trust

When the stock redeemed is held in a voting trust, it may
be difficult to identify the shareholders. In Rev. Rul. 71-262,
the IRS ruled that the requirements of §302 apply to the bene-
ficiary, not the trust. The ruling involved a situation in which
a father and son each owned 50% of the corporate stock. Each
transferred all of his stock to a voting trust with an unrelated
voting trustee, taking back certificates of interest in the trust.
The trustee held legal title to the stock and held exclusive vot-
ing rights for the duration of the trust. Dividends were to be
distributed currently to the certificate holders. The corporation
redeemed all the stock held in the trust on behalf of the father,
who otherwise severed all interest in the corporation. If the trust
were treated as owner of the stock, the redemption would fail
§302(b)(3) because the trust would continue in fact to own the
son’s stock. The IRS ruled that each trust beneficiary will be
considered, for §§302 purposes, as the shareholder to whom the
§302(c)(2) requirements apply.

Note: Rev. Rul. 71-262, in effect, also treats other bene-
ficiaries as owning the stock held in trust for their benefit, for
purposes of attributing such stock under §318 to the redeem-
ing shareholder.' The position taken in Rev. Rul. 71-262 is not
based on §318 attribution of the trust’s stock to its beneficia-
ries. The ruling cites Federal Grain Corp. v. Commissioner,"™
which treats trust beneficiaries as the equitable, though not le-
gal, owners of stock held in a voting trust.

3. Community Property

When stock is held as community property in accord with
local law, e.g., a spouse holds stock as community property,
the IRS has ruled that each spouse is considered a distributee
as to half the redemption price of the stock."’ This rule has im-
portant consequences in qualifying a redemption for exchange
treatment under §302(b)(3) where the rules of family attribu-
tion would otherwise prevent such qualification.

When a spouse that holds stock as community property
dies, the redemption proceeds on the stock from the estate are
ordinarily taxable one-half to the estate and one-half to the sur-
viving spouse. The Ninth Circuit addressed a variation of this
in Coates Trust v. Commissioner."™ The husband and wife had
executed mutual wills. In her will, the wife agreed that if the
husband predeceased her, she would transfer her share of the

' Friend v. United States, 345 F.2d 761 (1st Cir. 1965).
%4320 F.2d 54 (6th Cir. 1963), rev’g 37 T.C. 63 (1961).
% See also Rev. Rul. 71-426.

%618 B.T.A. 242 (1929).

"’Rev. Rul. 71-138.

%8480 F.2d 468 (9th Cir. 1973), aff’g 55 T.C. 501 (1970).
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community property (including stock) into trust for herself and
the couple’s children. Under state law (Washington), such an
agreement was specifically enforceable by the named benefi-
ciaries. The court found that on the husband’s death, the wife
held her share of the community property in constructive trust
for the beneficiaries of her agreement. The trust (which she
subsequently created) was the beneficial owner of the stock
when the redemption occurred from the estate. Therefore, the
trust, rather than the wife personally, was the party taxable on
the wife’s community share of the redemption proceeds.

4. Publicly Held Corporations

Corporations whose stock is publicly held and traded on a
securities exchange (whether national or regional) often go “in-
to the market” to repurchase their own stock. In such situations
the company does not negotiate directly with individual share-
holders; it simply instructs its broker to purchase stated quanti-
ties of the outstanding stock. In accordance with standard pro-
cedures, the company does not know the identity of the person
selling the shares; nor does the seller know the identity of the
purchaser of the stock.

Comment: Whether §302 governs transactions when nei-
ther party knows the other’s identity, is an unresolved tax ques-
tion. The definition of redemption in §317(b) does not specifi-
cally require that the shareholder know that the issuing compa-
ny is the buyer of the stock. As a practical matter, this issue is
routinely ignored, and it is unlikely to be raised on audit since
it would be difficult, if not impossible, to find who purchased
the stock."

5. Grantor Trust

When stock held by a “grantor” trust governed by
§671-§678 is redeemed, the person to whom the trust’s income
is taxable is also treated as the shareholder to whom the re-
quirements of §302 apply. In Rev. Rul. 72-471, a corporation
had two shareholders — a son and a grantor trust whose sole
beneficiary was the son’s mother. The corporation redeemed
all the stock held by the trust. The IRS ruled that because the
mother was considered the redeemed shareholder for §302 pur-
poses, the redemption could qualify for exchange treatment
under §302(b)(3) if the mother filed the agreement required
by §302(c)(2) for waiving attribution under §318 of her son’s
stock to herself.

If, in the basic fact pattern involved in Rev. Rul. 72-471,
the trust’s corpus was to go to the son at his mother’s death,
and if the corporation redeemed all the son’s stock instead of all
the trust’s stock, it is unclear whether the trust’s stock would be
attributed to the son on the ground that the son has an actuari-
al interest as remainderman. If so, §302(c)(2) would not enable
the son to avoid attribution of the trust’s stock to himself. But
if the mother, not the trust, is considered to own the stock for
attribution purposes, the son could, via §302(c)(2), waive attri-
bution from his mother. One commentator believes that, as ap-

'% Several commentators have argued that the §302 rules should not be ap-
plied to public companies. See, e.g., Tierney, Proposed Reg. Under 305(c) May
Create Unexpected Taxable Stock Dividends, 35 J. Tax’n 184 (1971).
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plied to this situation, the IRS would treat the trust as owning
the stock for purposes of attribution to the son.'’

Practice Point: The IRS ordinarily will not issue a ruling
or determination letter on the question of whether a person will
be treated as the owner of any portion of a trust over which that
person has a power to withdraw the trust property (or had such
power prior to a release or modification, but retains other pow-
ers which would cause that person to be the owner of the trust
under §671 if the person were the grantor), other than a power
which would constitute a general power of appointment within
the meaning of §2041, if the trust purchases the property from
that person with a note and the value of the assets with which
the trust was funded by the grantor is nominal compared to the
value of the property purchased.”"

6. Testamentary Trust

In Coates Trust v. Commissioner,” a family corporation
redeemed stock owned by the estate of one of its major share-
holders, agreeing to pay the redemption price in annual in-
stallments over a 10-year period. Before the first payment was
due, the estate distributed an undivided one-third interest in its
rights under the redemption agreement to the trustee of the tes-
tamentary trust created by the decedent’s will. The IRS found
the redemption to be essentially equivalent to a dividend. In
light of the estate’s distribution to the trust, the IRS imposed
the resulting tax on the testamentary trust to the extent of its in-
terest in the redemption proceeds. The trust argued that the es-
tate was the proper party to whom the deficiency letter should
have been issued because the trust was not even in existence

"Note, Stock Redemptions: Termination of Interest and Grantor Trust, 4
Tax Adviser 290 (1973).

“I'Rev. Proc. 2023-3, §4.01(42).

2480 F.2d 468 (9th Cir. 1973), aff’g 55 T.C. 501 (1970).
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when the stock was redeemed by the corporation. However, the
courts held that the “conduit” income taxation rules of §661
and §662 require the estate’s distributee (the trust) to include
the redemption proceeds in its income. The Tax Court stated:

Although the Estate of Sydney N. Coates sold the
shares to produce the income, such income, when
distributed, was deductible by the estate and taxable
to the beneficiary. See §§661 and 662. The Trust Un-
der Will of Sydney N. Coates recognized the pass-
through character of the income distribution from the
Estate of Sydney Coates and reported such income as
capital gain on the installment basis on its tax return
for 1965."

7. Other Cases

In Wren v. Commisioner," the court permitted parol evi-
dence to show that a written property settlement agreement di-
viding the spouses’ community property had been orally modi-
fied, so that instead of the husband keeping 133 shares of stock
in a family corporation and paying his wife $18,000 (as provid-
ed in the written agreement), the wife would receive 40 shares
of the stock. The corporation also informally agreed to redeem
the 40 shares from the wife for $18,000, which represented fair
market value. The IRS sought to hold the parties to the writ-
ten agreement and to tax the redemption gain to the husband
rather than to the wife. The court, however, held that the agree-
ment had been modified in an effective manner so that the wife
owned the 40 shares when they were redeemed and was the
party to whom the gain was taxable.

55 T.C. at 512.
94T.C. Memo 1965-52.
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lll. Tax Consequences of a Redemption

A. Consequences of Redemption Treated as an Exchange
1. Shareholder-Level Tax Consequences

a. Computing Gain or Loss

Where a redemption qualifies via §302(a) for exchange
treatment, the amount of gain or loss which the shareholder
realizes on the exchange is computed pursuant to §1001(a)
and (b) and ordinarily must be recognized in full pursuant
to §1001(c). In computing realized and recognized gain, the
shareholder offsets adjusted basis in the redeemed shares
against the sum of cash plus the fair market value of property
other than cash which the shareholder receives as part of the re-
demption transaction. The shareholder’s basis in the redeemed
stock is determined under §§1011-1012. In the case of stock
acquired from a decedent, the basis becomes the fair market
value at the date of death, unless an election for an alternate
valuation is made under §2032.

In determining the year in which a redeemed shareholder
is properly taxable on the redemption, general tax principles —
including constructive receipt, ability or inability to value the
property received, and restrictions on the shareholder’s use of
the amount received — apply.'”

If the stock surrendered was a capital asset in the share-
holder’s hands,"”® as will usually be the case, the shareholder’s
gain or loss will be capital. The gain or loss will be long-term
or short-term depending on the shareholder’s holding period."”’

Note: In order for a capital gain or loss to qualify as long-
term, the shareholder must have held the redeemed shares for
more than one year.'”

A net short-term capital gain which exceeds net long-term
capital loss is includible in full with the shareholder’s other or-
dinary income for the year.

If the shareholder incurs a capital loss on the redemption,
a shareholder who is an individual (including an estate or trust)
can offset a net long-term or short-term capital loss against up
to $3,000 of ordinary income for the year in which the redemp-
tion occurred.” Excess losses may be carried over to future
years indefinitely.”™ In general, a shareholder that is a corpora-
tion cannot deduct a net capital loss against its ordinary income
but can carry the loss back for three years and forward for five

years.””

% See, e.g., Bette v. Commissioner, T.C. Memo 1977-404 (redemption
proceeds received in cash in 1965 not taxable in that year because agreement
required immediate endorsement of check to escrow agent pending outcome
of contingent corporate liabilities; actual distributions made to shareholder out
of escrow in 1966 and 1970). But see Barton Theatre Co. v. Commissioner,
T.C. Memo 1980-128, aff’d, 701 F.2d 126 (10th Cir. 1983) (where agreement
providing for redemption is negotiated and dated in one year but not formally
executed until the following year, the time of exchange is when redemption oc-
curred, not the date of formal execution).

% See §1221.

"7 See §§1222, 1223.

¥§1222(3), §1222(4).

¥*§1211(b).

2081212(b).

»1§1212(a). For tax years beginning before December 23, 2010, a regu-
lated investment company could carry forward a capital loss for eight years.
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A shareholder holding more than one block of shares can
choose the basis and holding period of the stock redeemed by
making an “adequate identification” of the redeemed shares un-
der Reg. §1.1012-1(c). Absent such an identification, the shares
earliest acquired by the shareholder among the shareholder’s
total ownership will be those considered redeemed for purpos-
es of determining basis and holding period.™”

(1) Receipt of More than Fair Market Value of Stock

In negotiating the redemption price, the parties will ordi-
narily seek to have the corporation distribute property the cur-
rent fair market value of which equals the current fair market
value of the stock redeemed. Capital gain or loss treatment ap-
plies only to the extent the property received does not exceed
the fair market value of the stock redeemed.””

If the value of the property received in the exchange ex-
ceeds the fair market value of the stock surrendered, the IRS
reserves authority to treat the excess as a dividend subject to
§301, as compensation from the corporation, or as a gift to the
distributee from other shareholders.”

A dividend or other “excess” payment issue may also rise
on other facts. For example, in Rickey v. United States,” the
articles of a closely held corporation required a shareholder
who desired to sell his stock, to offer it to the company at book
value, and then to other shareholders at book value. Under this
provision the company redeemed part of the interest of its ma-
jority shareholder at a negotiated price of $700 per share, al-
though the per-share book value at the time was $500. The IRS
treated the $200 excess of purchase price over book value as an
ordinary §301 distribution entirely apart from §302. The court
rejected this treatment, because the facts showed that the com-
pany had sound business reasons for waiving its option to re-
purchase the shares at book value and that the price paid re-
flected current fair market value. Therefore, the entire distribu-
tion was regarded as paid for the stock, subject to the rules of
§302.

Note: The court found that the redemption was not intend-
ed as an exercise of the company’s rights under the articles,
since the taxpayer never intended to sell his shares to a third
party. Instead, both he and the company regarded his health as
a danger to the company’s stability and recognized that if the
company waited until his death to buy back his shares, the com-
pany would need to carry adequate (and costly) insurance on
his life.

“Since the corporation was receiving a benefit by not hav-
ing to purchase additional insurance,” the court said, “the direc-
tors were willing to forego their right to purchase at book value
and offer a fairer price which exceeded book value. We do not
feel that Article VI prohibits such a transaction. Each side re-

Pre-2010 §1212(a)(1)(C). For later years, there is no limit on carry forward
years. §1212(a)(1)(C).

*2Reg. §1.1012-1(c)(1). See also Rev. Rul. 72-415.

*®Rev. Rul. 57-295.

**For example, see Reg. §1.301-1(h); Rev. Rul. 59-97, Rev. Rul. 58-614.
See also Rev. Rul. 77-20 (excess value of stock spun off to a shareholder in
a §355 “splitoff” over value of stock surrendered separately taxable to share-
holder, on the facts, as rental income); Rev. Rul. 79-10.

%427 F. Supp. 484 (W.D. La. 1976), aff’d on other grounds, 592 F.2d
1251 (5th Cir. 1979).
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ceived some benefit and each gave up some interest in a com-
promise beneficial to both.””*

(2) Receipt of Less than Fair Market Value of Stock

If the corporation pays the shareholder less than current
fair market value, and if the redemption otherwise qualifies
for exchange treatment under §302(b), it is not clear how the
amount of gain or loss is computed and what other tax effects
might also be involved.

Example: T, an individual, owns 10 of 100 outstanding
shares of X corporation. Each share is currently worth $10.
T’s basis in each of T’s shares is $1. T surrenders all T’s
stock to X for a distribution of $30. In Rev. Rul. 58-614,
the IRS states that “if a shareholder surrenders stock to a
corporation for less than its fair market value, such surren-
der may be a gift or compensation to the shareholders who
remain interested in the corporation.””

In the above example, T might realize a gain of $20 ($30
amount realized less $10 basis) along with making a $70
gift, or paying $70 compensation, to other shareholders.
Another possibility, suggested by Rev. Rul. 56-513,* is
to treat a shareholder as always surrendering stock at its
fair market value. Under that approach, T would be treated
as surrendering to the corporation for $30 consideration
only three shares and as realizing a $27 gain on the re-
demption ($30 amount realized less $3 basis in three re-
deemed shares). T might also be treated as having trans-
ferred the remaining seven shares ($70 value) to the cor-
poration without consideration.

If the particular facts of a redemption indicate an intent
by the shareholder to cause other shareholders to receive com-
pensation rather than a gift, the shareholder is nevertheless pre-
cluded from taking a §162 deduction equal to the amount of
the compensation. The transaction is recast as a contribution to
the capital of the corporation, which becomes entitled to a §162
deduction as the stock is constructively retransferred from the
corporation to the remaining shareholders.””

In a pro rata distribution in partial liquidation governed
by §302(b)(4), the number of shares surrendered is immaterial
to the shareholder, since the percentage interest represented by
his remaining shares remains the same regardless of how many
shares are surrendered by all shareholders. The abuse potential,
however, is that shareholders could increase the absolute num-
ber of shares surrendered in order to apply a larger basis against
the amount realized and thereby minimize their capital gain or
generate a capital loss. In Rev. Rul. 56-513, the IRS ruled that,

2427 F. Supp. 484 (W.D. La. 1976), aff’d on other grounds, 592 F.2d
1251 (5th Cir. 1979).

27 See also Rev. Rul. 79-10. Cf. PLR 200117016 (no constructive dividend
to remaining shareholders (husband and wife) from redemption of stock held
by other family members; stock valued by qualified appraiser on purchase date
with significant majority of assets being publicly traded securities).

%8 Amount of gain or loss in a pro rata liquidation distribution determined
by reference to number of shares deemed redeemed in proportion to net assets
of corporation (by fair market value). Cf. Rev. Rul. 55-592.

*“Reg. §1.83-6(d) (corporation gets deduction under contribution to capi-
tal theory); Rev. Rul. 80-76(corporation may take §162 deduction by virtue of
§83(h)), amplified by Rev. Rul. 81-45; Plumley v. Commissioner, 29 T.C.M.
98 (1970) (no shareholder deduction).
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for purposes of determining gain or loss, the shareholder will
be deemed to have surrendered only a portion of the total out-
standing stock proportionate to the portion of the total net as-
sets (by fair market value) received in the distribution. The rul-
ing says, in relevant part:

In determining the amount of the gain or loss, regard-
less of the actual number of shares surrendered for
redemption by the stockholders, the total number of
shares deemed to have been surrendered is that num-
ber which bears the same ratio to the total number of
shares outstanding as the [amount] distributed bears
to the total fair market value of the net assets of the
corporation immediately prior to the distribution.*"’

Example: The fair market value of a corporation is
$600,000 represented by 1200 shares of stock, owned
equally by unrelated individuals A, B, and C (400 shares
each). Each shareholder’s cost basis per share is $200.
The company sells one of its active businesses and distrib-
utes under §302(b)(4) a total of $150,000 ($50,000 to each
shareholder) in pro rata redemption of part of the stock of
each shareholder. Each shareholder surrenders 200 shares,
and reports a capital gain of $10,000 ($50,000 amount re-
ceived less $40,000 total basis in 200 shares exchanged).
Under Rev. Rul. 56-513, however, each shareholder would
be deemed to have surrendered only 100 shares, so that
each shareholder’s capital gain would be $30,000 ($50,000
amount received; less $20,000 basis in 100 shares).

In substance, this rule provides that the exchange is
deemed to occur at fair market value; that is, the distribution is
deemed made in exchange for a number of shares equal in total
fair market value to the total fair market value of the amount
distributed to the particular shareholder.

Outside of the partial liquidation context, this issue cannot
arise because a pro rata redemption that leaves a particular
shareholder’s percentage interest unchanged will always be
equivalent to a dividend. Therefore, it is not necessary to refer
to the shareholder’s basis in the surrendered shares. Since Unit-
ed States v. Davis,”"' a bona fide business purpose can no longer
salvage exchange treatment for a pro rata redemption.

b. Basis in Redeemed Stock

Where a redemption receives exchange treatment, the
shareholder’s cost basis in the redeemed shares is applied
against the amount realized to determine the amount of gain or
loss realized on the exchange. There is no “disappearing basis
problem” such as can arise when a redemption is found to be
essentially equivalent to a dividend. See III.B.1.d.(2), below.

In a “constructive” redemption governed by §304(a)(1),
however, a transfer-of-basis question can arise even where the
redemption qualifies for exchange treatment. For a discussion
of §304, see 768 T.M., Stock Sales Subject to Section 304.

?Rev. Rul. 56-513. See also Rev. Rul. 77-245 (publicly traded stock) am-
plifying Rev. Rul. 56-513; PLR 9619050 (to the extent the fair market value
of the distribution exceeds the fair market value of the stock deemed surren-
dered in exchange therefor, the additional shares considered redeemed pursuant
to Rev. Rul. 77-245 will be determined in accordance with Rev. Rul. 68-348
and Rev. Rul. 85-48).

11397 U.S. 301 (1970).
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c¢. Basis in Distributed Property

If a redemption is treated as essentially equivalent to a div-
idend under §301(a), the basis of property received is fair mar-
ket value.”” If the redemption is treated as an exchange under
§302(a), the distributed property has a cost basis (the fair mar-
ket value of the redeemed stock) under §1012. If the fair market
value of the stock redeemed is not equal to the fair market val-
ue of the property received, the basis of the property received
depends on the characterization of the transaction, as discussed
above.

If the property distributed is the corporation’s own debt
obligation and, under the tax rules, the obligation itself must be
valued and taken into account as part of the shareholder’s rec-
ognized gain or loss, the shareholder takes a basis in the oblig-
ation equal to its fair market value. This value may not equal
the full principal amount of the obligation. If the obligation
is not required to be taken into account when distributed, the
obligation does not receive a separate basis in the shareholder’s
hands. If the redemption qualifies for exchange treatment, the
shareholder’s stock basis is applied directly against later corpo-
rate payments on the obligation. See III.A.1.d., below.

If the shareholder elects installment reporting under §453
with respect to the gain realized on the redemption exchange,
the shareholder’s basis in the debt obligation received from the
corporation is not the current fair market value of the obliga-
tion; instead, the shareholder’s basis in the obligation is deter-
mined under §453.2"

d. Installment Payouts

When a corporation distributes the corporation’s own debt
obligation to a shareholder in part or full payment of the re-
demption price of some or all of the shareholder’s stock, the
corporation is treated as having agreed to pay all or part of the
redemption price in one or more future payments.

Regardless of whether the corporation merely promises to
pay the redemption price in future installments under the re-
demption agreement or executes a separate written promissory
note, debenture, or other similar debt instrument, the obligation
is considered “property” for purposes of testing the tax treat-
ment of the redemption under §302. See II.C.2., above.

Once the basic tax treatment of the redemption is deter-
mined (i.e., exchange or §301 distribution), the question be-
comes when the redemption is taxable. Under the general rule
of §1001(b), if the redemption qualifies for exchange treat-
ment, a corporate note, bond, or debenture itself ordinarily
must be valued and taken into account at its fair market value,
rather than at its principal (face) amount, in computing the gain
or loss realized by the shareholder on the exchange. This gener-
al rule applies to both corporate and noncorporate shareholders.
A different measurement of amount realized applies, accord-
ing to the IRS, to shareholders (individual or corporate) using
the accrual method of accounting. Accrual method taxpayers
that sell property and receive a debt obligation of the buyer in
part or full payment must take the obligation into account at its
face or principal amount (rather than at its fair market value).”"*

2128301(d).
213 See Rev. Rul. 79-371.
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This rule also applies to the determination of an accrual method
shareholder’s gain or loss on a redemption of stock when the
redemption qualifies for exchange treatment.

If the corporation issues its own note or debenture, it has
the opportunity to defer payment of tax on the gain and to pay
the tax out of the company’s payments as and when received.””
The courts and the IRS have also developed specific factors for
determining whether a shareholder can defer tax on the gain
when either a separate written debt obligation or a “mere” con-
tract promise is distributed to the shareholder. Among the fac-
tors are the shareholder’s accounting method, the degree of
“contingency” of the company’s obligation, the transferability
of the obligation, and the financial condition of the corpora-
tion.”'

Practice Point: Note that installment sale reporting is not
permitted if the corporation’s stock is publicly traded.”” The in-
stallment sale method is also unavailable in a redemption that
is treated as a distribution subject to §301 (instead of as an ex-
change subject to §302(a)).”"*

If the corporation distributes its own debt obligation in
a redemption (whether or not evidenced by a mere contract
promise or by a separate written promissory note or debenture),
and if the obligation itself is required to be valued for gain
or loss recognition purposes, the excess of the face (principal)
amount of the obligation over the fair market value of the re-
deemed stock (or its equivalent, the fair market value of the
obligation itself) ordinarily is not subject to dividend, compen-
sation, or gift treatment.

e. Special Situations

(1) Accrued Dividends on Preferred Stock

If the redemption price of preferred stock includes ac-
crued, previously unpaid dividend arrearages, the entire distri-
bution may be eligible for capital gain or loss via §302 under
certain conditions. For example, the entire amount paid in re-
demption of preferred stock, including a dividend accruing on
the date set for redemption and amounts offered for earlier re-
demption and designated as interest was considered payment
for the stock surrendered.”” Under other conditions, part or all
of the distribution representing accrued dividends may be treat-
ed as dividend income. For example, an amount representing
a dividend declared before the redemption of preferred stock,
and included in the total redemption payment, was treated as
a dividend distribution under §301.° For a discussion of these
issues, see 764-4" T.M., Dividends — Cash and Property.

*“Rev. Rul. 89-122, Rev. Rul. 79-292.

21 See §453.

*!°Cf. Burnet v. Logan, 283 U.S. 404 (1931) (value of property received in
liquidation not readily determinable; therefore, court held that gain could not
be ascertained until future payments were more than indeterminate sums). If
a corporation issues debt to a stockholder in connection with a redemption of
stock from the stockholder and the parties later agree to reduce the amount of
the debt, the reduction is treated as an adjustment to the purchase price of the
stock under §108(e)(5), provided that the reduction did not occur in a Title 11
case or when the corporation was insolvent. See TAM 9338049.

27 §453(k)(2)(A).

*% See TAM 8134027.

*“Rev. Rul. 69-131.

*’Rev. Rul. 69-130.
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(2) Section 306 Stock

If “§306 stock” is redeemed, the entire amount of the re-
demption proceeds may be a §301 distribution entirely apart
from the §302 tests.”” However, several exceptions in the §306
rules provide an escape from this flat §301 treatment. The ef-
fect of falling within any of these exceptions is not automati-
cally to achieve exchange treatment, but rather to reinstate the
tests of §302. See 765-4th T.M., Stock Rights and Stock Divi-
dends: Sections 305 and 306.

(3) Collapsible Corporations — Prior Law

The collapsible corporation provisions under former §341
were permanently repealed by the American Taxpayer Relief
Act of 2012 If a corporation was classified as a collapsible
corporation for years during which the collapsible corporation
provisions were in effect, it was unclear whether a redemption
by the corporation was subject to former §341(a), which stated
that gain with respect to the stock was ordinary gain. Former
§341(a)(1) applied the collapsible corporation rules to a “sale
or exchange of stock of a collapsible corporation,” and former
§341(a)(2) referred to a distribution in partial or complete liqui-
dation, but not to a redemption tested under §302. The regula-
tions, which the IRS removed in 2019, stated that former §341
applied to an ““actual” sale or exchange of stock and to a distri-
bution in complete or partial liquidation “treated as” payment
in exchange for stock.”

Comment: The omission of redemptions tested under §302
was probably a legislative oversight rather than a policy deci-
sion. The conservative conclusion was that former §341 would
apply to a former §341 redemption (which was also treated as
an exchange).”

A collapsible corporation that filed a consent in accor-
dance with former §341(f) had to recognize gain on its “subsec-
tion (f) assets” if it later distributed those assets in a redemption
of its own stock. As to each subsection (f) asset, former §341(f)
(2) stated that the corporation had to recognize as gain the ex-
cess of the fair market value of the asset at distribution over its
adjusted basis to the corporation.

Under the general gain recognition rule of former §341(f)
(2), gain was recognized notwithstanding any other income tax
provision of the Code, but only to the extent gain was not rec-
ognized under any other such provision. Because §311(b)(1)
generally requires recognition of gain, §311(b)(1) appears to
take precedence over former §341(f)(2). Under §311(b)(1), the
amount and nature of gain recognized to the corporation gener-
ally is determined as if the property were sold for its fair market
value on the date of distribution. Because “subsection (f) as-
sets” by definition were not capital assets, the gain recognized
via §311(b)(1) was in many cases ordinary gain. This is the
same tax result as former §341(f)(2) typically produced.

1§306(a)(2).

*2The 2003 Jobs and Growth Tax Relief Reconciliation Act repealed the
collapsible corporations provisions (former §341) for tax years beginning after
2002.

Reg. §1.341-1, removed by T.D. 9849, 84 Fed. Reg. 9231 (Mar. 14,
2019).

' See Spangler v. Commissioner, 278 F.2d 665 (4th Cir. 1960). Cf. Hold-
en, “The Collapsible Corporation . . .,” 34th N.Y.U. Ann. Inst. on Fed. Tax 11,
19 (1976).
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(4) Controlled Foreign Corporation

Section 1248 supersedes §302 in the redemption by a con-
trolled foreign corporation from a U.S. shareholder. If §1248 is
satisfied, part of a shareholder’s gain on a redemption, which
otherwise qualifies for exchange treatment under §302(a), is
treated as a dividend to the extent of corporate earnings and
profits accumulated after 1962 and during the period for which
the shareholder held the stock.™

(5) Tax-Exempt Entities

If the shareholder is a §501(a) tax-exempt organization,
the entire amount of the redemption proceeds it receives is
free of income tax. Included in tax-exempt organizations are
charities and educational institutions described in §501(c)(3)
and trusts under qualified employee pension or profit-sharing
plans.*

If stock is redeemed from a “private foundation” (basical-
ly, a §501(c)(3) organization that is not publicly supported to a
prescribed degree), an excise tax may be imposed on the corpo-
ration if the redemption price is paid in future installments and
constitutes “self-dealing.”””’

A redemption of stock owned by trust under tax-exempt
employee benefit plans may bring into play the §4975 excise
tax on prohibited transactions. This tax may be imposed on a
“disqualified person” in (among other transactions) a sale or
exchange of property or a lending of money or other extension
of credit between an employee trust and a disqualified person.”*

(6) Noninvestment Purposes

In Corn Products Refining Co. v. Commissioner,” the
Supreme Court held that capital gain (or loss) is not available
for transactions in property that produce gain or loss from the
everyday conduct of a taxpayer’s business. This concept has
been applied to a taxpayer’s purchase of stock in an unrelat-
ed corporation with which the taxpayer does business for the
purpose of assuring or maintaining a source of supply or oth-
er business relationship. The courts have considered whether
a loss sustained by the taxpayer on a later sale of the stock is
treated as capital loss or an ordinary loss. Courts finding that
the taxpayer was not interested in holding the stock as an in-
vestment generally have allowed the taxpayer an ordinary loss.

The Corn Products doctrine was substantially narrowed in
Arkansas Best Corp. v. Commissioner,” in which the Supreme
Court held that virtually all investment losses are considered
capital unless they are the functional equivalent of inventory.

Comment: Few cases in this area have involved a sale by
the taxpayer back to the issuing corporation. However, it seems
plain that both the courts and the IRS would permit ordinary
loss treatment on a sale of the stock back to the issuer where the
Corn Products doctrine, as modified by Arkansas Best, is oth-

2581248(a).

2 See §401(a).

27 See §4941(d)(1)(B).
2884975(c)(1)(A), (B).
350 U.S. 46 (1955).
#0485 U.S. 212 (1988).

767-4th



Detailed Analysis

I1.A.1.£.(4)

erwise satisfied.” Indeed, the IRS has advised that redemption
proceeds were ordinary income when received by the redeem-
ing corporation’s former creditor who had accepted part pay-
ment in stock because of the company’s financial difficulty but
who also had the right to redeem the stock for cash. The IRS
ruled that the holding of the stock was business-related and
that the proceeds also substituted for collection of debt obliga-
tions acquired by the creditor in the ordinary course of his busi-

ness.”

f. Recognition of Loss

If the shareholder’s stock basis exceeds the amount re-
ceived, the shareholder will realize a loss only if the redemp-
tion qualifies for exchange treatment pursuant to §302, and
generally will be treated as a capital loss. If the redemption is
equivalent to a dividend, the amount of the distribution will be
subject to §301 without regard to the shareholder’s basis in the
redeemed stock.

Where a shareholder realizes a capital loss on a redemp-
tion that is treated as an exchange under §302, the rules of §267
and a variety of nonstatutory principles may cause the loss to
be nondeductible.

(1) Section 267

The principal statutory limitation on recognizing a re-
demption loss is §267(a), which disallows any deduction in re-
spect of losses from sales or exchanges of property (other than
losses in cases of distributions in corporate liquidations), di-
rectly or indirectly, between persons specified within any one
of the paragraphs of §267(a). A redemption that qualifies for
exchange treatment under §302 is subject to §267(a).”> Among
the related parties between whom a loss is disallowed is “[a]n
individual and a corporation more than 50 percent in value of
the outstanding stock of which is owned, directly or indirect-
ly, by or for such individual.”™ Section 267 also applies to a
trust shareholder if either the trust or its grantor owns, direct-
ly or indirectly, more than 50% in value of the outstanding
stock.” Section 267 incorporates its own set of broad attribu-
tion rules.”* For a more detailed discussion concerning the rules
of §267, see 564 T.M., Related Party Transactions.

Note: An estate can also realize a loss on a redemption,
but the courts have held that an estate is not subject to the lim-
itation in §267(a)(1).”” When an individual shareholder dies,

3! See Rev. Rul. 70-64 (loss incurred by member of an agricultural cooper-
ative on redemption of qualified written notice of allocation held ordinary loss
on Corn Products principles); Rev. Rul. 58-40, suspended by Notice 87-68. See
also Agway, Inc. v. United States, 524 F.2d 1194 (Ct. CL. 1975) (gain on a re-
demption of preferred stock held by the taxpayer-patron in an agricultural co-
operative (before enactment of §1381-§1388) qualified for capital gain treat-
ment; a dissenting opinion argued that since there was not investment intent in
the holding of the stock, the taxpayer’s gain should be ordinary income).

*2PLR 7903024.

> McCarthy v. Conley, 341 F.2d 948 (2d Cir. 1965); Reubin v. Com-
missioner, 5 T.C.M. 216 (1946); Rev. Rul. 57-387, as modified by Rev. Rul.
77-293.

#48267(b)(2).

7§267(b)(8).

298267(c).

*7 Hanna Est. v. Commissioner, 320 F.2d 54 (6th Cir. 1963), rev’g 37 T.C.
63 (1961). See also Ingalls Est. v. Commissioner, 45 B.T.A. 787 (1941), aff’d,
132 F.2d 862 (6th Cir. 1943).
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the shareholder’s estate generally takes a basis in the stock ac-
quired from the decedent equal to its fair market value at death
(under §1014). In some cases the stock basis will be stepped
down and thus automatically wipe out any unrealized loss ex-
isting before death. Nevertheless, depending on when a re-
demption occurs after death, an estate may still realize a loss.

Observation: Ordinarily, the buyer of loss property takes a
cost basis in the property, so that where §267 applies, the por-
tion of the seller’s basis in excess of the sale price is effectively
“lost” for most purposes. The only exception arises if the buyer
later resells the property at a gain. In such a case §267(d) pro-
vides that the gain is recognized only to the extent it exceeds
the previously disallowed loss. However, where the redeeming
corporation is reselling its own stock, §1032 requires nonrecog-
nition of any gain, so that part of the redeemed shareholder’s
basis in the shares is permanently lost.”®

(2) Section 461(1)

For tax years beginning in 2021 through 2028, §461(1),
enacted as part of the Tax Cuts and Jobs Act of 2017, limits
the deductibility of excess business losses of noncorporate tax-
payers. Specifically, a noncorporate taxpayer is able to deduct
business losses to the extent of business income plus $250,000
($500,000 in the case of a joint return). The statutory amounts
for disallowance are adjusted for inflation.”” Additionally, any
disallowed loss from one year is carried forward as a net oper-
ating loss to the following tax year.™ An excess business loss
carryover may be subject to the 80% of taxable income limita-
tion in the carryover year.”"'

(3) Nonstatutory Principles

Sections 267 and 461 are not exclusive. Even if a loss be-
tween related parties survives §267, it can still be disallowed
even if the terms of §267 are not satisfied where the evidence
shows that the loss is not bona fide or otherwise lacks economic
substance .

(4) Corporate Note Received: When Loss Realized

The IRS and the courts apply the same loss rules for re-
demptions as are applied in situations where a corporation
completely liquidates. No loss is considered realized until the
total amount that the shareholder can expect to receive for the
shareholder’s stock in the corporation is reasonably ascertain-
able. The shareholder cannot select the year to claim his loss, in
part or in whole, by estimating a maximum amount the share-
holder expects to receive over the course of the liquidation and
deducting a loss based on that estimate.*”

8 See McCarthy v. Conley, 341 F.2d 948, 953, n.14 (2d Cir. 1965).

78461()(3)(B).

#8461(1)(2).

1 For losses arising in tax years beginning after December 31, 2020, the
net operating loss deduction is limited to 80% of a taxpayer’s taxable income,
computed without regard to the net operating loss deduction, or deductions un-
der §199A and §250.

*’Reg. §1.267(a)-1(c). For additional information on §267, see 564 T.M.,
Related Party Transactions.

** See Turner Constr. Co. v. United States, 364 F.2d 525 (2d Cir. 1966).
See also Schmidt v. Commissioner, 55 T.C. 335 (1970); Rev. Rul. 68-348, am-
plified by Rev. Rul. 85-48.
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In a redemption, this situation may arise where a share-
holder receives a corporate promise to pay in the future, or to
make one of a series of promised payments, in exchange for the
redeemed shares.

2. Corporate-Level Tax Consequences
a. Recognition of Gain

(1) In General

Section 311(a) provides the general rule that no gain or
loss is recognized by a corporation on the distribution of prop-
erty “with respect to its stock.” However, §311(b)(1) provides
that if:

(A) a corporation distributes property (other than an
obligation of such corporation) to a shareholder in a
distribution to which subpart A** applies, and

(B) the fair market value of such property exceeds its

adjusted basis (in the hands of the distributing corpo-

ration),then gain shall be recognized to the distribut-

ing corporation as if such property were sold to the

distributee at its fair market value.

Non-liquidating distributions, therefore, are subject to tax
on gain, but nonrecognition of loss.** In both cases, however,
shareholders take a fair market value basis in the distributed
property.”*® This “step-down” in basis where loss property is
distributed is permanent (unlike where §267(a) applies, and
§267(d) may provide some future benefit).

Section 311(b)(2) provides that rules similar to the rules of
§336(b) apply for purposes of §311(b). Section 336(b) general-
ly provides that in determining fair market value of assets sub-
ject to a liability (or where the distributee assumes a liability in
connection with the distribution), the value of the property dis-
tributed is deemed to be not less than the liability.

Observation: When a corporation desires to use loss prop-
erty to redeem its stock, it may be advisable to sell that property
to a third party and use the cash proceeds for the redemption.
This will generally permit the corporation to recognize the loss.
Sales to related parties, however, may be caught by the loss dis-
allowance/deferral rules of §267.

Observation: When both gain and loss property are to be
distributed, no netting of losses against gains is permitted. Con-
tributing both gain and loss assets to a new corporation be-
fore distribution, however, does produce netting, as the basis
and value of the distributed stock, which reflects the aggregate
bases and values of the contributed assets, will be the measure
for any §311 gain. This netting, however, comes at the cost of
leaving the assets in corporate solution. Use of a partnership
or trust to arrive at the same result, however, is proscribed by
§311(b)(3) (under yet-to-be-written regulations). In some cas-
es, use of an S corporation may provide some relief.

Observation: When a distribution of corporate assets in
kind is to be made to public shareholders, the form of that dis-

2 Here, “Subpart A” refers to §301-§307.

* Different rules apply for purposes of complete liquidations under §336.

#68301(d). Reg §1.301-1(g), as amended by T.D. 9954, 86 Fed. Reg.
52,612 (Sept. 22, 2021), to update Reg. §1.301-1 to reflect statutory amend-
ments made to §301(d) in 1988.
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tribution is generally a distribution of the stock of a subsidiary.
If §311(b) gain is recognized on the subsidiary’s stock, the cor-
poration pays tax but provides no future tax benefit to the share-
holders because the basis of the assets of the subsidiary are not
“stepped-up” to reflect the gain recognized by the corporation
on the distribution of the subsidiary’s stock. If the distribut-
ing corporation wishes instead to recognize §311(b) gain on the
assets of the distributed subsidiary, and thereby give the sub-
sidiary a “step-up” in the basis of its assets, proper planning can
accomplish the desired result. Note that section 336(e) provides
that a corporation that owns enough stock in a subsidiary cor-
poration to satisfy the §1504(a)(2) 80% vote and value test may
elect to treat a sale, exchange or distribution of all such stock
as a sale, exchange or distribution by the subsidiary of all of
its assets.””’ The regulations allow a domestic corporation or S
corporation shareholder(s) that make a “qualified stock disposi-
tion” (QSD) of another domestic corporation to elect to treat the
disposition as a deemed asset sale. A QSD is a transaction or
series of transactions in which stock meeting the requirements
of §1504(a)(2)(80% by vote and value) of a domestic corpora-
tion is either sold, exchanged or distributed (or any combina-
tion thereof) by a another domestic corporation or by the S cor-
poration shareholders in a disposition during the 12-month dis-
position period.”*

Section 311 applies both to redemptions that receive ex-
change treatment under §302(a) and those that receive distribu-
tion treatment under §302(d).

The character of the corporation’s gain under §311(b)(1)
as ordinary or capital, long-term, or short-term, depends on the
usual rules governing the type of property distributed and its
holding period in the hands of the corporation, applied as if the
corporation sold the property for its fair market value at the
distribution date. If the property distributed were depreciable,
the depreciation recapture rules in §1245 and §1250 may re-
quire recognition of gain realized on the property.” Further-
more, when the recapture rules overlap §311(b)(1), they char-
acterize part or all of the gain recognized under §311(b)(1) as
ordinary income. These rules apply to the distributing corpo-
ration regardless of the tax treatment of the redemption at the
shareholder level.”™ The recapture rules of §1252 (regarding
farm recapture property) similarly overlap §311(b)(1) and char-
acterize part or all of a recognized gain.

If a corporation distributes depreciable property to a 50%
or greater shareholder in redemption of part or all of the share-
holder’s stock, the provisions of §1239 may operate to treat the
corporation’s recognized §311(b)(1) gain as ordinary income.”'

7 See Reg. §1.336-2(a).

**¥Reg. §1.336-1(b)(6)(i). For any “qualified stock disposition” (QSD) for
which the disposition date is prior to May 15, 2013, the corporation could not
avail itself of §336(e), because the proposed regulations had not been finalized;
with respect to QSDs for which the disposition date is on or after May 15, 2013,
the final §336(e) regulations apply. Note that in CCA 201009013, the Chief
Counsel’s Office advised that a taxpayer was not permitted to make an election
under §336(e) until the proposed regulations were finalized.

9 See Reg. §1.1245-1(a)(1); §1.1245-1(c)(2) Ex. 1.

*Rev. Rul. 76-339 (defining “disposition”). §1245(a)(1), §1245(d),
§1250(a)(1), §1250(a)(2), §1250(a)(3).

»IRev. Rul. 75-514. See also Pope & Talbot, Inc. v. Commissioner, 162 F.
3d 1236 (9th Cir. 1999) (interpreting Rev. Rul. 75-514).
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Section 1239 applies to gain recognized on a “sale or ex-
change” of depreciable property between certain related per-
sons including a corporation and a shareholder who owns (ac-
tually and constructively) more than 50% or more in value of
the outstanding stock.”” Thus, if a corporation enters into a sale
or exchange with one or more of its shareholders by distrib-
uting depreciable property in exchange for shares of its own
stock, and the general rule of §311(b)(1) requires the company
to recognize gain on the property. Part or all of the gain may
produce ordinary income by virtue of §1239. This result will
occur, however, only with respect to a shareholder who owns
more than 50% in value of the outstanding stock. If a greater
than 50% shareholder and one or more minority shareholders
have some or all of their shares redeemed at the same time,
§1239 would convert to ordinary income only the part of the
corporation’s recognized gain attributable to the distribution to
the 50% shareholder. The rest of the corporation’s recognized
gain would not be affected by §1239.

Note that the hypothetical sale language of §311(b)(1) is
not limited to a sale to an unrelated outsider. Moreover, it is im-
material that the redemption reduces a greater than 50% share-
holder’s percentage ownership to 50% or less as a result of the
redemption. Rev. Rul. 75-states that in applying §311(b)(1), the
IRS is not confined to hypothesizing a corporate sale to an un-
related person but must, instead, hypothesize a sale to the per-
son who actually received the distribution. Under this view,
§1239 becomes relevant. The ruling also interprets §1239 as
making no exception for a situation where as a result of the re-
demption, the shareholder’s percentage ownership drops below
50%.%

Under §10201 of the Inflation Reduction Act, signed into
law on August 16, 2022, certain public corporations that enter
into stock buybacks are subject to a 1% excise tax measured on
the amount of consideration used to buy stock back on the open
market.” For a detailed discussion of the stock buyback excise
tax, see X.G., below.

(2) Exceptions

(a) Debt Obligations of Distributing Corporation

Section 311(b)(1) (requiring gain recognition on the dis-
tribution of appreciated property) overrides §317(a) (broadly
defining “property”) in one important respect: obligations of
the distributing company are specifically excepted from the de-
finition of “property” for purposes of §311(b)(1). The gener-
al rule of §311(b)(1) refers to a distribution of property by a
corporation “other than an obligation of such corporation.” The

»281239(a); Reg. §1.1239-1.

*3The ruling cited Drake, Inc. v. Commissioner, 145 F.2d 365 (10th Cir.
1944), as support for this interpretation. Technically, Rev. Rul. 75-514 did not
interpret §1239 as providing no exception where a shareholder’s percentage
ownership drops below 50%. Rather, it interpreted §1239 as providing no ex-
ception where the percentage of ownership drops below 80%. The 80% thresh-
old was relevant because, before its amendment in the 1986 TRA, §1239 ap-
plied only when a corporation distributed property to a shareholder who owned
80% (rather than 50%) or more of that corporation. Presumably, however, the
reasoning of Rev. Rul. 75-514 remains valid despite the 1986 TRA’s change in
the percentage of pre-redemption ownership required to apply §1239. See also
Moore v. Commissioner, 202 F.2d 45, at 47 (5th Cir. 1953).

¥84501.
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effect of this exception is to permit an installment payout re-
demption free of tax to the corporation.

Practice Point: Promissory notes issued by a corporation
generally constitute property within the meaning of §317(a).
Such notes may have a zero basis to their issuer,” so that, but
for the exclusion, the corporation might recognize gain to the
full extent of the notes’ fair market value.

If a corporation redeems some or all of a shareholder’s
stock for its own note or debenture and, at the time of the re-
demption, there is a plan or intent to satisfy the note with appre-
ciated property, the tax results are unpredictable. The IRS may
apply general step-transaction principles and deny the benefit
of the exception under §311(b)(1) for the distributing compa-
ny’s own obligations. Instead, the IRS may treat the corpora-
tion as having distributed appreciated property in the year in
which the redemption occurred.™

If the corporation issues its debt obligation for the redemp-
tion price and, assuming no prearranged plan, later distributes
appreciated property in payment of one or more installments
due under the obligation, the corporation must recognize gain
on the later distribution, not via §311(b)(1), but via the broad-
er general rule requiring recognition of gain when appreciated
property is used to pay a debt.” The IRS reached the same con-
clusion in Rev. Rul. 77-256,” where a corporation that had re-
deemed all of a shareholder’s stock for a note two years earlier
made a note payment to him in the form of appreciated proper-
ty. The IRS ruled that, at the later date, the former shareholder
received the payment solely in his capacity as a creditor, not
as a shareholder. Because appreciated property was used to pay
a debt, the corporation was required to recognize gain in the
year in which the appreciated property was transferred, in the
amount of the difference between the fair market value of the
property on the date of transfer and its adjusted basis to the
company on that date.

(b) Section 355 Transactions

The §311 rules cover only distributions of appreciated
property to which §301-§307 apply.””® Consequently, §311(b)
(1) does not apply to transactions that qualify as tax-free divi-
sions under §355. In a §355 transaction, a corporation distrib-
utes to its shareholders the stock or securities of a corporation
that it controls, sometimes in exchange for all or part of the re-
ceiving shareholders’ stock or securities in the distributing cor-
poration.”® The distribution need not be pro rata.®' In a §355
transaction, the receiving shareholders are not taxed on the dis-
tribution and, so long as the transaction qualifies under §355,
the distributing corporation is protected against §311(b)(1). If,
however, the corporation distributes appreciated property other
than stock or securities of the controlled corporation, rules sim-

* See Rev. Rul. 68-629; Alderman v. Commissioner, 55 T.C. 662 (1971).
But see Lessinger v. Commissioner, 872 F.2d 519 (2d Cir. 1989) and Peracchi
v. Commissioner, 143 F.3d 487 (9th Cir., 1998).

¢ See Rev. Rul. 77-256, obsoleted by Rev. Rul. 2003-99.

»7 See, e.g., United States v. General Shoe Corp., 282 F.2d 9 (6th Cir.
1960).

% Obsoleted by Rev. Rul. 2003-99.

¥8311(b)(1)(A).

0 See §355(a)(1).

1$355(a)(2)(A).
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ilar to §311(b) apply.”” For a more detailed discussion of §355,
see 776 T.M., Corporate Separations.

(c¢) Reorganizations

Because the §311 rules cover only distributions of appreci-
ated property to which §301-§307 apply, §311 does not apply
to exchanges covered by the reorganization provisions. Howev-
er, as in §355 transactions, distributions of appreciated proper-
ty other than stock or securities of the distributing corporation
or of another party to the reorganization result in recognition of
gain under rules similar to §311.*"

In some cases, a particular shareholder in an acquired cor-
poration may receive no stock in the acquiring company, but
instead solely “boot” or solely securities of the acquiring com-
pany. Such an exchange is not governed by §354 and §356,
but instead is governed by the redemption rules of §302.>* Ac-
cordingly, if such a shareholder receives appreciated property,
the corporation may not be protected from §311 gain as to that
property.

For a more detailed discussion of the reorganization pro-
visions, see 771 T.M., Corporate Acquisitions — (A), (B), and
(C) Reorganizations, 772 T.M., Corporate Acquisitions — D
Reorganizations, and 774 T.M., Single Entity Reorganizations:
Recapitalizations and F Reorganizations.

b. Basis in Stock Redeemed

If a corporation redeems its own stock and holds the shares
in its treasury rather than canceling them, the question may
arise whether the corporation has any basis in that stock if and
when such stock is later reissued.

The IRS historically took the position that a corporation
took a zero basis in its own stock, including when the corpora-
tion reacquired its own shares from a shareholder in return for
cash or other property or when it repurchased some of its own
stock in the open market for cash. The IRS suggested that the
fact that the corporation paid cash to reacquire its own shares
did not give it tax basis. The treatment of the redemption at the
shareholder level (whether treated as an exchange or as a §301
distribution) was immaterial, and it was not material whether
or not the company held the reacquired shares in its treasury
for possible later reissue. However, as discussed directly below,
this position is under review.”

In Rev. Rul. 74-503, a corporation (X) repurchased some
of its stock from its shareholders for $2,000. Several years later,
when the same shares had a fair market value of $3,000, X
transferred these treasury shares as property in a §351 transac-
tion to corporation Y and received $3,000 worth of Y’s new-
ly issued shares. The ruling holds that each corporation takes a
carryover basis from the other, pursuant to §362(a), in the stock
that each received from the other. Consequently, X’s basis in

%2 See §355(c)(2). Note that under §355(c) and §355(d), even a distribution
of stock in the controlled corporation can result in gain to the distributing cor-
poration in the case of certain “disqualified” distributions.

*2§361(c)(2).

** See Reg. §1.354-1(d) Ex. 3; Rev. Rul. 77-415, obsoleted on another is-
sue by T.D. 9182, 70 Fed. Reg. 9219 (Feb. 25, 2005).

*Rev. Rul. 2006-2, revoking Rev. Rul. 74-503; see also Reg. §1.358-6,
§1.1032-2 (special basis and nonrecognition rules for use of controlling corpo-
ration’s stock by controlled subsidiary in certain “triangular reorganizations”).
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the Y stock it received was zero, and Y’s basis in the X stock it
received was also zero. In Rev. Rul. 2006-2, the IRS said that
the conclusion in Rev. Rul. 74-503 that X’s basis in the Y stock
received in the exchange is determined under §362(a) is incor-
rect. It also said that the other conclusions, including that X’s
basis in the Y stock received in the exchange and Y’s basis in
the X stock received in the exchange are zero, are under study.

c. Effect on Earnings and Profits

The effects of a redemption on the earnings and profits of
the redeeming corporation differ, depending upon whether the
redemption is taxable as an exchange or as a distribution. In
many situations, however, it may be difficult, if not impossible,
for the corporation to determine the effects of a redemption on
a particular shareholder*® For public companies, non-pro rata
redemptions have been treated as exchanges for the purpose of
determining their effect on earnings and profits, in the absence
of evidence to the contrary.””

(1) Use of Cash or Notes

If a corporation uses cash or its own notes to effect a
redemption that qualifies under §302, corporate earnings and
profits generally are reduced by an amount equal to the cash,
or in the use of a note, its principal amount (or the adjusted is-
sue price, if the original issue discount rules apply).” That re-
duction is limited, however, to an amount not in excess of the
ratable share of the earnings and profits allocable to the stock
redeemed.””

If a corporation issues debt to a stockholder in connection
with a redemption of stock from the stockholder and the parties
later agree to reduce the amount of the debt, the reduction is
treated as an adjustment to the purchase price of the stock un-
der §108(e)(5) if the reduction did not occur in a title 11 case
or when the corporation was insolvent. If this occurs, the cor-
poration must increase its earnings and profits by the excess of
the amount of the purchase price adjustment over the amount
of the redemption which did not result in a decrease in earnings
and profits at the time of the redemption.””

The addition of §312(n)(7) in 1984 overruled cases such as
Helvering v. Jarvis,”" and the rulings that had followed it.””” Be-
fore the enactment of §312(n)(7), it was possible to take the po-
sition that a redemption qualifying for exchange treatment re-
duced earnings and profits to the full extent of the distribution.

% This can arise, for example, by application of the attribution rules or by
simultaneous purchases or sales by shareholders.

7 See, e.g., Reg. §1.355-2(d)(3)(iii) (“The fact that the distributing corpo-
ration is publicly traded and has no shareholder who is directly or indirectly the
beneficial owner of more than five percent of any class of stock is evidence of
nondevice.”), §1.355-2(d)(5)(iv) (“A distribution is ordinarily considered not to
have been used principally as a device, if, in the absence of section 355, with re-
spect to each shareholder distributee, the distribution would be a redemption to
which section 302(a) applied.”). But see REG-134016-15, 81 Fed. Reg. 46,004
(July 15, 2016) (proposed regulations that would clarify the device rules); No-
tice 2015-59 (stating certain characteristics of a transaction may overcome both
the nondevice factor of public trading and the non-pro rata structure of a distri-
bution).

¥ §312(a).

*98312(n)(7).

70 See TAM 9338049.

71123 F.2d 742 (4th Cir. 1941).

2 See, e.g., Rev. Rul. 79-376, obsoleted by Rev. Rul. 95-71.
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In many cases, this would completely deplete the corporation’s
earnings and profits, permitting §301(c)(2) and §301(c)(3) dis-
tributions to the remaining shareholders.

The operation of §312(n)(7) can be illustrated as follows:

Example: B and C, two unrelated individuals, are the sole
shareholders of corporation X, and each owns 500 shares
of X common stock. X has accumulated earnings and prof-
its of $25,000. X redeems the shares of B for $40,000 in
cash. Under §312(n)(7), the earnings and profits of X are
reduced by $12,500, an amount equal to B’s pro-rata share
of X’s earnings and profits.

Observation: The statute refers only to earnings and profits
“accumulated after February 28, 1913,”" leaving open the
question as to whether current earnings and profits should be
given different treatment. By the language of the statute, re-
demptions qualifying under §302(a) can never reduce current
earnings and profits before their reduction for regular dividends
or redemptions treated as §301 distributions.”™

The legislative history”” provides that, if a corporation has
more than one class of stock, earnings and profits generally
should be allocated among them. An exception to this rule ap-
plies to “plain vanilla” preferred stock, i.e., preferred stock that
is nonconvertible and does not participate in corporate growth
to any significant extent.”’ In redemptions of such “plain vanil-
la” preferred, earnings and profits should be reduced only to
the extent the redemption distribution includes dividend arrear-
ages.”’

Differences in legal rights between classes of stock also
may produce differences in calculation of their ratable shares
of earnings and profits. For example, if a corporation has two
classes of common stock, A and B, and the A class has a pref-
erence as to dividends and liquidating distributions in a 2:1 ra-
tio to the B class, the A class and B class share in earnings and
profits in the same proportion (i.e., 2:1).””®

(2) Use of Property

If a corporation uses property other than its own notes or
cash to effect a §302(a) redemption, the effects on its earnings
and profits are essentially the same. However, if appreciated
property is used, §311(b) will cause corporate gain recognition,
and a corresponding increase in earnings and profits.”” Where
depreciated property is used to effect the redemption, earnings
and profits are reduced by the adjusted basis of the distributed
property, although no loss is recognized.™ The legislative his-
tory to §312(n)(7), in rather loose language, states that the re-
duction to earnings and profits should not exceed the “amount”

2§312(n)(7).

74 Cf,, §316, which refers separately to accumulated earnings and profits
(8316(a)(1)) and earnings and profits for the current year (§316(a)(2)).

> See General Explanation of the Revenue Provisions of the Deficit Re-
duction Act of 1984 (1984 Bluebook) at 181 (1984).

76 Section 1504(a)(4) contains a separate definition of plain vanilla pre-
ferred stock, which includes the foregoing attributes plus lack of voting rights
and lack of an unreasonable redemption or liquidation premium.

*771984 Bluebook at 181.

%1984 Bluebook at 181.

9§312(b).

*8312(a)(3), §311(a).
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of the redemption.”™ At least one commentator believes that

this statement conflicts with §312.2%
d. Deductibility of Corporate Payments and Expenses

Section 162(k)(1) provides that no deduction is allowed
for any amount paid or incurred by a corporation “in connec-
tion” with the redemption of its stock.

Section 162(k) applies to all amounts paid “in connection”
with a redemption. The legislative history states:

While the phrase “in connection with [a] redemp-

tion” was intended to be construed broadly, Congress

did not intend the provision to deny a deduction for

otherwise deductible amounts paid in a transaction

that has no nexus with the redemption other than

being proximate in time or arising out of the same

general circumstances. For example, if a corporation

redeems a departing employee’s stock and makes a

payment to the employee in discharge of the corpora-

tion’s obligations under an employment contract, the
payment in discharge of the contractual obligation is

not subject to disallowance under this provision.™’

Note: Section 162(k) also provides that §162(k) applies to
any acquisition of its stock by a corporation or by a party that
has a relationship to the corporation described in §465(b)(3)
(C)”™ Thus, for example, the denial of a deduction applies to
any reacquisition, regardless of whether the transaction is treat-
ed as a redemption, as a sale of the stock or as a dividend, and
as a reorganization or other transaction.

There are three specific statutory exceptions to this general
rule, including (1) deductions allowable under §163 (i.e., inter-
est); (2) deductions for amounts which are properly allocable
to indebtedness and amortized over the term of such indebted-
ness; and (3) deductions for dividends paid (within the meaning
of §561).*

Comment: Reg. §1.263(a)-5 requires taxpayers to capital-
ize amounts paid or incurred to facilitate the acquisition of a
trade or business, a change in the capital structure of a business
entity, and other enumerated transactions. Reg. §1.263(a)-5(a)

**11984 Bluebook at 181.

22 Bittker & Eustice, Federal Income Taxation of Corporations and Share-
holders, 49.24 (Thomson Reuters/WG&L, 7th ed. 2006 & Supp. Oct. 2010).

31986 Bluebook at 278-9. See, e.g., Chief Indus. Inc. v. Commissioner,
T.C. Memo 2004-45 (company entitled to deduct as ordinary and necessary ex-
penses under §162(a) settlement paid to founder; §162(k) not applicable be-
cause payment of settlement, made near time founder’s stock redeemed, did
not have “sufficient nexus to the redemption to be limited by §162(k)”); TAM
9645003 (fees and expenses incurred near time of stock redemption were not
§162(k) redemption costs).

**Pub. L. No. 104-188, §1704(p).

#58162(k)(2)(A). The second exception was added to §162(k) by the Small
Business Job Protection Act of 1996. Prior to this amendment, the Tax Court,
in Fort Howard Corp. v. Commissioner, 103 T.C. 345 (1994), had held that
loan fees incurred in connection with the redemption of a corporation’s stock
were nondeductible. In a supplemental opinion, the Tax Court reversed its
holding in Fort Howard Corp., based on the amendments made by the Small
Business Job Protection Act of 1996. The Tax Court held that §162(k), as
amended, does not preclude the deduction of costs and fees paid or incurred in
redemption of stock, other than interest, that are properly allocable to indebt-
edness and amortized over the term of the indebtedness. 107 T.C. 187 (1996).
See also United States v. Kroy (Europe) Limited, 92-2 USTC 50,611 (D. Ariz.
1992), rev’g 92-1 USTC 50,146 (Bankr. D. Ariz. 1992), rev’d, 27 F.3d 367
(9th Cir. 1994), (decided before the amendment of §162(k) in 1996).
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(3) excludes amounts paid or incurred to facilitate a redemption
from the scope of Reg. §1.263(a)-5, and the preamble to the
2002 proposed regulations stated that the costs incurred in
a redemption are governed exclusively by §162(k).* Reg.
§1.263(a)-4(c)(1)(i), however, provides that taxpayers must
capitalize amounts paid to another party to acquire “in a pur-
chase or similar transaction” an ownership interest in a corpo-
ration. If Reg. §1.263(a)-4(c)(1)(i) applies to redemption ex-
penses, it in no way conflicts with §162(k). The regulation sim-
ply makes more explicit the treatment of such capitalized costs.
Reg. §1.263(a)-4(g)(1) provides that amounts capitalized under
Reg. §1.263(a)-4 are added to the basis of the intangible cre-
ated. Under the regulation, presumably, redemption costs are
added to the basis of the acquired ownership interest, a result
that would follow from §162(k) in any event.

In Kitchen Kaboodle II v. United States* a district court
denied a government motion for summary judgment because
the taxpayer had presented sufficient evidence to raise an issue
of fact as to whether the taxpayer’s true intent in paying a
royalty to a former shareholder was to compensate him for
past services (thus making the payments deductible) or to re-
deem his stock (thus making the payments nondeductible under
§162(k)). While the stock purchase agreement contained no ref-
erence to compensating the shareholder, the court found per-
suasive the fact that the shares were redeemed for much more
than their actual worth.

In UNUM Corp. v. United States,™ the court held that a
corporation could not take a deduction for cash distributed dur-
ing a demutualization transaction by an insurance company.
The court stated that the demutualization was a capital transac-
tion subject to the general provisions of Subchapter C, which,
the court stated, clearly prohibit a company from deducting
cash or the value of stock distributed to its policyholders in re-
demption of their equity interests.

B. Consequences of Redemption Treated as Distribution

1. Shareholder-Level Tax Consequences

a. Rules of §301

A §301 distribution is a “dividend” if made by a corpora-
tion “out of” earnings and profits (E&P) accumulated after Feb-
ruary 28, 1913, or “out of” E&P of the taxable year.™ These
two “funds” are determined separately, and the latter is com-
puted (i) as of the close of the taxable year, without diminution
by reason of any distributions during that year, and (ii) without
regard to the amount of E&P at the time the distribution was
made. A redemption, therefore, may be a distribution other than
a dividend when it is made (because the corporation lacks suf-
ficient E&P) but subsequently become a dividend if the corpo-
ration has earnings later in the taxable year. Section 301 distri-
butions are presumed to be “out of” E&P to the extent thereof
and to be from the most recently accumulated E&P.*

6 See REG-125638-01 (preamble), 67 Fed. Reg. 77,701 (Dec. 19, 2002).
The preamble to the final regulations contains no such language.

#797-1 USTC 450,455 (D. Or. 1997).

¥ 130 F.3d 501 (1st Cir. 1997).

#8301(c)(1), §316(a).

#08316(a).
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Section 301 also applies to a distribution by a corporation
that results in the receipt of property by some shareholders and
an increase in the proportionate interests of other shareholders
in the assets or E&P of the corporation.” Thus, in Rev. Rul.
78-60, the IRS ruled that a redemption of stock that increas-
es the proportionate ownership of some shareholders causes a
deemed §301 distribution of property to these shareholders.””

Whether a redemption should receive exchange treatment
or §301 treatment is determined without regard to the amount
of the corporation’s current or accumulated E&P. If §301 gov-
erns the distribution, the next question is what portion of the
amount distributed is the true “dividend” portion in light of the
recipient’s ratable share of corporate E&P.

To the extent the amount of the distribution exceeds E&P,
§301(c)(2) provides that the balance of the distribution “shall
be applied against and reduce the adjusted basis of the stock.”
Next, under §301(c)(3)(A), the portion of the distribution
“which is not a dividend, to the extent that it exceeds the adjust-
ed basis of the stock, shall be treated as gain from the sale or
exchange of property.” In most situations, if the stock is a cap-
ital asset in the shareholder’s hands and if the required holding
period is satisfied, gain under §301(c)(3)(A) is long-term capi-
tal gain.

The language of §301(c) does not clarify whether, before
reporting capital gain, the shareholder can recover tax-free the
aggregate basis in all the stock the shareholder owns in the
corporation, or whether the shareholder must apply the basis
recovery rule share-by-share or block-by-block in situations
in which the shareholder acquired the shares at different cost
bases. The weight of authority appears to require the recipient
of a §301 distribution first to apply it against the recipient’s rat-
able share of E&P (determined by reference to the sharehold-
er’s total percentage interest in the corporation), then to apply
the balance as a nontaxable recovery of cost basis in the stock
(allocating the distribution among different blocks acquired at
different bases), and finally to report any unabsorbed balance
as gain from the sale or exchange of property.””’

Note: In a transaction that qualifies under §302(a), howev-
er, a shareholder may specifically identify the shares they wish
to redeem.” In doing so, the shareholder applies all the basis in
the redeemed shares in order to determine the extent of capital
gain under §1001 by virtue of Reg. §1.1012-1(c). If, however,
the redemption does not qualify for exchange treatment under
§302(a) and instead is treated as a distribution of property pur-
suant to §302(d), then the manner in which the shareholder re-
covers basis in different blocks of stock is likely on a pro rata or
block-by-block basis. The IRS has taken the position that this
is the correct approach (as opposed to allowing the recovery of
aggregated basis).””’

! See §305(b)(2).

*2 Cf. Rev. Rul. 78-115 (periodic, mandatory series of preferred stock re-
demptions is not considered deemed distribution under §305(b)(2) and (c)).

** See Johnson v. U.S., 435 F.2d 1257 (4th Cir. 1971). See also Anderson
v. Commissioner, 92 T.C. 138 (1989); PLR 8928066.

Reg. §1.1012-1(c).

*3 See Johnson v. U.S., 435 F.2d 1257 (4th Cir. 1971). Proposed regula-
tions issued in January 2009 would have followed the Johnson approach, but
were withdrawn in 2019. Former Prop. Reg. §1.301-2(a), REG-143686-07, 74
Fed. Reg. 3509 (Jan. 16, 2009), withdrawn, 84 Fed. Reg. 11,686 (Mar. 28,
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Example: T owns two equal blocks of stock in corporation
X, which has no current or accumulated E&P. T’s basis in
block 1 is $1,000, and T’s basis in block 2 is $2,000. X dis-
tributes $2,500 to T. Under the IRS approach, the block-
by-block rule results in $250 current taxable capital gain
to the shareholder on block 1 by reason of the distribution
($1,250 allocable to each of block 1 and block 2, applied
against $1,000 basis in block 1 and $2,000 basis in block
2).

In the case of a dividend equivalent redemption, it is un-
clear if the block-by-block rule applies. If not, the redeemed
shareholder may recover under §301(c)(2) the basis in all the
stock the shareholder owns, including shares not redeemed, be-
fore reporting capital gain. A shareholder typically prefers the
aggregation rule, while the IRS ordinarily prefers the share-by-
share rule. This issue arises when all of the shareholder’s stock
consists of a single block acquired at the same time and at the
same cost per share, as well as when the redeemed shareholder
owns different blocks acquired at different cost bases per block.

Example: T owns 100 of 1,000 outstanding shares of cor-
poration X. T’s basis is $20 per share. The fair market
value per share is $50. X redeems 200 of its outstanding
shares from all shareholders, including 20 shares from T.
The total amount distributed by X is $10,000, including
$1,000 distributed to T. The corporation lacks current or
accumulated E&P. Assume all the redemptions are divi-
dend equivalent as to each shareholder. T’s basis in the 20
shares redeemed from T is $400. T may treat the $1,000
received as $400 tax-free recovery of basis in the 20 shares
redeemed plus $600 capital gain, or T may treat the dis-
tribution as nontaxable because the $1,000 received is less
than the $2,000 aggregate basis of all 100 shares T owned.

Comment: When a §301 distribution arises from a divi-
dend equivalent redemption via §302(d), the portion of the to-
tal distribution to the shareholder that exceeds the sharehold-
er’s ratable share of E&P should reduce the shareholder’s total
basis in all stock within the same block as the shares redeemed,
and the shareholder should report capital gain only if any un-
absorbed balance of the distribution remains. The sharehold-
er should not be required to report capital gain after recover-
ing basis only in the shares actually redeemed.” If the share-
holder owns different blocks of stock acquired at different cost
bases, the balance of the distribution, after offset against any
E&P, apparently must be allocated among the different blocks,
and the basis recovery and capital gain results under §301(c)(2)
and (3), respectively, must be determined block-by-block. This
method of computation follows from Johnson, although there
is no case or ruling on point involving a dividend equivalent re-
demption.

Note 1: The “disappearing basis” problem, discussed at
I1.B.1.d.(2), below, involves a dividend equivalent redemp-
tion. Under Reg. §1.302-2(c), the shareholder’s basis in re-
deemed shares is transferred to the shareholder’s remaining

2019). The notice of withdrawal noted that the IRS will continue to apply the
outcome of Johnson in determining the basis.
*Reg. §1.302-2(c).
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shares in the corporation. Although Reg. §1.302-2(c) does not
expressly say so, this basis transfer seems to occur only to the
extent the company has sufficient E&P to result in dividend
treatment of all or part of the distribution. If all the shares held
by the shareholder comprise a single block with the same cost
basis per share, the shareholder’s basis in the redeemed shares
is transferred to the unredeemed shares and the combined basis
of the remaining shares is then reduced in determining the non-
taxable basis recovery portion of the distribution.””’

Note 2: The true dividend portion of a §302(d) distribution
itself may be taxed as net capital gain. Section 301(f)(4) refers
to §1(h)(11) for “taxation of dividends received by individuals
at capital gain rates.” Section 1(h)(11) taxes a noncorporate
shareholder’s “qualified dividend income” as net capital gain
rather than ordinary income for taxable years beginning after
2002. “Qualified dividend income” refers to dividends received
from domestic corporations and dividends from certain foreign
corporations. Under §301(f)(4), therefore, a redemption of a
noncorporate shareholder’s stock that is treated as a dividend
under §302(d) nevertheless may be taxed to the shareholder
at capital gain rates rather than ordinary income rates.””® The
difference in result between §302(a) exchange treatment and
§302(d) dividend treatment, however, has not been eliminated
entirely; the shareholder’s basis is taken into account in deter-
mining the shareholder’s gain (or loss) in an exchange but not
in determining dividend income.

b. Effect of No E&P

The term “dividend” as defined in §316(a) presupposes
distributions supported by sufficient E&P. If a corporation
lacks E&P at the time it makes a distribution in redemption of
some of its stock, either the IRS or the shareholder may con-
tend that the exchange is not essentially equivalent to a “divi-
dend.”

If a redemption distribution exceeds the shareholder’s ba-
sis in the shares redeemed (but not the shareholder’s aggregate
basis in all shares of that block), the corporation lacks E&P,
but the exchange otherwise is essentially equivalent to a div-
idend, the IRS may contend that the redemption must receive
exchange treatment under §302(a) because it cannot be “essen-
tially equivalent to a dividend.” The shareholder, in that case,
must recognize a current capital gain. The shareholder, on the
other hand, ordinarily prefers that §301 govern the redemption,
via §302(d), because — without E&P — the shareholder has
no current income at all (and applies the distribution against the
basis of all of the shareholder’s stock, not just the redeemed
shares).

If the amount of a redemption distribution is less than the
shareholder’s basis in the stock surrendered, the corporation
has no E&P, and the redemption cannot qualify within any cat-
egory of §302(b), the shareholder may argue that the redemp-
tion cannot have the effect of a “dividend” and, accordingly, it

*"For an additional discussion of disappearing/shifting basis, see Alfred
H. Bae, A Tangential Difficulty: Unutilized Stock Basis in Dividend-Equiva-
Ient Redemptions, Tax Management Memorandum (BNA), April 3, 2017.

*®Under §1, qualified dividends are taxed at 0%, 15% or 20% depending
on taxpayer’s income level and tax filings status, with such rates having histor-
ically changed based on economic and political climates. A concurrent under-
standing of applicable tax rates is recommended whenever analyzing a course
of action with respect to distributions and redemptions.
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is entitled to a capital loss. On the other hand, if §302 tests the
redemption and — after the effect of the redemption is found
to be equivalent to a dividend — §301 applies via §302(d), the
shareholder must reduce the basis of all of the shareholder’s
stock in the corporation and is not allowed a current capital
loss.

The regulations provide, however, that the determination
of whether a redemption is essentially equivalent to a dividend
is made without regard to the E&P of the corporation at the
time of the distribution.” A redemption distribution, therefore,
must be tested under §302 even if there is no E&P. If the dis-
tribution is otherwise essentially equivalent to a dividend, the
rules of §301 govern the distribution. A shareholder with suffi-
cient basis in the shares does not realize a current capital gain
but makes the basis reduction required by §301(c)(2). The pur-
pose of this rule is to test all redemptions under §302, regard-
less of whether the shareholder or the IRS benefits.

c. Amount of Distribution

(1) In General

The amount of a §301 distribution equals the money re-
ceived plus the fair market value of the other property received,
determined as of the date of the distribution.™ This amount is
reduced (but not below zero) by the amount of any corporate li-
ability assumed by the shareholder and by any liability to which
the property received is subject immediately before, and imme-
diately after, the distribution.™"

Note: Reg. §1.301-1(c) provides that property distributed
in kind must be included in income when received by, or un-
qualifiedly made subject to the demand of, the shareholder.
Reg. §1.301-1(b) provides that the amount of the distribution is
the property’s fair market value on the distribution date (which,
in some situations, may be earlier than the date of receipt).

(2) Corporate Obligation

If a corporation distributes to a shareholder in a redemp-
tion (i) solely its own contract promise to pay the redemption
price in one or more future installments or (ii) its promise to
pay plus its separate debt instrument (such as a bond, deben-
ture, or promissory note), the obligation is “property” within
the meaning of §317(a) for purposes of determining the basic
tax treatment of the redemption as an exchange or as a §301
distribution.

Once the basic tax classification is decided, the time at
which the property is taxable to the shareholder must be de-
termined. If the redemption is dividend equivalent and the re-
cipient is a cash basis taxpayer, a corporate promissory note,
debenture, or other form of bond ordinarily must be taken into
account at fair market value (rather than at face amount). Ac-
crual basis taxpayers must take such instruments into income at
face.”

*Reg. §1.302-2(a).

H08301(b)(1), §301(b)(3). Reg. §1.301-1(b) as amended by T.D. 9954, 86
Fed. Reg. 52,612 (Sept. 22, 2021) to update Reg. §1.301-1 to reflect statutory
amendments made to §301(b)(1) in 1988.

*18301(b)(2). No reduction is made for the amount of any liability unless
the liability is “assumed” within the meaning of §357(d). Reg. §1.301-1(f)(1).
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There is authority, when the distributing corporation has
merely promised to pay the redemption price in future install-
ments but has executed no separate written debt instrument, for
a cash basis shareholder’s taking a “mere” contract promise it-
self into account as part of the distribution, even if the redemp-
tion is dividend equivalent. There is also authority for not re-
quiring a shareholder on either the cash or accrual basis to take
either a mere contract promise or a separate written note or
debenture into account in the year received in light of certain
types of “contingencies” affecting the amount or certainty of
payments to be received.”” There is no cost recovery in either
situation; the shareholder must report the full amount of each
payment under §301 in the year received.

Another question is whether the tax character of the §301
distribution is determined by the status of corporate E&P in the
year in which the closing occurs under the redemption agree-
ment or by reference to E&P during each year in which pay-
ments are received. Because the “dividend” is not effective un-
til payment is made, it is the measure of the corporation’s E&P
in the year of payment that is relevant.*

When either a separate written debt obligation or a mere
contract promise is valued in the year distributed, but at an
amount less than face amount (reflecting the interest rate, the
financial condition of the corporation, and other factors requir-
ing a discount from face), payments (exclusive of any original
issue discount or unstated interest) that the shareholder later re-
ceives in excess of the valuation figure at which the obligation
was taken into account when first distributed generally result in
capital gain.”” These rules operate when the basic tax character
of the redemption is dividend equivalent as well as when the re-
demption qualifies for exchange treatment. For a discussion of
these rules, see 181 T.M., Time Value of Money — Holders of
Debt Instruments, 182 T.M., Time Value of Money — Issuers
of Debt Instruments

Note: If a corporate obligation distributed in a dividend
equivalent redemption is required to be valued in the year dis-
tributed, and if its value exceeds the fair market value of the re-
deemed stock, the portion of the obligation equal to the value of
the redeemed stock is distributed in the redemption exchange
and (because the exchange is dividend equivalent) this portion
is subject to §301 via §302(d). The portion of the obligation ex-
ceeding the value of the redeemed stock is also governed by
§301, but pursuant to the rule that the excess of the value of
property transferred to a shareholder over the amount (value)
paid by the shareholder is a §301 distribution.

*”Section 301, unlike §312, does not expressly incorporate the concepts of
the original issue discount rules contained in §1271 through §1275.

*" See, e.g., Fehrs Fin. Co. v. Commissioner, 487 F.2d 184 (8th Cir. 1973);
Stephens v. Commissioner, 60 T.C. 1004 (1973), aft’d, 506 F.2d 1400 (6th Cir.
1974). See also Illinois Power Co. v. Commissioner, 87 T.C. 1417 (1986), acq.,
1990-2 C.B. 1 (1990).

% McWhorter Est. v. Commissioner, 69 T.C. 650 (1978), aff’d by unpub.
opin., 590 F.2d 340 (8th Cir. 1978) (dividend declared on last day of year 1,
paid in year 2, held made out of E&P of year 2).

81271 ()(1).
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d. Basis Rules

(1) The Property Received

A shareholder’s basis in property received in a dividend
equivalent redemption is its fair market value.® The holding
period for the property begins with the date of the distribution.

If the property distributed is the corporation’s own debt
obligation and if the obligation itself must be valued and taken
into account as part of the §301 distribution, the shareholder
takes a basis in the obligation equal to the value at which the
obligation is taken into account.”” If the obligation itself is not
required to be valued as part of the §301 distribution, the oblig-
ation itself does not receive a basis in the shareholder’s hands;
the corporation’s later payments on the obligation are treated as
direct §301 distributions to the recipient.

(2) Disappearing Basis Problem

Because the dividend income that is deemed received in a
dividend equivalent redemption bears no relation to the share-
holder’s basis in the stock surrendered, the Code leaves an
unanswered question concerning that basis. Legislative propos-
als that would have addressed the disappearing basis problem
were not adopted.”™ Current regulations address the possibili-
ty of disappearing basis by adding the basis of the shares sur-
rendered to the basis of remaining shares outstanding, so-called
“basis shifting.””” Proposed regulations issued by the IRS in
2009, however, would have eliminated this basis shifting ap-
proach and either: (1) created a deemed recapitalization fiction
where a shareholder retains a portion of stock of the redeeming
corporation; or (2) suspended basis until such time as a loss be-
comes appropriately recognized.”® This proposed change was

3%8301(d). Reg. §1.301-1(g), as amended by T.D. 9954, 86 Fed. Reg.
52,612 (Sept. 22, 2021), to update Reg. §1.301-1 to reflect statutory amend-
ments made to §301(d) in 1988.

*The example in Reg. §1.301-1(j) implies that the distribution of a cor-
poration’s own obligations is a distribution to which §301 applies. Before the
§301 regulations were amended by T.D. 9954 to reflect statutory changes made
to §301 in 1988, former Reg. §1.301-1(d)(1)(ii) provided that the amount of
distribution to be taken into account with respect to a corporate shareholder in-
cluded an amount equal to the fair market value of any property distributed,
which consisted of, among other things, any obligations of the distributing
corporation. The amendments to the regulations eliminated the distinction be-
tween distributions to corporate and noncorporate shareholders and, therefore,
former Reg. §1.301-1(d) was deleted as obsolete. However, the regulations re-
tained former Reg. §1.301-1(1) (including the example implying that §301 ap-
plies to a distribution of a corporation’s own obligations) and redesignated it as
Reg. §1.301-1(j).

3% Gee, e. 2., ABA Tax Section Recommendation No. 1976-6, 29 Tax Law.
1156 (1976), amended, 30 Tax Law. 498 (1977) (proposing that basis of stock
redeemed in dividend equivalent redemption be added to basis of other stock in
issuing company actually owned by redeemed shareholder; shareholder own-
ing no such other stock would deduct basis of redeemed shares at loss — typi-
cally capital — from sale or exchange of stock; proposed treatment would have
applied to any distribution governed by §301, regardless of whether it received
§301 treatment because of §318 attribution); Advisory Group Revised Report
on Corporate Distributions and Adjustments 7-8 (1958) (recommending statu-
tory amendment allowing distributee to elect to add basis of redeemed stock
to distributee’s other shares or to basis of shares owned by persons within dis-
tributee’s §318 attribution group; distributee owning no remaining shares could
elect to transfer basis to attribution group or take loss deduction in amount of
distributee’s basis).

¥ Reg. §1.302-2(c).

*'Withdrawn Prop. Reg. §1.302-5, REG-143686-07, 74 Fed. Reg. 3509
(Jan. 21, 2009), withdrawn by 84 Fed. Reg. 11,686 (Mar. 28, 2019). For a dis-
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an attempt to unify the manner in which stock basis is main-
tained for purposes of §301, §302, and §358. In 2019, the IRS
withdrew the 2009 proposed regulations, noting that they could
not be finalized without “significant modifications,” and stated
the IRS position that with respect to redemptions governed by
§302(d), unrecovered basis in the redeemed stock may be shift-
ed to other stock only if such adjustment is proper under Reg.
§1.302-2(c).™

Example: T has a $100,000 basis in T’s X stock. X re-
deems half of T’s shares in a redemption that is essentially
equivalent to a dividend. Reg. §1.302-2(c) provides that
in this situation “proper adjustment of the basis of the
remaining stock will be made with respect to the stock
redeemed.” Under the regulations, T’s $50,000 basis in
the redeemed stock is added to T’s $50,000 basis in T’s
remaining stock; T’s remaining stock thereafter has a
$100,000 basis."”

The situation is more complicated if all of the sharehold-
er’s stock is redeemed but the redemption is considered divi-
dend equivalent because of the attribution rules of §318. Ex-
ample (2) of Reg. §1.302-2(c) indicates that the basis of the
surrendered stock is allocated to the person whose stock was
attributed to the distributee, at least when the distributee gave
the stock to the related person before the redemption. Levin v.
Commissioner,’” reached this result; all of the taxpayer’s stock
in Levin was redeemed but, because of attribution from her son,
the taxpayer was treated as having received a dividend. The
court said that “her basis does not disappear, it simply is trans-
ferred to her son,” the remaining sole shareholder.”™ This rule
will presumably be employed in all cases where §302(d) ap-
plies despite a complete termination of actual ownership, al-
though the results might be unrealistic in situations where there
is no community of interest between the distributee and the re-
lated person.

Note: Losses arising from certain basis shifting tax shel-
ters have been disallowed on economic substance grounds.” In
Blum and Reddam, the taxpayers argued Reg. §1.302-2(c) Ex.
2, taking the position that the stock basis of a redeemed share-
holder, a foreign corporation, should be transferred to the tax-
payers’ stock basis when the foreign corporation was redeemed
in a transaction that failed to qualify for sale or exchange treat-

cussion of the proposed regulations (REG-143686-07), see NYSBA Report on
Proposed Regulations Regarding Allocation of Consideration and Allocation
and Recovery of Basis in Transactions Involving Corporate Stock or Securities,
reprinted in 26 Daily Tax Rep. G-5 (Feb. 9, 2015).

’'184 Fed. Reg. at 11,687.

*?Reg. §1.302-2(c) Ex. (1). See Edmister v. Commissioner, 46 T.C. 651
(1966), aff’d, 391 F.2d 584 (6th Cir. 1968); Rev. Rul. 66-37.

313385 F.2d 521 (2d Cir. 1967). The IRS has listed as a listed tax shelter a
basis shifting scheme that uses Reg. §1.302-2(c). Under the scheme, a corpo-
ration redeems the stock of a shareholder that is not subject to U.S. tax. Under
§318, the redeemed shareholder may not step up its basis in the stock. There-
fore, the other shareholders receive a step-up in basis. In such a case, the IRS
does not treat the redemption as a dividend, so the “proper adjustment” un-
der Reg. §1.302-2(c) is unnecessary. Notice 2001-45. See also Announcement
2002-97 (settlement initiative for such transactions). See X.1.1., below.

*14385 F.2d at 528, n. 29.

" See, e.g., Blum v. Commissioner, T.C. Memo 2012-16 and Reddam v.
Commissioner, T.C. Memo 2012-106. For a complete discussion of the con-
tours of those rules, see 508 T.M., The Economic Substance Doctrine.
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ment under §302(b) by operation of the attribution rules under
§318(a)(4) and §318(a)(3)(C) on corresponding options which
the foreign corporation held on stock owned by the taxpayers.
The Tax Court ruled against the taxpayer in both cases, howev-
er, in Reddam, the court indicated that, under different circum-
stances, it might be willing to explore the IRS argument that the
party from whom the taxpayer claimed the shifted basis may
never have received the benefits and burdens of stock owner-
ship — that its ownership was “illusory.” While not arriving at
a definitive conclusion with respect to this argument, the Tax
Court expressly noted its merit, apparently due to the fact that
the redemption of the foreign entity’s stock on which the tax-
payer held an option was part of an orchestrated plan to gener-
ate a large capital loss.”"

A statute of limitations problem may arise if a redeemed
shareholder’s stock basis is to be transferred to a person whose
stock was attributed to the shareholder via §318.

Example: In year 1, all of H’s shares in X corporation are
redeemed in what H believed was a redemption qualify-
ing under §302(a). In year 3, H is audited for year 1 and
H signs waivers that extend the three-year statute of limi-
tations period. In year 6, H agrees to §301 treatment of the
transaction (or H litigates the dividend equivalence issue
and loses in court). In year 2, H’s “tax relative” (via §318),
S, sold all of S’s stock in the corporation and year 2 is now
closed under the statute of limitations. No transfer of basis
appears to be available in this situation, because the statute
of limitations has closed for year 2. H’s basis has disap-
peared.

In United States v. Coyle,”” involving a §304(a)(1) con-
structive redemption, the redeemed shareholder actually owned
no stock in the “brother” corporation that purchased some of
his stock in a “sister” corporation. His ownership of the buying
corporation was entirely constructive from his sons. The re-
demption was held to be dividend equivalent. The court said
that two reasonable solutions were to increase the sons’ stock
basis pro rata in the brother corporation or to increase the dis-
tributee’s basis in his remaining sister corporation stock. In
Rev. Rul. 71-563, involving a fact situation similar to Coyle,
the IRS adopted the second of these solutions and allowed the
shareholder to add the basis of the “redeemed” stock to the ba-
sis of his remaining stock in the corporation whose stock was
sold.

However, in Rev. Rul. 70-496.”"® the shareholder sold all
of his sister corporation stock to a brother corporation in which
he actually owned no stock but which he was deemed to control
by attribution. The IRS ruled that the shareholder’s basis in the
stock of the “sister” corporation simply disappears. The share-

' Reddam, 15 at fn. 12 (citing Anschutz Co. v. Commissioner, 135 T.C.
78, 99 (2010) (citing 11 factors evaluated in determining whether transaction
validly transfers stock ownership), aff’d, 664 F.3d 313 (10th Cir. 2011); Cal-
loway v. Commissioner, 691 F.3d 1315 (11th Cir. 2012) aff’g 135 T.C. 26,
33-34 (2010) (citing eight factors); Merrill Lynch & Co. v. Commissioner, 120
T.C. 12, 51-52 (2003) (integrating redemption with one or more other transac-
tions to decide whether requirements of §302(b) are met if redemption was part
of “firm and fixed plan” as evidenced by taxpayer’s intent), aff’d in part and
rem’d in part, 386 F.3d 464 (2d Cir. 2004)).

#7415 F.2d 488 (4th Cir. 1968).

*'* Obsoleted by Rev. Rul. 2003-99. See also Rev. Rul. 74-605.

A-44 05/01/2025

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

holder could not increase the basis of any of his other assets.
The IRS refused to allow the party whose stock in the buying
company was attributed to the selling shareholder to increase
his stock basis by the selling shareholder’s basis in the stock
sold.

Note: If the selling shareholder had actually owned any
stock in the buying corporation, perhaps even only one share,
the shareholder’s basis for the stock sold would not disappear,
but would be added to the basis of that one share.’”

If less than all of a shareholder’s stock is redeemed in a
dividend equivalent distribution, and if the shareholder owns
other shares of the same class along with shares of a different
class, there is no clear rule as to whether the basis of the re-
deemed shares is added solely to the shareholder’s basis in the
remaining shares of the same class (and whether such addition
is to be made equally to each such share), or whether the share-
holder’s basis in shares of a different class is also to be in-
creased.

If a shareholder owns both common and preferred stock
and all of the shareholder’s shares in one class are redeemed,
and if the redemption is treated as a dividend, Reg. §1.302-2(c)
apparently intends that the basis of the redeemed shares be
added to the shareholder’s basis in the shareholder’s remaining
stock even though it is a different class. In United States v.
Davis, the Supreme Court said that the taxpayer’s basis in his
redeemed preferred stock was applied to his remaining com-
mon stock.™ Apparently, this rule is mandatory, so that if stock
owned by other shareholders was attributed to the taxpayer via
§318 (as in Davis), the taxpayer cannot elect between increas-
ing the basis of stock that the taxpayer continues to own or al-
lowing the taxpayer’s “tax relatives” to increase the basis of
their stock.

Comment: If all of a shareholder’s stock of one class is re-
deemed and if the distributee continues to own more than one
other class of stock, one approach would be to allocate the basis
of the surrendered shares to each such other class in proportion
to the relative fair market values of the shareholder’s holdings
in each such class.

Where a distributee actually owns no stock after a divi-
dend equivalent redemption, and the distributee’s basis is trans-
ferred to “tax relatives” within the attribution categories of
§318, numerous other complexities arise. How is the taxpayer’s
basis to be divided among two or more tax relatives? Should
any distinction be made between family members and non-fam-
ily members? What if a tax relative owns more than one class of
the company’s stock? If the taxpayer constructively owns stock
via a chain of attribution in accord with §318, should all per-
sons in the chain share equally in the taxpayer’s basis?

Comment: If the taxpayer’s “tax relatives” are non-family
members, but stem from business associations through partner-
ships or corporations that also own stock in the issuing com-
pany, transferring the taxpayer’s basis to such persons may
amount, in reality, to a disappearing basis as to the taxpayer
and the taxpayer’s personal family circle. Other possibilities are
to allow the taxpayer a loss deduction (capital or ordinary de-

1% See Reg. §1.304-2(a). See also Rev. Rul. 71-527. For more discussion
of the disappearing basis issue in the §304 context, see 768 T.M., Stock Sales
Subject to Section 304.

0 United States v. Davis, 397 U.S. 301, 307-08, n.9 (1970).
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pending on the surrounding facts) or to allow the taxpayer to
increase basis in other capital assets which the taxpayer owns.
However, there is no authority for adopting any of these alter-
natives.

Comment: If a distributee utilizes §302(c)(2) to waive
family attribution and thereby qualify under §302(b)(3), but,
within the following 10 years, reacquires stock that reinstates
family attribution and causes the redemption to be dividend
equivalent, probably the most reasonable rule would be to in-
crease the distributee’s basis in the reacquired stock by the
amount of the distributee’s original basis in the stock re-
deemed. If the distributee becomes an officer, director or em-
ployee, original basis could be transferred to the “tax relatives”
from whom family attribution was originally waived via
§302(c)(2). No authority exists on these issues.

e. Corporate Shareholders

Special problems arise when the redeemed shareholder is
itself a corporation.

When a corporate shareholder has a gain in its shares and
the redeeming corporation has earnings and profits, the share-
holder would prefer a redemption distribution to be treated as
a §301 distribution. The dividends-received deduction under
§243 would then shelter a substantial portion of the distribu-
tion. If a corporate shareholder could have some of its shares
redeemed in a dividend equivalent redemption, and if it could
then increase its basis in its remaining shares in the issuing
company by the amount of its basis in the redeemed shares,
an overall net tax benefit could be produced. The redemption
proceeds would be taxable as ordinary income, but the taxable
amount would be only the amount left after deducting the §243
dividends-received deduction. The distributee could then sell
its remaining shares in the issuing company. The transfer of ad-
ditional basis to the latter group of shares could help produce
a capital loss (rather than a capital gain) on a market sale. This
loss could in turn offset (and shelter) other capital gains that the
distributee may have in the year in which the market sale oc-
curred.

Section 1059 addresses this potential abuse by requiring a
corporate shareholder to reduce its basis in stock by an amount
equal to the untaxed portion of certain dividends. Those divi-
dends that are affected are extraordinary dividends. Extraordi-
nary dividends include dividends that exceed certain threshold
amounts (except where specified holding period requirements
are met), and dividends that arise through non-pro rata redemp-
tions. For additional discussion of §1059, see 764 T.M., Divi-
dends — Cash and Property.

2. To the Corporation

The rules of §311, discussed at III.A.2., above, apply at the
corporate level on a redemption distribution of property (oth-
er than obligations of the distributing corporation) regardless
of whether the shareholders receive exchange treatment under
§302(a) or distribution treatment under §301. Under §311(b)(1)
and (2), when a corporation makes a distribution of property
to a shareholder with respect to its stock, it recognizes gain if
the property is either appreciated or subject to a liability that
exceeds the basis of the property. The corporation may not,
however, recognize loss upon the distribution of property to a
shareholder with respect to its stock.”
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Practice Point: If a property distribution is made to a
shareholder, but not in the shareholder’s capacity as a share-
holder (e.g., as a creditor of the corporation), then the corpora-
tion may be able to recognize loss, subject to the restrictions of
§267.%2

Under §10201 of the Inflation Reduction Act, signed into
law on August 16, 2022, certain public corporations that enter
into stock buybacks are subject to a 1% excise tax measured on
the amount of consideration used to buy stock back on the open
market.”” For a detailed discussion of the stock buyback excise
tax, see X.G.1., below. For a further discussion of the tax ef-
fects of dividends in kind at the corporate level, see 764 T.M.,
Dividends — Cash and Property.

Asindicated at III.A.2.b., above, the IRS takes the position
that a corporation always takes a zero basis in its own stock,
even where it repurchases the stock for cash from an existing
shareholder and holds the shares in its treasury for possible lat-
er reissue. This zero basis rule applies regardless of the tax
treatment of a repurchase transaction to the selling shareholder.

3. Effect on Earnings and Profits

a. In General

The general rule of §312(a) applies to redemption distribu-
tions that are treated as distributions under §301 while redemp-
tions that qualify for exchange treatment to the shareholder are
governed by §312(n)(7).** Thus, redemptions treated as §301
distributions are treated for earnings and profits (E&P) purpos-
es as any ordinary dividend distribution.

Under §312(a), E&P are reduced by the amount of money
distributed, the principal amount of obligations of the corpora-
tion that have been distributed, and the adjusted basis (to the
corporation) of other property distributed. On the other hand,
E&P may be increased when certain other property distribu-
tions are made. These increases will arise from gains on the dis-
tribution, which are recognized under §311(b).”*

b. Ordinary Dividends, Redemptions Treated as §301
Distributions, and Redemptions Qualifying Under
§302(a) During the Same Year

With respect to current E&P, ordinary dividends and re-
demptions treated as §301 distributions take priority over re-
demptions qualifying under §302(a), even if the §302(a) re-
demption occurs earlier in the year than the distributions.” Ac-
cumulated E&P, however, are allocated chronologically among
ordinary dividends and redemptions, regardless of whether the
redemptions qualify under §302(a), subject to the limitations of
§312(n)(7).”*

218311(a).

32 For a discussion of §267, see 564 T.M., Related Party Transactions.

84501.

2 See II.A.2.c., above, for a discussion of §312(n)(7).

35 For discussion of these issues, see III.A.2.c., above.

2 Baker v. U.S., 308 F. Supp. 1129 (D. Neb. 1970), aff’d, 460 F.2d 827
(8th Cir. 1972); Anderson v. Commissioner, 67 T.C. 522 (1976), aff’d, 583
F.2d 953 (7th Cir. 1978); Rev. Rul. 74-338; Rev. Rul. 74-339.

*"Reg. §1.316-2(b); Rev. Rul. 74-338.
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IV. Section 302(b)(3) — Complete Termination of
Shareholder’s Interest

A. In General

Section 302(b)(3) provides that a redemption will be treat-
ed as an exchange “if the redemption is in complete redemption
of all of the stock of the corporation owned by the sharehold-
er.”

Under this safe haven category, all the stock in the corpo-
ration that the shareholder owns — including nonvoting pre-
ferred stock, either actually, or constructively through the oper-
ation of §318 — must be redeemed.

Although §302(b)(3) is titled “Termination of Sharehold-
er’s Interest,” except for certain situations where the family at-
tribution rules of §318 cause a problem in qualifying under
§302(b)(3), a shareholder need only terminate its stock interest
in the corporation. The shareholder can continue to hold, or can
later acquire, an “interest” in the corporation as a director, offi-
cer, employee, creditor, supplier, lessor, etc.

Although a former shareholder is generally not prohibited
from reacquiring a stock interest in the company, it would be
dangerous for the shareholder to reacquire stock under circum-
stances where the IRS could apply the step transaction doctrine
to “step” the reacquisition together with the prior redemption.
In such circumstances, the termination of stock interest would
not be considered as bona fide.

In some situations, the stepping together of the separate
steps of a large transaction can help the taxpayer qualify under
§302(b)(3). For example, it may be possible to qualify under
§302(b)(3) a series of annual redemptions of portions of a
shareholder’s stock where, pursuant to a plan, the series in
the aggregate results in redemption of all of the shareholder’s
stock.

Apart from the specific statutory permission to disregard
family attribution in qualifying under §302(b)(3), discussed be-
low, other §318 categories producing constructive ownership
of stock always operate in testing a redemption under §302(b)
(3). Therefore, if a shareholder owns some stock constructively
under one of the nonfamily categories of §318, a redemption
will fail to result in a complete termination of stock ownership.
Whether or not the shareholder may have also retained an in-
terest in the corporation as an officer, director, employee, etc.,
is immaterial, except in the case of the special statutory permis-
sion to disregard family attribution.

B. Installment Payout Redemptions

1. In General

Although §302(b)(3) uses the phrase “complete redemp-
tion,” a redemption can qualify under §302(b)(3) even though
the corporation pays for redeemed stock in installments over
one or more years after the year in which the stock is actually
surrendered by the shareholder.”” When a redemption involves
this type of installment payout, the corporate obligation to
make such payments may take the form of a bond, debenture,
promissory note or a mere contractual promise. Where the cor-

8 See PLR 201405005, PLR 200052024, PLR 9837022.
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poration and the shareholder want all payments within the se-
ries of payments to be tested under the §302(b)(3) test, then
each such payment should be explicitly documented as part of
an overarching plan in order to invoke the binding commitment
test of the step transaction doctrine.”™ Under §302(b)(3), the
distributee can continue to hold, after the redemption, a debt
obligation of the issuing corporation, provided the obligation
stands up as debt under the tax criteria distinguishing debt from
equity.™

2. Debt vs. Equity

Under general tax principles, the determination of whether
an instrument is more appropriately characterized as debt or eq-
uity is governed by §385. Under §385(a), Treasury is autho-
rized to prescribe regulations to determine whether an “inter-
est” in a corporation is to be treated as stock or indebtedness
(or as in part stock and in part indebtedness). In 2016, the IRS
issued final and temporary regulations that establish thresh-
old documentation requirements that must be satisfied in order
for certain related-party interests issued by a domestic corpo-
ration to be treated as indebtedness for federal tax purposes,
and treat as stock certain related-party interests that otherwise
would be treated as indebtedness for federal tax purposes.™
Even where the documentation rules would have applied to a
specific instrument, general federal tax principles apply to de-
termine whether an instrument is equity or debt.”” The docu-
mentation rules proved controversial and after first proposing

to delay implementation,” the IRS removed the rules altogeth-

er.” The IRS continues to study the documentation issue and

may issue simplified and streamlined documentation regula-
tions in the future.™

Under general federal tax principles, the determination of
whether the instrument is debt or equity has long been a ques-

3 See Commissioner v. Gordon, 391 U.S. 83 (1968); Penrod v. Commis-
sioner, 88 T.C. 1415 (1987); Redding v. Commissioner, 630 F.2d 1169 (7th
Cir. 1980), cert. denied, 450 U.S. 913 (1981); McDonald’s Restaurants of Illi-
nois v. Commissioner, 688 F.2d 520 (7th Cir. 1982); King Enterprises, Inc.
v. U.S., 418 F.2d 511 (Ct. Cl. 1969); Security Industrial Ins. Co. v. U.S., 702
F.2d 1234 (5th Cir. 1983); Merrill Lynch & Co. v. Commissioner, 120 T.C. 12
(2003), aff’d in part and remanded in part on other issue, 386 F.3d 464 (2d Cir.
2004); Andantech L.L.C. v. Commissioner, T.C. Memo 2002-97, aff’d, 331
F.3d 972 (D.C. Cir. 2003); Associated Wholesale Grocers, Inc. v. U.S., 720 F.
Supp. 887 (D. Kan. 1989), aff’d, 927 F.2d 1517 (10th Cir. 1991).

*The debt equity issue also arises when trying to qualify an installment
payment redemption under §302(b)(1) and (b)(2).

31T D. 9790, 81 Fed. Reg. 72,858 (Oct. 21, 2016), corrected by 82 Fed.
Reg. 8165 and 82 Fed. Reg. 8169 (Jan. 24, 2017). The temporary regulations
(Reg. §1.385-3T and Reg. §1.385-4T) also serve as the text of proposed regula-
tions issued on the same date. REG-130314-16, 81 Fed. Reg. 72,751 (Oct. 21,
2016). Reg. §1.385-3T and Reg. §1.385-4T expired on October 13, 2019, how-
ever, the IRS has indicated that taxpayers may rely on the proposed regulations
until further notice, provided that taxpayers consistently apply the rules in the
proposed regulations. REG-123112-19, 84 Fed. Reg. 59,318, 59,320 (Nov. 4,
2019). In 2020, the IRS finalized the proposed regulations in REG-130314-16
without any substantive change. See T.D. 9897, 85 Fed. Reg. 28,867 (May
14, 2020). For a detailed discussion of §385 and the §385 regulations, see 702
T.M., Capitalizing a Business Entity: Debt vs Equity.

32 Eormer Reg. §1.385-2(a)(2).

¥ Notice 2017-36 (announcing intent to delay the applicability of the doc-
umentation rules until January 1, 2019).

TD. 9880, 84 Fed. Reg. 59,297 (Nov. 4, 2019) (finalizing
REG-130244-17, 83 Fed. Reg. 48,265 (Sept. 24, 2018) (proposing removal of
Reg. §1.385-2 and conforming modifications)).

3 Preamble to T.D. 9880, 84 Fed. Reg. at 59,299.
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tion of facts and circumstances.” Section 385(b) sets forth
some of the factors that any such regulations must take into ac-
count in determining whether a debtor-creditor relationship ex-
ists. These factors include (i) whether there is a written uncon-
ditional promise to pay, on demand or on a specified date, a
fixed amount of money in return for an adequate consideration
and to pay a fixed rate of interest; (ii) whether there is subor-
dination to or preference over any indebtedness of the corpo-
ration; (iii) the ratio of debt to equity of the corporation; (iv)
whether there is convertibility into the stock of the corporation;
and (v) the relationship between holdings of stock in the corpo-
ration and holdings of the interest in question.

However, the courts have articulated varying lists of fac-
tors to be considered in making this determination with the only
consensus that not one factor is determinative, but rather the
consideration of all the facts and circumstances in each case
is appropriate. One example of the list of factors a court may
consider is provided in Estate of Mixon v. U.S.,” where the
court articulated thirteen factors: (1) the names given to the cer-
tificates evidencing the indebtedness; (2) the presence or ab-
sence of a fixed maturity date; (3) the source of payments; (4)
the right to enforce payment of principal and interest; (5) par-
ticipation in management flowing as a result; (6) the status of
the contribution in relation to regular corporate creditors; (7)
the intent of the parties; (8) “thin” or adequate capitalization;
(9) identity of interest between creditor and stockholder; (10)
source of interest payments; (11) the ability of the corporation
to obtain loans from outside lending institutions; (12) the ex-
tent to which the advance was used to acquire capital assets;
and (13) the failure of the debtor to repay on the due date or to
seek a postponement. The determination of the most appropri-
ate classification of an instrument is made based on the specific
facts of each case.

It is unclear, for purposes of §302(b)(3), what the criteria
are for determining whether a corporate instrument is debt or
equity §385(c) provides that the characterization by the issuer
at the time of issuance as to whether an interest in a corporation
is stock or debt is binding on the issuer and on all holders of
the interest.” However, under §385(c)(2), this characterization
rule does not apply if the holder of the interest discloses on its
tax return that it is treating such interest in a manner inconsis-
tent with the characterization by the issuer.

The regulations under §302 provide guidance for distin-
guishing a debt interest from an equity interest but, apparently,
these regulations apply only for purposes of determining under
§302(c)(2) whether a distributee shareholder becomes a “cred-
itor” of the corporation under an installment payout arrange-
ment. Section 302(c)(2) relates specifically to the situation
where the shareholder is seeking to waive the family attribution
rules and, as a condition of such waiver, is prohibited from re-

¥ Estate of Mixon v. United States, 464 F.2d 394 (1972); Dixie Dairies
Corp. v. Commissioner, 74 T.C. 476 (1980), acq., 1982-2 C.B. 1 (1982);
Segel v. Commissioner, 89 T.C. 816; Fin Hay Realty Co. v. United States,
398 F.2d 694 (3d Cir. 1968); Georgia-Pacific Corp. v. Commissioner, 63 T.C.
790 (1975); Laidlaw Transp., v. Commissioner, T.C. Memo 1998-232 (1998);
Hardman v. United States, 827 F.2d 1409 (1987); A. R. Lantz Co. v. United
States, 424 F.2d 1330 (9th Cir. 1970).

7464 F.2d 394 (1972).

#88385(c), added by Pub. L. No. 102-486, §1936(a) and applicable to in-
struments issued after Oct. 24, 1992.
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taining an interest in the corporation other than as a creditor.
Reg. §1.302-4(d) begins by stating “[f]or the purpose of section
302(c)(2)(A)(1), a person will be considered to be a creditor on-
ly if...” It is not clear whether the IRS will apply the tests set
forth in the regulation to classify a purported debt obligation for
§302(b)(1), (2), or (3) generally, and not just under the special
rule of §302(c)(2).

Comment: For planning purposes, it should probably be
assumed that the IRS will apply Reg. §1.302-4(d) generally un-
der §302.%

If a corporation issues a note to a shareholder in exchange
for the shareholder’s stock, but the note is treated as an equity
interest, then this exchange is not a redemption, as defined in
§317. Section 317(b) provides that “stock shall be treated as re-
deemed by a corporation if the corporation acquires its stock
for a shareholder in exchange for property”

Section 317(a) provides that the term “property” does not
include stock in the corporation making the distribution. Thus,
if the note received by the shareholder in exchange for the
shareholder’s stock is treated as equity, this equity interest is
not property under §317(a) and a redemption has not occurred
under §317(b). Rather, this exchange of stock for a note that
is recast as an equity instrument is arguably a recapitalization
that is tested for tax-free treatment under §368(a)(1)(E).* Any
property distributed in addition to the obligation would then be
governed by §354 and §356. Each later principal payment on
the “obligation” would not be a tax-free repayment of debt, but
would be tested as a redemption of stock under §302. Under
§358, the recipient will take a basis in the “obligation” (stock)
equal to the recipient’s basis in the actual stock surrendered
therefor. It is not clear, however, whether each later “principal”
payment should be viewed as one of a series of redemptions of
a proportionate part of the total “stock” interest, to which ba-
sis is allocated pro rata, or whether the transaction should be
treated as an “open” transaction in which the shareholder fully
recovers basis before recognizing capital gain. Each later “prin-
cipal” payment by the corporation will also be exposed to full
dividend treatment under §302(d).

3. Private Ruling Policy

The IRS does not ordinarily issue rulings on the classifica-
tion of any instrument as debt or equity, because the question is
primarily one of fact.* In its annual “no ruling” revenue proce-
dure, the IRS lists three specific areas in the installment payout
redemption context where it will not privately rule, discussed
in the sections below.**

#See IV.C.3.b., below, for a discussion of Reg. §1.302-4(d).

**0This exchange may also qualify as a tax-free §1036 exchange of stock
for stock of the same class in the same corporation if the recast debt instrument
is treated as stock of the same class that the shareholder exchanged.

*'Rev. Proc. 2025-3, §4.02(1). If the taxpayer believes that the facts
strongly support the classification and can demonstrate a unique and com-
pelling reason to justify the issuance of the letter ruling, the IRS may issue an
advanced ruling. Rev. Proc. 2025-3, §4.02(1). At the beginning of each year,
the IRS issues a revenue procedure stating areas where it will not issue advance
rulings. There are two types of no-rule positions — “will not rule” and “ordi-
narily will not rule.” A taxpayer considering seeking an advance ruling under
§302 should consult Rev. Proc. 86-18, for the information and representations
required to be submitted in the private letter ruling request.

*Rev. Proc. 2025-3, §3.01(50), (51), (52).
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Comment: It is important to note that where the IRS has a
no-rule position, it does not necessarily mean that the IRS will
prevail in court on the no-rule issue. In fact, as discussed be-
low, the courts have generally been pro-taxpayer with regard to
installment payment redemption issues on which the IRS will
not rule. However, the fact that there are several no-rule posi-
tions regarding installment redemptions shows the IRS’s sensi-
tivity to this issue.

a. Reacquisition of Stock

Rev. Proc. 2025-3 provides that the IRS will not issue pri-
vate rulings on whether §302(b) applies to redemptions where
the corporation distributes its notes in part or full payment of
the redemption price and the stock is held in escrow or as se-
curity for payment of the notes, and it is possible that the stock
may or will be returned to the shareholder upon occurrence of
specified defaults by the corporation.*”

Under this provision, the IRS will not rule even if a reac-
quisition of stock is merely possible, e.g., only if the corpora-
tion defaults in its payments, rather than being probable or pre-
arranged. This policy of refusing to rule extends to all types of
redemptions under §302(b).

Comment: Apparently the IRS’s concern is not that the
corporate debt obligation is equity, but rather that the distribu-
tee has never fully surrendered control of the stock.

Although the IRS will not issue private rulings where the
redeemed stock is held in escrow as security for the company’s
payments, taxpayers should not conclude that the redeemed
shares cannot, as a matter of law, be held in escrow as security
or that, on audit, the IRS will necessarily challenge exchange
treatment of the redemption because of such an arrangement.™
Indeed, apart from waiver of family attribution under §302(b)
(3) and (c)(2), there is no prohibition in the statute, regulations,
cases or published rulings against a distributee reacquiring
stock in the issuing company, such as by purchase, so long as
the reacquisition was not prearranged. If the distributee retains
voting rights or other rights indicating beneficial ownership of
the escrowed stock, however, the IRS may argue that a redemp-
tion never occurred. If no such rights are retained, the mere
possibility of reacquiring the stock on default does not ipso fac-
to disqualify the redemption under §302(a).

b. Contingent Redemption Price

Rev. Proc. 2025-3 provides that the IRS will not issue pri-
vate rulings on whether §302(b) applies when the consideration
given in redemption by a corporation in exchange for a share-
holder’s stock consists entirely or partly of the corporation’s
promise to pay an amount based on, or contingent on, future
earnings of the corporation, when the promise to pay is contin-
gent on working capital being maintained at a certain level, or
any other similar contingency.*”

*3Rev. Proc. 2025-3, §3.01(50).

3 See Lisle v. Commissioner, 35 T.C.M. 627 (1976) (stock escrowed to
secure payment); Lynch v. Commissioner, 83 T.C. 597 (1984), rev’d on other
grounds, 801 F.2d 1176 (9th Cir. 1986) (note secured by pledge of remaining
shareholder’s stock); Mathis Est. v. Commissioner, 47 T.C. 248 (1966) acq.,
1967-2 C.B. 3 (stock held in escrow); Hoffman v. Commissioner, 47 T.C. 218
(1966), aff’d per curiam, 391 F.2d 930 (5th Cir. 1968) (pledge of stock as se-
curity).

*5Rev. Proc. 2025-3, §3.01(51).
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Comment: Here the IRS has a legitimate concern that the
corporation’s “promise to pay” is a disguised equity interest be-
cause, like the return on certain equity investments, it is depen-
dent on the fortunes of the corporation.

The courts, and the IRS in a published ruling, have al-
lowed taxpayers some leeway in making the redemption price
contingent on the corporation’s future performance. In Erick-
son v. Commissioner,”* the Tax Court held that a redemption
price need not be paid in a lump sum or in a fixed amount in
order to qualify for capital gain treatment, but may be based on
a percentage of the corporation’s future profits.

¢. Redemption Followed by Use of Shareholder’s
Property

Rev. Proc. 2025-3 provides that the IRS will not issue ad-
vance rulings when following a redemption the corporation us-
es the distributee-shareholder’s property and pays for such use
an amount that is based on corporate earnings or that is subor-
dinate to general creditors. The IRS’s concern is that if the pay-
ment for the use of the property is contingent on future earnings
or subordinate to the claim of general creditors, the payment is
actually a disguised equity interest.””’

In Rev. Rul. 77-467, the taxpayer had all of his stock in
a family corporation redeemed, but continued to receive pay-
ments from the corporation for the use of a building owned
by the taxpayer. The issue considered by the IRS was whether
the leasing agreement was a prohibited interest in the corpo-
ration within the meaning of §302(c)(2)(A). Because the pay-
ments were not dependent on the corporation’s future earnings
or subordinate to the corporation’s general creditors, the IRS
ruled that the fixed rent lease was not a proprietary interest.

d. Fifteen Year Limit on Payments

Rev. Proc. 2025-3 provides that the IRS will “ordinarily”
not issue private rulings on the tax effect of a redemption of
stock for notes where payments on the notes are to be made
over a period in excess of 15 years from the date of issuance
of the notes.* Generally, a long-term maturity is evidence sup-
porting a finding that the instrument is equity. The IRS’s con-
cern is that a prolonged payout period, with interest, can be-
come a means of paying a shareholder a fixed and steady in-
come with deductions for the corporation (for interest) as a
substitute for nondeductible dividends. The former shareholder
would still have received fair market value in exchange for the
stock in terms of the principal amount of the corporate obliga-
tion, but if the interest payments are spread over a long period
of years, the redemption begins to look like a substitute for div-

56 T.C. 1112 (1971), acq., 1978-2 C.B. 2. See also Rev. Rul. 75-433
(following Erickson); Harlan v. U.S., 409 F.2d 904 (5th Cir. 1969) (notes
payable only to extent corporate surplus exceeds stated amount held valid
debt); Jones v. U.S., 659 F.2d 618 (5th Cir. 1981) (surplus capital notes payable
only to extent surplus exceeded a given amount held valid debt); Duerr v. Com-
missioner, 30 T.C. 944 (1958) (debt payable out of earnings treated as preferred
stock). See generally Plumb, “The Federal Income Tax Significance of Corpo-
rate Debt: A Critical Analysis and a Proposal,” 26 Tax L. Rev. 369, 414-417,
442-447 (1971); see also Monon R.R. v. Commissioner, 55 T.C. 345 (1970)
acq., 1973-2 C.B. 3 (debentures on which interest payable out of “available net
income” upheld as debt).

*7Rev. Proc. 2025-3, §3.01(52).

8 Rev. Proc. 2025-3, §4.01(23). Cf. Monon R.R. v. Commissioner, 55
T.C. 345 (1970), acgq., 1973-2 C.B. 3.
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idends rather than a bona fide effort to terminate or reduce the
shareholder’s equity interest.

In Lisle v. Commissioner,” the Tax Court upheld under
§302(b)(3) a 20-year redemption payout period, although cau-
tioning that this approval was based on the particular facts and
circumstances and that in other situations “a payout of 20 years,
together with other factors, might indicate that the arrangement
did not constitute a complete termination of the shareholder’s
interest in the corporation.”

In Lisle, the IRS used the length of the deferred payment
period to make a variation of the usual debt versus equity ar-
gument; instead of arguing that the notes received represented
some form of equity interest, it argued that the 20-year payment
period was one factor indicating that the redeemed sharehold-
er had not transferred sufficient beneficial interest in the shares
to qualify the exchange as a bona fide termination of interest in
the corporation.™

349

C. Waiving Family Attribution

1. Introduction

If the redemption of stock from a shareholder would qual-
ify for exchange treatment under §302(b)(3), but for the fact
that, under §318(a)(1), the shareholder is considered to own
stock owned by the shareholder’s spouse, children, grandchil-
dren, or parents, the statute permits these family attribution
rules™ to be “waived” (i.e., not applied) under certain circum-
stances, so that the redemption can otherwise qualify under
§302(b)(3). It should be noted that this relief from the attribu-
tion rules is available only with regard to family attribution un-
der §318(a)(1). Attribution based on other provisions of §318
cannot be waived.

Section 302(c)(2) contains the rules for obtaining a waiver
of family attribution. The conditions under which family attri-
bution can be waived are as follows:

(a) immediately after the distribution the distributee must
have no interest in the corporation, including an interest as

an officer, director, or employee, other than an interest as

a creditor;™

(b) the distributee must not acquire any such interest in the
corporation (other than stock acquired by bequest or in-
heritance) within 10 years from the date of such distribu-
tion;> and

*T.C. Memo 1976-140.

0 See also Mountain State Steel Foundries v. Commissioner, 284 F.2d 737
(4th Cir. 1960), rev’g 18 T.C.M. 306 (1959) (27-year and 44-year 4% redemp-
tion notes upheld as debt even though, with $450,000 principal, total interest
paid over term of notes would be $351,000).

! See, e.g., PLR 200025035 and PLR 200022020 (corporation’s redemp-
tion of all of mother’s stock is a “complete termination”; as long as she meets
requirements of §302(c)(2)(A)(i), (ii) and (iii), the family attribution rules of
§318(a)(1) will not apply). For a discussion of the family attribution rules, see
VIII., below.

28302(c)(2)(A) ).

#38302(c)(2)(A)(ii). See also PLR 199914017 (appointment of trustee suc-
cession committee members results in the acquisition of an interest in the re-
deeming corporation under §302(c)(2)(A), so that proceeds received on the re-
demption of stock would be taxed as dividend income under §301(a)).
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(c) the distributee must agree to notify the IRS of any ac-
quisition of such interest and to retain records of the trans-
action.”™

The 10-year restriction against reacquiring an interest in
the issuing company can be onerous and need not be imposed
if a particular redemption can qualify under §302(b)(1) or (2)
(where no 10-year restrictions are required).

Observation: The quantity of stock that the distributee
might reacquire during the 10-year future period is immaterial.
If he reacquires even one share, the tax effect will be to rein-
state all applicable family attribution as of the redemption date.
This will necessarily disqualify the exchange from the safe
haven of §302(b)(3), but even with the distributee’s construc-
tive stock ownership, the shareholder’s stock interest might
be reduced enough to qualify for “exchange” treatment under
§302(b)(1) or (2).

If the corporation simultaneously redeems all of the stock
owned by a shareholder and by members of the shareholder’s
family, so that after these redemptions neither he nor any mem-
ber of the shareholder’s family actually owns any stock in the
corporation, there is no need for any of these shareholders to
waive family attribution.” Therefore, any of these redeemed
shareholders may, subsequent to the redemption, remain or be-
come an officer, director or employee of the corporation, or
reacquire stock in the company without losing exchange treat-
ment under §302(b)(3) (subject, of course, to step transaction
principles under which a planned reacquisition of stock could
void the bona fides of the termination of interest). In Rev. Rul.
76-524, the IRS stated explicitly:

[Wlhere there is no stock outstanding after the re-

demption the ownership of which would be attributed

to the redeeming shareholder, the waiver rule of sec-

tion 302(c)(2) of the Code, and the conditions under

which waiver can occur, are not applicable. Section

302(b)(3), by itself, places no restriction on the reten-

tion of interests in the corporation after the redemp-

tion, as long as the entire stock interest is terminated.

Thus, if a shareholder’s direct stock interest is com-

pletely terminated in a redemption, and that share-

holder has no indirect ownership of stock after the
redemption through application of the constructive
ownership rules of section 318(a)(1), the redemp-

tion qualifies under section 302(b)(3) regardless of

whether the shareholder retains positions as officer

and director.

In Rev. Rul. 76-524, a closely held corporation with 100
outstanding shares redeemed for cash 30 shares owned by
shareholder H. The company also redeemed the 30 shares
owned by H’s spouse W, and the 30 shares owned by their son
S. None of the remaining shareholders, all of whom were indi-
viduals, were “related” to H, W, or S under §318. After these
redemptions H, W, and S owned no stock in the company. Be-
fore the redemptions H had been president and board chairman.
Afterward he remained as president and as a director. Because
none of H’s family members owned any stock after the redemp-

348302(c)(2)(A)(ii). See also PLR 9613009.
3Rev. Rul. 76-524.
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tion, H did not have to waive family attribution and thus could
continue as an officer and director.

a. Waiver of Family Attribution by Entities

Family attribution may operate to prevent an entity (such
as an estate, trust, corporation, or partnership) from qualifying
a redemption under §302(b)(3).

Example: Assume that corporation C is owned equally by
partnership P and individual F. F’s son S, is a partner in P.
Even if P’s entire interest in C is redeemed, P will still be
considered a 50% shareholder in C, because under §318(a)
(1)(A)(ii), F’s 50% ownership in the corporation will be
attributed to his son S, and under §318(a)(3)(A), S’s 50%
deemed ownership will in turn be attributed to P.

Section 302(c)(2)(C), allows an entity™ to waive the fami-
ly attribution rules, provided: (i) the distributee entity and each
related person meet the requirements of §302(c)(2)(A) (have no
interest in the redeeming corporation, other than as a creditor,
immediately after the distribution; acquire no such interest for
a period of 10 years after the distribution, and file an agree-
ment to notify the Secretary if such interest is acquired within
the prohibited period); and (ii) each related person agrees to be
jointly and severally liable for any deficiency resulting from an
acquisition of interest in the redeeming corporation within the
prohibited 10-year period.””

Note that §302(c)(2)(C) allows the entity to waive the
family attribution rules only when the entity member (partner,
beneficiary, or shareholder) owns the stock constructively by
virtue of §318(a)(1). If the member directly owns stock in the
redeeming corporation, §302(c)(2)(C) is inapplicable, and at-
tribution to the entity cannot be waived. Thus, if in the above
example S is a 10% direct shareholder in C, a waiver under
§302(c)(2)(C) will apply only to the constructive ownership by
S of F’s 50% stockholding (which is then attributed to P). A
complete termination of P’s interest in C within the meaning of
§302(b)(3) is not possible, since S’s 10% ownership in C will
be attributed to P under §318(a)(3)(A), and cannot be waived
by p3

In PLR 9547027, the IRS ruled that the §302(c)(2)(A) en-
tity waiver rule did not apply to a redemption of preferred stock
from an estate because the common stock in the corporation
was owned directly by the estate’s beneficiaries and was attrib-
uted under §318(a)(3), not §318(a)(1).

b. Family Attribution Waived for Purposes of
§302(b)(3) Only

Waiver of family attribution for purposes of §302(b)(3)
does not eliminate family attribution that arises under other
Code provisions where attribution also operates.”™ This fact
should be kept in mind in planning all tax aspects of a proposed
redemption. For example, constructive ownership rules apply
under and can cause a family member to be considered an

*Defined in §302(c)(2)(C)(ii)(I) as a partnership, estate, trust, or corpora-
tion.

3 5 7 See PLR 200102017; PLR 200052024.

% See PLR 9547027.

*¥See Rev. Rul. 88-55 (family attribution rules waived for §302, but con-
tinue to apply fo§267r §304 purposes).
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over-50% shareholder of a corporation, with the result that
an interest payment by the corporation to that family member
could become subject to deductibility restrictions under §267
and the accrual of such interest payment may become nonde-
ductible by the corporation until paid in cash.

Example: All the stock of a family business is owned as
follows: Husband, 50 shares; Wife, 25 shares; their chil-
dren, 25 shares. The company redeems all of Wife’s shares
in return for an interest-bearing installment note. The re-
demption can qualify under §302(b)(3) if Wife agrees to
comply with §302(c)(2). However, the waiver of family
attribution under that provision is not effective to waive
family attribution under §267. This means that under
§267(c)(2), Wife will still constructively owns all the
company’s stock and, in turn, if the company uses accrual
accounting and does not make its interest payments to her
within 2 1/2 months after the close of its taxable year, its
interest deduction will be denied until paid.*®

c. Continued Interest Not Prohibited if Family
Attribution Is Not Involved

The various prohibitions against continuing or reacquiring
an interest in the issuer corporation as an officer, director, or
employee, contained in §302(c)(2), apply only if family attri-
bution under §318(a)(1) would otherwise prevent the redemp-
tion from qualifying for exchange treatment under §302(b)(3).
The prohibitions do not apply in qualifying a redemption un-
der §302(b)(1) or (2), or in situations where family attribution
would not come into operation following a termination of in-
terest redemption under §302(b)(3). Also, as noted earlier, a re-
deemed shareholder can continue to be, or can become, an of-
ficer, director, or employee of the issuer company if a family
member’s stock is redeemed simultaneously with the taxpay-
er’s stock, so that no family member owns stock in the compa-
ny after the redemption of the taxpayer’s shares.

2. Community Property

Stock held as community property is treated as owned half
by the husband and half by the wife. Thus, for purposes of
§302, if one spouse has stock redeemed, the other is treated as
receiving half the total redemption price. If a member of H’s
and W’s family also owns stock in the corporation, a redemp-
tion of all the community stock will not qualify under §302(b)
(3) unless family attribution to both spouses is waived under
§302(c)(2). Therefore, each spouse must file a 10-year agree-
ment and otherwise satisfy §302(c)(2).*"'

In Rev. Rul. 71-138, a husband (H) and his wife (W) lived
in a community property state. H and his son, S, each owned
50% of the stock of X corporation. X redeemed all of H’s

¥08267(a)(2). See also Metzger Trust v. Commissioner, 76 T.C. 42 (1981),
aff’d, 693 F.2d 459 (5th Cir. 1982). See Ronald Morgan Cadillac v. U.S.,
2002-2 USTC 50,709 (C.D. Cal. 2002), 385 F.3d 1230 (9th Cir. 2004) (accru-
al method corporation permitted to deduct accrued interest on loan from cash
method shareholder for year in which shareholder sold loan to unrelated par-
ty, but not permitted to deduct interest accrued prior to that year until actually
paid). Note that taxpayer’s name is “Ronald Moran Cadillac”; subsequent order
from court is given under that proper name. For a detailed discussion of §267,
see 564 T.M., Related Party Transactions.

*'Rev. Rul. 71-138.
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shares. Clearly, for the redemption to qualify under §302(b)(3),
H needed to file a waiver of the family attribution rules to pre-
vent the stock owned by S from being attributed to him. How-
ever, because, under state law, W was treated as receiving one-
half of the total redemption proceeds, the IRS ruled that W also
had to file a waiver to qualify her respective share of the re-
demption proceeds.

Observation: If H and W had no children, and if no other
family member owned stock that would be attributed to H and
W under §318(a)(1), a redemption of all the stock held by H
as community property would qualify under §302(b)(3) with-
out any need for either H or W to file a waiver.

3. “Interest”

a. In General

The IRS generally takes a broad view of what constitutes
an “interest” in the corporation. A continuing stock interest
is clearly prohibited. Section 302(c)(2)(A)(i) specifically pro-
vides that continuing as an officer, director, or employee is not
permitted.”” However, the IRS interprets the statute as forbid-
ding many other types of interests that allow the former share-
holder to benefit from the activities of the corporation.”” For
example, the distributee cannot perform services for the corpo-
ration as an unpaid consultant.® In addition, the IRS has also
ruled that the appointment of a trustee succession committee re-
sults in the acquisition of an interest in the redeeming corpora-
tion under §302(c)(2)(A), so that the proceeds received on the
redemption of stock would be taxed as dividend income under
§302(a)(i).””

Comment: Arguably, a former shareholder should be per-
mitted to become a paid employee for a short period in order
to train rank-and-file employees in a particular skill necessary
in the business.’ This technically would be a financial interest,
but it would not involve significant corporate decision mak-
ing.367

In Rev. Rul. 59-119, a distributee’s right to have his
lawyer serve as a paid director of the corporation in order to
protect his continuing creditor interest was not permitted, even
though the lawyer’s real power as a director was limited be-
cause he would be a minority member of the board. The lawyer
could, however, attend directors’ meetings.

(1) Employee, Officer or Director

Despite the specific statutory language prohibiting an in-
terest in the corporation as an employee, director or officer the
Tax Court in several cases has refused to hold that §302(c)(2)

¥2Gee the discussion at IV.C.3.a.(1), below, regarding the Tax Court’s
analysis of this statutory language.

% See Levin v. Commissioner, 385 F.2d 521 (2d Cir. 1967), aff’g 47 T.C.
258 (1966); Rev. Rul. 56-556 (no interest allowed in assets or business, nor can
services be rendered to corporation with or without compensation). See also
Seda v. Commissioner, 82 T.C. 484 (1984) (gain on redemption treated as ordi-
nary income, where redeemed shareholder was employed by corporation after
redemption, but terminated employment upon learning of the possible adverse
tax consequences).

**Rev. Rul. 75-2, Rev. Rul. 70-104, Rev. Rul. 56-556.

®PLR 199914017.

%% See Rev. Rul. 54-408.

*7 But see PLR 8944076.
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(A)(i) prohibits the retention of an employment interest per se.
Rather, the Tax Court has looked to whether, by retaining an
interest as an employee, director or officer, the former share-
holder has either retained a financial stake in the corporation or
continued to control the corporation and benefit by its opera-
tion. (but see IV.C.3.a.(2), below, regarding the Ninth Circuit’s
rejection of this approach.)

The “control or financial stake” standard finds its genesis
in Judge Simpson’s concurring opinion to Lewis v. Comir.,
where he stated:

As I read section 302(c)(2)(A)(i), it does not provide

that every officer or director shall be treated as hav-

ing retained an interest in a corporation. It provides

merely that a retained interest may include an interest

as an officer or director, but it does not require us to

find that every officer or director has retained an in-

terest... Immediately after the enactment of the 1954

Code, it was recognized that section 302(c)(2)(A)(1)

did not prohibit office holding per se, but was con-

cerned with a retained financial stake in the corpora-

tion, such as a profit-sharing plan, or in the creation

of an ostensible sale that really changed nothing so

far as corporate management was concerned.®

In Lewis, a shareholder of a closely held corporation had
all of his shares redeemed over a period of years; his son owned
the remaining shares of the corporation. After he terminated
his stock interest, he remained as an officer and director of the
corporation, but he received no compensation from the corpo-
ration, performed no service for it, and exercised no influence
over its affairs. The IRS argued that even the nominal retention
of a position as an officer or director is not permitted. The court
did not have to address the issue because it decided the redemp-
tion was not essentially equivalent to a dividend under §302(b)
(1). Judge Simpson concurred in this result, but disagreed with
the reasoning of the majority. He concluded that the former
shareholder was entitled to capital gain treatment because there
was a waiver of the attribution rules under §302(c)(2) and a
complete termination of the former shareholder’s interest under
§302(b)(3). Judge Simpson stated that “Congress did not intend
us to hold that an officer or director who performs no duties,
receives no compensation, and exercises no influence has re-
tained an interest in the corporation.””

The “financial stake or control” standard was adopted by
the Tax Court in both Seda v. Commissioner,” and Cerone v.
Commissioner.”” In Seda, a shareholder had all his shares in a
corporation redeemed but continued working for the corpora-
tion for two years after the redemption. He received a salary of
$1,000 per month. The Tax Court refused to hold that §302(c)
(2)(A)(1) prohibits the retention of employment relations per
se, despite the unequivocal language in the statute. Instead, the

8 Lewis v. Commissioner, 47 T.C. 129, 137 (1966).

% Lewis v. Commissioner, 47 T.C. 129, 137 (1966). Judge Simpson im-
plied, however, that participation in medical insurance coverage by the cor-
poration might be enough of an interest to disqualify a former shareholder’s
§302(c)(2) waiver. The IRS has subsequently held that participation in medical
coverage by the corporation does not constitute a prohibited interest so long as
the redeemed shareholder pays the costs associated with such participation. See
PLR 199923011, PLR 9502027, PLR 9408018.

7082 T.C. 484 (1984).

7187 T.C. 1 (1986).
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court applied the facts and circumstances approach to deter-
mine whether the former shareholder retained a financial stake
or continued to control the corporation. The Tax Court found
that the monthly payments of $1,000 constituted a financial
stake in the corporation. The court also found in Seda no ev-
idence that the former shareholder had ceased to manage the
corporation. Eight of the 17 Tax Court judges who reviewed
Seda concurred in the result but would have classified all offi-
cer, director, or employee relationships as prohibited interests
under §302(c)(2)(A)().

In Cerone, a father and son owned all the shares of a cor-
poration formed to operate their restaurant. The corporation
agreed to redeem all of the father’s shares in order to resolve
certain disagreements between the father and son concerning
the management of the business. However, the father remained
an employee of the corporation for at least five years after the
redemption, drawing a salary of $14,400 for the first three years
and less thereafter. The father claimed that he was entitled to
capital gain treatment on the redemption because he had ter-
minated his interest in the corporation within the meaning of
§302(b)(3).

The Tax Court refused to find that the father held a pro-
hibited employment interest per se. Rather, the court concluded
that because the father received a salary, the father retained
a prohibited interest in the company. Although the father did
not continue to control the corporation after the redemption,
that fact did not affect the court’s decision because the court
indicated that the test is whether the shareholder continues to
control the corporation or retains a financial stake in the cor-
poration.”” In Hurst v. Commissioner,”” a taxpayer sold all of
his stock in a wholly-owned family business, principally to
the company itself, although small portions of stock were pur-
chased by three key employees. The taxpayer’s wife signed an
employment contract with the company under which she re-
ceived salary and fringe benefits, including medical insurance.
The court held that the employment contract did not constitute
a prohibited interest because the wife’s compensation and ben-
efits were fixed and were not subordinated to the claims of gen-
eral creditors, she continued to perform the activities she had
performed before the sale of the company, and there was no
evidence that she used the employment to retain any control
of the company. Of note, the wife had not owned any of the
stock of the corporation, thus she was not a distribute prohib-
ited from having any interest in the corporation (including an
interest as an officer, director or employee). Instead, the issue
was whether her employment was a “prohibited interest” for
the taxpayer. The IRS argued that the taxpayer was using the
wife’s employment to continue to have an ongoing influence
over the corporation’s activities. However, the court found no
evidence of a continuing proprietary stake or control of corpo-
rate management.

(2) Independent Contractor

(a) In General

It is not unusual in the closely held context for the re-
deemed shareholder to continue to provide services to the cor-

287 T.C. at 33.
3124 T.C. 16 (2005).
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poration as an independent contractor. The issue arises whether
this interest is a prohibited interest under §302(c)(2)(A)(i).

Section 302(c)(2)(A)(i) provides that the distributee may
not have any interest in the corporation, other than an interest
as a creditor. Arguably, this provision prohibits any noncreditor
interest. The Tax Court, however, has used the “financial stake
and control” standard to determine whether noncreditor inter-
ests in the corporation are prohibited interests under §302(c)(2)
(A)D.

The Ninth Circuit, on the other hand, in Lynch v. Commis-
sioner’™ criticized and specifically overruled the Tax Court’s
use of the “financial stake or control” standard to analyze
whether an interest as an independent contractor is prohibited
under §302(c)(2)(A)(1). The Ninth Circuit went even further
and held that those who provide post-redemption services,
whether as an independent contractor or an employee, hold
an interest prohibited under §302(c)(2)(A)(i) because they are
more than merely creditors. The following is a summary of the
Tax Court’s and Ninth Circuit’s opinions involving indepen-
dent contractors.

(b) Tax Court Decisions

In Lennard Est. v. Commissioner;” a family corporation
redeemed all of a father’s one-third ownership of common
stock and 37.5% ownership of preferred stock in a company
that had been founded by a son, who owned the same percent-
age as his father in the common and preferred stock. The son
alone managed the business. Two unrelated individuals owned
the remaining stock but, like the father, did not participate in
making policy. The father served as secretary-treasurer and was
also a director. The father was also a certified public accoun-
tant who had long engaged in that business separately through
his own firm. Since its formation the company had contin-
uously retained the father and his firm to perform account-
ing services. These services consisted basically of reconciling
bank statements, preparing monthly trial balances and finan-
cial statements, verifying inventories and preparing tax returns.
The father was paid $250 per month for these services until
May 1965, when he formed an accounting partnership with two
other unrelated persons. The partnership continued without in-
terruption as the corporation’s accountants. In the redemption,
the company paid the father $125,000 down and distributed its
promissory note for $150,000, payable in full the next year.
The father resigned as an officer and director and timely filed
the 10-year agreement pursuant to §302(c)(2)(A)(iii), so as to
waive attribution of his son’s stock to himself.

Thereafter, the father continued to perform the same ac-
counting services for the company as a partner in his account-
ing firm. During the following year, the father advised his son
concerning an acquisition of another company, but the court
found as a fact that the son alone made the final decision. The
son also installed a pension plan for the company. The father
became trustee and served as such until he died five years lat-
er. He was never a beneficiary under the plan. The father also
supplied information on behalf of the corporation to a revenue
agent who was auditing the company.

74801 F.2d 1176 (9th Cir. 1986), rev’g 83 T.C. 597 (1984).
61 T.C. 554 (1974), acq. in result only, 1974-2 C.B. 3, nonacq., 1978-2
C.B.3.
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In Lennard, Judge Goffe wrote:

Congress was primarily concerned with the situation

where a transferor retained a financial stake in the

corporation or continued to control the corporation

and benefit by its operations after making only a

nominal transfer of stock. It is apparent that by the

use of the word “interest,” Congress had in mind a

corporate involvement greater than that attributable

to a third party providing goods or services to the

corporation. In fact, the statute specifically excluded

creditor interests from those prohibited by the attri-

bution waiver rules contained in section 302(c).

The court rejected the IRS’s contention that the father’s
services “greatly influenced” the corporation. The court said
that the son had founded and run the business himself and its
success was not directly attributable to the father’s accounting
services. An earlier increase in the accounting firm’s fee was
found, on the facts, to be reasonable in light of the company’s
increased growth and its increased accounting needs. Also, the
accounting fee was not keyed to profits. The father’s status as
trustee of the pension plan was held to indicate, if anything,
his independent relationship with the corporation. The father’s
dealings with the revenue agent were viewed as done in his ca-
pacity as an independent accountant. In summary, the court ob-
served:

[W]e do not have here a father who is attempting to

transfer his business to his son and continue to re-

tain control of its operation. Rather, we have a situ-

ation where a son has established a successful busi-

ness with the financial cooperation of his father, and

the father is in a position to provide services to the

corporation in an independent capacity after his stock

ownership and interest therein had been severed.

The court indicated that the prohibition in §302(c)(2)(A)
(1) against having any “interest in the corporation” is not violat-
ed if the former shareholder becomes a bona fide independent
contractor, and in that capacity supplies goods or services to
the corporation and receives reasonable compensation for do-
ing so. In so holding, Judge Goffe noted that the IRS’s ruling
treating consulting services as a prohibited interest’® was not
controlling and, in any event, was distinguishable on the partic-
ular facts before the court.

In Chertkof v. Commissioner,”’ the Tax Court held that
a management agreement between the redeemed shareholder,
Chertkof, and the issuer corporation was, on the particular
facts, a prohibited interest for purposes of §302(c)(2). The
corporation, which was a real estate company, distributed to
Chertkof in the redemption an undivided one-third interest in
the company’s commercial real estate, including several shop-
ping center properties, which had previously been managed for
the corporation by the father and son (after the redemption the
sole shareholder was Chertkof’s father). The corporation and
Chertkof agreed that for 10 years the corporation would man-
age the real estate interests distributed to Chertkof for a man-
agement fee payable by Chertkof to the corporation. However,
six months after the redemption and due to the declining health

Rev. Rul. 70-104, 1970-1 C.B. 66.
772 T.C. 1113 (1979), aff’d, 649 F.2d 264 (4th Cir. 1981).
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of Chertkof’s father, Chertkof (through a corporation 100%
owned by him and his father) entered into a separate manage-
ment contract with the corporation under which Chertkof’s sep-
arate company (Chertkof Co.) would manage all the real estate
company’s assets for a cost not to exceed 5% of annual rentals.

The court held that this management contract gave the for-
mer shareholder a prohibited interest in the issuer real estate
company. Judge Wiles based his conclusion on the fact that the
management contract with Chertkof’s wholly owned company
gave “much broader” powers than were customary for similar
management contracts, at least in the same geographical area.
For instance, the contract gave Chertkof Co. exclusive author-
ity to make all of the real estate company’s major policy deci-
sions and the real estate company could not discharge Chertkof
Co. except on the annual renewal date after the initial two-year
term of the contract. The Tax Court concluded Chertkof had
reacquired a financial stake in the real estate company through
his management responsibilities concerning leases, rentals, and
lease renewals, which enabled him to increase the income of
both the properties in which he owned a one-third interest as
well as the two-thirds interest retained by the issuer compa-
ny. The court noted further that Chertkof Co. had not managed
property for any client other than the issuer company either be-
fore or after the redemption. In all these factual respects, the
court distinguished the Tax Court decision in Lennard Est. v.
Commissioner

In Lynch v. Commissioner,” a father and his son owned
all the shares of a corporation. The corporation redeemed all of
the father’s shares. The son, wishing to retain the father’s ex-
pertise, had the corporation enter into a consulting agreement
with the father (the agreement was entered into the same day
the father was redeemed). The consulting agreement provided
the father with payments of $500 per month for five years, plus
reimbursement for business related travel, entertainment, and
automobile expenses. The corporation also leased or purchased
a pick-up truck for the father’s use; the truck was available for
use by other employees. The father’s consulting fee was re-
duced, a little over a year into the agreement, to $250. The cor-
poration never withheld payroll taxes from payments made to
the father.

Initially, the father shared an office with his son, but even-
tually he received a private office. The father continued to be
covered by the corporation’s group medical insurance policy
for a period of time.

After citing the “control or financial stake” standard, the
Tax Court engaged in a two-step analysis. First, the court con-
cluded that the taxpayer was an independent contractor rather
than an employee because the corporation had no right under
the consulting agreement to control his actions. Second, the
court undertook a “facts and circumstances” analysis to deter-
mine whether the taxpayer had a financial stake in the corpo-
ration or managerial control after the redemption. Because the
consulting agreement was not linked to the future profitabil-
ity of the corporation, the court found that the taxpayer had
no financial stake. The court also found no evidence that the
taxpayer exerted control over the corporation. Thus, the Tax

883 T.C. 597 (1984), rev’d, 801 F.2d 1176 (9th Cir. 1986).
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Court determined that the taxpayer held no interest prohibited
by §302(c)(2)(A)().

Both the analysis and the conclusion of the Tax Court
were rejected by the Ninth Circuit when it reviewed the case on
appeal.

(c) Ninth Circuit’s Rejection of the Financial Stake or
Control Standard

As the decisions discussed above reveal, the Tax Court be-
lieves that an interest other than that of a creditor is not nec-
essarily a prohibited interest. The Tax Court’s rule is that the
test is whether the redeemed shareholder retained a financial
stake or continued to control the corporation.”™ The Ninth Cir-
cuit, however, rejected the Tax Court’s position in the strongest
possible language. The Ninth Circuit held that whenever a tax-
payer provides post-redemption services, either as an employee
or an independent contractor, he holds a prohibited interest in
the corporation because he is more than a mere creditor.”® In
other words, according to the Ninth Circuit, any interest other
than that of a creditor is a prohibited interest.

One of the rationales the appellate court gave for rejecting
the Tax Court’s approach is that it involves a “facts and circum-
stances” analysis, which spawns uncertainty and “undermines
the definite contours of the safe harbor Congress intended to
create with §302(b)(3) and (c)(2)(A)(1).”**" A second rationale
for the Ninth Circuit’s rule involves its construction of the par-
enthetical phrase in §302(c)(2)(A)(i) that describes which inter-
ests are prohibited. That phrase reads: “including an interest as
an officer, director, or employee.” According to the Ninth Cir-
cuit, this phrase “merely provides a subset of prohibited inter-
est from the universe of such interests, and in no way limits us
from finding that an independent contractor retains a prohibited
interest.”"

Like the Ninth Circuit, the IRS apparently believes that the
parenthetical phrase in §302(c)(2)(A)(i) merely illustrates, and
does not limit, the types of interests that are prohibited.”

(3) Voting Trustee

In Rev. Rul. 71-426, the IRS ruled that a right as a voting
trustee to vote stock beneficially owned by others constitutes
a prohibited interest for purposes of §302(c)(2)(A)(1).”* On the
facts considered in the ruling, the redeemed shareholder, who
remained as a voting trustee, was deemed to own, via family
attribution, the stock held in the trust for the benefit of her chil-
dren. It was apparently immaterial in Rev. Rul. 71-426 whether
the mother was sole trustee or only one of several trustees. The
IRS has also ruled that the appointment trustee succession com-
mittee members results in the acquisition of a prohibited inter-
est in the redeeming corporation under §302(c)(2)(A).*

379E.g., Cerone v. Commissioner, 87 T.C. 1 (1986).

¥ Lynch v. Commissioner, 801 F.2d 1176 (9th Cir. 1986), rev’g 83 T.C.
597 (1984).

381Lynch v. Commissioner, 801 F.2d 1176 (9th Cir. 1986), rev’g 83 T.C.
597 (1984).

* Lynch v. Commissioner, 801 F.2d 1176 (9th Cir. 1986), rev’g 83 T.C.
597 (1984).

3 See, e.g., PLR 8944076 (if a redeemed shareholder became an indepen-
dent contractor (a management consultant), he would hold a prohibited inter-
est).

¥ See also PLR 199914017.
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In Rev. Rul. 71-262, the IRS ruled that when stock held in
a voting trust is redeemed, the trust’s beneficiary is the share-
holder to whom the §302 tests apply.

Comment: In light of Rev. Rul. 71-262, if stock held in
a voting trust by a father (F) as trustee for his son (S) is re-
deemed, and if F separately owns stock in the corporation, S
must file a 10-year agreement pursuant to §302(c)(2)(A)(iii) in
order to waive attribution of F’s stock to S. However, F’s sta-
tus as voting trustee is a prohibited interest only in a situation
where F’s stock is redeemed, and F seeks to eliminate attribu-
tion of S’s stock to F. F’s position as voting trustee will not
constitute a prohibited interest by S.

(4) Other Relationships

The IRS has ruled that no prohibited interest exists merely
where a distributee’s other corporation may at some point in the
future participate in a joint venture with the distributing corpo-
ration.”®

A landlord-tenant relationship between the redeemed
shareholder and the corporation with respect to the property
distributed is permitted. In Rev. Rul. 77-467, the IRS approved
a continuation of lease payments from the corporation to the re-
deemed shareholder following the redemption, where the cor-
porate lessee’s payments were in a fixed amount not dependent
on the company’s earnings, were determined in an arm’s-length
exchange and were not subordinate to general creditors. “This
relationship will not provide [the redeemed shareholder] with
an interest in [the issuer company] greater than that of a cred-
itor.” Accordingly, the former shareholder did not hold a pro-
hibited interest for purposes of §302(c)(2)(A)(). ™

In Rev. Rul. 84-135, the IRS ruled that the redeemed
shareholder’s right to receive payments under an unfunded
pension agreement does not constitute the retention of a pro-
hibited interest in the corporation under §302(c)(2)(A)(1). Al-
though the pension agreement was unfunded, payments under
the agreement were not dependent upon the future earnings of
the corporation and the former shareholder’s claim to such pay-
ments were not subordinate to the claims of the corporation’s
general creditors. The only rights retained in the corporation by
the former shareholder were contract rights available to enforce
the corporation’s duties under the pension agreement.

The IRS cited Rev. Rul. 84-135 in PLR 8646021, where it
was ruled that the redemption of stock from a trust and a ben-
eficiary qualified under §302(b)(3), despite the beneficiary’s
continued receipt of deferred compensation, because deferred
compensation is not a prohibited interest within the meaning of
§302(c)(2)(A)().

In Rev. Rul. 81-233, the IRS found that a former share-
holder who had filed a §302(c)(2)(A)(iii) agreement held a pro-
hibited interest when the shareholder became a custodian of
stock of the distributing corporation under the Uniform Gifts to
Minors Act when the shareholder’s minor child had stock gift-
ed to him. The IRS reasoned that under the Uniform Gifts to
Minors Act, a person having custody of stock held pursuant to
the act was entitled to vote, thus showing an interest in the cor-

5 See PLR 199914017.
BPLR 8313125.
*7 See also Rev. Rul. 70-639; PLR 9837022; PLR 9811051.
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poration.”® However, the IRS ruled that a redeemed sharehold-
er’s remainder interest in a trust that holds stock of the corpo-
ration and is taxed to the shareholder’s father under the grantor
trust provisions does not constitute a prohibited interest.”™

In PLR 8234061, a shareholder who had all his stock re-
deemed in exchange for a note was found not to have held a
prohibited interest when payment of the note was secured by an
escrow of the remaining shares in the company. The IRS based
this determination on the fact that if the company did default
on the note, the escrowed stock would be sold and the proceeds
would be distributed to the former shareholder.

Comment: It is reasonable to believe that if the agreement
was for the stock itself to be distributed to the former share-
holder upon default, the IRS would have found that to be a pro-
hibited interest.

If a redeemed shareholder receives a private annuity
payable over the shareholder’s remaining life, the shareholder’s
eligibility under §302(b)(3) appears to be unhampered. The IRS
has ruled that an unsecured private annuity that is not subor-
dinated to the rights of general creditors and upon default will
not revert company stock to the redeeming shareholder is not a
retained “interest” in the company. This is true despite the fact
that the annuity probably will be paid out of future corporate
earnings.”

Where a corporation agrees to redeem all of a sharehold-
er’s stock for installment payments over future years, the par-
ties sometimes write into the redemption agreement specific
prohibitions against certain corporate actions until the redemp-
tion price has been paid in full. The corporation, for example,
may be barred from declaring dividends without the prior writ-
ten consent of the redeemed shareholder, increasing salaries of
other officers or paying salaries in excess of a stated amount,
or selling its assets except in the ordinary course of business.
In such situations, if the redeemed shareholder’s rights with re-
spect to the corporation are not broader or greater in scope than
necessary for the enforcement of the shareholder’s claim, Reg.
§1.302-4(d) provides that the distributee’s continuing influence
over corporate policies in the ways described will not constitute
a prohibited “interest in the corporation” for waiver of family
attribution purposes.

In Niedermeyer v. Commissioner,”" all of the sharehold-
er’s common stock had been redeemed, but he retained pre-
ferred stock in the corporation. In trying to qualify for waiver
of family attribution in connection with §302(b)(3), the share-
holder argued that even if his preferred stock were treated as
equity rather than debt, his interest was not prohibited because
the stock carried no right to participate in management of the
company. The court rejected the argument, believing apparent-
ly that the statute prohibits any retained interest (when waiv-
er of family attribution is sought), regardless of whether man-
agement rights are also retained. The Tax Court also rejected
the shareholder’s argument that §302(c)(2)(A)(i) permits reten-

¥ See GCM 38663 (discussing Rev. Rul. 81-233). But see PLR 7931043
(opposite holding to Rev. Rul. 81-233 on identical facts; no revocation of PLR).

*YPLR 8217136.

*PLR 7727018.

162 T.C. 280 (1974), aff’d per curiam, 535 F.2d 500 (9th Cir. 1976), cert.
denied, 429 U.S. 1000 (1976).
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tion of a “de minimis” stock interest. The taxpayer had retained
6.3% of the preferred stock.

Practice Point: Note, however, that in Niedermeyer the re-
deemed shareholder owned directly, and not through attribu-
tion, a preferred stock interest. Thus, even without application
of the family attribution rules the shareholder did not complete-
ly terminate his interest under §302(b)(3).

Questions of particular difficulty may arise in a communi-
ty property state. Consider the following two situations:

(a) H and W live in a community property state. Eighty
shares of their family corporation are registered in W’s
name; the remaining 20 shares are divided among their
four children. The corporation redeems all 80 shares from
W. H continues as an officer of the company. W files a
10-year agreement. W was never an officer, director, or
employee and does not become such during the 10-year
period. Does W receive capital gain treatment under
§302(b)(3)? Did she retain (by law) a community property
interest in H’s salary received by him from the corpora-
tion? In PLR 199942018, the entire ownership interest of
H, along with the interest of other family members, was
redeemed. W, an employee of the company, did not own
any shares of the company. H and W lived in a commu-
nity property state. Following H’s redemption, W contin-
ued her employment with the company. In order to pre-
vent W’s salary as a company employee from being con-
sidered an “interest” of H, H and W entered into a “proper-
ty agreement” that provided that all consideration paid to
W in her capacity as a company employee will constitute
her sole and separate property in such amounts. The IRS
ruled that a complete redemption occurred subject to the
validity of the property agreement that all earnings will be
the sole and separate property of W. (See IV.C.2., above,
for a discussion of whether H must file a waiver to qualify
his share of W’s redemption proceeds.)

(b) Assume that H and W, in a community property state,
own all 80 of the outstanding shares. Forty shares are reg-
istered to H and 40 shares to W. The corporation redeems
40 shares from W, who files a 10-year agreement in order
to avoid attribution to her of the 40 shares registered to H.
Is §302(c)(2) satisfied? W holds by law a community in-
terest in the 40 remaining shares registered in H’s name.
Is this ownership interest an actual continuing stock inter-
est through W’s community interest in the remaining 40
shares? W probably will be considered to hold a prohibit-
ed stock interest when the shares are considered communi-
ty property. Rev. Rul. 82-129 considered a redemption of
one spouse’s interest to be a complete termination under
§302(b)(3) and (c), but only when, before the redemption,
the shares owned as community property were partitioned
under state law so that each spouse held a separate inter-
est. Consequently, it can be assumed that absent partition
of shares or some other clearly definable separation of in-
terest, a redemption of only part of the total shares among
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parties holding community property will be considered a
prohibited interest within the meaning of §302(c).””

If the issuer corporation is a general partner in a limited
partnership that conducts an active business (such as owning
and operating a hotel) it is unclear whether a redeemed share-
holder who filed a 10-year agreement may enter into a man-
agement contract with the partnership to manage the hotel. One
would argue that this is not a prohibited interest in the issuer
corporation, because the agreement is made with the partner-
ship, which is the legal owner of the business assets. On the
other hand, the corporation is the general partner in the partner-
ship. If the issuer corporation is only a limited partner, the ar-
gument that the former shareholder does not hold a prohibited
interest is even stronger.

b. Creditor Status

Section 302(c)(2)(A)(i) permits a redeemed shareholder
to continue as a creditor in the corporation without triggering
family attribution for §302(b)(3) purposes. Reg. §1.302-4(d)
contains the following guidelines for determining creditor sta-
tus —

[A] person will be considered to be a creditor only if

the rights of such person with respect to the corpo-

ration are not greater or broader in scope than nec-

essary for the enforcement of his claim. Such claim
must not in any sense be proprietary and must not

be subordinate to the claims of general creditors. An

obligation in the form of a debt may thus constitute a

proprietary interest. For example, if under the terms

of the instrument the corporation may discharge the

principal amount of its obligation to a person by pay-

ments, the amount or certainty of which are depen-
dent upon the earnings of the corporation, such a per-

son is not a creditor of the corporation. Furthermore,

if under the terms of the instrument the rate of pur-

ported interest is dependent upon earnings, the holder

of such instrument may not, in some cases, be a cred-

itor.

There are at least two possible tax effects of failing to sat-
isfy this regulation. The most obvious conclusion might be that
because the regulation has been violated, the former sharehold-
er has retained more than a creditor’s interest. Hence, family
attribution will operate and cause the redemption to fail the re-
quirements of §302(b)(3) (the redemption, however, may still
qualify under §302(b)(1) or (2)). This general approach to the
tax effects of violating Reg. §1.302-4(d) was taken by the IRS
in Dunn v. Commissioner,””® discussed below. However, if the

*” See also Rev. Rul. 71-138 (in order for husband in community property
state to have all stock redeemed and avoid family attribution rules, wife must
also file §302(c)(2)(A)(iii) agreement because stock jointly owned by her).

615 F.2d 578 (2d Cir. 1980). As discussed below, the IRS concluded
in FSA 200203021 that a redeemed shareholder was more than a creditor and,
thus, had a prohibited interest by virtue of the attribution rules because, among
other reasons, (i) an installment agreement used to redeem shares provided
for acceleration if the corporation fired the redeemed shareholder’s spouse or
broke a lease with the shareholder and (ii) the shareholder continued to in-
fluence the corporation’s decision. In Hurst v. Commissioner, 124 T.C. 16
(2005), however, the Tax Court disagreed with the IRS’s conclusion in FSA
200203021, holding that the redeemed shareholder’s interest after the redemp-
tion was not greater than that of a creditor.
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redeemed shareholder’s interest can fairly by viewed as “pro-
prietary,” the initial redemption may be more properly treated
as a tax-free recapitalization under §368(a)(1)(E). See IV.B.2.,
above, for a discussion of this approach.

In Niedermeyer v. Commissioner,”* the Tax Court refused
to treat as debt (and therefore as evidencing solely a creditor’s
interest) preferred stock retained by a shareholder after a re-
demption of all of his common stock. The court applied stan-
dard debt-equity criteria to treat preferred stock as equity, and,
hence, as a prohibited interest for purposes of §302(c)(2)(A)().

In Lennard Est. v. Commissioner,” the court upheld the
creditor status of a former shareholder who received a sub-
ordinated promissory note as part payment of the redemption
price. A close corporation distributed in redemption of all the
shareholder’s stock $125,000 cash plus a 4% promissory note
payable three months later during the following calendar year.
The shareholder needed to waive family attribution and relied
on §302(c)(2). The note was subordinated to all other corporate
debts then existing or later incurred. Subordination was not a
condition for obtaining financing for the corporation but was
employed so that the corporation would not be compelled to
disclose the debt to its bankers. At all times the corporation had
enough funds to pay the note in full, and it did do so on the due
date before paying its other indebtedness. The court read the
reference to subordination in Reg. §1.302-4(d) as part of the re-
quirement that the creditor’s claim not be proprietary. Because,
under the case law, a purported debt can still qualify as debt de-
spite subordination, and because the note qualified as bona fide
debt by reason of all other facts and circumstances, the court
interpreted the regulation to permit creditor status, even where
there was subordination.™

In Hurst v. Commissioner,” the Tax Court again upheld
the creditor status of a former shareholder, disagreeing with the
IRS’s argument that the redeemed shareholder’s right, under a
promissory note issued in the redemption, to seize stock of the
redeeming corporation gave the redeemed shareholder an inter-
est greater than that of a creditor.

The taxpayer was the sole shareholder of the corporation.
The corporation redeemed 90% of the taxpayer’s stock with an
installment note, and the taxpayer sold 51% of his remaining
stock to his son and the other 49% to unrelated individuals. The
corporation entered into a lease of the business premises from
the taxpayer and entered into an employment agreement with
the taxpayer’s wife. The stock that the corporation redeemed
was pledged to the taxpayer as security for the installment note,
and a stock pledge agreement provided that the taxpayer could
foreclose on the pledged stock in the event of default on the

62 T.C. 280 (1974), aff’d per curiam, 535 F.2d 500 (9th Cir. 1976), cert.
denied, 429 U.S. 1000 (1976).

361 T.C. 554 (1974), acq. in result only, 1974-2 C.B. 3, nonacq., 1978-2
C.B.3.

¥ For additional discussion of the debt vs. equity question, see IV.B.2.,
above. See also Duerr v. Commissioner, 30 T.C. 944 (1958); Turner Constr.
Co. v. U.S., 364 F.2d 525 (2d Cir. 1966) (amount of corporate note issued in
redemption depended on future corporate earnings); Erickson v. Commission-
er, 56 T.C. 1112 (1971), acq., 1978-2 C.B. 2 (note subject to later increase or
decrease depending on outcome of pending construction project; decided under
§302(b)(1)); PLR 9734058 (stock redemptions by family members qualify as
§302(b)(3) termination, assuming that notes received in exchange for stock not
later determined to be equity instead of debt).

¥7124 T.C. 16 (2005).
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note. The installment note itself provided that if the corpora-
tion breached either the employment agreement or the lease,
the remaining principal on the note would become immediate-
ly due and payable, and that the corporation’s failure to pay the
full amount due could trigger the default provisions of the stock
pledge agreement.

The redemption of the taxpayer’s stock in Hurst would be
a complete termination under §302(b)(3) only if the taxpayer
could waive application of the family attribution rules; the tax-
payer’s son, otherwise, would own 51% of the outstanding
stock after the transaction and §318(a)(1) would attribute that
stock to the taxpayer. The IRS, in FSA 200203021, concluded
that the taxpayer’s interest after the transaction was not a cred-
itor interest for §302(c)(2) purposes and, thus, was a prohibited
interest. The IRS based its conclusion on the fact that the in-
stallment note’s default provision (in the event of breach by the
corporation of the employment agreement or lease agreement)
went beyond protections that would be necessary for a creditor
and gave the taxpayer continuing influence and a continuing fi-
nancial stake in the corporation.

The Tax Court disagreed with the IRS, holding instead that
none of the collateralization provisions and default provisions
gave the taxpayer a post-transaction interest greater than that of
a creditor. The court noted that the installment note called for
periodic payments of principal and interest on a fixed sched-
ule and that neither the amount nor the timing of the payments
was tied to the corporation’s financial performance. The court
also noted that, although the note was subordinate to the corpo-
ration’s obligation to its bank, the note was not subordinate to
general creditors. The court found, moreover, that the default
provisions giving the taxpayer the option to retrieve his shares
in the event that the company failed to meet any financial oblig-
ation to him merely protected the value of his security interest
and, thus, were consistent with a creditor’s interest. The court
also determined that, “despite the Commissioner’s qualms,” the
taxpayer had not participated in any post-redemption corporate
activity that would indicate a continuing proprietary stake or
control of corporate management.

Creditor status includes a distributee who held outstanding
corporate debt obligations before the redemption and continues
to hold the obligations thereafter. The statute also allows a dis-
tributee to receive a corporate debt obligation in the redemption
itself. As to whether, for waiver of family attribution purposes,
the statute allows a distributee to become a creditor after the re-
demption date, see IV.C.4.b., below.

Reg. §1.302-4(d) received a thorough review in Dunn v.
Commissioner™ The taxpayer owned 249 of 500 outstanding
shares of a Chevrolet dealership, in which her son and two
daughters owned the remaining shares. Her son was president
of the company. The franchisor, General Motors (GM), wanted
the son to be the majority owner. The taxpayer was elderly
and wanted to retire to Florida. On June 1, 1970, the corpora-
tion redeemed all of the taxpayer’s stock for $335,000 payable
$100,000 down and the balance at 5% interest over 10 years.
In order to qualify for capital gain under §302(b)(3), the tax-
payers filed the 10-year agreement to waive family attribution.
The 1970 and 1971 installments were before the court. The IRS

615 F.2d 578 (2d Cir. 1980), aff’g 70 T.C. 715 (1978).
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contended that the terms of the redemption agreement caused
the transaction to violate several parts of Reg. §1.302-4(d) and
that, accordingly, the redemption failed to qualify for capital
gain treatment and was taxable to the shareholder as an ordi-
nary §301 distribution.

The redemption agreement contained several restrictions,
insisted on by GM, on the company’s payments under the
agreement, including a provision that the dealership would
have to “postpone” its annual redemption payments if the pay-
ments would reduce its net working capital below a specified
level or if the company would not be left with at least 50% of
the year’s net after tax profits. In fact, the company failed to
meet the minimum working capital or earnings levels specified
in the redemption agreement, and the installment payments due
during 1971 through 1975 were each postponed a year or more.
Even when the installments were paid, they violated the restric-
tions in the redemption agreement, but GM made no objection
to the payments.

The Second Circuit upheld the redeemed shareholder’s
status as a creditor, and rejected the IRS’s claim that the re-
demption payments had been subordinated to general creditors
in violation of the regulation. The court disagreed with the IRS
that the former shareholder’s claim had been subordinated. If
the company had liquidated, the court pointed out, no general
creditor could have validly argued that his claims should be
paid before the taxpayer. According to the court,

[i]t is certainly true that Bresee [the dealership] could

not stay in business unless it paid its operating ex-

penses as they came due, and that, in that sense, an

ordinary trade creditor, with a right to insist on pay-
ment of his bill when due, stood in a different po-
sition than the taxpayer. But that is just the differ-
ence between any trade creditor selling on current ac-
count and a long-term creditor, secured or unsecured.

Nothing in the Agreement gave trade creditors any

standing whatever to insist upon Bresee’s observance

of GM’s owned net working capital requirement. In-

deed, in practical reality Bresee’s general creditors

were just as subject as the taxpayer to the invocation

of the only sanction which GM had for enforcing the

owned net working capital requirement, that is, ter-

mination of Bresee’s Chevrolet franchise: the owned

net working capital requirement could as easily be

breached by incurring operating expenses as by pay-

ing the taxpayer.

The Second Circuit also rejected the IRS’s argument that
the “amount” or “certainty” of the redemption payments de-
pended on earnings. “Only the time when the payments were
made might be influenced by Bresee’s owned net working cap-
ital position or rate of net profits after taxes, but neither the
amount of the payments to be made nor the duty to make the
payments was dependent on the existence of earnings.” The
court thus distinguished between deferral of payment and con-
tingency of the underlying obligation:

[T]he obligation here, to the extent that it differs from
the classic debt of fixed amount and inexorable due
date, does not differ in the direction of being a pro-
prietary or equity type of interest, but differs sim-
ply in being unmistakably debt, but of a seemingly
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somewhat inferior quality because of the postpone-

ment clause.

Because the taxpayer held no other shareholder rights,
such as an officer position, voting rights or rights to reacquire
stock on default, the court held that, following the redemption,
she was solely a creditor.

c. Warrants or Convertible Debentures Received in the
Distribution

If a corporation distributes an option instrument as part of
the redemption price, e.g., a warrant to buy stock in the issuing
company itself or a debenture convertible into stock of the issu-
ing company, the instrument may trigger the option attribution
rule of §318(a)(4).”” This rule provides that if a person has an
option to acquire stock, such stock will be considered as owned
by such person. The effect of this rule is not to treat the option
instrument itself as stock. Rather, the rule is used to determine
the amount of stock in the issuing company that the distributee
is deemed to own after the exchange for purposes of testing the
exchange under the different categories of §302(b). Therefore,
if an option instrument is received in the exchange and if option
attribution is triggered, the exchange obviously cannot qualify
under §302(b)(3) because through option attribution the distrib-
utee will still hold shares in the corporation. Unlike the family
attribution rules, the option attribution rules cannot be waived.
Even with the constructive ownership triggered by the option
rule, however, the exchange may still qualify under §302(b)(1)
or (2).

Note: As discussed earlier, a stock warrant, whether com-
prising part or all of the redemption price, is not itself governed
by §302, by reason of the definition of “property” in §317(a).

Observation: If the option attribution rules do not apply
to an option instrument (e.g., a convertible debenture subject
to contingencies) received by the distributee as part of the re-
demption price, then an issue may arise under §302(c)(2)(A)(1)
whether the distributee has a prohibited “interest” in the corpo-
ration as a potential shareholder. This issue is present only in a
situation where other family members own stock in the corpo-
ration and the distributee who receives a convertible debenture
is trying to qualify under §302(b)(3) and to have family attri-
bution of other stock to himself waived. Family attribution will
not be waived in this situation if the holding of the convertible
debenture is viewed as the retention by the distributee of a non-
creditor interest in the corporation.

4. Ban on Acquiring Interest for 10 Years

a. Other Corporations

Section 302(c)(2)(A) prohibits the distributee from having
an interest in “the corporation” immediately after the distribu-
tion and from acquiring an interest in the 10 years following
the redemption. Reg. §1.302-4(c) extends this ban to an acqui-
sition of an interest (through stock or as an officer, director, or
employee) in a parent or subsidiary of the distributing corpora-

¥ See Rev. Rul. 68-601(warrant treated as option for §318(a)(4) purposes,
if holder has right to obtain stock at his election and there exists no contingen-
cies with respect to such election). See VIIL.B.4., below, for a discussion of the
option attribution rule.
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tion. This regulation also prohibits interests in a “successor” to
the distributing corporation.

The percentage ownership that makes another corporation
a parent or subsidiary, and the scope of the “successor” con-
cept, remain unclear. The IRS has ruled that “[w]hether a cor-
poration is a ‘successor corporation’ depends upon the facts of
the particular case.””

Reg. §1.302-4(c) provides that if a shareholder in a parent
corporation sells its entire stock interest in the parent to a sub-
sidiary, and if §304 applies to the sale, the 10-year ban extends
to an interest in both the parent and the subsidiary.

Presumably some minimum stock ownership is required in
order to be a “parent” or “subsidiary” of the distributing com-
pany. Where such minimum ownership is not present, a distrib-
utee could remain or become an officer, director, or employee
of a corporation in which the distributing company owns stock
or hold a similar position in a corporate shareholder (or tax-
exempt organization) that owns stock in the distributing com-
pany. In 1958, the Advisory Group on Subchapter C proposed
that, for purposes of Reg. §1.302-4(c), the parent-subsidiary re-
lation be defined as 50% or greater ownership of, or by, the dis-
tributing company. A “successor” would be a successor within
the meaning of §381(a).*"

As PLR 8944076 illustrates, the “successor corporation”
issue arises in the context of brother-sister corporations as well
as in the context of parent-subsidiary corporations. That ruling
involved two corporations, X and Z. Before 1984, C (the tax-
payer) and his father, B, owned all the stock of X. In 1984, X
redeemed all of C’s shares, making B the sole shareholder of
X. In 1987, B formed corporation Z and became its sole share-
holder. Thus, in 1987 B owned all the shares of both X and Z.
At a later date, Z proposed to engage C’s services as a man-
agement consultant. C requested a ruling as to whether Z was a
successor to X. The IRS ruled that Z was not a successor corpo-
ration, but gave no explicit reasons for so ruling. The IRS pro-
vided implicit reasons for its holding, however, in the represen-
tations that it had required the taxpayer, C, to make as a con-
dition to issuing its favorable ruling. The required representa-
tions implied that, when considering this issue, the IRS looked
to the dealings between the two corporations involved and the
relation between each shareholder of both corporations to each
corporation. The IRS required C to represent, for example, that:
(1) B did not use any of the distributions he received from X
to acquire shares in, or make loans to, Z; (2) none of corpora-
tion X’s operating assets had been sold or otherwise transferred
to Z; (3) Z had never engaged in X’s business and would not
so engage until 1994; (4) no corporation for which Z provided
services was engaged in X’s business, and Z would not provide
any services to such a corporation before 1994; and (5) Z pro-
vided no products or services to X, and X provided none to Z,
except to the extent of accounting services provided to Z at an
arm’s-length price.

In Rev. Rul. 76-496, the IRS ruled that a successor, for
purposes of Reg. §1.302-4(c), does not include a separate cor-
poration that, within the 10-year period, purchases for fair mar-

““Rev. Rul. 76-496.
“! Advisory Group on Subchapter C, Revised Report on Corporate Distri-
butions and Adjustments, 67 (1958).
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ket value (and in a taxable transaction) some of the distribut-
ing company’s assets. In this ruling, X redeemed all of its stock
owned directly by a 26% shareholder, T. The other sharehold-
ers were T’s son and B, an unrelated individual. In order not
to be treated as constructively owning his son’s shares, T filed
a 10-year agreement. Two years later, T and unrelated persons
formed a new corporation, Z, which purchased from X assets of
one of its divisions that had been advertised for sale and which
constituted approximately 15% of the fair market value of X’s
total assets. The IRS ruled that Z was not a “successor” to X,
so that T’s participation in the asset purchase from X did not
adversely affect his prior redemption. The ruling stressed the
small size of the division sold, the valid business reasons for
X’s sale, the fact that none of X’s shareholders after the re-
demption became shareholders of Z, and the fact that none of
X’s tax attributes under §381 carried over to benefit T indirect-
ly through Z.

Rev. Rul. 76-496 leaves certain questions unanswered.
Consider, for example, the case of a corporation that sells ser-
vices rather than goods. In this case, the value of the corpora-
tion’s tangible assets may be nominal when compared to the
corporation’s intangible assets or its total value. In such a case,
how is the “15% of the assets” test of Rev. Rul. 76-496 to be
applied? In PLR 9018028, the IRS suggested that, where the
value of tangible assets acquired may not be a good measure
of whether the purchasing corporation is a successor corpora-
tion, the IRS will apply some alternative method of measuring
what the purchasing corporation acquired to determine whether
the purchasing corporation is a successor. In that ruling, the re-
deeming corporation, X, had three shareholders: a father (F),
his son (S), and an unrelated minority shareholder. In 1984,
X redeemed all of S’s shares. X, operated a nationwide con-
sulting business. X’s business was divided into regions repre-
senting geographical areas of the United States and separate in-
come and expense records were kept for each of its operations
in these areas. Before the proposed transaction, X’s western re-
gion had been operating at a loss for several years. F deter-
mined that the western region had to be sold or discontinued. S
believe that he could make the western region profitable. S pro-
posed to form a new corporation, Newco, of which he would be
the sole shareholder, and to cause Newco to purchase, at arm’s-
length, the assets and operations of X relating to the western re-
gion operations. These assets were primarily intangible assets,
e.g., client lists and records of contacts.

Most of X’s six employees associated with its western re-
gion were to be offered employment with Newco. X’s fixed as-
sets were of nominal value, but its western region generated
about 10% of X’s annual gross revenues, and its six employees
represented about 8% of X’s total work force.

On these facts, the IRS ruled that Newco would not be a
successor corporation to X, but gave no reason for its ruling,
and did not cite Rev. Rul. 76-496. PLR 9018028 provides guid-
ance nevertheless, for it suggests that where the value of tangi-
ble assets acquired is not a good measure of whether the pur-
chasing corporation is a successor, the IRS looks to, for ex-
ample, the percentage of gross revenues and employees “ac-
quired.”
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b. Later-Acquired Interests

It is generally immaterial how or from whom the redeemed
shareholder reacquires stock in the company.*” If, for example,
the corporation redeems part of a shareholder’s stock while si-
multaneously the shareholder resells the rest of its shares to a
third person on the installment basis, retaining a security inter-
est in the stock sold, reacquiring the stock as a result of the third
person defaulting will violate §302(c)(2)(A) and reinstate fam-
ily attribution with respect to the redemption.

If the distributee becomes a creditor of the redeeming cor-
poration and later enforces its creditor’s right to acquire assets
of the corporation, this acquisition will not violate the no-in-
terest rule.*” However, the creditor may not reacquire stock of
the redeeming corporation in enforcing its creditor’s rights, as
might occur if the corporation had pledged the stock as security
for its payments or placed the stock in escrow as security for its
payments and then defaulted.*” The same rule would apply if
the corporation pledged or escrowed stock of its parent or sub-
sidiary and the shareholder later reacquired such stock.

Note: It has been suggested that a way to escape the no-in-
terest rule where the creditor later reacquires stock on default is
to provide in the redemption agreement that the former share-
holder may sell the pledged stock in a private or public sale in
order to satisfy the obligation owed to the former shareholder,
but the former shareholder cannot purchase the stock at such a
sale.*”

As previously indicated, unless the distributee needs to
waive family attribution in order to qualify the redemption un-
der §302(b)(3), as distinct from §302(b)(1) or (2), the distribu-
tee can retain a security interest in the redeemed stock itself and
is not limited to a security interest in corporate assets.

Can a shareholder whose stock interest is completely ter-
minated later loan money to the corporation and take back its
note? Or can the former shareholder purchase an outstanding
corporate debt obligation for reasons unrelated to payment for
its stock? The statute is ambiguous on this point. Section 302(c)
(2)(A)(1) provides that immediately after the distribution the
distributee may have no interest in the corporation other than as
a creditor §302(c)(2)(A)(ii) then states that during the next 10
years the distributee may “not acquire any such interest (other
than stock acquired by bequest or inheritance)...”

Comment: For private ruling purposes, the IRS will allow
a redeemed shareholder to become a creditor of the corporation
during the 10-year period for reasons unrelated to the redemp-
tion. However, if the debt instrument can be treated as equity
for tax purposes, the distributee will have reacquired a stock in-
terest in violation of §302(c)(2)(A)(ii).

The statute does not provide an exception for short-term
interests.

“2See TV.C.4.c., below, for when exceptions regarding bequest or inheri-

tance.

“B1f the taxpayer has transferred its creditor’s interest to another corpora-
tion, and that corporation acquires assets from the redeeming corporation in a
default, the IRS might argue that the second corporation is a successor, thereby
violating §302(c)(2)(A)().

M Reg. §1.302-4(e).

“? See Rev. Rul. 59-119.
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Example: A shareholder wishing to terminate its interest
in a family business has the corporation redeem all of its
stock and files the required agreement in order to waive
family attribution. However, eight years later, the manager
of one of the company’s branch operations suddenly quits
and the shareholder is asked to fill the position until a re-
placement can be hired. A replacement is found one month
later, and the shareholder returns to retirement. The statute
seems to be unforgiving in this situation. Apparently, the
shareholder has acquired a prohibited interest in violation
of the statute.*”

Similarly, a waiver of family attribution under §302(b)(3)
may be lost if a redeemed shareholder forgets about the 10-year
agreement and purchases some stock in the redeeming com-
pany but, when reminded by a tax advisor, promptly sells the
stock the next day."” The better result would be that a rule of
reason should prevail, and if the facts and circumstances indi-
cate no attempt to abuse the policy of the statute, a court may
not disqualify the entire redemption.**®

c. Acquiring Stock Through Bequest or Inheritance;
Becoming an Executor or Co-Trustee

Section 302(c)(2) permits acquisition of an interest
through bequest or inheritance.”” The statute is silent as to
whether a shareholder who relied on §302(c)(2) is permitted to
become an executor of an estate of another shareholder who
died after the redemption. Acquiring status as an executor or
co-trustee is arguably analogous to acquiring an interest by be-
quest or inheritance. In Rev. Rul. 72-380, the IRS ruled that be-
coming executor of an estate of a deceased shareholder within
10 years after a redemption of all the stock owned by the dis-
tributee does not constitute a forbidden interest in the corpo-
ration within the meaning of §302(c)(2)(A)(ii). This ruling im-
plies that it is immaterial whether the distributee is a beneficia-
ry of the decedent’s estate, so that even if the distributee is not
a beneficiary of the estate, the distributee can still vote stock in
the estate without jeopardizing the distributee’s own prior re-
demption.

In Rev. Rul. 75-2, the IRS amplified Rev. Rul. 72-380 by
ruling that although an executor (whose own shares were pre-
viously redeemed under protection of a waiver of family attri-
bution) does not hold a forbidden interest merely by being able
to vote stock contained among the estate’s assets, the execu-
tor will acquire a forbidden interest if he becomes an officer of
the company during the administration of the estate within the
10-year period set forth in §302(c)(2)(A)(ii). The ruling adds
that a forbidden interest will also be acquired (a) if the former
shareholder first becomes an officer after the estate is settled
(and within the 10-year period), or (b) if the executor becomes

% Perhaps the Tax Court would permit this interest, applying the “control
or financial stake standard.” See IV.C.3.a.(2)(b), above.

“7Perhaps the taxpayer could enter into a rescission transaction. Cf. Rev.
Rul. 80-58 (reconveyance in year of sale of land between parties because of
buyer’s inability to acquire zoning permits considered a rescission that put tax-
payers in their original tax position).

%8 But see Rev. Rul. 75-2, discussed below.

“ See PLR 200025035.
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an officer during the administration of the estate but ceases be-
ing an officer after the estate is settled.

Observation: In this ruling the executor/former sharehold-
er became president of the company during the administration
of the estate. In terms of what constitutes a forbidden interest,
however, all officer positions in the company are prohibited.
The ban thus extends to becoming president, vice president,
secretary or treasurer.

Query: If a shareholder who is relying on §302(c)(2) for
waiving family attribution reacquires stock in the company by
bequest or inheritance during the 10-year period, can the share-
holder use the voting power of such stock to become an officer,
director, or employee of the company? The statute is not clear
on this point. Perhaps the shareholder cannot become an offi-
cer, director, or employee personally, but can place others un-
der the shareholder’s control as officers, directors, or employ-
ees. But if the statute permits the shareholder to exercise shad-
ow control, it would seem that it should be interpreted to permit
direct control.

The IRS has extended the rationale of Rev. Rul. 72-380 to
allow a redeemed shareholder who filed a 10-year agreement to
become a successor co-trustee of an inter vivos trust previously
established by her parents for the benefit of her brother’s child.
The trust held voting stock of the issuer corporation and in the
capacity as trustee, the redeemed shareholder acquired a right
to vote the stock held in the trust."’

d. Effect of Attribution Rules on Reacquisitions of
Interest

(1) Family Attribution

If the distributee satisfies the requirements of §302(c)(2)
(A) in order to waive attribution of stock owned by a family
member at the date of the redemption, attribution is also waived
with regard to stock that a family member acquires after the
redemption and within the future 10-year period. In Rev. Rul.
71-562, the IRS ruled:

[A]ny interest in the corporation arising during the
ten-year period following the redemption of A’s [the
distributee] stock which would be attributed to A
solely by reason of the application of the family at-
tribution rules of section 318(a)(1) of the Code is to

be disregarded for purposes of section 302(c)(2)(A)

(i) of the Code.

It should follow from Rev. Rul. 71-562 that family attri-
bution will not operate in determining whether the distributee
has satisfied §302(c)(2)(A) by not retaining or acquiring a non-
stock interest in the corporation as officer, director, or employ-
ee. Thus, a redeemed shareholder’s wife or son should be able
to remain as a shareholder, or become an officer or director of
the distributing company (or its parent or subsidiary), within
the future 10-year period without adversely affecting the dis-
tributee’s §302(b)(3) treatment.

If the above interpretation is sound, Rev. Rul. 71-562
demonstrates the IRS’s acceptance of the so-called “bedroom
redemption” situation. The issue involved in the bedroom re-
demption situation is whether, in view of the usual close rela-

“Rev. Rul. 79-334.
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tionship between husband and wife, the ban in §302(c)(2)(A)
against a distributee having an interest in the company for 10
years is realistically satisfied if his or her spouse continues as a
shareholder, officer, director, or employee, or otherwise holds
an interest in the corporation. The IRS has ruled that the re-
quirements of §302(c)(2)(A) are satisfied where the spouse of
the distributee continues as an employee of the corporation,
and where the distributee’s son*'” or daughter*” returns as an
employee. Suppose that all of a father’s stock in a closely held
company is redeemed, no other family members own stock in
the company, but the father’s son is president of the company
(but owns no actual stock). The father does not need to waive
family attribution at the threshold, so there is no problem in the
son’s continuing as an officer, director, or employee — or in-
deed in the father’s continuing in any such capacity.*"* Suppose
that the father’s spouse, W, owns stock in the company and
continues as a shareholder after the father’s redemption, and
son is the president (but W has no position with the company).
In that case, father needs waiver of attribution of W’s stock to
himself. The fact that son is an officer does not seem to trigger
any adverse result. Even if W’s stock is owned constructively
by son via §318(a)(1) that stock would not be reattributed to fa-
ther,"” so it appears that son could continue as an officer with-
out any adverse effect on father’s redemption.

In Rev. Rul. 88-55, the IRS ruled that a former shareholder
of a redeeming corporation did not acquire a prohibited interest
under §302(c)(2)(A)(ii) by virtue of selling stock of a related
corporation to the redeeming corporation even though the sale
was treated as a distribution in redemption of stock in the re-
deeming corporation under §304. In that ruling, the stock of
two corporations (X and Y) was owned by a father (F) and son
(S). In 1985, X redeemed F’s stock for cash and F filed a waiv-
er of family attribution. Two years later, F sold his Y stock to
X for cash. Under the family attribution rules of §304(c)(3), F
was considered to control both X and Y and, therefore, §304(a)
(1) treated F’s sale to X of the Y stock as a distribution by X to
F in redemption of X stock for purposes of §302.

The IRS ruled that the application of §304(a)(1) to the sec-
ond transaction does not result in the acquisition of a prohib-
ited interest in X for purposes of §302(c)(2)(A)(ii) because F
was not treated as if he had owned stock in X immediately be-
fore the redemption for purposes of §302(c). Accordingly, the
IRS concluded that F is not required to notify the Secretary of
the 1987 sale under the agreement filed under §302(c)(2)(A)
(iii) with respect to the 1985 redemption.

(2) Nonfamily Attribution

It is unclear whether the acquisition of an interest by an
entity whose ownership would be imputed to the distributee
through nonfamily attribution rules violates the restriction in
§302(c)(2)(A)(ii) against reacquiring an interest in the corpora-
tion, but that reading seems consistent with the statute.*'°

“"PLR 9023047, PLR 8743013.

“?PLR 9214024.

““PLR 9144017.

4 See Rev. Rul. 76-524.

9$318(a)(5)(B).

#16 See Willens, Recent Decisions Open the Way for Trusts and Estates
to Waive Stock Attribution, 51 J. Tax’n 208, 209 (1979). See also Johnson
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Example: All of a shareholder’s stock is redeemed by X
corporation. The only other family member who continues
to own stock in the company is the shareholder’s spouse.
The redeeming shareholder, therefore, utilizes §302(c)(2).
During the 10-year period, however, a corporation (in
which the redeeming shareholder owns 55% of the stock)
acquires X stock. Under §318(a)(2), such stock is deemed
owned by the redeeming shareholder. Is this constructive
ownership considered a reacquisition of a prohibited inter-
est in X? If it is, the family attribution originally waived
(the stock held by the redeeming shareholder’s spouse)
would be reactivated and the redemption would not qualify
under §302(b)(3).

Observation: If stock is constructively owned by the re-
deemed shareholder at the time of the redemption by reason
of nonfamily attribution, e.g., partnership to partner attribution,
the redemption cannot qualify as a complete termination of
interest at the threshold. Section 302(c)(2) is not available to
waive the attribution because that provision waives only family
attribution.

Comment: If the redeemed shareholder does not own any
stock constructively after the redemption by reason of family or
nonfamily attribution, but later becomes a partner in a partner-
ship that owns stock in the corporation, no issue arises under
§302(c)(2). Apparently, unless the constructive ownership is
acquired as the result of a prearranged plan or scheme, no ad-
verse impact on the redemption occurs and it can still remain
qualified under §302(b)(3).

5. Transfers of Stock During Prior 10 Years

a. Two Different Situations

Section 302(c)(2)(B) is designed to prevent abuse of fam-
ily attribution waiver where an artificial situation has been pre-
arranged between or among family members before the re-
demption (within the prior 10 years) to take advantage of the
waiver rule and thereby qualify a redemption under §302(b)(3).
There are two basic situations where such an abuse can occur,
and §302(c)(2)(B) deals with both:

(1) A family member has transferred stock to another fam-
ily member so that the corporation can later redeem all
such stock from the transferee; or

(2) A family member has transferred stock to another fam-
ily member in order to qualify a redemption of the remain-
der of the transferor’s stock as a complete termination of
interest.

Any kind of transfer is covered by the rules for these two
situations. Typically, the transfer will be by gift from one fam-
ily member to another."'” But other forms of transfer are also

Trust v. Commissioner, 71 T.C. 941, 952 (1979); PLR 7931033 (no opinion
expressed whether future acquisition of stock by an employee trust of which
redeemed shareholder was a trustee will be considered a prohibited acquisition
by the redeemed shareholder).

7 For additional rulings involving transfers, see PLR 201228012 (in close-
ly-held context, parent, wishing to terminate his interest in family corporation,
may transfer majority stock control to child and qualify redemption of balance
of his stock under §302(b)(3) through waiver of family attribution rules; gifts
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covered, including a sale for consideration.”® A distribution of
stock as an asset of a testamentary estate to a beneficiary of the
estate is also a transfer for purposes of §302(c)(2)(B)."” How-
ever, in Rev. Rul. 82-129, the IRS ruled that the partition of
community property stock into separate property of a husband
and wife is not a transfer described in §302(c)(2)(B).

Observation: The rules in §302(c)(2)(B) are designed
chiefly for intra-family transfers of stock. Section 302(c)(2)(B)
is not expressly limited to transfers of stock to or from family
members, as the rules in §302(c)(2)(B) refer to stock attribut-
able to the distributee from another person at the date of the dis-
tribution. If stock is attributable to the distributee from another
person or entity via a relationship other than a family relation,
the redemption will not qualify as a complete termination of in-
terest in any event, because of nonfamily attribution to the dis-
tributee.

In Rev. Rul. 77-293, the IRS explained the purpose of
these prior transfer limitations as follows:

The structure and legislative history of section 302
of the Code make it clear that the purpose of section
302(c)(2)(B) is not to prevent the reduction of capital
gains through gifts of appreciated stock prior to the
redemption of the remaining stock of the transferor,
but to prevent the withdrawal of earnings at capital
gains rates by a shareholder of a family controlled
corporation who seeks continued control and/or eco-
nomic interest in the corporation through the stock
given to a related person or the stock he retains. Ap-
plication of this provision thus prevents a taxpayer
from bailing out earnings by transferring part of the
taxpayer’s stock to such a related persons and then
qualifying the redemption of either the taxpayer’s
stock or the transferee’s stock as a complete termi-
nation of interest by virtue of the division of owner-
ship thus created and the availability of the attribu-
tion waiver provisions.

In the same ruling the IRS illustrates the problem situa-

tions addressed by the statute with these examples:

Tax avoidance within the meaning of §302(c)(2)(B)
of the Code would occur, for example, if a taxpayer
transfers stock of a corporation to a spouse in con-
templation of the redemption of the remaining stock
of the corporation and terminates all direct interest
in the corporation in compliance with §302(c)(2)(A),
but with the intention of retaining effective control of
the corporation indirectly through the stock held by
the spouse. Another example, which would general-
ly constitute tax avoidance within the meaning of this
provision, is the transfer by a taxpayer of part of the
stock of a corporation to a spouse in contemplation
of the subsequent redemption of the transferred stock
from the spouse.

do not have as one of their principal purposes avoidance of federal income tax
under §302(c)(2)(B)), PLR 200939011, PLR 200022020, PLR 200011016.
*¥ See Rev. Rul. 77-455. See also S. Rep. No. 83-1622, at 237 (1954).
““Rev. Rul. 79-67.
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b. Transfter to Distributee

Section 302(c)(2)(B)(i) does not allow the family attribu-
tion rules to be waived if:

any portion of the stock redeemed was acquired, di-

rectly or indirectly, within the 10-year period ending

on the date of the distribution by the distributee from

a person the ownership of whose stock would (at the

time of distribution) be attributable to the distributee

under section §318(a)...

If the transferor (to the distributee) is deceased at the date
of the redemption, this rule will not be applicable, because the
language requires that attribution operate from the transferor to
the transferee at the date of the distribution.

If the distributee received “tainted” stock during the prior
10 years, but the corporation redeems other stock that was not
acquired from a “tax-relative” under §318, the 10-year “look-
back” will also have no adverse effect. Of course, in this latter
situation, in order to qualify the redemption under §302(b)(3),
the distributee must dispose of the tainted stock to an unrelated
person before the redemption in question. Otherwise, the dis-
tributee’s actual stock interest will not be completely terminat-
ed. If the distributee disposes of the tainted stock to an unrelat-
ed person, attribution of stock owned by family members at the
time of the redemption can still be waived under §302(c)(2).

The reference to “directly or indirectly” in §302(c)(2)(B)
(i) reaches a situation where the distributee acquired stock from
a person who previously acquired the stock from a “tax rela-
tive” whose remaining stock would be attributed to the distrib-
utee at the redemption date. It appears to be immaterial whether
the intermediate owner was a member of the distributee’s fam-
ily or was otherwise “related” to the distributee under §318. It
also appears to be immaterial by what method the intermedi-
ate owner acquired the stock from the original transferor or by
what method he transferred it to the distributee.

c. Transfer by Distributee

Section 302(c)(2)(B)(ii) does not allow the family attribu-
tion rules to be waived if:

any person owns (at the time of the distribution)

stock the ownership of which is attributable to the

distributee under section 318(a) and such person ac-
quired any stock in the corporation, directly or indi-
rectly, from the distributee within the 10-year peri-

od ending on the date of the distribution, unless such

stock so acquired from the distributee is redeemed in

the same transaction.

Under this rule, if the transferee no longer owns, at the
date of the redemption, any shares of the corporation, including
the shares he acquired from the distributee during the preceding
10 years, the distributee can still use §302(c)(2) to eliminate
family attribution from other family members to himself.

If, at the redemption date, the transferee has disposed of
part of the very same shares he acquired from the distributee
during the preceding 10 years, but still owns some of such
shares, §302(c)(2)(B)(ii) will be triggered (unless the simulta-
neous redemption exception is used). The effect of triggering
§302(c)(2)(B)(ii) appears to be to require attribution to the dis-
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tributee of all stock that all family members, not just the trans-
feree, own in the corporation at the redemption date.

Note: The amount of stock the transferee originally ac-
quired from the redeemed shareholder is irrelevant. Family at-
tribution will be triggered as to the stock the transferee owns
at the date of the redemption and as to stock that other family
members may also own at that date.

If, at the redemption date, the transferee has disposed of
all the stock acquired from the distributee during the preceding
10 years but the transferee still owns other stock in the corpora-
tion which the transferee acquired from an independent source,
§302(c)(2) may not be available to prevent attribution of such
independently acquired stock (as well as stock owned at the
redemption date by other family members) to the redeemed
shareholder. The reason for this result is that §302(c)(2)(B)(ii)
is literally triggered so long as the transferee owns, at the re-
demption date, any stock that is attributable to the redeemed
shareholder under §318 — and not necessarily the very same
shares that the transferee acquired from the redeemed share-
holder during the prior 10 years. On the other hand, from a poli-
cy viewpoint, Congress appears to have assumed that the trans-
feree would still own, at the redemption date, some or all of the
stock he acquired from the distributee during the preceding 10
years.” If that situation does not exist at the redemption date,
the policy underlying §302(c)(2)(B)(ii) does not seem violated
by permitting the distributee to waive attribution to themself of
the transferee’s independently acquired stock.

d. Simultaneous Redemption from Transferee

(1) Limited Scope of the Rule

Section 302(c)(2)(B)(ii) does not apply if the stock trans-
ferred by the distributee to the transferee is redeemed in the
same transaction in which the distributee’s stock is redeemed.
When a simultaneous redemption of this type occurs, the dis-
tributee will be permitted to waive the family attribution
rules.”

The simultaneous redemption rule does not protect the tax
treatment of a simultaneous redemption of the stock held by the
transferee. From the transferee’s perspective, the redemption is
one in which the shareholder being redeemed received stock
from a related person during the preceding 10 years. This type
of situation is literally covered by §302(c)(2)(B)(i). As such,
the redemption from the transferee ordinarily cannot qualify for
waiver for family attribution, except under the no-tax-avoid-
ance escape hatch discussed in IV.C.5.e., below. The fact that
the transferor’s stock is being redeemed simultaneously will
not help the transferee; the simultaneous redemption rule does
not apply to the transferee.

(2) Transferred Stock Must Be Redeemed

The exception in §302(c)(2)(B)(ii) for a simultaneous re-
demption of “such stock so acquired from the distributee” re-
lates only to the very same shares that the transferee acquired
(directly or indirectly) from the distributee, and not to stock
which the transferee acquired from other sources. This limita-

“0S. Rep. No. 83-1622, at 236-37 (1954).
! See PLR 9839009.
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tion means that waiver of family attribution is not available if
the corporation simultaneously redeems from the transferee on-
ly stock that the transferee acquired from sources other than the
distributee and does not redeem other stock which the transfer-
ee owns at that time which he acquired from the distributee, di-
rectly or indirectly, during the preceding 10 years.

The following example illustrates the simultaneous re-
demption exception.

Example: Assume that spouses, A and B, each own some
of the outstanding stock of X corporation. During the pre-
ceding 10 years, A acquired some X stock from B and ac-
quired some X stock from a person unrelated to either A or
B. If the corporation redeems all of B’s stock and simulta-
neously redeems from A only the shares A acquired from
B, B can qualify under §302(c)(2)(A) for waiver of attri-
bution to B of A’s remaining shares.

If the corporation redeems simultaneously from A only the
shares A acquired from an unrelated person, A’s remain-
ing shares which A acquired from B will be attributed to B.
The simultaneous redemption exception of §302(c)(2)(B)
(i1) will not be satisfied, because the identical shares that A
acquired from B were not redeemed. Additionally, family
attribution will also not be eliminated as to stock owned at
the redemption date by members of B’s family other than
A.

If the corporation redeems simultaneously from A all of
A’s stock, no stock will be attributed from A to B because,
entirely apart from §302(c)(2), A after the redemption will
own no stock that could be attributed to B. The simultane-
ous redemption of the very stock that A acquired from B
will, however, permit B to comply with §302(c)(2)(A) in
order to waive attribution of stock owned by members of
B’s family (other than A).

If, at the redemption date, A has disposed of all the shares
acquired from B during the preceding 10 years, but still
owns the shares acquired from the unrelated person, A
owns no stock on which the simultaneous redemption ex-
ception can operate. As indicated above, §302(c)(2)(B)
(ii) is then literally triggered and attribution to B of A’s
remaining shares would be required (along with shares
owned by other family members that are attributable to
B), because A had received stock from B during the prior
10 years and A owned, at the distribution date, stock (ac-
quired from an unrelated person) whose ownership is at-
tributable to B under §318(a).

e. Escape Hatch if No Tax Avoidance Purpose

(1) Generally

Section 302(c)(2)(B) (flush language) provides that if the
acquisition in §302(c)(2)(B)(i) (or the disposition in the case of
§302(c)(2)(B)(ii)) “did not have as one of its principal purpos-
es the avoidance of Federal income tax,” family attribution can
still be waived despite stock transfers during the preceding 10
years.

Reg. §1.302-4(g) states that a transfer within the 10-year
period will not be deemed to have the prohibited purpose mere-
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ly because the transferee is in a lower tax bracket than the trans-
feror.

Comment: The IRS has interpreted the tax avoidance es-
cape hatch of §302(c)(2)(B) in both public and private rulings
in a pro-taxpayer fashion.*”

As a result, transfers of stock followed by a §302(b)(3)
redemption (qualifying through a waiver of family attribution)
can be a useful planning tool. For example, in the closely held
context, a parent, wishing to fully terminate an interest in a
family corporation, may be able to transfer majority stock con-
trol to a child and qualify the redemption of the balance of the
stock under §302(b)(3) through a waiver of the family attribu-
tion rules.”

Although the IRS has interpreted the “tax avoidance” test
of §302(c)(2)(B) in a manner favorable to taxpayers in pub-
lished rulings, the IRS has restricted the situations in which
it will give a private ruling under §302(c)(2)(B). Rev. Proc.
2025-3** provides that the IRS will not issue a private letter rul-
ing on whether the acquisition or disposition of stock described
in §302(c)(2)(B) has, or does not have, as one of its princi-
pal purposes the avoidance of federal income taxes within the
meaning of that section, unless the facts and circumstances are
materially identical to those set forth in certain revenue rul-
ings.*”

Comment: It is not completely clear from the language of
the §302(c)(2)(B) escape hatch whose purpose is tested for tax-
avoidance — the transferor of stock, the transferee, or both. Al-
80, it is not completely clear from the rulings issued to date
whether the facts and circumstances only of the transfer or of
the later redemption are relevant, or whether the tax avoidance
test looks to both the transfer and the later redemption. Nor is
it clear whether the IRS relies on the shareholder’s representa-
tions of subjective intent or whether the IRS looks for objective
facts from which it will decide whether a prohibited purpose
motivated the transfer. Application of the test in all these areas
seems to be flexible; both the IRS and taxpayers are probably
free to stress one or more party’s purposes and to look only to
the purpose of the transfer or to the purpose of both the transfer
and the redemption, depending on the overall circumstances.*

If the distributee violates §302(c)(2)(A) during the future
10 years, of course, stock held by family members at the re-
demption date will be attributed to the distributee despite the
earlier lack of tax avoidance intent.

*2For rulings involving transfers that were held to not have principal
purpose the avoidance of federal income tax, see PLR 200011016; PLR
200022020; PLR 200025035.

¥ See Rev. Rul. 77-293; PLR 9837022 (same). Cf. PLRs 9843021-23
(following release of parent’s interest to facilitate redemption, trust terminates
and distributes stock to children, after which those not active in business are
completely redeemed; no waiver needed because only sibling owners after trust
terminated).

“Rev. Proc. 2025-3, §3.01(53).

5 See Rev. Rul. 85-19; Rev. Rul. 79-67; Rev. Rul. 77-293; Rev. Rul.
57-387; Rev. Rul. 56-584; and Rev. Rul. 56-556. See also PLR 9502027 (prere-
demption gifts of stock were not made with the principal purpose of tax avoid-
ance within the meaning of §302(c)(2)(B)); PLR 199942018; PLR 9743007,
PLR 9728018; and PLR 9644071.

2 Compare Rev. Rul. 77-293, 1977-2 C.B. 91 (stresses transferor’s pur-
pose) with Rev. Rul. 79-67 (considers both transferor’s and transferee’s pur-
poses).
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(2) Rulings

(a) In General

Most of the revenue rulings and private rulings applying
§302(c)(2)(B) have involved a family business operated
through a closely held corporation where one or both parents
eventually decide to retire or otherwise withdraw from active
participation as owners and managers, and to transfer stock
control (along with management) to one or more of their chil-
dren. To this end, the parents, before the redemption of all their
stock, have typically transferred (ordinarily by gift, but some-
times by sale) a portion of their stock to their son or daughter
during the 10 years preceding the parents’ redemption.

(b) Early Revenue Rulings

In Rev. Rul. 56-556, H and W owned 255 shares in an au-
tomobile dealership. The parents had given the remaining 80
shares to their son S in 1947. In 1955 H tried to find outside
buyers to take over the dealership but was unsuccessful. As an
alternative, he decided to turn over control to S. Under a plan,
S bought 50 shares from H and the corporation redeemed the
remaining 205 shares held by H and W. When H and W gave
80 shares to S in 1947, H had not intended to retire from the
business or to have S acquire the dealership. The later trans-
actions were undertaken to enable H and W to retire from the
business. The IRS ruled that tax avoidance did not motivate the
1947 stock gift from H to S. The ruling ignores the additional
question whether the 1955 sale to the son also passed the no-
tax-avoidance test.

In Rev. Rul. 56-584, F gave his son, S, a 7% stock interest
to encourage his interest in the business. S was at that time an
adult and an employee in the business. Five years later S left
the corporation for lack of opportunity and had his stock re-
deemed. The IRS found that the stock gift was made for bona
fide business reasons and there was, at the time of the gift, no
plan to have the stock redeemed from S. Therefore, attribution
from F to S could be waived, provided S otherwise complied
with §302(c)(2).

In Rev. Rul. 57-387, H, his adult sons, and W’s estate
owned all the stock of a corporation. The sons had acquired
their stock through gifts by H and W from 1923 to 1951. In
1957 three of the sons wished to dispose of their stock. First,
they received preferred stock from W’s estate in satisfaction
of their inheritance. Second, each sold some stock to H. Third,
the corporation redeemed their remaining shares. The IRS ruled
that the stock received from their father within the prior 10
years qualified under the escape hatch because the prior gifts
were not made in contemplation of the later redemption. The
sale of part of the sons’ stock to their father also was ruled not
to involve tax avoidance because the sons could just as well
have sold that stock to the corporation and would also have
achieved capital gain (assuming §302(c)(2) were otherwise sat-
isfied).*”’

*7See PLR 9314054, in which the IRS, citing Rev. Rul. 57-387, ruled that
because the preredemption gifts of stock were not made with a principal pur-
pose of tax avoidance under §302(c)(2)(B), the redemptions will qualify as a
complete termination of the shareholders’ interests under §302(b)(3). See also
PLR 9222006; PLR 8637090.
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(c) 1977-1979 Revenue Rulings

In the late 1970s, the IRS issued several rulings interpret-
ing the §302(c)(2)(B) tax avoidance test. In Rev. Rul. 77-293,
the IRS ruled that tax avoidance is not present merely because,
by disposing of some of his shares before a company redeems
his remaining shares, the distributee pays less capital gains tax
than he would have paid if he had retained all of his shares and
if the company had redeemed all the shares from him (rather
than the smaller number of shares that it actually redeemed
from him).

Rev. Rul. 77-293 considers a situation where a father who
owned all the stock of a family corporation gave 60 of his 120
shares to his son as part of the father’s plan to retire from the
business and pass sole ownership of the company to his son.
The son had for many years been employed by the company as
vice president and had been trained in all phases of the busi-
ness. Shortly after the gift, the father resigned as president and
was succeeded by the son. The company then redeemed the fa-
ther’s remaining 60 shares for property and the father ceased
to be an officer, director, or employee or to have any other in-
terest in the company. In order to receive exchange treatment,
the father needed to waive the family attribution rules to qual-
ify under §302(b)(3). Although the father had given part of his
stock to his son during the preceding 10 years, the IRS ruled
that the father’s purpose was not avoidance of federal income
tax but was instead “intended solely” to enable him to retire and
pass complete ownership and control to his son who had been
groomed to take over the business. Accordingly, the prior trans-
fer limitation on waiving family attribution was not invoked
and the redemption was held to qualify for exchange treatment
under §302(b)(3), subject to the father’s not acquiring any in-
terest in the company for the following 10 years.

Comment: The rationale for reaching a pro-taxpayer result
in this ruling stresses the father’s intent not to retain effective
control indirectly through his son. The gift to the son was clear-
ly in contemplation of the redemption. In this respect, the IRS
seems to be indicating a more liberal approach than the ap-
proach taken in the 1950s rulings. The rationale of Rev. Rul.
77-293 is muddied, however, by the statements in the ruling
that the son was active in and knowledgeable about the business
and would control it after the redemption. It is unclear whether
objective facts of this kind must exist along with (or perhaps
as evidence of) the transferor’s lack of tax-avoidance intention.
Presumably, if the son were not active in the business, the test
of the ruling, that the father not continue to control the compa-
ny or keep an economic interest in it through the shares trans-
ferred to his son, would be more convincingly satisfied. Per-
haps the IRS will rule favorably based on the transferor’s sub-
jective intent and a bona fide business purpose for the transfer
and redemption. The business purpose aspect might be satisfied
without necessarily showing that the transferee was an employ-
ee of the company or would end up with controlling stock own-
ership.

In Fehrs v. U.S.,”® the IRS invoked the tax avoidance pro-
vision of §302(c)(2)(B) in an attempt to deny waiver of fami-
ly attribution in a situation where a father made gifts of 241 of

8556 F.2d 1019 (Ct. Cl. 1977).
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1,380 shares of his stock in a family business among his wife,
two daughters, his son-in-law and his grandchildren. Three
months later the father and his wife sold all of their remaining
stock to a newly formed family corporation that had been creat-
ed by the father’s two daughters. This latter sale was a §304(a)
(1) transaction treated as a redemption tested under §302 by ref-
erence to the stock of the company whose stock had been sold
to the newly formed company. From the redeemed sharehold-
er’s viewpoint, the purpose of the transaction was to permit the
father to retire with a satisfactory income while keeping own-
ership of the company in the family. (The father and mother re-
ceived a private annuity as payment for their stock.) At a mo-
tion for summary judgment in the Court of Claims, the IRS first
argued tax avoidance under §302(c)(2)(B) arising from the pre-
redemption gifts to family members. The Court of Claims did
not grant summary judgment on this issue, but gave the taxpay-
er an opportunity to argue the issue at trial. The court noted that
the burden of proof would be on the taxpayer to show lack of a
tax-avoidance motive.

Rev. Rul. 77-455 approves under §302(b)(3) a redemption
preceded by a sale of some of the shareholder’s stock to his son
and a sale of some of his stock to a key employee. The son was
active in the business and both he and several key employees
already owned minority interests in the outstanding stock. The
father wanted to retire and to arrange the stock ownership so
that his son held voting control; however, the employees owned
over half of the future growth through the common stock. Un-
der an integrated plan, the father sold some of his stock to
his son and another portion to one of the key employees, and
then had the company redeem the balance of his shares. In
this ruling, the corporation had outstanding 115 shares of com-
mon stock and 300 shares of preferred stock. Each share of
both classes carried one vote per share. The father, F, owned
69 common shares and all of the preferred. F’s son, S, owned
22 common shares. Ten key employees owned the remaining
24 common shares. Under the plan, F sold 10 common shares
and 18 preferred shares to S and 25 common shares to an un-
related key employee. The corporation then redeemed F’s re-
maining 34 common shares and 282 preferred shares. As a re-
sult, S owned 50.5% (50/99) of the total voting power but the
key employees owned 60.5% (49/81) of the common stock. Be-
cause of these business objectives, the IRS ruled that the fa-
ther’s prior sales to his son did not have as their principal pur-
pose the avoidance of federal income tax.

In Rev. Rul. 79-67, a testamentary estate owning stock in a
family corporation (most of which had been owned by the dece-
dent) distributed the stock to the decedent’s widow, who was
sole beneficiary of the estate. The estate continued in existence
thereafter and the widow remained a beneficiary of the estate.
The company redeemed the stock from the widow. Because
her son owned the balance of the stock, her redemption needed
waiver of family attribution in order to qualify under §302(b)
(3). The ruling allows the redemption to qualify, pursuant to the
no-tax-avoidance escape hatch. Technically, the mother violat-
ed §302(c)(2)(B)(i) because she had acquired (within the prior
10 years) stock from a related person (the estate) under §318.
Nevertheless, the ruling finds that the mother would not retain
any interest in the company after the redemption either actual-
ly or constructively through her status as beneficiary of the es-
tate (her transferor). The ruling also acknowledges that the for-
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mat used in this situation sidesteps the §301 treatment which
(in the IRS’s view) would have resulted if the stock had been
redeemed from the estate. The IRS ruled that “[t]he distribu-
tion of the ... stock by the estate to the mother and the sub-
sequent redemption of such stock ... from the mother was in-
tended to enable the son to obtain complete control of [the cor-
poration]. Therefore, the avoidance of federal income tax will
not be deemed to have been one of the principal purposes of
the distribution of stock from the estate to the mother, notwith-
standing the difference in tax treatment had the estate directly
redeemed the stock.”

Comment: Rev. Rul. 79-67 does not discuss whether the
mother would continue to “control” the corporation through her
influence over her son. In discussing the purpose of the no tax
avoidance test, Rev. Rul. 77-293 describes the abuse situation
as one where a shareholder seeks continued control and/or eco-
nomic interest “through the stock given to a related person or
the stock he retains.”” In Rev. Rul. 79-67 the widow had ap-
parently not given her son the stock he owned. Would it be rel-
evant, in light of the language of Rev. Rul. 77-293, whether
the mother could influence her son enough to continue to con-
trol the company (assuming the stock redeemed from her was a
controlling block)?

(d) Rev. Rul. 85-19

The IRS’s most recent published ruling involving the
§302(c)(2)(B) tax avoidance provision is Rev. Rul. 85-19. That
ruling involved a parent, P, and P’s child, C, who together
owned all of the stock of a corporation. C’s stock interest was
acquired in part by inheritance from C’s deceased grandparents
(constituting 14% of the corporation’s outstanding stock) and
in part by gifts from P two years before (constituting 3% of
the corporation’s outstanding stock). Because C was never in-
volved in the business affairs of the corporation, C wished to
terminate his interest in the corporation. This objective was ac-
complished by C selling the shares acquired from P back to P
and the corporation redeeming the remaining shares held by C.

The issue considered by the IRS was whether P’s acquisi-
tion of the corporation’s shares had as one of its principal pur-
poses the avoidance of federal income tax under §302(c)(2)(B)
(thus prohibiting waiver of family attribution under §302(c)(2)
(B)(ii))."”

The IRS discussed the meaning of tax avoidance under
§302(c)(2)(B). It stated that tax avoidance: necessarily requires
both the presence of a certain state of mind on the part of the
taxpayer in connection with the acquisition or the disposition
of stock, coupled with the accomplishment of the tax avoid-
ance design via a redemption of stock. Tax avoidance, there-
fore, cannot be present, for example, merely because there has
been a transfer of stock by one §318(a)(1) relative to another,
when such transfer was not in contemplation of redemption of
the balance of the transferor’s stock nor of the stock transferred
to the transferee... Similarly, tax avoidance cannot be present
merely because a shareholder has transferred stock to a relat-
ed person within the meaning of §318(a)(1) even though such
transfer may have been in contemplation of redemption of the

“Note, there is no §302(c)(2)(B)(i) problem because C’s shares acquired
from P are sold back to P. The transaction that solves the §302(c)(2)(B)(i) prob-
lem creates the §302(c)(2)(B)(ii) issue.
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balance of the transferor’s stock or of the stock transferred to
the transferee, if in fact no redemption of either the transferor’s
stock or the stock transferred to the transferee actually occurs.

The IRS also noted that the purpose of §302(c)(2)(B) is
to prevent the withdrawal of earnings at capital gains rates
by a shareholder of a family-controlled corporation who seeks
continued control and/or economic interest in the corporation
through the stock given to a related person or the stock re-
tained. Application of this provision thus prevents a taxpayer
from bailing out earnings by transferring part of the taxpayer’s
stock to such related person and then qualifying the redemption
of either the taxpayer’s stock or the transferee’s stock as a com-
plete termination of interest by virtue of the division of owner-
ship thus created and the availability of the attribution waiver
provisions.

In the present case, because C had been a relatively minor
shareholder who was never involved in corporate affairs, C had
never been in a position to control the corporation. Thus, the
sale to P was not part of a plan to withdraw earnings at capital
gains rates while retaining control. Further, the IRS noted that
the sale of the stock by C to P seems merely to have been an
attempt to return to the status quo ante and avoid any possible
problem under §302(c)(2)(B)(i). Therefore, the IRS concluded
that P’s reacquisition from C of the gifted stock is not deemed
to have had as one of its principal purposes the avoidance of
federal income tax.

6. Written Agreement; Statute of Limitations; Record
Keeping

a. In General

As indicated earlier, the statute expressly requires that in
order for family attribution to be waived in qualifying under
§302(b)(3), not only must the former shareholder have no pro-
hibited interest immediately after the distribution or during the
next 10 years, but he must also file with the IRS an agreement
to notify the IRS of any acquisition by him of a prohibited in-
terest during the 10-year period. The former shareholder must
also retain records on the facts and circumstances concerning
the redemption. The statute delegates authority to the IRS to
provide rules for the time and manner in which the 10-year
agreement must be filed.”

Pursuant to this legislative delegation, Reg. §1.302-4(a)
requires the distributee to file with its tax return timely filed for
the year in which the distribution occurred: (1) a written state-
ment titled “Statement Pursuant to Section 302(c)(2)(A)(iii) by
[Taxpayer name and TIN], a Distributee (or Related Person)
of [Distributing Corporation Name and EIN]” that the former
shareholder has not acquired (other than by bequest or inheri-
tance) any prohibited interest in the corporation since the distri-
bution; and (2) an agreement to notify the IRS within 30 days
following any acquisition (other than by bequest or inheritance)
of a prohibited interest in the corporation during the 10-year pe-
riod after the distribution date. If the Distributee is a controlled
foreign corporation (as defined under §957), each U.S. share-
holder (within the meaning of §951(b)) with respect to the con-

#08302(c)(2)(A)(iii). See Family Attribution Agreement Waiver (§302(c)
(2)(A)) in the Elections & Compliance Statements library.
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trolled foreign corporation must include such a statement on or
with its return.

The distributee must also retain copies of income tax re-
turns and any other records indicating the amount of tax that
would have been payable had the redemption been treated as a
§301 distribution.*'

If the distributee acquires a prohibited interest within the
future 10-year period, the statute of limitations period on the re-
demption remains open until the later of (i) one year after the
date on which the distributee notifies the IRS that he has ac-
quired a prohibited interest, or (ii) the date the statute was oth-
erwise scheduled to expire.”” Therefore, if the distributee fails
to notify the IRS of the reacquired interest, the limitations peri-
od on the redemption remains open indefinitely.

Note: The triggering event that gives the IRS an additional
year to audit the redemption is not the date on which the
10-year agreement is filed (whether filed timely or late), or the
date on which the former shareholder acquires a prohibited in-
terest in the corporation. The triggering event is the date on
which notice is given to the IRS that such an interest has been
reacquired.

In this situation the statute of limitations might be con-
ceived as closing on the redemption after the normal three-year
period following the year in which the distribution occurred,
but as being reopened if the former shareholder reacquires a
prohibited interest during the 10-year period. In the latter case,
the statute of limitations will be reopened for one year, begin-
ning with the date on which the former shareholder notifies the
IRS that he has acquired an interest.

b. Distributee Dies

Suppose a shareholder has all of its stock redeemed dies
before filing a tax return for the taxable year in which the re-
demption occurred. May the executor file the 10-year agree-
ment on behalf of the decedent? Because an executor files a
decedent’s income tax return for the year of death,”” and an ex-
ecutor or other fiduciary has the powers, rights, and duties of
the decedent or other beneficiary,” the IRS allows an execu-
tor or administrator to file a waiver agreement on behalf of a
decedent-former shareholder.”” In this situation, the agreement
need only state that the decedent had not acquired any interest
in the corporation after the distribution and up to the date of
the agreement. The decedent obviously cannot acquire any in-
terest in the future, and an acquisition of an interest during the
10-year period by a member of the decedent’s family will have
no adverse effect on the redemption.

c. Agreement Not Timely Filed

Current regulations make no provision for agreements not
timely filed."* In the preamble to the current regulations, the

“'Reg. §1.302-4(b).

“28302(c)(2)(A). See also PLR 9613009.

*86012(b).

486903.

““Rev. Rul. 77-93.

““Reg. §1.302-4(a), T.D. 9329, 72 Fed. Reg. 32,794 (June 6, 2007). For
waivers before May 29, 2006, former regulations allowed late filing under cer-
tain conditions. Former Reg. §1.302-4(a)(2), removed by T.D. 9264, 71 Fed.
Reg. 30,591 (May 30, 2006). Under former Reg. §1.302-4(a)(2), if the distrib-
utee failed to file the agreement specified in §302(c)(2)(A)(iii) at the time pro-
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IRS and Treasury clarified that the omission of rules for late
filing was intentional as the required statement is a regulatory
election and as such is governed under the late filing provisions
under Reg. §301.9100-1. The IRS and Treasury reasoned that
the inclusion of any additional rules on late filing of the waiver
statement was not necessary and could cause undue confusion.

d. Section 302(b)(6)

Section 302(b)(6) provides, in part:

If a redemption meets the requirements of paragraph

(3) and also the requirements of paragraph (1), (2), or

(4), then so much of subsection (c)(2) as would (but

for this sentence) apply in respect of the acquisition

of an interest in the corporation within the 10-year

period beginning on the date of the distribution shall

not apply.

The meaning of this provision is not entirely clear. It is
clear that a shareholder whose redemption, even after applying
family attribution, would qualify under §302(b)(1) or (2) can
retain or acquire an interest in the corporation as a director, of-
ficer, employee, etc. Perhaps that is all that the above provision
is intended to say.

Section 302(b)(6) may be intended to indicate that if a re-
demption would qualify under §302(b)(1) or (2) even after trig-
gering family attribution, but the shareholder sought the assur-
ance of complying with §302(b)(3) through a waiver of fam-
ily attribution under §302(c)(2), the portion of §302(c)(2) ex-
tending the statute of limitations will be inapplicable. If the re-
demption would have qualified for exchange treatment under
§302(b)(1) or (2), no need exists to extend the statute of limi-
tations because, even if the distributee reacquires an interest in
the corporation, he will already have reported the transaction as
it should have been reported.

Example: Taxpayer A (child of P) owns 40 of 100 out-
standing shares. A’s parent, P, owns 20 shares. The re-
maining 40 shares are owned by unrelated persons. The
corporation redeems all of A’s stock. Even in light of
family attribution, A’s percentage interest decreases from
60% to 33 1/3% (20/60). Such a reduction qualifies under
§302(b)(2). If A filed a §302(c)(2)(A)(iii) agreement nev-
ertheless, and later reacquired stock in the company, A can
still show that the redemptions qualified under §302(b)(2)
and that the reacquisition produces no adverse tax effect.

e. Section 304(a)(1) Redemption

Section 304(a)(1) provides that, to the extent a §304 trans-
action is treated as a distribution under §301, the transferor and
the acquiring corporation are treated as if (1) the transferor had

vided in §302(c)(2)(A)(i), then the district director could grant a reasonable ex-
tension of time for filing such agreement, provided (1) it was established to the
satisfaction of the district director that there was reasonable cause for failure
to file the agreement within the prescribed time, and (2) a request for such ex-
tension was filed within such time as the district director considered reasonable
under the circumstances. Former Reg. §1.302-2(a)(2) still did not resolve clear-
ly all questions concerning late-filed agreements, including questions that arose
in several litigated cases. In particular, the former regulations did not indicate
whether there was any date after which the IRS would have considered it too
late to file the agreement. There was relevant case law on this point. See, e.g.,
Fehrs v. United States, 556 F.2d 1019 (Ct. C1. 1977).
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transferred the stock involved in the transaction to the acquir-
ing corporation in exchange for stock of the acquiring corpora-
tion in a transaction to which §351(a) applies, and (2) the ac-
quiring corporation had then redeemed the stock it is treated as
having issued. Thus, the acquiring corporation is treated for all
purposes as having redeemed the stock it is treated as having
issued to the transferor. See discussion in VI.F.3.d., below. For
a comprehensive discussion of §304, see 768 T.M., Stock Sales
Subject to Section 304.

In a §304(a)(1) “constructive” redemption, the shareholder
may qualify the redemption under §302(b)(3) by complying
with §302(c)(2) to waive family attribution. Under this ap-
proach, is the 10-year agreement to be filed with respect to
the acquiring company or the company whose stock was trans-
ferred to the acquiring company, or both companies? This
question will arise where the shareholder’s stock interest in the
acquiring company is solely constructive through family attri-
bution. The Code deems that the acquiring company has re-
deemed its own stock, but also provides that, in testing the re-
demption, §302 is to be applied by reference to the company
whose stock was transferred to the acquiring company. If the
same family member owns stock in both companies, it is ar-
guable that family attribution in both corporations should be
waived if the distributee files a 10-year agreement with respect
to any future interest in the issuing company. However, to be
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on the safe side, the agreement should be filed with respect to
both companies.

Example: Taxpayer owns 100% of the stock of corpora-
tion X. Taxpayer and spouse, S, own 75% and 25%, re-
spectively, of the stock of corporation Y. S sells all of S’s
Y stock to X. Even though S is not an actual sharehold-
er in X, S is still deemed to own all of Taxpayer’s stock
in X via family attribution.””” Therefore, §304(a)(1) gov-
erns S’s sale. Testing this constructive redemption by ref-
erence to S’s before and after interest in Y, S owns af-
ter the transaction, by attribution under §318(a)(1), Tax-
payer’s actual 75% interest in Y. Also, the Y stock which
X acquired is deemed owned by Taxpayer via §318(a)(2)
(C), and, through taxpayer, by S via family attribution. S
can clearly waive attribution of Taxpayer’s actual interest
in Y by filing the §302(c)(2)(A)(iii) agreement. The same
agreement should also waive attribution to S of Taxpay-
er’s constructive interest in Y through corporation X. S
can make certain of the latter waiver by filing a similar
agreement with respect to S’s future interest in X.

“7See U.S. v. Coyle, 415 F.2d 488 (4th Cir. 1968).
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V. Section 302(b)(2) — Substantially
Disproportionate Redemptions

A. In General

Under §302(b)(2), a redemption will receive exchange
treatment (as a substantially disproportionate redemption) if
three conditions are satisfied —

(1) the shareholder’s percentage ownership of the out-
standing voting stock (including all classes that carry vot-
ing rights) is reduced immediately after the redemption to
less than 80% of the shareholder’s percentage interest in

such stock immediately before the redemption;™*

(2) the shareholder’s percentage ownership of the out-
standing common stock (both voting and nonvoting) im-
mediately after the redemption is reduced to less than 80%
of such percentage ownership immediately before the re-
demption;" and

(3) the shareholder owns, immediately after the redemp-
tion, less than 50% of the total combined voting power of
all classes of stock entitled to vote.**

The requirements of §302(b)(2) are mechanical. If the spe-
cific percentage reduction is achieved by a particular share-
holder, that shareholder will receive exchange treatment under
§302(a), regardless of the tax treatment accorded any other
shareholder.*"'

The attribution rules of §318 apply when measuring the
distributee’s interest in the corporation.”” The §318 attribution
rules cannot be waived in connection with §302(b)(2).

Because waiver of family attribution is not a factor in
qualifying under §302(b)(2), a shareholder does not have to sat-
isfy the restrictions against retaining an interest in the corpora-
tion as a shareholder, officer, director or employee, etc. These
restrictions only apply where the shareholder seeks to quali-
fy under §302(b)(3) by eliminating family attribution of stock
ownership.

B. Reduction in Percentage Interest in Voting Stock

1. The Basic Test

Section 302(b)(2)(C) requires a reduction in the sharehold-
er’s percentage interest in the voting stock of the corporation.
This percentage interest is computed as a percentage of out-
standing stock “before” and “after” the redemption.

The voting stock™ to which the statutory test applies in-
cludes all classes of voting stock and both voting preferred and
voting common if both exist in the same corporation.**

Reg. §1.302-3(a) provides that only stock which is issued
and outstanding is to be considered in making calculations un-

“£$302(b)(2)(0).

“7$302(b)(2)(O).

“0$302(b)(2)(B).

“1 See generally PLR 199946002 and PLR 9514020.

#28302(c); Reg. §1.302-3(a).

“3See V.G., below, for a discussion on what characteristics stock must
have to be considered voting stock.

#4 See PLR 7904011 (reduction of combined voting power of voting com-
mon and voting preferred from 25.5% to 14.7% qualified under §302(b)(2)).
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der §302(b)(2). However, the IRS takes the position that the
option attribution rules can operate to increase the amount of
shares outstanding with respect to the distributee and related
parties under §318. Under §318(a)(4), if any person has an op-
tion to acquire stock, such stock is considered as owned by
such person.

In Rev. Rul. 68-601, the IRS ruled that stock which a
shareholder has a right to purchase under a stock warrant, or by
converting a convertible debenture, is in certain circumstances
deemed outstanding stock for purposes of §302(b)(2). Howev-
er, under Rev. Rul. 68-601, this stock is only deemed outstand-
ing for purposes of measuring the distributee’s interest (and re-
lated parties under §318).* Thus, the amount of stock outstand-
ing for purposes of §302(b)(2) may differ between shareholders
who are having shares redeemed at the same time.

Rev. Rul. 89-64 extends the reasoning in Rev. Rul.
68-601. Under Rev. Rul. 89-64, an option received in a re-
demption that could not be exercised until a fixed period of
time had passed after the redemption was still ruled to be out-
standing stock for purpose of §318(a)(4). The IRS reasoned
that the delayed option violated Congress’s intent in enacting
§302(b)(2) because the option offers no “assurance that the re-
deemed shareholder will sustain the required contraction of eq-
uity with a degree of permanence.”

Stock that has not yet been issued to particular sharehold-
ers, but that the shareholders have a contingent right to acquire
under an earlier reorganization involving “contingent stock,”
is probably not counted as part of a corporation’s outstanding
stock for §302 purposes, at least so long as issuance or nonis-
suance of the stock is not within the shareholder’s contract or
contingent merely upon the passage of time.

Outstanding stock probably includes stock that has been
placed in escrow during the “earnout” period with the potential
recipients having current voting rights, but is subject to return
to the acquiring company if the contingencies do not occur.**

The required reduction in percentage interest must be
based on the reduced number of shares outstanding after the ex-
change, including stock redeemed from the shareholder under
consideration and from other shareholders in the same trans-
action. The Senate Finance Committee Report (the “Report”)
on the 1954 Code itself makes the error, in two examples il-
lustrating §302(b)(2), of failing to take into account the reduc-
tion of outstanding shares that results from the redemption. The
example in the Report involves a corporation with 100 shares
outstanding that redeems 11 of the 50 shares held by individ-
ual A. The Report concludes that apart from any constructive
ownership this redemption would qualify under §302(b)(2).*’
The Report erroneously concluded that A’s percentage inter-
est is reduced from 50% to 39%, i.e., to less than 80% of
A’s prior 50% interest. The Report assumed that 100 shares
remained outstanding after the exchange. However, total out-
standing stock was reduced from 100 to 89 shares. This re-
duction affects the denominator of the shareholder’s ownership
fraction after the exchange. A’s percentage interest after the ex-
change would actually be 43% (39/89), which would not quali-

*“SRev. Rul. 68-601 is discussed further in V.C.1., below.
46 See Rev. Rul. 76-334.
“7S. Rep. No. 83-1622, at 252-253 (1954).
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fy under §302(b)(2). If A were the only shareholder redeemed,
it would be necessary to redeem at least 17 shares from A in
order to satisfy §302(b)(2). A’s percentage interest after the ex-
change would then be 33/83, or 39.76%. A similar error was
made in another example in the Report.**

It is important to note that the statutory rule does not focus
on the number of shares owned by the distributee before and af-
ter the redemption; it focuses, instead, on the overall decrease
in percentage ownership.

Example: Shareholder S owns 35 of 100 outstanding
shares constituting a 35% interest in the sole class of vot-
ing common stock. Section 302(b)(2)(c) requires that the
number of shares which S continues to own after the re-
demption constitute a less than 28% interest in the remain-
ing outstanding stock, i.e., S’s percentage interest must
be reduced to less than 80% of S’s pre-redemption 35%
interest (80% of 35% = 28%). Assuming that S is the
only shareholder redeemed, S must surrender at least 10
shares. Such an exchange will reduce S’s percentage in-
terest to 27.8% (25/90), which is less than 28% and sat-
isfies §302(b)(2)(C). If S had merely surrendered 1 more
than 20% of S’s shares, i.e., 8 (20% of 35 = 7 shares), S’s
percentage interest would drop to 29.3% (27/92), which
would not satisfy the statute. On the other hand, if the re-
quirement was that S’s percentage interest must drop by
more than 20 percentage points, i.e., in this example, to
less than 15% of the remaining outstanding stock, more
shares would be redeemed from S than would be necessary
to satisfy §302(b)(2).

2. Minority Interests

The required reduction in percentage interest applies even
where a shareholder has a small minority interest in the corpo-
ration before the exchange. In Rev. Rul. 56-183, for example,
a reduction in a trust’s interest from 11 to 9% qualified under
§302(b)(1) but did not satisty §302(b)(2), because the trust’s in-
terest would have to be reduced to less than 8.8% (80% of 11%
= 8.8%) of the total outstanding stock after the exchange.

In Rev. Rul. 76-385, the IRS ruled that a redemption in
percentage interest from .0001118% to .0001081% did not sat-
isfy §302(b)(2). It would have been necessary to reduce the
shareholder’s interest to less than .0000894% to satisfy §302(b)
(2). A reduction in a shareholder’s interest from 30 to 24.3% al-
so failed to satisfy §302(b)(2) because it would have been nec-
essary to reduce the shareholder’s interest to less than 24%.**

3. Test Applied on Shareholder-by-Shareholder Basis

The computations required by §302(b)(2) are applied on
a shareholder-by-shareholder basis.””” Therefore, simultaneous
redemptions from several shareholders may satisfy §302(b)(2)
as to some shareholders but not as to others. However, if sev-
eral shareholders exchange shares simultaneously or otherwise

“8S. Rep. No. 83-1622, at 234-235 (1954).
“’Rev. Rul. 75-512.
“'Reg. §1.302-3(a).
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pursuant to the same plan, §302(b)(2) is applied by reference
to the total shares left outstanding after all exchanges under
the plan. As participation by several shareholders further re-
duces total outstanding stock after the exchange, it may be nec-
essary to redeem more shares from a given shareholder than if
he alone were redeemed.

Example: Corporation M has 400 shares of common stock
outstanding of which A, B, C, and D each own 100 shares,
or 25%. No stock is constructively owned by A, B, C, or
D under §318. M redeems 55 shares from A, 25 shares
from B and 20 shares from C. For the redemption to be dis-
proportionate as to any shareholder, that shareholder must
own after the redemption less than 20% (80% of 25%) of
the 300 shares then outstanding. After all redemptions are
completed, A owns 15% (45/300), B owns 25% (75/300)
and C owns 26 2/3% (80/300). The distribution is substan-
tially disproportionate only with respect to A.*'

The absolute number of percentage points by which a
shareholder’s pre-redemption ownership interest must be re-
duced in order to satisfy the 80% tests of §302(b)(2) will vary
depending on that shareholder’s pre-redemption percentage
ownership interest. For example, a 60% shareholder’s percent-
age interest would have to be reduced to less than 48%, a reduc-
tion of over 12 absolute percentage points. A 50% sharehold-
er’s percentage interest would have to be reduced to less than
40%, a reduction of over 10 absolute percentage points. A 20%
shareholder’s percentage interest would have to be reduced to
less than 16%, a reduction of over 4 absolute percentage points.

4. Mathematical Formulas

The minimum number of shares that must be redeemed in
order to satisfy §302(b)(2) can be computed for a particular sit-
uation under various mathematical formulas. Where the share-
holder to be redeemed owns 62.5% or less of the voting power
before the redemption, the formulas are relatively simple. One
simple formula, where it is prearranged that stock is to be re-
deemed from only one shareholder, is to round to the next high-
est whole number the number determined as follows:

N-DT
1-D

N is the number of shares owned by the shareholder before
the exchange. D is the decimal percentage representing 80% of
the shareholder’s pre-redemption percentage interest. T is the
total number of shares outstanding before the redemption. X is
the number of shares that need to be redeemed to exactly re-
duce the shareholder’s percentage interest to 80% of the share-
holder’s prior percentage interest.

Thus, for a shareholder who owns 60 of 100 total outstand-
ing shares, the calculation is:

“'Reg. §1.302-3(b). See TAM 8137023 (two redemptions treated as part
of a single plan and, therefore, the taxpayer failed to meet the substantially dis-
proportionate test).
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60 — .48 (100)
X =
1-.48
X = 23.08

Rounding upward, 24 shares must be redeemed from this
shareholder in order to reduce the shareholder’s interest to less
than 50% and to less than 80% of the shareholder’s original
60% ownership.*”

Where a shareholder owns more than 62.5% of the voting
stock before a redemption, and where several shareholders are
redeemed simultaneously, the formulas are more complex.*”

5. Public Company Redemption Offers: Conditional
Tenders

In several situations where publicly held companies have
made exchange offers to their own shareholders, the end results
of which are not prearranged, the company has calculated a
minimum percentage of each shareholder’s stock which, if ex-
changed with the company, will qualify under §302(b)(2). De-
pending on the maximum number of shares the company will
accept from all shareholders on a first-come first-served basis,
a minimum tender can be calculated for each under-50% share-
holder, which, if conditioned on redemption of the stated max-
imum number of shares, assures that §302(b)(2) will be satis-
fied. The procedure is to calculate for a hypothetical sharehold-
er owning an assumed percentage of the total voting stock the
minimum number of shares the shareholder must exchange in
order to reduce the shareholder’s percentage interest by more
than 20%, based on total outstanding stock if the maximum
number of shares under the offer are redeemed. The minimum
number of shares that must be redeemed from the sharehold-
er can then be expressed as a percentage of the shareholder’s
pre-redemption holdings. This percentage will then “work” for
every shareholder owning less than 50% of the voting power of
all classes of stock entitled to vote.

Example: A publicly held company has one million out-
standing shares of voting common stock. The company of-
fers to redeem up to 100,000 shares. Institutional investor
M owns 50,000 shares (5%). In order to qualify under
§302(b)(2), M must reduce its percentage interest to less
than 4%. If the exchange offer is fully successful, M must
own less than 36,000 shares (4% of 900,000). Therefore,
M must exchange more than 14,000 of its shares. To use
round figures, A will qualify if it exchanges 14,500 shares,
a quantity that represents 29% of its pre-redemption hold-
ings. Therefore, 29% represents the minimum percentage
of each shareholder’s holdings, based on the figures in this
transaction, which will satisfy §302(b)(2).**

“2If 24 shares are redeemed, the shareholder’s ownership will be 47.4%
(36/76), which is less than 50% and less than 48% (80% of 60%).

43 For formulas to use in such situations, see the Worksheets, below.

#* See Notes, “Conditioned Offer Assures Disproportionate Redemption,”
33 J. Tax’n 320 (1970).
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C. Reduction in Percentage Interest in Common Stock

In addition to the prescribed percentage decrease in voting
stock, §302(b)(2) also requires that a shareholder’s percentage
ownership of common stock — whether voting or nonvoting
— be reduced, as a result of the redemption, to less than 80%
of the shareholder’s pre-redemption percentage interest in such
stock.” The required reduction applies to the quantity of voting
and nonvoting common stock combined.*

If there is more than one class of common stock, determi-
nations are to be made by reference to fair market value.*”’ In
Rev. Rul. 87-88, the IRS determined that if a corporation has
both voting and nonvoting common stock, the two categories
should be aggregated for the reduction requirement of §302(b)
(2)(C). The IRS based its ruling on the wording of §302(b)(2)
(C), which specifies that, if there is more than one class of com-
mon stock, the fair market value of all of the common stock,
voting and nonvoting, will be used to determine whether there
has been the requisite reduction in ownership.

1. Shareholder Owns Only Voting Preferred

If a shareholder owns only voting preferred stock and no
common stock, technically, a redemption of the shareholder’s
preferred stock will not reduce the shareholder’s common stock
interest, since the shareholder’s interest in the common stock is
zero before and after the redemption.

In Rev. Rul. 81-41, A owned the 4,900 outstanding shares
of voting preferred stock of a corporation, but held none of the
common stock. Upon A’s request, the corporation redeemed
2,000 of A’s voting preferred shares for cash. The revenue rul-
ing addresses the issue whether the redemption qualifies under
§302(b)(2), even though A cannot satisfy the 80% reduction of
common stock test because A owned no common stock either
directly or constructively.

The IRS analyzed the legislative history of §302(b)(2),
and concluded that the purpose of the reduction in common
stock requirement was to prevent a shareholder from receiving
exchange treatment where the shareholder’s voting interest in
the corporation was reduced but the shareholder either retained
or improved the shareholder’s “participatory” interest (repre-
sented by the common stock) in the corporation as a result of
the redemption. However, if the shareholder holds only voting
preferred stock, the shareholder does not have a participatory
interest in the corporation either before or after the redemp-
tion. Thus, the abuse prevented by the reduction in common
stock requirement is not present where the shareholder holds
only voting preferred stock. Therefore, the IRS ruled that a re-
demption of voting preferred stock can qualify as a substantial-
ly disproportionate redemption under §302(b)(2) even though
the redeeming shareholder does not experience a reduction in
common stock ownership, if the shareholder owns no common
stock either directly or constructively.

A problem may arise if a shareholder owning only voting
preferred stock surrenders some of those shares and receives
warrants to purchase common stock of the distributing corpora-

#38302(b)(2)(C) (flush language).
#6§302(b)(2)(C) (flush language).
#78302(b)(2)(C) (flush language).
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tion. Under Rev. Rul. 68-601, if no contingencies limit the ex-
ercise of the warrants, option attribution causes the sharehold-
er to be considered as owning the common stock for which the
warrants can be exercised. As a result, the shareholder’s inter-
est in the common stock will increase from zero to some degree
of percentage interest in the company’s common stock. In this
situation, §302(b)(2)(C) would not be satisfied.

2. Planning

Care must be taken when planning the initial capitalization
of a new corporation if §302(b)(2) will be relied upon to cash
out an investor’s equity interest. In the typical case, the various
incorporators will invest varying amounts of cash, property,
and services in return for stock of the corporation. Those in-
vestors that contribute primarily cash to the corporation may
wish to cash out on a portion of their investment once the busi-
ness is up and running. On the other hand, those investors that
contribute minimal cash, but manage the business on a daily
basis, will often desire a common stock interest equal to that
of the majority cash investor. In such a situation, the investors
that contribute a majority of the cash typically receive com-
mon stock and nonvoting preferred stock of the corporation
while the service providers take only common. If this is the
course chosen by the parties, §302(b)(2) may not be available
to qualify the redemption of the nonvoting preferred stock un-
der §302(b)(2) when the cash investor seeks to cash out a por-
tion of the investment through a redemption of the nonvot-
ing preferred. On the other hand, if the parties choose to have
the corporation issue only common stock, it will be difficult
to maintain the desired percentage sharing of ownership while
still returning to the investors their original funds through a
§302(b)(2) redemption. One alternative is to have the corpo-
ration issue a combination of debt and equity. The following
example illustrates the advance planning problems associated
with §302(b)(2).

Example: Three individuals, A, B, and C, form a new com-
pany and each wants an equal one-third interest. A, how-
ever, has only $5,000 to invest. B and C can each invest
$35,000 but want $30,000 returned once the business gets
off the ground. Each party could take a one-third voting in-
terest by putting $5,000 into common stock. B and C could
each invest $30,000 in nonvoting, nonparticipating pre-
ferred stock that can later be redeemed. However, §302(b)
(2) will not be available for such a redemption solely of
nonvoting preferred. If A, B, and C put all their invest-
ment into common stock, the potential increase in value of
such stock will make it difficult to redeem $30,000 worth
of such stock from B and C while still preserving equal
one-third ownership interests.

The parties could consider taking common and preferred
stock as follows:
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A B C
Common:
Capital $5,000 $12,600 $12,600
Shares 50 126 126
% 16.56% 41.72% 41.72%
Nonvoting
Preferred: $22,400 $22.400

If the company later redeems 76 common shares each from
B and C, along with all of its preferred stock, each 33 1/
3% interest of B and C in the common stock after the re-
demption qualifies under §302(b)(2) as less than 80% of
41.72%. The preferred stock redemption will automatical-
ly qualify under Regs. §1.302-3(a) (discussed at VL.E. be-
low). The difficulty with this plan, however, is that the
more successful the business, the higher the value of the
common stock becomes, and B and C cannot each recoup
$30,000 while reducing their common stock interests to 33
1/3% and also eliminating all preferred stock.

In this particular situation, it is difficult to plan for the use
of §302(b)(2) to return $30,000 each to B and C while
preserving equal one-third ownership interests among A,
B, and C. Because of such difficulties, the three owners
should perhaps each invest $5,000 in common stock, while
B and C each take back debt obligations for their $30,000.
Later, the corporation can repay B and C tax-free, if the
debt is upheld as valid debt for tax purposes, while the
three owners continue to hold equal equity interests.**

D. Less Than 50% Voting Power

In addition to the voting stock and common stock require-
ments discussed above, in order for a redemption to be consid-
ered substantially disproportionate under §302(b)(2), immedi-
ately after the redemption, the shareholder must own less than
50% of the total combined voting power of all classes of stock
entitled to vote.*”” Therefore, a redemption is able to meet the
substantially disproportionate requirements only if the redeem-
ing shareholder owned over 50% of total voting power before
the redemption and gave up such control in the redemption, or
the redeeming shareholder owned less than 50% of total voting
power before and after the redemption. The apparent purpose
of this rule is to allow exchange treatment under §302(b)(2) on-
ly where the taxpayer is not a controlling shareholder after the
redemption, either directly or constructively.

A difficult question that arises in connection with the less-
than-50%-rule is whether this rule can be circumvented by spe-
cial charter or bylaws provisions which give the shareholder
“effective” control even though, quantitatively, the shareholder
owns less than 50% of total voting power. For example, after
the redemption of a portion of shareholder T’s shares, share-

8 See Bravenc, “A Corporate Financial Structure Facilitating Later With-
drawal of Invested Capital,” Prentice-Hall Tax Ideas q 25,025 (1977).
7§302(b)(2)(B).
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holder T owns 26% of total voting power. However, the cor-
porate bylaws provide that certain corporate decisions require
a vote of at least 76% of the common stock and the other two
shareholders own 26 and 48%, respectively, of the remaining
stock. In this case, no two shareholders can collaborate to effect
positive corporate action, so that any one shareholder can, in ef-
fect, veto any proposed transaction. In substance, a unanimous
vote is required for affirmative action. It is unclear whether this
kind of veto power, or “negative control,” will be considered
equivalent to at least 50% of total voting power.'”

E. Simultaneous Redemption of Nonvoting Preferred
Stock

Under §302(b)(2), a shareholder’s exchange must involve
at least some voting stock, either common or preferred. If the
shareholder owns voting preferred stock and nonvoting com-
mon stock, the redemption must include both the preferred and
common stock in order to satisfy §302(b)(2).

Section 302(b)(2) does not apply to a redemption solely
of nonvoting common stock or solely of nonvoting preferred
stock. However, the regulations provide in effect that if at
least some voting common stock is redeemed from a share-
holder, nonvoting preferred stock which is not §306 stock may
be redeemed simultaneously from that shareholder along with
the qualifying stock, and will also receive exchange treatment.
Reg. §1.302-3(a) states, in part:

Section 302(b)(2) only applies to a redemption of

voting stock or to a redemption of both voting stock

and other stock. Section 302(b)(2) does not apply to

the redemption solely of nonvoting stock (common

or preferred). However, if a redemption is treated

as an exchange to a particular shareholder under the

terms of section 302(b)(2), such section will apply to

the simultaneous redemption of nonvoting preferred

stock (which is not section 306 stock) owned by such

shareholder and such redemption will also be treated

as an exchange.

Note: This regulation does not require any minimum re-
duction in the shareholder’s percentage interest in nonvoting
preferred stock redeemed simultaneously with the qualifying
stock under §302(b)(2).

A shareholder holding only nonvoting preferred stock may
be able to qualify a redemption of the nonvoting preferred stock
under §302(b)(2), if voting common stock constructively held
by the shareholder under §318 is simultaneously redeemed.*"

Practice Point: This free ride, or piggyback, rule for non-
voting preferred stock is useful in planning the affairs of close-
ly held companies where the senior shareholders desire to
transfer part of the common stock interest to younger members
of management. A frequent solution is to recapitalize the com-
pany and have the senior shareholders exchange part of their
common stock for nonvoting preferred stock. At a later date,

0 See Fireoved v. U.S., 462 F.2d 1281 (3d Cir. 1972) (in cited fact pattern,
T held to be in control of corporation for purposes of §306(b)(4)(B)). See
VLF.4.c., below, for a more detailed discussion of Fireoved. For an argument
that under-50% veto power should be held not to satisfy §302(b)(2), see Note,
51 Texas L. Rev. 782 (1973). But see “Redemptions From Minority Sharehold-
ers and §302(b)(1),” 77-1 Tax Mgmt. Memo. 7, n.50 (Jan. 3, 1977).

4! Gee Rev. Rul. 77-237, discussed at V.F.2., below.

767-4th

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

the corporation can redeem from the senior members part of
their voting common stock and their nonvoting preferred stock
under the protection of §302(b)(2). If preferred stock is re-
ceived in a recapitalization, however, and the recipients retain
common stock in the corporation (or constructively own com-
mon stock under the attribution rules of §318, the preferred
stock might be vulnerable to being classified as §306 stock.*> A
later redemption of part or all of the preferred stock would then
suffer dividend treatment under §306(a)(2) unless the share-
holder surrenders all of the shareholder’s preferred and com-
mon stock.*”

F. Attribution Rules

1. Generally

Section 318 provides an elaborate set of “attribution rules”
that operate in the redemption context to treat the distributee
as constructively owning stock that is owned by certain related
parties (see IX, below, for a discussion of the §318 attribution
rules).

The constructive ownership rules of §318 apply in making
calculations under §302(b)(2) for stock ownership before and
after the redemption.” There is no leeway to disregard attri-
bution for any reason. However, an unresolved issue under
§302(b)(1) is whether actual hostility between persons as to
whom §318 constructive ownership would literally apply can
justify not applying attribution.” This issue theoretically could
arise under §302(b)(2) as well. No cases to date, however, have
permitted nonapplication of the §318 rules in testing a redemp-
tion under §302(b)(2).

2. Use of Attribution Rules to Qualify a Redemption
Under §302(b)(2)

If stock is simultaneously redeemed from the distributee’s
tax “relative,” in certain circumstances, this redemption is in
effect treated as also occurring from the distributee. In such
cases, the attribution rules could be used to help qualify a re-
demption under §302(b)(2).

The authority for treating a redemption as being from
someone other than the actual owner of the stock is found in
Rev. Rul. 77-237. This revenue ruling involved unrelated in-
dividuals A and B who each owned 50 of 100 shares of vot-
ing common stock, and A’s father, C, who owned all 100 out-
standing shares of nonvoting preferred stock. The company re-
deemed all of C’s nonvoting preferred shares and 20 common
shares from A. The redemption of the 20 common shares from
A qualified under §302(b)(2). Because under §318, C was
treated as owning all of the common shares held by A, the IRS
treated the redemption of the common stock as being from A
for purposes of A’s tax treatment, and also from C, for purposes
of determining C’s tax treatment. Therefore, because the con-
structive redemption of common shares from C qualified under
§302(b)(2), under the rule of Reg. §1.302-3(a), the simultane-
ous redemption of C’s nonvoting preferred stock qualified un-
der §302(b)(2).

“2 See §306(c).

63 See §306(b)(1)(B).
“*Reg. §1.302-3(a).
45Gee VLI, below.
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Rev. Rul. 77-237 applies the constructive ownership rules
of §318, not only for determining the distributee’s interest in
the corporation before and after a redemption, but also for treat-
ing redemptions of common stock as having occurred from a
person other than the person from whom that redemption actu-
ally occurred. This interpretation represents a somewhat unusu-
al application of the constructive ownership rules, but one that,
in this kind of situation, helps taxpayers.

Note: In Rev. Rul. 77-237, the father could have qualified
his redemption under §302(b)(3), but would then have to satisfy
§302(c)(2) in order to waive attribution of his son’s stock to
himself.

Another situation where the IRS’s position in Rev. Rul.
77-237 can benefit taxpayers is where a shareholder, A, owns
voting stock of a corporation and a trust for the benefit of
A’s children actually owns nonvoting preferred stock (not §306
stock). It may be possible to qualify under §302(b)(2) the si-
multaneous redemption of part of A’s common stock and all of
the trust’s nonvoting preferred stock. The trust is the construc-
tive owner of the common stock (the father’s shares are attrib-
uted to his children and then reattributed to the trust). Under
Rev. Rul. 77-237, the redemption of the nonvoting preferred
stock from the trust could apparently qualify for exchange
treatment under §302(b)(2) provided that the redemption of the
voting common stock from A qualifies under §302(b)(2).

Other variations of the use of Rev. Rul. 77-237 are illus-
trated by the following example:

Example: A Taxpayer owns some of the outstanding vot-
ing common stock, and spouse (S) owns some of the vot-
ing preferred stock, of the same corporation. If all of S’s
preferred stock is redeemed, S could qualify for exchange
treatment under §302(b)(3) by filing a 10-year agreement
to waive attribution of Taxpayer’s common stock to S. But
if only part of S’s preferred stock is redeemed, attribution
of Taxpayer’s common stock to S (assuming it is not si-
multaneously redeemed from taxpayer) cannot be waived,
and may prevent S from qualifying under §302(b)(2) if the
IRS takes the view that S has not satisfied the percent-
age reduction requirement in §302(b)(2)(C) as to common
stock. If S’s stock is nonvoting, S would clearly be ineli-
gible to qualify under §302(b)(2). From a planning view-
point, however, if Taxpayer arranges to have enough of
Taxpayer’s common stock redeemed simultaneously so as
to satisfy §302(b)(2) as to Taxpayer’s common stock, it
appears that because the redemption of Taxpayer’s stock
would in effect be attributed to S, S’s constructive qual-
ification under §302(b)(2) would also result in exchange
treatment for the actual redemption from S of voting pre-
ferred stock.

G. What Is Voting Stock and Related Matters

Section 302(b)(2) refers to several different characteristics
of stock that affect the mathematical calculations under this
provision. Care must be taken to differentiate “stock entitled
to vote,” “voting stock,” “total combined voting power,” and
“common stock.”
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1. Voting Stock

To be considered voting stock, the stock generally must
have the current right to vote in the election of corporate direc-
tors.*® Whether the stock is common stock or preferred stock is
irrelevant; the only issue is whether the stock is, in fact, proper-
ly classified as voting stock.”” Thus, voting rights with respect
to major corporate events, such as mergers, sales of substantial
portions of assets, etc., are not by themselves sufficient voting
rights to satisfy the voting stock requirement.***

Although voting stock must possess the current right to
vote in the election of directors, no authority exists regarding
the extent of the voting rights required. An issue arises where
a class of stock has voting rights that, on a vote-to-value basis,
are less than those of other classes of issuer’s voting stock.
Suppose, for example, that a corporation has 10 shares of vot-
ing preferred stock, which carry one vote per share, and has a
value equal to one million of the corporation voting common
shares, which also carry one vote per share. In this case, the IRS
presumably could make a compelling argument that the voting
preferred stock is, in fact, not voting stock, because its voting
rights in relation to its value are insignificant when compared
to the voting rights of other classes of the corporation’s voting
stock.

Comment: Deciding whether stock labeled as voting stock
should qualify as such really comes down to a matter of instinct
and common sense. Provided that the purported voting stock
carries voting rights that are not wildly disproportionate to the
value of the stock (when compared to the relationship of voting
rights to value of other voting stock of the issuer), such stock
should be considered voting stock.

It is not completely settled whether, to be treated as voting
stock, the vote must be available for all, or for possibly the most
significant management decisions. In Cornwall v. Commission-
er,*” a reduction in voting rights as to a member’s money with-
drawals from an insurance underwriting association (taxable as
a corporation) was held insufficient to satisfy the voting rights
rules of §302(b)(2) because the shareholder had not shown that
his voting or management rights were reduced on other sub-
jects; apparently, the association followed a one-man-one-vote
policy on all management issues except money withdrawals.

“SRev. Rul. 71-83 (voting power for §1504(a) purposes is determined
without regard to convertibility of nonvoting stock into voting stock). For an
interesting (and perhaps unique) departure from this general rule, see Forrest
Hotel Corp. v. Fly, 112 F. Supp. 782 (S.D. Miss. 1953) (common stock could
not vote currently, due to dividend arrearage on preferred; common nonetheless
held to be voting stock). See also Rev. Rul. 73-28 (Parent issued its voting stock
to its 1st-tier subsidiary in exchange for stock of 2nd-tier subsidiary in “B” Re-
organization; Parent stock constituted “voting” stock even though, under state
law, it could not be voted in the hands of the 1st-tier subsidiary).

47 See, e.g., Rev. Rul. 63-234; Rev. Rul. 69-126 (for purposes of §1504(a),
preferred stock having the right to select three of eight directors is voting
stock). But see TAM 9452002 (80% voting power requirement under §1504(a)
does not require that affiliation be determined mechanically based solely on
election of directors where substantial restrictions are placed on authority of
those directors).

“Many of the authorities in the voting stock area arise in the context of
determining whether one corporation is affiliated with another. Affiliation re-
quires, inter alia, ownership of 80% of the voting power of the affiliated corpo-
ration. §1504(a).

“248 T.C. 736 (1967).
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A redemption of stock held in a voting trust and voted
by an unrelated trustee is tested under §302 by reference to
the beneficial owner of the stock.”” Apparently, the stock is
still considered voting stock for §302 purposes even though
the beneficial owner does not exercise the voting power. It is
unclear whether an agreement among shareholders giving one
shareholder rights to vote stock owned by another shareholder
would be treated the same way.

2. Stock Entitled to Vote

Stock that can elect directors is both “voting stock” and
“stock entitled to vote.” Stock that cannot elect directors may
not qualify as “voting stock” under the authorities discussed
above, but may qualify as “stock entitled to vote” in applying
the 50% limitation of §302(b)(2)(B).

If stock has a right to vote on any corporate subject,
whether routine or extraordinary (such as a merger or sale of
assets), such stock might qualify as “stock entitled to vote.”
There are opinions to the contrary.”" Literally, a right to vote on
any subject, even contingently, gives stock at least some voting
power. But if such rights do not justify treating stock initially
as stock entitled to vote, presumably the fact that such stock has
some voting power will be disregarded under §302(b)(2)(B).

3. Total Combined Voting Power

Because the 50% limitation of §302(b)(2)(B) refers to the
total combined voting power of all classes of “stock entitled
to vote,” it is necessary to compute the total combined voting
power by reference to such stock rather than by reference to
“voting stock.” Where the right to elect directors is the sole cri-
terion of voting stock, voting power has been determined by the
relative percentages of the total board membership that each
class of stock can elect and the shareholder’s percentage own-
ership of each class.”? Where rights in addition to, or other than,
electing directors must be weighed, there are no clear guide-
lines.

4. Common Stock

As indicated above, the reduction in common stock re-
quirement includes both voting and nonvoting common stock.
For authority in other areas as to when stock is or is not treated
as common stock, see Rev. Rul. 79-163 (voting common hav-
ing either a limited right to dividends or to assets on liquidation
held not common stock for §306 purposes); Rev. Rul. 76-386
(voting common held still common stock despite corporation’s
right of first refusal); Rev. Rul. 76-387 (nonvoting common
still common for §306 purposes even though one class could
receive dividends without equal dividends being paid on the
other); Rev. Rul. 75-236 (special class of voting common hav-

7 See Rev. Rul. 71-262.

7! See Rev. Rul. 72-72; Rev. Rul. 63-226, revoked by Rev. Rul. 73-611.
Note, however, that by declaring Rev. Rul. 73-611 obsolete in Rev. Rul. 95-71,
the IRS implicitly acknowledged that its position in the 1973 ruling regard-
ing whether an S corporation violated the §1361(b)(1)(D) “I class of stock”
requirement by issuing stock that carried varied voting rights was superseded
by the enactment, under the Subchapter S Revision Act of 1982, Pub. L. No.
97-354, §2, of §1361(c)(4) (which provides that differences in voting rights
will not necessarily cause an S corporation’s common stock to be segregated
into classes).

“PRev. Rul. 69-126; Rev. Rul. 63-234.
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ing limited preferred right to dividends and to assets on liqui-
dation held not common stock for §306 purposes); Rev. Rul.
57-132 (nonvoting common redeemable at discretion of corpo-
ration not common stock for §306 purposes).

H. Related Transactions Under a Plan

Occasionally, a redemption is combined with another
transaction under a single overall plan for rearranging share-
holders’ ownership interests. For example, a corporation may
redeem some (but less than all) of the shares owned by one or
more shareholders at the same time that the same or another
shareholder sells some of that shareholder’s remaining shares
to an outsider,”” or the corporation sells newly issued stock to
new investors (for example, in a public offering of its stock).
In addition, existing shareholders may want to rearrange their
holdings by combining a redemption with direct stock sales
between or among themselves. In any of these situations, the
question arises as to the proper “before” and “after” measuring
points for testing the redemption under §302(b)(2).

Section 302(b)(2)(D) expressly adopts step transaction
principles to determine when the distributee’s interest in the
corporation should be measured. Generally, for purposes of de-
termining the tax consequences of a transaction, the step trans-
action doctrine will integrate a series of formally separate in-
terdependent steps and view the transaction as a whole."”* Sec-
tion 302(b)(2)(D) provides that §302(b)(2) will not apply to
any redemption made pursuant to a plan the purpose or effect
of which is a series of redemptions resulting in a distribution
that (in the aggregate) is not substantially disproportionate with
respect to the shareholder.””” Reg. §1.302-3(a) provides that
whether or not such a plan exists will be determined from all
the facts and circumstances.

The scope of §302(b)(2)(D) was analyzed by the IRS in
Rev. Rul. 85-14. In this revenue ruling a corporation, X, had a
single class of stock outstanding that was held by four unrelat-
ed shareholders, A (the president of X), B (the vice-president
of X), C, and D. A held 1,466 shares, B held 210 shares, C held
200 shares, and D owned 155 shares of X stock. X had a re-
purchase agreement with shareholders B, C, and D. This agree-
ment provided that if any shareholder ceased to be actively con-
nected with the business operations of X, that shareholder must
tender to X its then-held X shares. X had a reciprocal obligation
to purchase such shares within six months of such sharehold-

7 See, e.g.. Zenz v. Quinlivan, 213 F.2d 914 (6th Cir. 1954) (sale of stock
by distributee, followed by corporation redeeming the balance of distributee’s
shares qualified under §302(b)(3) as a complete termination). See IX., below,
for a discussion of redemptions that are part of a larger plan. Also, as in PLR
200125010 and PLR 199946002, a corporation may institute several integrated
transactions, such as joining a redemption and a recapitalization with the is-
suance of stock to key employees. The IRS ruled that this series of integrated
transactions resulted in substantially disproportionate redemptions for the re-
deeming shareholders.

4 See X.A., below, for a discussion of the step transaction doctrine; PLR
200441007 (company had no plan for a series of related redemptions where on-
ly the board of directors could authorize redemptions and shareholders had no
knowledge of other shareholders’ requests for redemptions).

7 See PLR 9223030 (granting to certain shareholders of right to require
company to redeem their stock (“put right”) under certain circumstances
(reaching the age of 65, etc.) not considered to be a plan that would prevent
redeemed shareholder from qualifying under §302(b)(2)).
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er’s ceasing to be actively connected with X’s business opera-
tions.

On January 1, 1983, B notified A that B was going to re-
sign as vice-president as of March 22, 1983. Based on this in-
formation, A caused X to redeem 902 shares of A’s X stock,
on March 15, 1983. This redemption, standing alone, qualified
for exchange treatment under §302(b)(2) (pre-redemption inter-
estin X equaled 72.18%, post-redemption interest in X equaled
49.96%, which is less than 57.74% (80% of 72.18%).

On March 22, 1983, B resigned from X and, in accordance
with the repurchase agreement, X redeemed all of B’s shares
within the next six months. After the redemption of B’s shares,
A’s interest in X increased to 61.37%. Thus, if A’s redemption
were considered to be part of a §302(b)(2)(D) series of redemp-
tions, it would not qualify under §302(b)(2) because A’s own-
ership of X’s voting stock immediately after the series of re-
demption’s exceeded 50% of the total combined voting power
of all the X stock and A’s ownership of X’s stock after the re-
demption was reduced from 72.18% to 61.37%, which would
not meet the 80% requirement of §302(b)(2)(C).

The IRS concluded that:

“[A]lthough A and B had no joint plan, arrangement,
or agreement for a series of redemptions, the redemp-
tion of A’s shares was causally related to the redemp-
tion of B’s shares in that A saw an apparent oppor-
tunity to secure exchange treatment under §302(b)(2)
of the Code by temporarily yielding majority control
over the affairs of X.

Nothing in section 302(b)(2)(D) of the Code or in the

legislative history of this section (S. Rep. 1622, 83d

Cong., 2d Sess. 234-235 (1954)) indicates that the

existence of a plan depends upon an agreement be-

tween two or more shareholders. Thus, a “plan” for
purposes of §302(b)(2)(D) need be nothing more than

a design by a single redeemed shareholder to arrange

a redemption as part of a sequence of events that ul-

timately restores to such shareholder the control that

was apparently reduced in the redemption.”

Therefore, the proper time to measure A’s interest is after
the redemption of B’s shares. At this point in time, A’s interest
in X fails to meet the standards of §302(b)(2).

The Tax Court analyzed §302(b)(2)(D) in Glacier State
Elec. Supply Co. v. Commissioner,”® which involved a buy-
sell agreement entered into between a corporation, GSB, and its
shareholders X, Y, Z, and P. The buy-sell agreement provided
that one-half of the GSB shares held by P would be redeemed

7680 T.C. 1047 (1983).
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upon the death of X or Y and that all of Z’s shares would
be redeemed upon Z’s death. X died in 1976 and pursuant to
the buy-sell agreements, one-half of P’s GSB shares were re-
deemed. This redemption reduced P’s interest in GSB from
60.22% to 42.91%. Further, after the redemption, P owned less
than 50% of the GSB stock that was entitled to vote. Therefore,
the redemption of P’s shares qualified for exchange treatment
under §302(b)(2).

However, P preferred dividend treatment because it was a
corporation and entitled to a dividend received deduction under
§243(a). P argued that the redemption of its GSB shares, when
coupled with the eventual redemption of Z’s shares upon Z’s
death, constituted a series of redemptions under §302(b)(2)(D).
If P’s interest were measured when Z’s shares were redeemed,
P would not qualify for exchange treatment under §302(b)(2)
(assuming GSB had the same capital structure at the time of Z’s
death).

The court held that although the redemption of P’s shares
may be part of a series of redemptions and pursuant to a plan,
the buy-sell agreements were entered into for legitimate busi-
ness reasons and the “purpose or effect” of the agreement was
not to result in a substantially proportionate distribution to P.
The court also pointed out that even if P’s interest in GSB were
measured after the eventual redemption of Z’s shares, the re-
demption still might be substantially disproportionate, because
GSB'’s capital structure may change before Z dies. Therefore,
the court held that §302(b)(2)(D) did not apply and the redemp-
tion of the GSB shares held by P qualified for exchange treat-
ment under §302(b)(2).

Observation: The court in Glacier State rejected the use of
general common law step transaction principles used in Roe-
bling v. Commissioner'”’ and Johnston v. Commissioner’™ to
find a plan under §302(b)(1) and §302(b)(3) because “the ex-
press language of sec. 302(b)(2)(D) states that it applies only
for purposes of sec. 302(b)(2).”*” Apparently, this quoted lan-
guage means that the §302(b)(2)(D) standard is the IRS’s only
recourse for integrating a series of redemptions under §302(b)
(2). However, the finding of a series of redemptions is not the
IRS’s only means for policing §302(b)(2). For example, the
IRS could use general step transaction doctrine principles to
disqualify a redemption under §302(b)(2) where the distributee,
pursuant to a plan and after the redemption of the distributee’s
shares, purchases from other shareholders an amount of shares
to return the distributee back to its pre-redemption interest in
the corporation.

777 T.C. 30 (1981).
77 T.C. 679 (1981).
4980 T.C. 1047, 1060, n.23.
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VI. Section 302(b)(1) — Not Essentially Equivalent
to a Dividend

A. Introduction

Section 302(b)(1) provides that a redemption will receive
exchange treatment “if the redemption is not essentially equiv-
alent to a dividend.” When the requirements of §302(b)(2), (3)
and (4) cannot be satisfied, this section provides the taxpayers
a chance to receive exchange treatment.*

Unlike the requirements of §302(b)(2) (substantially dis-
proportionate redemptions) and §302(b)(3) (redemptions that
terminate a shareholder’s interest), there is no mathematical
safe haven with respect to redemptions that are not essentially
equivalent to a dividend. Instead, the language of §302(b)(1) is
general in nature and requires an analysis of the facts and cir-
cumstances of each particular case™ A proper “feel” for the
way in which this criterion is likely to be applied in a partic-
ular case requires an understanding of the tax rules governing
redemptions and partial liquidations at least as far back as the
1954 Code.

From a planning point of view, §302(b)(1) presents great
difficulties. Without an advance private ruling from the IRS,
there are few situations where a taxpayer can rely with com-
plete certainty on §302(b)(1) for exchange treatment of a re-
demption. Nevertheless, a number of safe havens have been es-
tablished by the courts and the IRS upon which taxpayers con-
tinually rely.

The major Supreme Court case in the area of §302(b)(1)
redemptions is U.S. v. Davis.*’ In Davis, the Supreme Court
held that business purpose is not pertinent to determinations
under §302(b)(1).** The Court also held that a redemption from
a sole shareholder (i.e., a shareholder who owns 100% of the
corporation) is always essentially equivalent to a dividend and
that the attribution rules of §318 are to be applied.***

The Court stated that the basic test under §302(b)(1) is
whether the redemption results in “a meaningful reduction of
the shareholder’s proportionate interest in the corporation.”™*
No guidelines were furnished, however, as to when a reduction
in interest is “meaningful.”

While the application of §302(b)(1) — both before and af-
ter Davis — depends on the facts and circumstances of each
case, the IRS will issue advance private rulings under §302(b)
a )‘486

*®0Of course, in the case of a corporate taxpayer desiring a dividends re-
ceived deduction, this section may provide the last clear chance for the IRS to
find §302(a) treatment. Note that according to §302(b)(5), except to the extent
provided in regulations, the redemption of stock of a publicly offered RIC is
treated as an exchange if the redemption is upon the demand of the shareholder
and the company issues only stock which is redeemable upon the demand of
the shareholder.

“IReg. §1.302-2(b)(1).

2397 U.S. 301, reh’g denied, 397 U.S. 1071 (1970).

*3Under the predecessor of §302, the courts had struggled with the ques-
tion of whether business purpose was a factor in finding dividend equivalence.
See VI.B., below.

4 See also Reg. §1.302-2(b)(1).

397 U.S. at 313.

% See, e.g. PLR 201918009. But see Rev. Proc. 2025-3, §3.01(50), (51)
(rulings or determination letters may not be issued where the redemption of
stock under §302 involves the exchange of certain forms of consideration such
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A redemption is tested under §302(b)(1) solely by refer-
ence to the shareholder’s stock ownership, and the attributes
of such ownership, before and after the exchange. Unlike the
special rules for disregarding (“waiving”) family attribution in
qualifying a redemption under §302(b)(3), a shareholder may,
in connection with §302(b)(1), retain an interest in the corpora-
tion. The only requirement under §302(b)(1) is that enough of
a reduction in the shareholder’s stock ownership occur so that
the shareholder’s rights and influence as a shareholder are re-
duced sufficiently to persuade the IRS or the courts that there
has been a “meaningful” reduction in the shareholder’s stock
ownership interest.

B. Legislative History

1. The Sale Analogy

The legislative history of §302 rests on the comparison be-
tween a redemption of stock and a sale of the same stock to a
third person. If the stock is held as a capital asset, its sale to
a third person produces capital gain or loss under the general
rules of §1001 and §1201*" — §1223. Because a sale of stock
to a third person reduces the seller’s percentage interest in the
corporation, i.e., the same total number of shares remain out-
standing but the seller owns fewer shares, Congress has rea-
soned that a redemption which also reduces the shareholder’s
interest in the corporation deserves “sale” treatment for tax pur-
poses.

Despite this rationale in the legislative history, however,
the so-called “sale” analogy is not a simple guide for determin-
ing when a redemption will qualify under §302(b)(1). Unlike
a sale of stock to a third person, a redemption involves an ac-
tual distribution of corporate earnings, an event that, under the
rules of §§301 and 316, is ordinarily taxable in full as dividend
income. In a sale, the amount of corporate earnings is usually
reflected in the selling price of the stock, but the reflection is
indirect. Actual corporate earnings stay intact, presumably to
be taxed later to the buyer when he withdraws them. In a re-
demption, corporate earnings leave corporate solution perma-
nently and, if not taxed at divided rates then, they never will be
so taxed. The redemption rules thus reflect a basic tension be-
tween a literal sale analogy and the need to protect the dividend
rules of the tax code.

Another difference between a sale to a new investor and a
redemption is that after a redemption the shareholder’s remain-
ing stock recoups, in effect, part of the equity interest represent-
ed by the redeemed shares, while a sale of the same number of
shares to a third person costs the seller the full equity interest
represented by those shares. The significance of this difference
between a redemption and a sale to third persons is discussed
below.

Even without the problems of comparing redemptions
with sales to third persons, the courts and the Treasury have
generally required that the reduction in interest as a result of the
redemption be “significant,” “substantial,” or, as the Supreme

as when a corporation’s promise to pay is based on future earnings or when the
corporation’s promise to pay consists entirely of notes payable secured by the
shareholder’s stock).

“7Section 1201 was repealed by the TCJA, Pub. L. No. 115-97, §13001(b)
2(A).
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Court said in Davis, “meaningful.” In addition, the courts and
the Treasury have generally superimposed a “control” test in
deciding whether to allow exchange treatment under §302(b)
(1). The details of this test are discussed below. The effect of
requiring a “meaningful” reduction in interest, and of inquiring
into whether the redeemed shareholder retained control over
corporate affairs after the redemption, is that not every redemp-
tion in which a reduction of interest occurs will qualify under
§302(b)(1).

Recognizing these technical defects in a formal “sale”
analogy, some commentators believe that Congress intended
§302 and its predecessors to operate less conceptually and in-
stead to carry out a specific policy objective: to provide favor-
able tax treatment to the owners of closely held businesses who,
if the company were not able to buy their shares on favorable
tax terms (exchange treatment under §302), would be frozen in-
to the business more completely than a partner in a comparable
unincorporated enterprise.***

2. 1954 Code

In 1954, the House of Representatives proposed a me-
chanical approach to the taxation of stock redemptions. The
House would have created separate categories for “partial liqui-
dations” and “redemptions.” The former would have been con-
fined to termination of part of a corporation’s business. The re-
demption rules would have allowed exchange treatment with-
in only six specific categories; all redemptions outside the safe
havens would have received dividend treatment. The House bill
would have allowed exchange treatment for distributions that
terminate the shareholder’s interest in both common and pre-
ferred stock, distributions where the shareholder’s percentage
interest in common stock is reduced by more than 20%, and
distributions made to a shareholder holding less than 1% of the
common stock.*

The Senate rejected this approach as overly mechanical,
preferring that the tax rules remain flexible in order to deal
with the “myriad” varieties of business transactions.*” The Sen-
ate accepted a separation of partial liquidations and redemp-
tions into distinct categories and also accepted the substantially
disproportionate and complete-termination-of-interest rules,
adding refinements. The Senate also reinstated the “dividend
equivalence” standard of prior law, but turned it around so that
it affirmatively authorized exchange treatment for redemptions
which were not essentially equivalent to a dividend.

The pertinent parts of the Senate report follow:

[General Explanation]

Under present law it is not clear when a stock re-
demption results in capital gain or ordinary income.
Some courts have held that a distribution dispropor-
tionate to the shareholder’s ownership of common
stock in the corporation results in capital-gains treat-
ment, but no definite test has developed. While the

8 See, e.g., Herwitz, “Stock Redemptions and the Accumulated Earnings
Tax,” 74 Harv. L. Rev. 866, 897-98 (1961). See also Chirelstein, “Optional
Redemptions and Optional Dividends: Taxing the Repurchase of Common
Shares,” 78 Yale L. J. 739, 749-50 (1969).

“H.R. Rep. No. 8300, §302(a) (1954).

S, Rep. No. 83-1622, at 12 (1954).
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House bill sets forth definite conditions under which
stock may be redeemed at capital gain rates, these
rules appeared unnecessarily restrictive, particularly
in the case of redemptions of preferred stock which
might be called by the corporation without the share-
holder having any control over when the redemption
may take place. Accordingly, your committee fol-
lows existing law by reinserting the general language
indicating that a redemption shall be treated as a
distribution in part or full payment in exchange for
stock if the redemption is not essentially equivalent
to a dividend. This general rule is supplemented by
your committee by the rule of the House bill that
a redemption which is substantially disproportionate
shall also qualify so as not to be taxable as a divi-
dend. (pp. 44-45)

(d) Partial liquidation — Existing law is complicated
by the fact that stock redemptions are included within
the terms of the partial liquidation provisions. Thus,
a redemption of all of the stock of 1 of 2 sole share-
holders of a corporation may result in capital-gain
treatment to the redeemed shareholder. The result oc-
curs, however, not by reason of the use of any par-
ticular assets of the corporation to effect the redemp-
tion but because the distribution when viewed at the
shareholder level is so disproportionate with respect
to the outstanding shareholder interests as not to be
substantially equivalent to a dividend.

Your committee, as did the House bill, separates into
their significant elements the kind of transactions
now incoherently aggregated in the definition of a
partial liquidation. Those distributions which may
have capital-gain characteristics because they are not
made pro rata among the various shareholders would
be subjected, at the shareholder level, to the separate
tests described in Part I of this subchapter. On the
other hand, those distributions characterized by what
happens solely at the corporate level by reason of
the assets distributed would be included as within the
concept of a partial liquidation. (p. 49)

[Technical Explanation]

Section 302 corresponds in function to section 302 of
the House bill and relates to section 115(c), (g) and
(i) of the 1939 Code... Unlike the House bill, how-
ever, section 302 does not provide specific statutory
guides governing the tax consequences of every stock
redemption. In lieu of the approach in the House bill,
your committee intends to revert in part to existing
law by making the determination of whether a re-
demption is taxable as a sale at capital gains rates or
as a dividend at ordinary income rates dependent, ex-
cept where it is specifically provided otherwise, upon
a factual inquiry... In general, under this subsection
[§302(b)] your committee intends to incorporate into
the bill existing law as to whether or not a redemption
is essentially equivalent to a dividend under section
115(g)(1) of the 1939 Code, and in addition to pro-
vide three definite standards in order to provide cer-
tainty in specific instances. (p. 233)
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The test intended to be incorporated in the interpre-
tation of paragraph (1) is in general that currently
employed under section 115(g)(1) of the 1939 Code.
Your committee further intends that in applying this
test for the future that the inquiry will be devoted
solely to the question of whether or not the transac-
tion by its nature may properly be characterized as a
sale of stock by the redeeming shareholder to the cor-
poration.

C. Meaningful Reduction Test
1. U.S. v. Davis

a. In General

In 1945, Maclin Davis (the taxpayer) and E.B. Bradley
formed the Tennessee Foundry and Machine Company to man-
ufacture steel castings. Davis negotiated with a local bank and
with the Reconstruction Finance Corporation (RFC) for a
$95,000 loan to the corporation to enable it to begin business.
The lenders agreed to make the loan if, among other conditions,
the incorporators supplied $25,000 additional working capital
to the corporation in the form of additional common stock, pre-
ferred stock or a subordinated note. Bradley was unable or un-
willing to invest any more funds, but still insisted on retaining
50% of the voting power. Davis supplied the $25,000, taking
back 1,000 shares of 6%, $25 par value preferred stock. Davis
felt that a long-term debt liability would be less attractive on
the corporation’s balance sheet. After this transaction, the out-
standing stock was owned as follows:

Common Preferred
Davis 250 1,000
Davis’ wife 250
Bradley 500

Davis, Bradley, and the corporation agreed that the pre-
ferred stock would be redeemed when the RFC loan was fully
repaid.

In 1952, Davis purchased Bradley’s 500 shares of com-
mon stock and in 1959 transferred 250 shares to his son and
250 shares to his daughter. In 1960, the corporation obtained
the lender’s consent to pay dividends on the preferred stock
and began paying $750 semiannual dividends. In 1963, the fi-
nal payment of the loan was made and the Board of Directors
accepted Davis’ offer to redeem all his preferred stock for
$25,000. Eighteen years after the preferred stock was issued,
Davis received back the $25,000 he had advanced to the corpo-
ration.

On his 1963 income tax return, Davis treated the transac-
tion as a return of capital giving rise to no realized gain or loss,
since the amount realized and his basis were both $25,000. The
IRS determined that the redemption proceeds were essential-
ly equivalent to a dividend to Davis. The IRS viewed Davis
both before and after the redemption as sole owner of all the
outstanding stock by reason of the family attribution rules of
§318. Both the District Court”' and the Sixth Circuit** decided
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in Davis’ favor, holding that the redemption was “not essential-
ly equivalent to a dividend” within the meaning of §302(b)(1).

The Supreme Court'” reversed the Sixth Circuit in a 5-3
decision, holding that the redemption was essentially equiva-
lent to a dividend. The Court first dealt with Davis’ contention
that the attribution rules apply only to paragraphs (2) and (3)
of §302(b). The Court stated that the attribution rules necessar-
ily apply to §302(b)(1) because Davis’ argument would allow
any redemption that fails the mathematical tests of §302(b)(2)
or (3) because of the attribution rules to qualify under §302(b)
(1) thereby eliminating the need to qualify under §302(b)(2) or
(3). Davis, the Court said, “must” be considered the owner of
all the common and preferred stock in testing the exchange un-
der §302(b)(1).

The Court then held that the redemption of preferred stock
in these circumstances was equivalent to a dividend because,
after applying the attribution rules, the facts simply involved a
sole shareholder who caused part of his stock to be redeemed.
“We conclude,” the Court said, “that such a redemption is al-
ways ‘essentially equivalent to a dividend’ within the meaning
of that phrase in Section 302(b)(1)...”

The Court next agreed with the IRS that a bona fide busi-
ness purpose for a redemption was not intended to be relevant
after 1954. The majority interpreted the 1954 legislative history
as clearly indicating an intent by Congress to eliminate tax
avoidance purpose as a factor that can cause denial of exchange
treatment under §302(b)(1) or, by the absence of tax avoidance,
support exchange treatment. Although admitting that its read-
ing of Congress’ intent was not free of doubt, the Court con-
cluded that by calling for an inquiry “solely” into the question
whether a redemption “by its nature” can properly be treated
as a sale, Congress was ruling out tax avoidance purpose and,
with it, business purpose as a potential rebuttal to an avoidance
purpose. The Court also pointed to examples in the 1954 Senate
Committee Report indicating that a pro rata distribution should
always be treated as a dividend or §301 distribution and, the
opinion says, “nothing suggests that there should be a different
result if there were a ‘business purpose’ for the redemption.”

The taxpayer argued that exchange treatment would have
been available to him if he had not purchased Bradley’s stock
or if he had originally supplied the needed funds as a loan
rather than in the form of preferred stock. To trigger a dividend
on a redemption in such circumstances, the taxpayer main-
tained, elevates form over substance. The Court replied:

The difference between form and substance in the
tax law is largely problematical, and taxpayer’s com-
plaints have little to do with whether a business pur-
pose is relevant under section 302(b)(1). It was clear-
ly proper for Congress to treat distributions generally
as taxable dividends when made out of earnings and
profits and then to prevent avoidance of that result
without regard to motivation where the distribution is
in exchange for redeemed stock.

“1274 F. Supp. 466 (M.D. Tenn. 1967).

“2408 F.2d 1139 (6th Cir. 1969).

%397 U.S. 301 (1970), reh’g denied, 397 U.S. 1071 (1970). See also PLR
9810020 (redemption by S corporation treated as distribution under §301 be-
cause shareholder continued to own, actually or constructively, all of corpora-
tion’s stock).
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The Court then said:

If a corporation distributes property as a simple div-
idend, the effect is to transfer the property from the
company to its shareholders without a change in the
relative economic interests or rights of the stock-
holders. Where a redemption has the same effect, it
cannot be said to have satisfied the ‘not essentially
equivalent to a dividend’ requirement of section

302(b)(1). Rather, to qualify for preferred treatment

under that section, a redemption must result in a

meaningtul reduction of the shareholder’s propor-

tionate interest in the corporation. (Emphasis added.)

In a dissenting opinion, Justice Douglas (joined by Justices
Burger and Brennan) disagreed with elimination of business
purpose as a factor in determining dividend equivalence. The
dissenters reasoned that “the bona fide business purpose of the
redemption belies the payment of a dividend.” The dissenters
also interpreted the majority opinion as holding that a redemp-
tion of stock in a one-man or closely held corporation is always
equivalent to a dividend. This result, they believed, “effectively
cancels section 302(b)(1) from the Code,” a responsibility they
indicated lies with Congress not the courts.

b. Further Dissenting Views of the Supreme Court

The cases of Miele v. Commissioner,”™ and a companion
decision, La Fera Contracting Co. v. Commissioner,” led in
1973 to important dissenting comments on Davis by three Jus-
tices of the U.S. Supreme Court. The Tax Court in Miele had
held simultaneous redemptions of all of a corporation’s out-
standing preferred stock dividend equivalent, where seven in-
dividuals and a corporation owned by two of them each owned
the preferred stock in substantially the same proportion as they
owned the common stock. The stock ownership was as follows:

Common Preferred
Stock % Stock %
Joseph Miele 21 16 50 16.7
Anthony Miele 21 16 50 16.7
— Richard (son) 2 1.5 — —
Luke Spiniello 22 16.7 50 16.7
James Spiniello 22 16.7 50 16.7
Joseph La Fera, Sr. 1 0.7 — —
— Joseph (son) 1 0.7 — —
—La Fera Co. 42 31.7 100 333
Total 132 100 300 100

The corporation (“A & S”) operated a business of moving
sludge out to sea by means of a barge. It needed to replace its
barge but needed outside financing. To this end, A & S began

“456 T.C. 556 (1971), acq., 1972-1 C.B. 2, aff’d per curiam, 474 F.2d 1338
(3d Cir. 1973), cert. denied sub nom., Albers v. Commissioner, 414 U.S. 982
(1973), reh’g denied, 414 U.S. 1104 (1973).

530 T.C.M. 691 (1971); aff’d in unpub. opin. (5th Cir. 4/11/73).
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negotiating with the U.S. Maritime Commission, which was
empowered to guarantee a private loan to the company to pur-
chase a new barge. The government agency advised the com-
pany that before it could help, A & S would need additional
capital of at least $150,000, which could be supplied either by
a subordinated loan to the company or by its issuing nonvoting,
non-dividend-paying preferred stock. The principal sharehold-
ers preferred putting in the additional funds by loan, but their
counsel advised that, as summarized by the Tax Court, issu-
ing preferred stock “would accomplish their entire purpose in
the shortest time.”** (This rationale was not further explained.)
Preferred stock was then issued for $150,000 and pursuant to its
terms the stock was non-dividend-paying and required to be re-
deemed within 10 years but not before the barge loan had been
fully repaid. Six years later A & S repaid the barge loan and
then “at the insistence of the shareholders” redeemed half of its
preferred stock pro rata in each of two consecutive years.

The Tax Court held that the preferred stock should be
treated as equity rather than (as the shareholders argued) as
debt; that the fact that the redemption had a business purpose
(the funds supplied for the stock were no longer needed) was
immaterial after Davis; and that each redemption “did not
change the relative economic interests, control, or rights of the
stockholders (the petitioners here-in)...”

In La Fera Contracting Co., the Tax Court had before it the
corporate shareholder in A & S and reached the same conclu-
sion of dividend equivalence as to that shareholder. The Third
Circuit affirmed both Miele and La Fera Contracting Co. with-
out written opinion.”’

The executors of the estate of Joseph Miele, who died after
the Tax Court decision, petitioned the U.S. Supreme Court for
certiorari. A majority of the Court denied the petition.”® How-
ever, Justice Powell, joined by Justices Douglas and Blackmun,
dissented with a written opinion. (Neither Powell nor Black-
mun was on the Court when it decided Davis in 1970.) The dis-
sent begins with the proposition that, realistically, the redemp-
tion provided the shareholders with no more than a return of
capital which they had been “compelled” to put into the busi-
ness to obtain the needed financing. They had realized no ele-
ment of gain; yet the entire amount of the redemption proceeds
had been held taxable at ordinary income rates. It is “unjust,”
the dissenters felt, to leave shareholders in a position where
they are either locked in without income on their investment or
compelled, as the price of terminating it, to pay tax at ordinary
income rates on a nonexistent gain. Such a dilemma, they said,
is justified neither by the statutory language nor by the legisla-
tive history of §302(b)(1). Justice Powell saw a desire for ease
of administration underlying the Davis concept that a redemp-
tion is always dividend equivalent where no change occurs in
the relative economic interests or rights of a shareholder. But,
he said, ease of administration is “too high a price” in a situ-
ation such as Miele. If Congress had intended a flat rule such
as results from Davis, it could easily have written such a rule
into the Code “in the simplest language.” Instead, Congress re-
tained a specific category for redemptions that were “not essen-
tially equivalent to a dividend,” and the underlying committee

656 T.C. at 559.
7474 F.2d 1338 (3d Cir. 1973).
% Albers v. Commissioner, 414 U.S. 982 (1973).
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reports indicate an intent to have a factual inquiry made in ap-
plying that test to specific situations.

Note: In this regard, Justice Powell cited the statement in
the 1954 Senate report indicating that exchange treatment is ap-
propriate, under the §302(b)(1) criterion, where preferred stock
is called from a shareholder who lacks control over the occur-
rence of the redemption.

Justice Powell did not comment specifically on the fact
that the shareholders originally chose stock over debt. How-
ever, he impliedly addresses this point by observing that the
Davis rule is “often a trap for unwary investors in small busi-
nesses...”

Comment: Justice Powell’s disagreement with Davis fo-
cused on not necessarily accepting the form of a transaction
that a taxpayer himself has chosen to use. In stressing the pro-
priety of taking “business purpose” into account under §302(b)
(1), Justice Powell would, in effect, analogize the preferred
stock, in the circumstances involved in Miele, to debt obliga-
tions with tax-free repayments to the creditor.

Observation: A corporation that needs to raise funds for
corporate purposes can still receive such funds in the form of
loans from shareholders. If the debt character of such loans is
bona fide repayment of the loans will not confront the share-
holders with the adverse tax results involved in Miele. For a
case where an effort to infuse the additional capital via debt
was unsuccessful because the “debt” was treated as equity, see
Colorado Life Co. v. Commissioner’” It has been suggested
that even after Davis a court may still be permitted to allow ex-
change treatment on a pro rata redemption of preferred stock
where the stock was originally issued for some “business ne-
cessity” — presumably such as if the Maritime Commission
had required that the additional capital come in for stock rather
than debt.” The analogy would be to the so-called “source of
supply” cases typified by Commissioner v. Bagley & Sewall
Co™" Arguably, a subsequent return of the stock by the share-
holders should not be treated as a capital transaction at all. Yet
it is still not clear that the analogy carries to the point of treat-
ing the corporate distribution as a tax-free repayment of debt,
or that the corporate distribution rules of §301 can be ignored.

2. “Meaningful Reduction in Proportionate Interest”

a. Proportionate Interest

The concept of “proportionate interest” includes the entire
package of rights and restrictions that flow from owning the
stock in question. A detailed factual inquiry has become more
important than ever, requiring careful weighing of the rights
of the shares redeemed and a study of which effects of the re-
demption on particular rights are truly significant.

Different classes of stock may carry disproportionate votes
per share, voting limited to certain matters, different voting
rights contingent on future events, and different rights to earn-
ings and assets. The power of control may also be an important
attribute of a given block of stock. Section 302(b)(1) now re-
quires careful evaluation of all the various rights attaching to

4929 B.T.A. 950 (1934).
% See P-H Tax Ideas Rept. Bull. No. 1,9 1.2 (1974).
1221 F.2d 944 (2d Cir. 1955).
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stock in the particular case, giving more weight to one or an-
other characteristic where appropriate in the particular circum-
stances.

In Himmel v. Commissioner,” the leading authority for
the identification of the specific rights which arise from owning
stock in a corporation that are relevant in testing a redemption
for dividend equivalence, the Second Circuit stated:

Ownership of stock can involve three important
rights: (1) to vote and thereby exercise control, (2) to
participate in current earnings and accumulated sur-
plus, and (3) to share in net assets on liquidation.

The court pointed out that common stock generally carries
all three of these rights. Preferred stock generally carries only
the last two and only to a limited extent. For a redemption to be
treated as not essentially equivalent to a dividend, there must
be some change in a shareholder’s proportionate interest in one
or more of these areas.

The court pointed out that difficult questions arise when a
corporation has more than one class of stock outstanding, when
some of the stock (including common stock) has voting rights
and some does not, and when different shareholders own dif-
ferent amounts of preferred stock or different amounts of both
preferred and common.

In published rulings since Davis, the IRS has cited the fac-
tors listed in Himmel and indicated that it will consider the ef-
fect of a redemption on these various rights in testing a transac-
tion under §302(b)(1).*”

In Rev. Rul. 85-106, however, the IRS expressly rejected
the Himmel holding and treated the lack of change in a share-
holder’s voting interest as a “key factor” in determining the ap-
plicability of §302(b)(1). Despite a factual finding that the re-
demption at issue resulted in a reduction in the shareholder’s
percentage interest in current earnings, accumulated surplus,
net assets upon liquidation, and in a reduction in the fair market
value of the shareholder’s ownership in the corporation, the
IRS found no reduction in the shareholder’s voting power, thus
denying the applicability of §302(b)(1)."

However, the Himmel factors should not be the only fac-
tors that affect the §302(b)(1) analysis. There are other facts
and circumstances which will be relevant if they exist. For ex-
ample, special provisions in a company’s charter or bylaws

2338 F.2d 815 (2d Cir. 1964).

3% See Rev. Rul. 81-289; Rev. Rul. 75-512; Rev. Rul. 75-502. See also
GCM 38357 (Apr. 4, 1980), which discusses the ruling result proposed under
Rev. Rul. 81-289 and notes that a determination of whether a redemption is es-
sentially equivalent to a dividend must be made on a shareholder-by-sharehold-
er analysis. See also PLR 9709043, where the factors in Rev. Rul. 75-502 and
the attribution rules of §318 were applied to deny the taxpayer sale or exchange
treatment because there had been no meaningful reduction in his interest.

**Rev. Rul. 85-106. See also CCA 200409001 (Chief Counsel’s Office ad-
vised that right of control is key right in determining if redemption substantial-
ly reduced shareholder’s interest in corporation); PLR 7933006 (National Of-
fice considered reduction in voting rights of control over corporate officers to
be most significant factor in testing redemption under §302(b)(1)). For similar
treatment by the courts, see Johnston v. Commissioner, 77 T.C. 679 (1981) (de-
creases in voting control considered “the most significant indicator of a ‘mean-
ingful’ reduction”); Paparo v. Commissioner, 71 T.C. 692 (1979) (reality of
control factor stressed); Benjamin v. Commissioner, 66 T.C. 1084, 1111 (1976)
(retention of “absolute voting control” outweighs other Himmel factors), aff’d,
592 F.2d 1259 (5th Cir. 1979). See also Karlin, “Rev. Rul. 85-106: An Unsup-
ported Attack on Section 302(b)(1) Redemption,” 64 TAXES 529 (1986).
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may be given great significance if an over-50% owner of com-
mon stock has enough stock redeemed to reduce his percentage
ownership to 30% but, under the bylaws, corporate decisions
require unanimity among all shareholders who own at least
25% of the stock.

In Davis, as indicated earlier, the Supreme Court prefaced
its statement of the “meaningful reduction in proportionate in-
terest” test by contrasting it to a typical dividend distribution
where property is transferred to shareholders “without a change
in the relative economic interests or rights of the sharehold-
ers.” The Court was, therefore, calling attention to the “eco-
nomic” aspects of a shareholder’s stock ownership, as well as
to the “rights” conferred by stock ownership. Thus, despite the
treatment of voting power by courts and the IRS as an im-
portant factor, voting rights alone do not exhaust the “propor-
tionate interest” in the corporation represented by stock owner-
ship.®

For a good example after Davis of a detailed inquiry by
the court into the reality of control exercised by a class of
preferred stock (which the shareholder argued was laden with
restrictions), and a comparison with the “real” rights of the
common stock, see Benjamin v. Commissioner,”” discussed be-
low at VI.G.2. In this case, the court looked at “the totality of
the facts and circumstances,” including the effects of a written
side agreement among the various shareholders. “We are not
swayed by labels,” the court said, “and will look at substance
over form in considering the character of the redeemed stock.”

b. Interest of Officer, Employee, Etc.

As noted earlier, a shareholder can qualify under §302(b)
(1) without giving up an “interest” in the corporation of the
kind barred under the special rule for waiving family attribution
under §302(b)(3). The nondividend equivalence category does
not require complete termination of a shareholder’s stock own-
ership in the corporation; nor does he have to cease being an of-
ficer, director, or employee of the corporation, or to cease hav-
ing any other type of “interest” that would be forbidden if he
were trying to waive family attribution under §302(c)(2) and
qualify under §302(b)(3).

A shareholder may remain as an officer, director, employ-
ee, etc., but the broader question under §302(b)(1) will be: con-
sidering all facts and circumstances as a whole, has a mean-
ingful reduction occurred in the shareholder’s stock ownership
in the corporation and in the incidents of such stock owner-
ship? That inquiry may take into account the effects and influ-
ence which the shareholder’s remaining stock will enable him
to have in corporate affairs. In that context, holding a position
as a director or officer may be an incident of owning stock and
will be one fact to be weighed along with all others in the par-
ticular situation. But at least a shareholder is not disqualified
automatically under §302(b)(1) by reason of remaining as an

*397 U.S. at 313. See also PLR 200307001 (redemption of shareholder’s
(S’s) stock not essentially equivalent to dividend where stock not attributable
to S is also redeemed as long as no other stock attributable to S by family attri-
bution is redeemed).

%% See Brown v. U.S., 345 F. Supp. 241, 244 (S.D. Ohio 1972) (referring
to “the ‘net economic effect’ test” enunciated in Davis), aff’d per curiam, 477
F.2d 599 (6th Cir. 1973).

%766 T.C. 1084 (1976), aff’d on other grounds, 592 F.2d 1259 (5th Cir.
1979).
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officer or director, or as an employee, or by having any other
“interest” in the corporation after the exchange.

c. “Reduction”

Davis requires a reduction in the redeeming shareholder’s
proportionate interest in the corporation. In cases where several
classes of stock are involved, with different rights as between
the classes, a redemption may change some of a shareholder’s
rights but not others, or may change different rights in different
degrees. It will be necessary to analyze the facts of the particu-
lar case to determine whether the rights reduced are significant,
or whether the fact that other characteristics of the sharehold-
er’s interest are not reduced is more significant.

Although an exchange necessarily reduces the actual num-
ber of shares a shareholder owns, that shareholder’s percentage
ownership of the total remaining outstanding stock may remain
unchanged — or may even increase — by reason of the con-
structive ownership rules of §318.

Example: Mother, Son and Key Employee own 40, 25, and
35 shares, respectively, of 100 outstanding shares. Corpo-
ration redeems all the stock owned by Mother and Key
Employee. Before these exchanges Mother owned 65% of
the company (actually and constructively); afterward she
owns 100% (by attribution from her Son who has become
sole owner).””

Pre-Davis cases that denied §302(b)(1) exchange treat-
ment where, by attribution, a redeeming shareholder’s interest
increased rather than decreased, will continue to be relevant au-
thorities.” Section 301 treatment also seems called for where a
redeeming shareholder’s interest increases by reason of simul-
taneous redemptions from other shareholders.”"’

Example: A, B, C, and D own 400, 300, 200, and 100
shares, respectively, of 1,000 outstanding shares. The cor-
poration redeems 100 shares from A, 100 shares from B,
and 86 shares from C. Even though the shareholders are
unrelated and A surrendered 100 shares, A’s resulting per-
centage interest increases from 40% to 42% (300/714).

d. Meaningful

A redemption from a given shareholder can reduce the
shareholder’s percentage interest (both actual and construc-
tive), but still fail to qualify under §302(b)(1) because the re-
duction is not considered “meaningful” enough.

In its reference to a meaningful reduction in interest, the
Supreme Court may have intended merely to paraphrase sev-
eral references in the IRS’s brief to language used by the First
Circuit in Bradbury v. Commissioner"' The IRS in its brief be-
fore the Supreme Court in Davis quoted a statement from the
appellate court’s opinion in Bradbury that the basic inquiry un-

3% See Hirsch v. Commissioner, 123 F.2d 24 (9th Cir. 1941). See also CCA
200409001.

*” See Levin v. Commissioner, 385 F.2d 521 (2d Cir. 1967). See also Met-
zger Trust v. Commissioner, 76 T.C. 42 (1981), aff’d, 693 F.2d 459 (5th Cir.
1982) (§301 applies where trust remained 100% shareholder by application of
§318, even though trust’s entire direct stock interest was redeemed).

1 See, e.g., Levin v. Commissioner, 385 F.2d 521 (2d Cir. 1967).

311298 F.2d 111 (1st Cir. 1962).
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der §302(b)(1) is whether the surrender of shares is “an eco-
nomically meaningful gesture or a sterile exercise in formal-
ism.”"” The court in Bradbury also stated that the first step in
making determinations under §302(b)(1) is “whether the re-
demption of stock has caused a meaningful change in the posi-
tion of the shareholder with relation to his corporation and the
other shareholders.” The government’s brief in Davis contains
this specific passage:

Our principal contention in this brief is that a re-

demption is “not essentially equivalent to a dividend”

only if the result of the redemption is to effect a

meaningful reduction in the proportionate interest in

the corporation of the shareholder whose stock is re-

deemed. Where, on the other hand, a shareholder re-

ceives cash, separated from the corporation, and in
return relinquishes stock certificates without in any
way reducing the shareholder’s proportionate inter-

est in the enterprise, we view the redemption as being

“essentially equivalent to a dividend” because, like a

dividend, it gives him cash separated from the corpo-

ration, but the redemption has no effect on the pro-
portionate stock interest of the recipient shareholder

(Brief for the U.S., p. 7).

The famous meaningful-reduction test of Davis may
spring from this passage in the government’s brief, with no
clearer or more precise concept motivating the Supreme
Court’s reference to a “meaningful” reduction.

The concept of a “meaningful” reduction in interest super-
imposes policy factors on the mere quantity of reduction in a
shareholder’s percentage interest in the corporation.’” Unfortu-
nately, the Supreme Court defined none of the factors which
should be applied to a given set of facts. “Meaningfulness”
should be understood to involve: (1) determining which attrib-
utes of a stock interest are to be given the greatest weight in a
specific case; (2) determining not only how much of a quanti-
tative reduction in the shareholder’s ownership of that attribute
has occurred, but also what kind of change in the relationships
among all the remaining shareholders has occurred; and (3)
taking into account any other transactions that are considered
related or relevant to determining the effect of the redemption
on the total bundle of rights held by the shareholder.

e. Business Purpose

Davis has eliminated the “business purpose” for a redemp-
tion or for the original issuance of stock as a pertinent factor
in determining dividend equivalence. The Supreme Court’s
analysis of business purpose arose in the context of a single-
owner corporation and a pro rata redemption. The broad sweep
of the opinion also indicates that business purpose is irrelevant
for non-pro rata distributions among two or more shareholders.
The rejection of business purpose also seems to rule out both
“shareholder” and ““corporate-level” purposes.

%2298 F.2d at 114; Brief for U.S., p- 15.

*3In PLR 8103029, the IRS indicated that in some instances it will be pos-
sible for a taxpayer to meet the “meaningful reduction” requirement without
reducing the taxpayer’s percentage ownership below 50% (for example, where
the taxpayer directly owns none of the corporation’s stock, but is deemed to
own 50% of the corporation’s stock under the attribution rules of §318).
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Apparently, the Supreme Court also intended to rule out
business purpose in considering whether a redemption of pre-
ferred stock can, at the threshold, be analogized to debt repay-
ment. The taxpayer in Davis argued that his redemption should
be analogized to debt repayment.’'* The Court, however, ig-
nored this argument.

Business purpose considerations may still be pertinent af-
ter Davis, however, for purposes of ascertaining the point in
time at which the “meaningfulness” of a redemption is tested
under §302(b)(1).

After Davis, a variety of miscellaneous considerations
which courts sometimes mentioned in applying §302(b)(1)
have been swept out of the picture: whether the corporation had
any plan to contract its activities; whether the corporation or
the shareholder “initiated” the redemption; the company’s past
dividend record; and the extent of accumulated earnings at the
time of the redemption. One commentator has concluded:

The solution of the meaningful reduction issue in any

one case turns, it would seem, more on the nature of

the corporate capital structure than on the details of

the redemption itself.’"

In one area, however — distributions of cash in lieu of
fractional shares — the IRS seems to grant business purpose
an important role. Rev. Proc. 77-41,”° states that the IRS will
issue private rulings under §302 that cash distributed to share-
holders in lieu of fractional shares will receive exchange treat-
ment if the cash is distributed “solely for the purpose” of saving
the corporation the expense and inconvenience of issuing frac-
tional shares. “The purpose of the transaction ... [is] among the
factors that will be considered in determining whether a ruling
is to be issued.”

3. Classes of Stock Covered by §302(b)(1)

Although the 1954 Senate Committee Report expresses an
intention only to benefit redemptions of preferred stock, nei-
ther the courts nor the IRS have limited §302(b)(1) to preferred
stock (voting or nonvoting). In Commissioner v. Antrim,’"
the Fourth Circuit specifically rejected an apparent “test” con-
tention by the IRS that §302(b)(1) is limited to redemptions
of part of the preferred stock owned by a person who owns
no common stock. The court said if that were the case, Con-
gress would have created a specific category for preferred stock
rather than reverting to the general language of the pre-1954
statute. The court also indicated that (a) the concept of “divi-
dend” equivalence cannot disregard common stock, and (b) it
would be unfair to allow capital gain treatment to a redemp-
tion of preferred stock where the shareholder owns no common
stock, but to deny such treatment where the shareholder owns
only one share of common stock.

Comment: The example in Reg. §1.302-2(a) illustrates on-
ly that a preferred stock redemption which fails to qualify under
§302(b)(2) or (3) can qualify under (b)(1). It seems mistaken to
construe this example as limiting the scope of (b)(1) itself. Al-

4 U.S. v. Davis, 397 U.S. 301 (1970). Reply Brief for Taxpayer at p. 5.

*1Swennes, ‘Not Essentially Equivalent to a Dividend’ Exception Still Vi-
able Despite Davis, 41 J. Tax’n 78 (1974).

*1°See, e.g., PLR 200741015, PLR 199901024.

*17395 F.2d 430 (4th Cir. 1968).
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though Davis involved preferred stock, the Supreme Court pre-
scribed a test of apparent general application under §302(b)(1).

D. Redemption that Fails § 302(b)(2) or §302(b)(3)
Section 302(b)(6) states, in part:

In determining whether a redemption meets the re-

quirements of [Section 302(b)(1)], the fact that such

redemption fails to meet the requirements of [Section

302(b)(2), (3), or (4)] shall not be taken into account.

It is not clear whether an exchange which narrowly misses
qualifying under §302(b)(2) can still qualify under §302(b)(1),
or whether, as some commentators suggest, the “integrity” of
the safe haven rule would be undermined by such a result’'®
Thus, for example, it might be argued that if a reduction in a
sole shareholder’s ownership to less than 66 2/3% but more
than 50% can qualify under §302(b)(1) based on the theory of
the Wright case, discussed below, this dilutes the significance
of §302(b)(2)(B) which requires a reduction to less than 50%
of all voting stock. On the other hand, the (b)(2) tests offer cer-
tainty while (b)(1) is uncertain, at least without an advance pri-
vate ruling. This is a two-sided interpretative issue not easy to
resolve. There are two statutory safe havens alongside a gener-
alized test.

One might reason that narrowly missing §302(b)(2) should
produce dividend equivalence because that is the only way to
give the safe havens any significance. Under this approach,
§302(b)(1) could be satisfied only where the transaction misses
qualifying by a wide mark but there are other special circum-
stances which seem to distinguish it from a true dividend sit-
uation. The other point of view is that the IRS and the courts
should be more willing to find nondividend equivalence where
the reduction barely misses the percentages specified in
§302(b)(2), because the latter is a legislative benchmark of a re-
duction which is not equivalent to a dividend.

In Davis, the Supreme Court did not express any opinion
on this question, except that in discussing the role of §318
constructive ownership, the majority specifically rejected the
contention that a redemption can automatically qualify under
§302(b)(1) if it fails to satisfy (b)(2) or (3) solely because of
the attribution rules. The Court said that this would “nullify”
(b)(2) and (3). Davis thus seems at least to leave the door open
to qualifying a transaction under (b)(1) even though it barely
misses satisfying the 80 or 50% tests of (b)(2). On this point,
Davis seems only to have said that if the reason that the ex-
change failed (b)(2) or (3) is attribution, the exchange must still
run the (b)(1) gauntlet; it cannot automatically qualify under (b)
(1) but it also does not automatically fail (b)(1). Whether or not
the attribution rules themselves must always be applied under
(b)(1) is a separate issue discussed at VLI., below.

Note: The Government’s brief in Davis contains this state-
ment:

We do not mean to suggest that dividend equivalence
results only when there is no reduction whatever in
the shareholder’s proportionate interest. Such equiv-
alence may exist when there is a reduction that is not

*' See, e.g., Note, Relevance of ‘Business Purpose’ in Establishing Divi-
dend Equivalence Under Section 302(b)(1), 84 Harv. L. Rev. 234, 241 (1970).
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of sufficient magnitude to be substantially dispropor-

tionate under §302(b)(2). See Berenbaum v. Com-

missioner, 369 F.2d 337, 341 (C.A. 10th Cir. 1966)."

The regulations contain only one illustration of the above
portion of §302(b)(6). If a shareholder owns only nonvoting
stock that is not §306 stock and is limited and preferred as to
dividends and in liquidation, and half such stock is redeemed,
the distribution will “ordinarily” satisfy §302(b)(1) even
though it will not satisfy §302(b)(2) or (3).”*

In rulings since Davis, the IRS has plainly taken the posi-
tion that a narrow miss under (b)(2) or a failure to terminate a
stock interest completely, even if caused solely by the attribu-
tion rules, will be neutral vis-a-vis testing the redemption un-
der §302(b)(1). The IRS has not cited failure to satisfy (b)(2)
as a reason for finding dividend equivalence and has not given
a narrow miss under (b)(2) as a reason for allowing exchange
treatment under (b)(1).*'

It would be hazardous to conclude that a narrow miss un-
der §302(b)(2) will, or should, guarantee exchange treatment
under (b)(1), because the court decisions do not support such a
view

It is clear that a shareholder who relies on waiver of family
attribution in order to qualify under §302(b)(3), but who subse-
quently reacquires a prohibited interest in the company so as to
violate §302(c)(2), can still argue for exchange treatment under
§302(b)(1).*

Observation: If a transaction would likely fail to qualify
under §302(b)(1), but literally satisfies §302(b)(2), the IRS
might try to argue that (b)(2) has not been satisfied in light of
the “reality” of control over company policy. For an argument
that veto power over corporate decisions by a less than 50%
shareholder should be deemed equivalent to at least 50% of vot-
ing power for purposes of §302(b)(2), see V.D., above.

E. Applying §302(b)(1) Shareholder-by-Shareholder

1. In General

Although the Supreme Court in Davis did not pass on a
series of simultaneous redemptions from many shareholders, it
seems a fair inference that each shareholder’s exchange must
now be separately tested under §302(b)(1), and that taxpayers
cannot rely on the fact that the distributions are overall non-pro

*YU.S. v. Davis, 397 U.S. 301 (1970). Brief for the U.S. at p. 7, n.7.

*Reg. §1.302-2(a).

321 Gee Rev. Rul. 77-218 (reduction from 60% to 55%; held dividend equiv-
alent); Rev. Rul. 76-385 (reduction from .0001118% to .0001081% fails 80%
test of §302(b)(2) but still meets (b)(1)); Rev. Rul. 76-364 (reduction from 27
to 22.27% narrowly misses (b)(2) but meets (b)(1)); Rev. Rul. 75-512 (reduc-
tion from 30 to 24.3% doesn’t qualify under (b)(2) but qualifies under (b)(1);
Rev. Rul. 75-502 (reduction from 57 to 50% fails 50% test of §302(b)(2) but
still satisfies (b)(1)). PLR 9709043 (reduction from 83.6% to 76.1% in non-
voting preferred stock; held dividend equivalent). Before Davis, see Rev. Rul.
56-183 (reduction from 11 to 9% fails (b)(2) but meets (b)(1)).

2 See, e.g., Bloch v. U.S., 261 F. Supp. 597 (S.D. Tex. 1966), aff’d per cu-
riam, 386 F.2d 839 (5th Cir. 1967) (reduction from 58.75% to 47.5% narrowly
misses §302(b)(2) yet held dividend equivalent). See “Redemptions from Mi-
nority Shareholders and Section 302(b)(1),” 77-1 Tax Mgmt. Memo. 7 (Jan. 3,
1977).

% See Lewis v. Commissioner, 47 T.C. 129 (1966).
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rata as among all shareholders.” Even though the term “divi-
dend” implies equal treatment of all shareholders, it appears to
be settled that where a corporation redeems stock from sever-
al shareholders at the same time, each exchange is tested un-
der §302(b)(1) on a shareholder-by-shareholder basis and a re-
demption can be dividend equivalent as to some shareholders
while other shareholders receive exchange treatment.

Before Davis, some authorities held that the fact that a re-
demption distribution was “non-pro rata” as among all share-
holders of the company supported a conclusion that each par-
ticipant’s exchange was not essentially equivalent to a divi-
dend.’” On the other hand, the fact that only one shareholder
was redeemed so that the distribution was literally “non-pro
rata” as among all shareholders has not prevented the courts
or the IRS from treating the exchange as equivalent to a div-
idend.” Reg. §1.302-2(b)(1) states that “[a]ll distributions in
pro rata redemptions of a part of the stock of a corporation gen-
erally will be treated as distributions under section 301 if the
corporation has only one class of stock outstanding.”

2. The Pro Rata Concept

The question arises as to just what is meant by a “pro rata”
or “non-pro rata” distribution. In common usage in connection
with redemptions, it is sometimes not clear whether these terms
are used with reference to the overall nature of the company’s
distribution as among all shareholders or whether they are used
to refer simply to the change or lack of change in a particular
shareholder’s percentage ownership before and after the trans-
action.

The simplest (and probably preferable) usage is to use
“pro rata” to refer to a redemption of the same percentage of
each and every shareholder’s stock. Thus, if A, B, C, and D
own 40, 30, 20, and 10 shares, respectively of 100 outstand-
ing shares and if the company redeems 10% of each owner’s
shares, it will repurchase four shares from A, three from B,
two from C, and one from D. Afterward the ownership per-
centages of the remaining shares will remain the same as they
were before the transaction. This is a true “pro rata” distribu-
tion. If the company had bought different percentages of each
owner’s shares, the distribution would have been “non-pro ra-
ta” as among all the owners.

Certainly under Davis (and under case law before that
decision) each exchange in a completely pro rata distribution
would be taxable under §301.”” Under this narrow definition

*For examples of pre-Davis cases that did examine distributions among
all shareholders, see U.S. v. Carey, 289 F.2d 531 (8th Cir. 1961) (determining
that the whole transaction among multiple shareholders resulted in exchange
treatment under §302(b)(1)); Bains v. U.S., 289 F.2d 644 (Ct. CI. 1961) (de-
termining that a redemption, viewed as a whole, among multiple shareholders
was not a reduction essentially equivalent to a dividend). But see Ballenger v.
U.S., 301 F.2d 192, 197, n.10 (4th Cir. 1962) (Carey and Bains “broader plan”
analysis criticized).

*®Rev. Rul. 68-547; Rev. Rul. 56-485. All of these revenue rulings were
declared obsolete by Rev. Rul. 80-367.

%2 See Rev. Rul. 57-353 (“A tax advantage to the shareholders need not be
pro rata to common shareholders, particularly in closely held corporations, for
it to characterize a distribution of earnings by means of stock retirement as es-
sentially equivalent to a dividend for tax purposes.”); Rev. Rul. 56-182.

" The IRS ruled that a partial redemption of a minority shareholder’s in-
terest in a publicly traded corporation, pursuant to a tender offer, does not
qualify as an exchange under §302(a) and (b)(1) when the pro rata interest of
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of pro rata, it is then necessary to add that the mere fact that a
redemption is non-pro rata as among all shareholders does not
guarantee exchange treatment under §302(b)(1) for all those
from whom shares were redeemed.

In actual tax usage, the terms “pro rata” and “non-pro
rata” have also been used to refer to the presence or absence
of change in a given shareholder’s percentage ownership be-
fore and after a redemption, regardless of whether shares have
also been redeemed from any other owner and regardless of
whether the percentage interests of other shareholders from
whom shares have been redeemed have gone up or down. If
the company redeems stock from several shareholders at the
same time, fewer than all other shareholders may also surren-
der stock. Also, all or less than all other shareholders may sur-
render differing percentages of their respective holdings. Yet a
given shareholder’s percentage interest may remain unchanged
without regard to §318, by reason of the aggregate reduction
in total outstanding stock. It is common to say that “as to” that
shareholder, the distribution is pro rata.

Example: Shareholders A, B, C, and D own, respectively,
100, 200, 300, and 400 shares of the total outstanding
1,000 shares of a corporation. If the corporation simulta-
neously redeems 25, 50, and 175 shares from A, B, and D,
respectively, and none from C, B will own a 20% inter-
est before (200/1,000) and after (150/750) all the redemp-
tions. “As to” B, the distribution is pro rata. As to A, it
is pro rata because A’s interest remains 10%. As to D, it
is non-pro rata because D’s interest decreases from 40 to
30%.

It would probably help tax vocabulary if Davis had the ef-
fect of eliminating use of the terms “pro rata” and “non-pro ra-
ta” to refer to the presence or absence of reduction in a share-
holder’s percentage interest after a redemption. One might bet-
ter refer simply to the presence or absence of a meaningful re-
duction in the particular shareholder’s proportionate interest.

Note: A good example of the confusion, and strange re-
sults, which can sometimes result from the use of “pro rata”
and “non-pro rata,” appeared in U.S. v. Carey.”” Individuals A
and B each owned 300 shares of the sole class of stock, i.e.,
50% each. B wanted to withdraw completely and sell B’s in-
terest to key employee, C. A wanted to keep majority control.
C could not afford to pay for the full block of B’s shares. To
acommodate all these factors, the company first redeemed 145
shares each from A and B. B then sold two of B’s remaining
155 shares to A and 153 to C at a price that reflected the pri-
or reduction in per-share value. A became the 51% owner and
C a 49% owner. The court held that B’s redemption qualified
under §302(b)(3) as a termination of interest but also that A’s
redemption was not essentially equivalent to a dividend. “If

the particular shareholder is not reduced. According to the IRS, the circum-
stances presented failed to satisfy the meaningful reduction standard enunciat-
ed in Davis because the redemption did not result in a reduction of the share-
holder’s right to vote, participate in current earnings and accumulated surplus,
or share in the corporation’s net earnings upon liquidation. Rev. Rul. 81-289.
See also GCM 38357 (Apr. 4, 1980) (discusses ruling result originally pro-
posed under Rev. Rul. 81-289, which was opposite of conclusion eventually
reached in ruling).
%289 F.2d 531 (8th Cir. 1961).
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there was no pro rata distribution to Brown [B],” the court said,
“there could be no pro rata distribution as to Carey [A].” The
Eighth Circuit pointed out that the relation of the shareholders
to the corporation was materially changed since B was elimi-
nated and a new co-owner had come in, and A had become the
majority owner. These results were unlike the result of an ordi-
nary dividend.

Today, the proper analysis of this situation would be that A
would receive dividend treatment because there was no mean-
ingful reduction in A’s interest in the company. In fact, there
was an increase in A’s proportionate interest.

A company may redeem a uniform percentage of the stock
owned by fewer than all shareholders, but the net result may
still be to reduce the percentage interest of some or all of those
shareholders. As to such shareholders, their redemption is non-
pro rata. For example, when a publicly held company makes
a formal redemption offer to its own shareholders it often re-
serves discretion to accept or reject shares tendered in excess
of the total number for which the offer is made. Sometimes the
company says that if it decides to accept more shares than the
total tendered, it will accept all tendered shares on a “pro rata”
basis. This means that the company will redeem from each ten-
dering shareholder a number of tendered shares in proportion to
the ratio between the total number to be accepted and the total
number of shares tendered.

Example: A corporation has 100,000 shares outstanding. It
offers to redeem a total of 10,000 shares, but if more than
that number are tendered, it may accept the excess or any
part, and will do so “pro rata.” Shareholders A, B, C, and
D, who represent less than all the shareholders and who
own 12,000, 8,000, 7,000, and 5,000 shares, respectively,
tender a total of 15,000 shares as follows: A, 6,000 shares;
B, 4,000 shares; C, 3,500 shares; and D, 1,500 shares.

If the corporation elects to accept 13,000 shares in total, it
will accept 13/15 of each tender as follows:

From Shares Accepted
A 5,200
B 3,467
C 3,033
D 1.300

13,000 total

Each shareholder has 86.7% of its tender redeemed. Al-
though each shareholder has the same percentage of its
tendered shares redeemed, each shareholder still may not
end up with an unchanged percentage interest because
fewer than all the shareholders had stock redeemed, and
not all who tendered did so in the same proportions.

Example: In the preceding example, where the company
elects to redeem 13,000 shares, 87,000 shares remain out-
standing. The participating shareholders’ percentage inter-
ests are reduced as follows:

A -88 05/01/2025

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

Percentage Interest:

Before After
A 12% 7.8%
B 8% 52%
C 7% 4.6%
D 5% 4.0%

Regardless of whether all shareholders have a uniform per-
centage of their holdings repurchased or whether shares are re-
deemed from some, but less than all shareholders, the best way
to avoid confusion is to test each redeeming shareholder sepa-
rately under §302(b)(1) and to inquire whether there has been a
meaningful reduction in that shareholder’s proportionate inter-
est in the company.

If each participating shareholder is tested separately, it
should be clear that the distribution by the company may be
dividend equivalent as to some shareholders but not as to oth-
ers, or may be governed by §302(b)(1) as to some shareholders
but by §302(b)(2) or (3) as to other shareholders.™

Note: See, however, Rev. Rul. 74-515, in which the IRS
ruled that a reorganization distribution of “boot” qualified for
exchange treatment under §356 in light of “principles” of §302.
Cash received in a merger for preferred stock of the acquired
company was held not to have the effect of a dividend as to
persons who had owned both common and preferred stock of
the acquired company, because this group of shareholders had
owned less than 10% of each class of stock, the cash distribu-
tion was disproportionate, and it bore no relation to the com-
mon stockholdings of all shareholders of the acquired compa-
ny. The ruling makes no attempt to discuss the possible effect
of constructive ownership rules on the tax treatment of any of
the shareholders.

It is not clear that the approach reflected in this ruling can
be taken as showing a general willingness by the IRS to depart
from a shareholder-by-shareholder test under §302(b)(1) direct-
ly.

In summary, after Davis, the courts, the IRS and some
commentators seem to agree that the fact that a redemption dis-
tribution is non-pro rata as among all shareholders will not nec-
essarily mean that, for that reason, a particular redemption is
entitled to exchange treatment. On the other hand, the fact that
exchanges are pro rata “as to” other shareholders, i.e., leav-
ing some of their percentage interest unchanged, does not mean
that another shareholder whose interest is reduced cannot re-
ceive capital gain treatment.

It should be noted that:

> For pre-Davis cases on this point, see U.S. v. Carey, 289 F.2d 531 (8th
Cir. 1961); Phelps v. Commissioner, 247 F.2d 156 (9th Cir. 1957).
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(1) An individual redemption can be dividend equivalent
even if other shareholders receive exchange treatment un-
der §302(b).””

(2) A given redemption exchange can still be found to
be dividend equivalent, in light of the application of attri-
bution rules or in light of the degree of reduction in the
particular shareholder’s interest in the corporation, even if
stock is not simultaneously redeemed from all other share-
holders or if unequal percentages of the shareholders’ re-
spective holdings are redeemed.

(3) Where several shareholders are redeemed simultane-
ously, the effect of each separate redemption will be deter-
mined in light of all other exchanges under the same plan.

F. Single Class of Voting Common QOutstanding
1. Overview

a. Factual Inquiry

After Davis, the characteristics of the redeemed stock must
be carefully examined and compared with the rights of other
classes in determining how “meaningful” a reduction occurs in
the shareholder’s “proportionate interest.”

Common stock represents the residual interest in earnings
and assets of a corporation. Where only a single class of com-
mon stock is outstanding, the principal attributes of stock own-
ership — the right to vote, the right to share in current and fu-
ture earnings, and the right to share in corporate assets on lig-
uidation — are combined. Reducing the quantity of common
stock outstanding automatically reduces each of these attributes
in equal measure. Where a corporation has only one class of
stock outstanding — voting common — the IRS and the courts
have regarded a reduction in the quantity of shares owned as an
accurate gauge of the reduction in the shareholder’s total “in-
terest” in the business.

However, there are innumerable ways in which common
stock can create problems in applying the Davis criterion. Dif-
ferent classes of common stock may be created, carrying voting
and other rights disproportionate to dividend rights. Common
stock may coexist with “participating” preferred stock. One
class of common stock may be nonvoting while another class
has voting rights. In one case,” all the voting power resided
in the preferred stock; all of the outstanding common was non-
voting. The courts and the IRS have thus felt required to make
a detailed factual inquiry into the rights and attributes of com-
mon stock in relation to the rights of other stock, and in relation
to the corporate rights retained by other shareholders, in apply-
ing the Davis criterion.””

% Coates Trust v. Commissioner, 480 F.2d 468 (9th Cir. 1973), aff’g 55
T.C. 501 (1970), cert. denied, 414 U.S. 1045; U.S. v. Carey, 289 F.2d 531 (8th
Cir. 1961); Phelps v. Commissioner, 247 F.2d 156 (9th Cir. 1957); Boyle v.
Commissioner, 187 F.2d 557 (3d Cir. 1951), cert. denied, 342 U.S. 817 (1951);
Titfany v. Commissioner, 16 T.C. 1443 (1951), acq., 1957-2 C.B. 5; Rev. Rul.
57-353; Rev. Rul. 56-521; PLR 9607003.

3! Benjamin v. Commissioner, 66 T.C. 1084 (1976), aff’d, 592 F.2d 1259
(5th Cir. 1979).

32 See, e.g., Cornwall v. Commissioner, 48 T. C. 736 (1967), acq., 1968-2
C.B. 2; Rev. Rul. 70-199.
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b. What Is Meaningful?

Saying that a detailed factual inquiry must be made leaves
questions as to (1) what specific criteria determine whether a
reduction in interest is “meaningful,” and (2) how much of a
reduction will be “meaningful?” In the cases and rulings since
Davis, one finds discussion of two basic concepts: the “before”
and “after” voting power held by the redeemed shareholder and
that shareholder’s before and after “economic” interest in earn-
ings (through dividends) or assets (upon liquidation). These
two criteria, however, are different aspects of one basic focal
point: the interest in corporate equity represented by the stock
redeemed.

If a shareholder owns 100% of the sole class of stock of a
corporation and surrenders 20% of its shares for cash, the effect
is completely equivalent to an ordinary dividend, because the
shareholder continues to own 100% of the company’s remain-
ing equity. This is the same effect that occurs when an ordinary
dividend is paid without any surrender of shares. What matters
is not the number of shares surrendered, but instead, the effect
of the exchange on the shareholder’s continuing interest in the
equity represented by the shares redeemed.™

(1) Resemblance to Sale to Outsider

The following example illustrates the differing effects a
sale of shares to a third party and a redemption have on a share-
holder’s continuing interest in a corporation.

Example: A closely held corporation has two owners and
100 shares outstanding. A owns 80 shares and B owns 20
shares. The company will redeem 10% of its total equity
for cash.

Case 1. The company redeems 10 shares from B. As a re-
sult, B’s percentage interest declines from 20% to 11.1%
(10/90). Although B surrendered a claim on 10% of the
company’s equity, B’s percentage interest in the company
has been reduced by only 8.9 percentage points. This
means that B’s remaining shares include a claim on 1.1
percentage points of the 10 points of equity surrendered.
B’s remaining shares, in effect, recoup part of the equity
redeemed — 11%, to be exact (1.1/10). In the transaction,
B has lost 89% (8.92/10) of the claim on the 10% of the
company’s equity represented by the shares redeemed.

If, instead of exchanging the 10 shares with the issuing
company, B had sold the same shares to an unrelated new
investor, B’s percentage interest would have been reduced
to 10% (10/100). Because, via the redemption, B’s per-
centage interest was reduced to 11.1%, a comparison of
the effects of the redemption with the effects of a sale to
a third party shows that 1.1 of the 10 points of equity re-
deemed is equivalent to an ordinary dividend. The remain-
ing 8.9 percentage points or the equity redeemed resem-
bles the effects of a sale to outsiders and, arguably, is a
meaningful reduction in B’s interest in the company.

> See CCA 201052012 (shareholders who, despite redemption, preserved
their investments and arguably gained additional interest, by acquiring control
of new LLC, did not experience meaningful reduction).
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Under this approach, 11% of the total distribution would
be taxable under §301 and 89% would be entitled to capi-
tal gain treatment.

Case 2. The same company redeems 10 shares from A.
A’s percentage interest will decline from 80 to 77.8% (70/
90). Although A (like B) will have surrendered a right
to 10% of the company’s equity, A’s percentage interest
is reduced by only 2.2 percentage points. A’s remaining
shares therefore “recoup” 7.8 percentage points of the 10
points of equity redeemed. If A had sold 10 of his shares to
an outsider, A’s ownership percentage would become 70%
(70/100). As the redemption route leaves A with 77.8%,
7.8 points of the 10-point equity redeemed is equivalent to
an ordinary dividend and 2.2 points resembles a sale and
should get capital gain treatment. (Thus, 78% of the distri-
bution would be governed by §301 and 22% by §302(a)).

The cases and rulings have not, of course, adopted the
fragmentation approach suggested by the above example. How-
ever, this example may help rationalize why the courts and the
IRS attach significance under §302(b)(1) to voting power, con-
trol over corporate policy, and interest in earnings and assets.
As indicated in the detailed discussion below, the authorities
generally focus on whether an over-50% shareholder’s percent-
age ownership stays above 50% after the redemption or drops
below 50%. Fifty percent stock ownership also seems to be a
generally accepted dividing line for distinguishing a control-
ling shareholder from a noncontrolling shareholder. The cases
and rulings have generally held that a shareholder who controls
the corporation before and after a redemption cannot satisfy
§302(b)(1), while a controlling shareholder who loses control
in the redemption, or a noncontrolling shareholder, can quali-
fy under §302(b)(1) on the basis of a much lesser reduction in
percentage interest. It seems fairly safe to conclude that, un-
der Davis, the courts and the IRS would treat the redemption
in Case 1 above as a meaningful reduction, largely because B
owned less than 50% of the stock to begin with. Case 2 would
be treated as a §301 distribution because A “controlled” the
company beforehand and continued to control it by a wide mar-
gin afterward.

Depending on whether the redeemed shareholder owns
more or less than 50% of the remaining stock after the redemp-
tion, he will in most cases give up less than 50% or more than
50%, respectively, of the equity represented by the shares re-
deemed. Note that, in Case 1, B gave up 89% of the equity rep-
resented by the redeemed shares. In Case 2, A lost only 22% of
the equity claimed by the shares redeemed from him.

Note: In the above example, if the company had redeemed
61 shares from A, A’s percentage interest would have been
reduced to 49% (19/39). The likelihood is that all courts and
the IRS would view this reduction as qualifying under §302(b)
(1). (This reduction would separately qualify, of course, under
§302(b)(2)).

If the transaction is analyzed under the fragmentation ap-
proach, the same result seems justified because the shareholder
will have permanently lost over half the equity on which the
surrendered shares had a claim. Although A surrendered a
claim on 61% of the equity, A’s percentage interest would drop
by only 31 points. This indicates that A’s remaining shares re-
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coup, in effect, 30 percentage points of the equity that previ-
ously flowed to the redeemed shares (61-31). The 31 points of
equity lost is 50.8% of the 61 points of equity redeemed.

Observation: It may be that by using a 50% dividing line
under §302(b)(1), the courts and the IRS are, in effect, adopting
an all-or-nothing approach to the amount of equity the share-
holder gives up when the shareholder surrenders shares. That
is, if the shareholder gives up more than 50% of that equity, the
redemption qualifies in toto under §302(b)(1); if the sharehold-
er gives up less than 50%, §302 will apply to the whole amount
received.

(2) Voting Power

Why do the authorities stress the effect on voting power
as a factor under §302(b)(1)? In Davis, the Supreme Court de-
scribed an ordinary dividend as not changing in any way “the
relative economic interests or rights of the stockholders,” and if
a redemption has the same effect, it is equivalent to a dividend.
However, voting power may be unaffected by either a straight
sale or an ordinary dividend. This is less true with common
stock but, in the case of preferred stock, the cases to date indi-
cate that if a shareholder who owns nonvoting preferred stock
and over 50% of the voting common has some of its preferred
redeemed, the exchange will not qualify for exchange treatment
(see discussion of preferred stock, below). If the same share-
holder received a dividend on the preferred stock, the share-
holder’s voting power would be unchanged. Yet if the same
shareholder had sold the same preferred to an outsider, the
shareholder would receive capital gain treatment (entirely out-
side §302) and the shareholder’s voting power would also be
unchanged. Thus, voting power may not be a factor in compar-
ing a dividend with a sale, or in determining whether a redemp-
tion of preferred stock is more like a sale or an ordinary div-
idend. But in the case of both common and preferred stocks,
voting power may serve another function. It may bear on the
economic effect of the transaction.

In most closely held companies, voting power bears direct-
ly on the ability to declare current dividends or to obtain ac-
cumulated earnings on liquidation. If an individual (or family)
controls the company after a redemption, the individual can re-
cover through salaries or special transactions between the in-
dividual and the company the economic loss given up in a re-
demption. Therefore, even though a redemption reduces a con-
trolling shareholder’s interest by 10, 20, 30 or more percentage
points, if the individual still “controls” company policy after-
ward (whether control is defined as over 50% or by some other
figure), the equity redeemed may not have been given up per-
manently. This relation to ultimate economic effect may be the
reason that retention of voting control has been a significant
factor in testing an exchange for its resemblance to an ordinary
dividend.

2. 100% Shareholder

a. Authorities Since Davis: Summary

The authorities since Davis dealing with shareholders
owning (or considered to own) all the sole class of stock before
and after the redemption can be summarized as follows:
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One Class of Voting Reduction in Percentage
Common Stock Outstanding |Ownership (Actual and
Common Stock Redeemed Constructive)

Equivalent to a Dividend
Rev. Rul. 75-174, obsoleted |100% before and after
by Rev. Rul. 2003-99 (ruling
based on former §963)
Rev. Rul. 72-569 100% to 85%
Rev. Rul. 72-57, modified by |100% before and after
Rev. Rul. 78-351
Rev. Rul. 71-563 100% before and after
Rev. Rul. 71-261 100% before and after
Rev. Rul. 70-496, obsoleted |100% before and after
by Rev. Rul. 2003-99 (ruling
based on pre-1997 Act §304)
Maher v. Commissioner, 469 |100% before and after
F.2d 225 (8th Cir. 1972),
aff’g and rev’g in part 55
T.C. 441 (1970), supp. opin.,
56 T.C. 763 (1971)
Runnels Est. v. Commission- |100% before and after
er, 54 T.C. 762 (1970)
Johnson v. U.S., 434 F.2d 100% before and after
340 (8th Cir. 1970)
Coates Trust v. Commission- |100% before and after
er, 480 F.2d 468 (9th Cir.
1973), aff’g 55 T.C. 501
(1970)
Metzger Trust v. Commis- 100% before and after
sioner, 76 T.C. 42 (1981),
aff’d, 693 F.2d 459 (5th Cir.
1982), cert. denied, 463 U.S.
1207 (1983)
Cerone v. Commissioner, 87 |100% before and after
T.C. 1(1986)
Combrink v. Commissioner, |100% before and after
116 T.C. 296 (2001), with-
drawn and reinstated, 117
T.C. 82 (2001)

Exchange Treatment

NONE.

b. Discussion

Davis has been generally interpreted as requiring any re-
demption to be treated as equivalent to a dividend where a sin-
gle shareholder owns all the stock of a corporation (actually
and constructively) both before and after a redemption. The
business reasons for such a transaction, no matter how sound or
required by circumstances or free of a subjective tax avoidance
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motive, cannot be considered in measuring the economic effect
on the shareholder.

Cases and rulings since Davis have accepted this propo-
sition. In such situations, the shareholder cannot qualify under
§302(b)(3), of course, because a surrender of all of the stock
would constitute a liquidation of the company. The dispropor-
tionate redemption test of §302(b)(2) also cannot be satisfied
because a sole shareholder will necessarily own 100% of the
voting power after the transaction.

Even though a shareholder does not in fact own all the
shares of the sole class of stock, the shareholder will be treated
as the sole shareholder if the other owner’s shares are attributed
to the shareholder before and after the redemption pursuant to
§318. For a discussion of the possibility of escaping such attri-
bution, at least in the case of “bad blood” among family mem-
bers, see VLI., below.

Rev. Rul. 72-57°* applies the sole shareholder rule to a
parent corporation that, as part of a recapitalization of a sub-
sidiary designed to squeeze out minority shareholders of the
subsidiary, surrendered its old common stock for new common
plus cash to round out fractional shares. The ruling treats the
receipt of cash for the fractional share interests as a redemption
to be tested under §302. Because the parent owned all of the
subsidiary’s stock after the transaction, the cash it received was
held to be a §301 distribution. (Note that under §243 the parent
is entitled to a 100% dividend received deduction for receipt of
a §301 distribution.)

In Rev. Rul. 71-261, the IRS treated a decedent’s estate as
a sole shareholder where all of the estate’s stock (received from
the decedent) was redeemed and, by attribution from the wid-
ow and children who were beneficiaries of the estate, the estate
constructively owned all the stock before and after the transac-
tion. A dividend result in this type of situation has been criti-
cized,” but dissatisfaction with the result seems traceable more
to constructive ownership in this kind of case than to redemp-
tion criteria as such.

Note that a shareholder who in fact owns all the sole class
of stock before a redemption may not in all cases be treated
as the sole owner, actually or constructively, after the redemp-
tion. The special situation where this may occur is a §304(a)(1)
transaction. Under that provision, if the same shareholder con-
trols two “brother-sister” corporations (actually or construc-
tively), and if the shareholder sells some or all of the share-
holder’s stock in one company to the other, the transaction will
be treated as a redemption tested by the shareholder’s before
and after interest in the company whose stock was sold. Rele-
vant authorities under this provision are discussed in 768 T.M.,
Stock Sales Subject to Section 304.

Illustrating that an actual sole owner may experience a
percentage interest reduction in a §304(a)(1) transaction, Rev.
Rul. 73-2°* considered a situation where individual A owned

**Rev. Rul. 72-57 is modified by Rev. Rul. 78-351.

*®Swennes, ‘Not Essentially Equivalent to a Dividend’ Exception Still Vi-
able Despite Davis, 41 J. Tax’'n 78,79 (1974).

3%Note, however, that by declaring Rev. Rul. 73-2 obsolete in Rev. Rul.
95-71, the IRS implicitly acknowledged the changes wrought by the enactment,
under the 1982 TEFRA, Pub. L. No. 97-248, §226(a)(1)(A), of §304(b)(3),
which provides that §304, and not §351, governs transactions that qualify under
both sections.
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all the stock of corporation Y and 30 of 50 outstanding shares
of corporation X. The other owners of X were unrelated to A.
A sold all of A’s stock in Y to X for additional stock in X
plus cash. The additional stock increased A’s ownership of X
to 81%. The ruling held that the cash received was governed
by §304(a)(1) and had to be tested as though X had redeemed
some of its own stock from A. However, under §304, the effect
of this “deemed” redemption is measured by the shareholder’s
before and after percentage ownership in the selling company
).

After the sale, X actually owned all the stock of Y and,
by attribution,” A owned 81% of X’s ownership of Y. There-
fore, A’s ownership of the company whose stock was sold de-
creased from 100% to 81% (even though in fact A actually
owned no stock in Y after the transaction). Although a reduc-
tion occurred, the IRS ruled that the amount of the reduction
was not meaningful within the Davis test, so that the cash re-
ceived by A was taxable under §301.

In another §304(a)(1) ruling, Rev. Rul. 72-569, a share-
holder who owned all the stock of one company (sister) and
85% of the sole class of stock of another company (brother)
sold all of the sister stock to brother for cash. The other owners
of the buying company were unrelated to the selling sharehold-
er. The shareholder’s ownership of sister company changed
from 100% (actual) before to 85% (constructive), via §318(a)
(2)(C) after. The IRS held that no meaningful reduction in in-
terest occurred, citing Rev. Rul. 56-182, in which a majority
shareholder’s reduction from 81 to 66 2/3% was held dividend
equivalent on the ground that the shareholder still owned more
than a majority of the stock so that no appreciable change oc-
curred in the relative status of the majority and minority own-
ers.

3. Majority Shareholder

a. Authorities Since Davis: Summary

Only One Class of Voting Reduction in Percentage
Common Stock Outstanding- [Ownership (Actual and
Common Stock Redeemed Constructive)

Equivalent to a Dividend

Fehrs Finance Co. v. Com-
missioner, 487 F.2d 184 (8th
Cir. 1973), aff’g S8 T.C. 174
(1972)

98.2% to 88.69%

Title Ins. & Trust Co. v. U.S.,
484 F.2d 462 (9th Cir. 1973)

70% to 100%

Sawelson v. Commissioner,
61 T.C. 109 (1973)

65.5% to 74.1%

Jones v. U.S., 72-1 USTC
99349 (D. N.J. 1972)

98.5% t0 96.1%

Leleux v. Commissioner, 54
T.C. 408 (1970)

86% to 84.8%, then 75%,
then 53.5%

Vahlsing Christina Corp. v.
Commissioner, T.C. Memo
1985-273

93.33% to0 89.19%

Exchange

Treatment

Rev. Rul. 75-502

57% to 50%

Rickey v. U.S., 427 F. Supp.
484 (W.D. La. 1976), aff’d
on other grounds, 592 F.2d
1251 (5th Cir. 1979)

72% to 58%

Shimberg v. U.S., 415 F.
Supp. 832 (D. Fla. 1976)

66% to under 1%

Wright v. U.S., 482 F.2d 600
(8th Cir. 1973)

85% to 61.7%

Patterson Trustv. U.S., 729
F.2d 1089 (6th Cir. 1984)

80% to 62.8%

Voting Common and Non-
voting Common Outstanding:

Equivalent to a Dividend

Furrv. Commissioner, 34
T.C.M. 426 (1975) (part of
nonvoting common re-
deemed)

41.2% to 39.5% nonvoting
common, unchanged owner-
ship of 72% of voting com-
mon

Rev. Rul. 78-401 90% to 60%

Paparo v. Commissioner, 71 |78% to 81%
l"ll"o(ljde?z)z (1979) (two share- 78% to T4%

Rev. Rul. 77-218 60% to 55%

Rev. Rul. 75-502 57% to over 50%
Niedermeyer v. Commission- |(dictum) 90% to 83%

er, 62 T.C. 280 (1974), aff’d
per curiam, 535 F.2d 500 (9th
Cir.), cert. denied, 429 U.S.
1000 (1976)

§318()(2)(C).
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Furrv. Commissioner, 34
T.C.M. 433 (1975) (part of
nonvoting common re-

24.19% to 23.5% of nonvot-
ing common, unchanged
ownership of 72% of voting

deemed) common and 49.5% of pre-
ferred stock
Exchange Treatment
NONE.

b. Retention or Loss of Control

Cases and rulings since Davis have continued to empha-
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size the retention or loss of “control” as the key factor in testing
arepurchase of shares from an over 50% owner of the sole class
of voting common stock. This control test was a key factor be-
fore Davis and has continued to be central, with the courts and
the IRS now saying that continued ability to control corporate
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activities by a previously “dominant” shareholder does not in-
dicate any meaningful reduction in interest.”**

Control has generally been defined by reference to more
or less than 50% ownership of stock (indicating more or less
than 50% of the voting power and right to earnings and assets).
In Rev. Rul. 77-218,™ a testamentary trust sold (for cash) all
of its stock in a family corporation to another corporation con-
trolled by the same family. Under §304(a)(1), the transaction
was tested as a redemption by the selling company of its own
stock. Taking into account actual and constructive stock own-
ership before and after the transaction, the trust’s ownership
of the sole class of common stock of the selling company de-
creased from 60% to 55%. The IRS ruled that this change was
not a meaningful reduction in the trust’s proportionate inter-
est in the selling company. The redemption was, therefore, es-
sentially equivalent to a dividend. Although the trust owned no
actual stock in the selling company after the transaction, the
stock attributed to the trust under §318 represented an indirect
ownership interest “in excess of 50 percent.” The ruling also
notes that the stock attributed to the trust after the transaction
included stock actually owned by S, the son of the trust’s sett-
lor, and by the settlor’s widow (who was income beneficiary of
the trust). S “manages and controls the affairs” of both compa-
nies, the ruling observes, and also served as a co-trustee of the
trust.

Rev. Rul. 56-103, 1956-1 C.B. 75% 66%

159

Levin v. Commissioner, 385 F.2d 62.7% 100%

521 (2d Cir. 1967)

Meyer v. Commissioner, 46 T.C. 85% 81%
65 (1966), aff’d, 383 F.2d 883

(8th Cir. 1967)

Bradbury v. Commissioner, 298 91.3% 89.7%

F.2d 111 (Ist Cir. 1962)

Neffv. U.S., 305 F.2d 455 (Ct. Cl. 90% 56%

1962)

Salvatoriv. U.S., 66-2 USTC 74.2% 54.6%

9670 (S.D. Cal. 1966)

Haserot v. Commissioner, 46 96% 91%

T.C. 864 (1966), aff’d, 399 F.2d

828 (6th Cir. 1968)

Before Davis, the following cases allowed exchange treat-
ment where a common shareholder lost 50% or over 50% con-
trol in the redemption:

(1) Pre-Davis Authorities Percentage of Voting
Common Stock Stock
Before Davis, the following common stock cases and rul- Considered Owned:
ings found dividend equivalence where the shareholder contin-
ued to hold majority control of the corporation: Before After
Redemption | Redemption
Percent of Voting Sorem v. Co'mmissioner, 334F.2d 50% 44% &
Common Stock Owned 275 (10th Cir. 1964) 38%
Actually' and Squier Est. v. Commissioner, 35 50.09% 41.27%
Constructively: T.C. 950 (1961), acq., 1961-1
Before After CB.5
Redemption | Redemption Parker v. Commissioner, 20 50.3% 29%
Friend v. U.S., 345 F.2d 761 (1st 73% 66%| | L.C.M. 893 (1961)
Cir. 1965) McDonald v. Commissioner, 52 91%]| Small mi-
Phelon v. Commissioner, 25 83% 72% T.C. 82 (1969) nority inter-
T.C.M. 1024 (1966) est
Humphrey v. Commissioner, 39 67% 55% ]
T.C. 199 (1962) (2) Reduction to Exactly 50%
Jaffe v. Commissioner, 26 T.C.M. 75% 67% A 50% stock interest may hold “veto power” over corpo-
1110 (1967) rate action by its ability to block a majority vote of the director-
shareholders. Nevertheless, is a reduction from over 50 to ex-
Rev. Rul. 56-182, 1956-1 C.B. 81% 66 2/3%  actly 50% meaningful enough? In Fireoved v. U.S.>* the Third
157 Circuit suggested that a 25.3% common stock interest, repre-

** Fehrs Fin. Co. v. Commissioner, 58 T.C. 174, 185 (1972), aff’d, 487
F.2d 184 (8th Cir. 1973), cert. denied, 416 U.S. 938 (1974). See also Nieder-
meyer v. Commissioner, 62 T.C. 280 (1974), aff’d per curiam, 535 F.2d 500
(9th Cir.), cert. denied, 429 U.S. 1000 (1976).

% See also TAM 199934001 (taxpayer reduced his voting interest from
above 50% to below 50% and the IRS applied the redemption rules by analogy
and ruled that the transaction was taxable under §1001).
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senting veto power over corporate action on particular facts,
constituted enough control to warrant dividend treatment of a
preferred stock redemption. In Rev. Rul. 75-502, the IRS indi-
cated that, in at least some circumstances, it will treat a reduc-
tion to exactly 50% of a controlling shareholder’s ownership of
voting common stock as a “meaningful” reduction which qual-
ifies for exchange treatment under §302(b)(1). Before the re-

0462 F.2d 1281 (3d Cir. 1972).
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demption, a close corporation’s sole class of stock was owned
as follows:

Voting
Common
Estate 250 shares
Individual A (sole beneficiary of Estate) 750 shares
Individual B (unrelated to A within meaning 750 shares
of §318(a)(1))
Total 1,750 shares

The corporation redeemed all of the estate’s stock for
cash. Before this transaction, the estate owned constructively
all of A’s shares,*' so that its total ownership interest was
57% (1,000/1,750). Afterward, the estate continued to own A’s
shares constructively, so that the estate remained constructive-
ly a 50% shareholder in the company (750/1500 shares). The
ruling notes that stock gives a shareholder the right to vote
(“and thereby exercise control”); the right to participate in cur-
rent earnings and accumulated surplus; and the right to share in
net assets on liquidation of the company. The ruling also notes
that the redemption reduced from 57 to 50% the estate’s inter-
est in the latter two of these rights and also produced a situa-
tion where a single unrelated shareholder (B) owned the other
50% of the voting rights. If the estate’s stock interest had been
reduced by less than 7 percentage points, the ruling adds, the
redemption would not qualify under §302(b)(1) because “the
estate would continue to have dominant voting rights” in the
company.

The IRS was evidently impressed by the veto power in-
herent in the other remaining shareholder’s interest after the re-
demption. Note that the estate also held a veto power over man-
agement decisions after the redemption. The IRS apparently
does not consider a change from dominant voting rights to ve-
to power (as a 50% shareholder) as preventing exchange treat-
ment.

It may be significant that the other 50% of the outstanding
stock not owned by the estate in Rev. Rul. 75-502 was held by
a single shareholder. If ownership of the other 50% had been
spread among several unrelated shareholders, it is possible the
IRS might view the redeemed shareholder as continuing to hold
“dominant” voting rights by reason of the concentration of vot-
ing rights in the redeemed shareholder vis-a-vis voting rights
diffused among multiple holders of the other 50% block.

(3) Loss of Control While Retaining Over 50% of
Stock

The special emphasis placed by Davis on a “meaningful”
reduction in interest has led to some movement away from a
rigid focus on 50% as the dividing line between control and
lack of control. The fact that this development has occurred,
however, may cut both ways. In Wright v. U.S.’* the Eighth
Circuit held that a reduction in ownership of the sole class of
stock from 85% to 61.7% was a meaningful reduction because,

#18318(a)(3)(A).
#2482 F.2d 600 (8th Cir. 1973).
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although the shareholder could still control routine company
decisions, he could no longer act alone to amend the articles
of incorporation, sell all the assets, or merge or liquidate the
company. Under state corporate law, a two-thirds vote was re-
quired for these major actions, and, after the redemption, the
shareholder had to obtain consent from at least some of the oth-
er shareholders in order to do any of these things. The Wright
decision has led at least some commentators to see a possi-
ble breakthrough to a concept that if there are certain “sig-
nificant corporate acts” that the redeemed shareholder can no
longer direct alone, such as merging, liquidating, or amending
the articles, a “meaningful” reduction has occurred even though
the shareholder continues to own a majority of the outstanding
stock.™

The IRS has refused to accept the Wright-type analysis,
however, and has focused the test instead on who controls the
“day to day affairs” of the company.**

On the other hand, if there is a possible opening for this
kind of detailed analysis, the courts and the IRS can be expect-
ed to look closely at the “reality”” of control exercised by an un-
der 50% shareholder. This could mean that the mere fact that a
redemption reduces a shareholder’s percentage ownership from
above 50% to below 50% will not in all cases assure exchange
treatment under §302(b)(1).

(4) The Wright Case

The redemption issue arose in Wright'* in the setting of
a reorganization with boot tested under §354 and §356. This
was the first court decision after Davis that, without regard to
business purpose, allowed capital gain on a redemption that left
the shareholder owning over 50% of the remaining outstanding
common stock. Wright, his family, and his business colleagues
owned stock in two corporations as follows:

F&G Corp. World Wide Corp.

Shares %] Shares %

Wright 238 99.2 603 56

His wife 1 0.4 — —

His mother — — 150 14

His attorney (unre- 1 0.4 1 .0009
lated)

Dunn (unrelated) — — 323 30

Total 240 100.0 1077 100.0

F&G and World Wide were consolidated into a new cor-
poration, Omni, in which Wright received stock plus a

> Jacobson, Corporate Distributions: Not Essentially Equivalent to a Div-
idend; Assignment of Income and Other Problems, 33 N.Y.U. Tax Inst. 1007,
1016 (1975). But see Zinn & Silverman, Redemptions of Stock Under Section
302(b)(1), 32 Tax Law. 91, 97 (1978).

*¥Rev. Rul. 78-401.

3 Wright v. U.S., 482 F.2d 600 (8th Cir. 1973). See also Patterson Trust v
U.S., 729 F.2nd 1089 (6th Cir. 1984) and Conopco, Inc. v. U.S., 2007-2 USTC
Para. 50,582, 42 EBC 1187 (D.N.J. 2007).
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$102,002 promissory note payable in 10 years with 5% interest.
Omni issued its common stock as follows:

Class “A”| Class “B” Total | Percentage
Shares of Total
Wright 223 1999 2222 61.7
His wife 2 19 21 .6
His moth- 33 301 334 9.3
er
His attor- 2 21 23 .6
ney
Dunn 100 900 1000 27.8
Total 360 3240 3600 100.0

The general issue was whether, under §356, the promis-
sory note also issued to Wright had the effect of a dividend to
him.

If Omni had issued solely stock in the consolidation,
Wright would have received an 85% interest in Omni. Wright
took a note for part of his interest in the combining companies
because he and Dunn desired that they end up owning Omni in
approximately the same proportions as they owned the stock of
a third corporation (Danco) not involved in the consolidation.
Wright owned 71.5% of Danco, Dunn 27.9% and Wright’s at-
torney 0.6%.

The Eighth Circuit viewed the transaction as though
Wright received all stock in Omni and then surrendered some
of that stock for Omni’s note in a redemption tested under
§302. So viewed, the court found that, apart from family at-
tribution (which the court did not apply since the IRS had not
asked the court to do so), Wright’s ownership of Omni de-
creased from 85% to 61.7%. Because under state law a two-
thirds vote was required to merge, consolidate, or liquidate the
company, or to amend the articles of incorporation, the court
indicated that the redemption “created a meaningful change
in the voting power of the taxpayer under Arkansas law.”
Wright’s right to dividends and to assets on liquidation also
decreased by 23.3 percentage points. The court also stressed
the change in Wright’s interest in each of the combining com-
panies. His interest in F&G’s assets declined from 99.2% to
61.7% and his interest in World Wide’s assets increased from
56% to 61.7%, but that increase still did not give Wright sole
power to make corporate changes under state law. On these
grounds, the Eighth Circuit held that the note distribution was
not dividend equivalent under §302(b)(1) and was also not div-
idend equivalent under §356(a)(2).

Note: The dissent argued that even though the IRS had
not argued for attribution, the court should still have tested
the transaction in light of family attribution. The dissent also
pointed out the majority should have applied family attribution
because of Wright and Dunn’s admitted objective of having
Wright emerge with approximately the same percentage inter-
est as he owned in Danco, i.e., 72%. Wright did receive such
an interest in Omni, shared among himself, his wife, and his
mother. So viewed, Wright’s interest, including his wife and
his mother’s Omni stock, declined from 85% to 72% (2,577/
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3,600), “a relatively insignificant change.” At the same time,
the note received by Wright represented virtually the entire
earned surplus of F&G just before the consolidation.

The Wright approach persuaded a district court to make a
similar analysis as one of the alternative grounds of decision in
Rickey v. U.S.** A redemption there reduced a majority share-
holder from 72% to 58%. Although the court principally held
that the redemption satisfied §302(b)(2) in light of the over-
all plan for later redemptions from the same owner, the court
also found that the reduction in his interest immediately af-
ter the redemption satisfied §302(b)(1). At that point, Rickey
owned 58% of the sole class of stock, and, after calling atten-
tion to Wright, the court noted that Rickey had lost the two-
thirds vote needed under Louisiana law to sell assets, merge,
liquidate or amend the charter. “Thus, under the principles set
out in Davis and Wright... the redemption resulted in a mean-
ingful reduction of Mr. Rickey’s ownership interest and signif-
icantly altered his economic interests and rights relative to the
other shareholders.”

Suppose that a redemption reduces a shareholder’s own-
ership from 81% to exactly 66 2/3% and that, under state law,
a two-thirds vote is required for major corporate actions. This
amount of reduction occurred in Rev. Rul. 56-182, where the
IRS found dividend equivalence by reference to a majority-mi-
nority dividing line for control. Although Wright moves the di-
viding line higher in at least some situations, even Wright may
not protect a case where the redeemed owner still has enough
voting power alone to cause major corporate actions.

Note: In developing criteria under §302(b)(1) based on
changes in corporate control, the reality of control can be ex-
pected to govern. Although not yet tested, it might be argued
that a reduction in voting power not amounting to a loss of
two-thirds control over the board might still be “meaningful”
where the shareholder’s right to future earnings is reduced and
he must thereafter deal with a large and independent or hostile
minority and owes fiduciary duties to the minority.**

Where the minority is passive, under the dominating influ-
ence of the majority owner, or otherwise unable to act, any re-
duction in the majority owner’s interest, even loss of majority
ownership, may be insufficient.** On the other hand, if a con-
trolling block of stock passes to an heir who lacks any inter-
est in participating in corporate affairs, and instead allows other
shareholders to make all corporate decisions, the heir’s “pow-
er” of control might be accorded less weight.™

Where voting rights are different as between electing the
board and all other management matters, the question will arise
whether one or another set of rights is more important.

36569 427 F. Supp. 484 (W.D. La. 1976), aft’d on other issues, 592 F.2d
1251 (5th Cir. 1979).

7 Haserot v. Commissioner, 46 T.C. 864, 867 (1966), aff’d, 399 F.2d 828
(6th Cir. 1968).

48 Compare Grabowski Trust v. Commissioner, 58 T.C. 650 (1972) (con-
structive 80.2% ownership of common stock after redemption supported divi-
dend equivalence despite “not insubstantial” minority interest).

¥ See Boyle v. Commissioner, 187 F.2d 557 (3d Cir. 1951), cert. denied,
342 U.S. 817 (1951).

>0 But see Lammerts Est. v. Commissioner, 54 T.C. 420, 444 (1970) (re-
demption of preferred stock from widow who constructively continued to own
all the common through her son held dividend equivalent, despite her actual in-
active status), aff’d, 456 F.2d 681 (2d Cir. 1972).
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In Davis, the Supreme Court said that a redemption which
does not “change ... the relative economic interests or rights of
the stockholders” cannot qualify under §302(b)(1).”*' This dis-
junctive reference to economic interests “or” rights may indi-
cate that where a corporation has several classes of common
stock outstanding with differing voting and dividend rights,
control might not necessarily have to be given up if a large
enough reduction occurs in the other attributes of the redeemed
stock, such as its right to earnings and assets.

(5) Rev. Rul 78-401

Rev. Rul. 78-401 takes the position, contrary to Wright,
that in a two-person one class of stock corporation, a reduction
in one shareholder’s ownership from 90 to 60% is essentially
equivalent to a dividend, notwithstanding that the redeemed
shareholder, by dropping below two-thirds ownership, lost sole
power to liquidate, merge or sell all the assets of the company.
On the facts, the ruling notes that no major event such as a lig-
uidation or sale was contemplated. “Although A [the redeemed
shareholder] has surrendered the ability to individually control
those corporate decisions requiring a 66.67% vote, A has re-
tained control of the day-to-day affairs of X. Since A is in con-
trol of the day-to-day affairs of X and because there is no in-
dication that the type of corporate action requiring a 66.67%
shareholder vote is imminent, the retention by A of 60% of the
voting rights in X becomes a predominant factor in determin-
ing whether the redemption results in a meaningful reduction of
A’s interest in X.”

Comment: The IRS’s position in this ruling is tenuous at
best. It seems that a reduction of the type discussed in Rev. Rul.
78-401 is more “meaningful” than a slight reduction in a minor-
ity shareholder’s interest, yet the IRS routinely grants §302(b)
(1) treatment for the latter.

(6) Other Developments

Where an issuer corporation “goes public” at the same
time it redeems some of its stock, a question arises whether the
change from closely held to public ownership status, and result-
ing SEC supervision, will affect the “meaningfulness” of the
change in a redeemed shareholder’s relationship to the corpora-
tion. The Tax Court minimized the significance of this partic-
ular factor, however, in Paparo v. Commissioner” “While ad-
mittedly Nashville and Jasper, as wholly owned subsidiaries of
a public corporation, are subject to a variety of SEC rules and
regulations, this fact alone will not convert the transaction in
the instant case from a distribution of property to a distribution
in exchange for petitioners’ stock.”

c. Nonvoting Common Stock

A shareholder who owns both voting and nonvoting com-
mon stock, and whose voting stock (either actually or construc-
tively owned, or both) amounts to a majority of the voting
stock, will find it extremely difficult to obtain capital gain treat-
ment under §302(b)(1) for a redemption of any of the share-
holder’s nonvoting common.

1397 U.S. at 313.
271 T.C. 692 (1979).
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In Don Furr v. Commissioner,” the Tax Court held divi-
dend equivalent a redemption of 16 of 31 nonvoting common
shares actually owned by the taxpayer, where (actually and
constructively) he owned 72.34% of the voting common stock
before and after the redemption, 41.2% of the nonvoting com-
mon (actually and constructively) before the redemption, and
39.5% of the nonvoting common (actually and constructively)
afterward. The redemption occurred in the setting of §304(a)
(1). The Tax Court applied both a voting control test and an
economic interest test. The court found that the taxpayer’s vot-
ing control over the company was unchanged and that the small
percentage decrease in his proportionate ownership of nonvot-
ing common also failed to alter his economic interest in the
company in a meaningful way.

In Roy Furr v. Commissioner,”* a redemption of 673 of
10,024 nonvoting common shares owned by the taxpayer was
held dividend equivalent where the taxpayer’s voting control
was unchanged, his dividend and liquidation rights in the out-
standing preferred stock were unchanged, and his dividend and
liquidation rights in the nonvoting common were reduced on-
ly to a “small” extent. In this case, the taxpayer owned the fol-
lowing percentage interests in the stock before and after the re-
demption:

Before Redemption

(Percentage)
Directly [ Constructively Total
Preferred 13.4 36.1 49.5
Voting common 2.1 69.8 71.9
Nonvoting common 6.3 17.89 24.19

After Redemption

(Percentage)
Directly | Constructively Total
Preferred 13.4 36.1 49.5
Voting common 2.1 69.8 71.9
Nonvoting common 5.89 17.97 23.86

The court emphasized that the reduction in the net worth
of the taxpayer’s interest was minimal, i.e., only 0.33% in his
ownership of nonvoting common.

d. Special Problems Under §304(a)(1)

To the extent that a §304> transaction is treated as a dis-
tribution under §301, the transferor and the acquiring corpora-
tion are treated as if (1) the transferor had transferred the stock
involved in the transaction to the acquiring corporation in ex-
change for stock of the acquiring corporation in a transaction
to which §351(a) applies, and (2) the acquiring corporation had
then redeemed the stock it is treated as having issued.” Thus,

%34 T.C.M. 426 (1975).

434 T.C.M. 433 (1975).

% For a more detailed discussion of §304, see 768 T.M., Stock Sales Sub-
Jject to Section 304.

368304(a)(1).
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the acquiring corporation is treated for all purposes as having
redeemed the stock it is treated as having issued to the transfer-
or. In addition, if the §304 transaction is treated as a dividend
to which the dividends received deduction applies, the dividend
is treated as an extraordinary dividend in which only the ba-
sis of the transferred shares would be taken into account under
§1059.7

Comment: Section 304 is directed primarily at preventing
a controlling shareholder from claiming basis recovery and
capital gain treatment on transactions that result in a withdraw-
al of earnings from corporate solution. Such concerns are most
relevant where the shareholder is an individual. Corporations
have different concerns due in part to the presence of the div-
idends received deduction. A corporation often may prefer a
transaction to be characterized as a dividend, as opposed to a
sale or exchange. The provisions in §304 are aimed at prevent-
ing a corporation from intentionally seeking to apply §304 to a
transaction which is in substance a sale or exchange. Corpora-
tions that are related for purposes of §304 need not be 80% con-
trolled by a common parent. The separate rules for corporations
filing a consolidated return, that would generally reduce basis
for untaxed dividends received, do not apply. Furthermore, in
some situations where the selling corporation does not in fact
own any stock of the acquiring corporation before or after the
transaction (except by attribution), it is possible that inappro-
priate results would be obtained.

For example, in certain related-party sales the selling cor-
poration may take the position that its basis in any shares of
stock it may have retained (or possibly in any shares of the ac-
quiring corporation that it may own) need not be reduced by the
amount of its dividends received deduction. This could result
in an inappropriate shifting of basis. The result can be artificial
reduction of gain or creation of loss on disposition of any such
retained shares.

In a §304(a)(1) transaction, it is unclear whether, in testing
the redemption under §302, the shareholder’s post-“redemp-
tion” constructive stock interest under §318(a)(2)(C) in the cor-
poration whose stock was transferred is the only relevant fac-
tor, or whether the “reality” of the shareholder’s interest in
that corporation, as filtered indirectly through the shareholder’s
stock in the acquiring company, can also be considered.

In applying §302 to a §304(a)(1) transaction, for example,
if the issuing corporation has outstanding only a single class
of common stock, but the acquiring corporation has a complex
multiclass capital structure with voting rights among the class-
es disproportionate to dividend rights and liquidation rights, the
shareholder’s interest in the issuing corporation may undergo
complex constructive changes.

Example: Individual X owns 100% of the sole outstanding
class of capital stock of corporation S. Corporation B has
outstanding two classes of common stock, 150 class “A”
shares and 100 class “B” shares. Both classes have equal
dividend and liquidation rights per share. Class “A” car-
ries one vote per share; class “B” carries two votes per
share. The value of each “B” share is determined to be
1 1/2 times greater than each “A” share. X owns all 100

5781059.
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class “B” shares. Unrelated persons own the class “A”
shares. X thus owns 40% (100/250) of the equity inter-
est, i.e., dividend and liquidation rights, in corporation B;
57% (200/350) of the total voting power of both classes of
stock; and 50% of the total value of both classes of stock.

X sells all of X’s S stock to corporation B for cash.

Under §304(a)(1) this transaction is treated as a redemp-
tion tested under §302 by reference to X’s pre-sale and
post-sale interest in S, the company whose stock was sold.
After the sale, §318 treats X as constructively owning S
stock actually owned by B (under §318(a)(2)(C)). X con-
structively owns a percentage of the S stock that B owns
equal to X’s percentage ownership of the total “value” of
all the stock of B. It is unclear whether “value” for this
purpose means fair market value. It probably does.”™

If so, the different voting rights, dividend rights, and liqui-
dation rights of B stock must be carefully weighted in ar-
riving at an overall fair market value of the various class-
es of B stock. If fair market value is the test, X construc-
tively owns 50% of S’s outstanding stock after sale. Sec-
tion 304(b)(1) suspends the 50% minimum value owner-
ship rule that generally must exist before §318(a)(2)(C) is
triggered. However, can the reality of X’s indirect inter-
estin S as filtered through B be considered — 57% voting
control and a 40% equity interest — or are the attributes
of X’s interest in B relevant only in applying §318(a)(2)
(C) to determine the value of X’s stock in B and not there-
after in testing X’s post-sale interest in S under §302? Un-
der the latter interpretation, because S has only one class
of stock outstanding, the S stock constructively owned by
X after the redemption would be regarded as representing
50% of the voting power and equity of the S stock. Reg.
§1.304-2(a), seventh sentence, seems to support this ap-
proach. On the other hand, Congress directed that a “factu-
al inquiry” be made in testing a redemption under §302(b)
(1), and one of the relevant circumstances, arguably, is
X’s actual degree of control or equity in S, even indirectly
through B. Query, however, whether this latter approach
in effect completely disregards the use of attribution rules
to determine X’s post-redemption interest in S.

Of course, even if X’s actual indirect interest in S can be
considered under §302(b)(1), X can still argue that, on the
particular facts, the reduction in X’s equity interest in S is
more significant than the reduction in X’s voting interest.
On this question, a “facts and circumstances” test probably
must still be used. Reducing a shareholder’s equity inter-
est to below 50%, for example, along with introducing an
independent minority interest in S, might be “meaningful”
in some situations, while if the corporation has rarely paid
dividends and the shareholders withdraw earnings chiefly
through salaries, reducing a shareholder’s “equity” interest
might not seem very meaningful in those circumstances.

8 Cf. Rev. Rul. 69-399 (application of §1239 “more than 80 percent in

value” ownership test is not determined solely by the number of shares out-
standing).
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4. Minority Shareholder

a. Authorities Since Davis: Summary

Reduction in Percentage
Ownership (Actual and
Constructive)

Only One Class of Common
Stock Outstanding

Equivalent to a Dividend

Rodgers P. Johnson Trust v. 43.6% to 40.8%
Commissioner, 71 T.C. 941

(1979)
Rev. Rul. 78-60

Eight shareholders redeemed;
largest owned 10.8% before
redemptions; reductions in
each case less than 1 percent-
age point

31.6% to 33.33%

Haft Trust v. Commissioner,
61 T.C. 398 (1973), rem’d,
510 F.2d 43 (1st Cir. 1975),
supp. opin., 62 T.C. 145
(1974)

Exchange Treatment
0.0001118% to 0.0001081%
27% t0 22.27%
30% to 24.3%

Rev. Rul. 76-385
Rev. Rul. 76-364
Rev. Rul. 75-512

b. Relation to Control

A partial redemption of voting common stock owned by
a shareholder who owns (actually and constructively) less than
50% of the stock is generally more likely to receive capital gain
treatment than if he owned more than 50%. The apparent ra-
tionale for this result is that the distributee did not dominate
the decision-making process of the company and had no power
alone to cause the redemption. Influenced by this notion, cases
and rulings have generally allowed a smaller reduction in ab-
solute percentage points to qualify under §302(b)(1) where the
shareholder owned (at the outset) less than 50% of the sole vot-
ing stock. In Rev. Rul. 76-385, the IRS decided the fact situa-
tion before it partly by referring to the apparent intent of Con-
gress in enacting §302(b)(1). The ruling says, in part:

One purpose for the enactment of section 302(b)(1)
of the Code was to provide capital gain treatment
for redemptions of stock held by certain minority
shareholders, especially minority holders of preferred
stock who exercise no control over corporate affairs.
See S. Rep. No. 83-1622, 83rd Cong., (1954).

The redemption in the instant case falls within the
category of redemptions Congress intended to ex-
clude from dividend treatment through the enactment
of section 302(b)(1) of the Code since the redemption
involves a minority shareholder whose relative stock
interest in Z is minimal and who exercises no control
over the affairs of Z.
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Although the IRS’s rulings since Davis indicate the gen-
eral trend where minority shareholders are redeemed, there are
no specific guidelines as to how much of a reduction is required
for the change to be “meaningful.” In Johnson Trust v. Com-
missioner,” a shareholder’s reduction in interest from 43.6%
to 40.8% was considered essentially equivalent to a dividend.
The mere fact that a minority shareholder’s interest in the basic
three attributes of stock — voting power, rights to current earn-
ings and rights to assets on liquidation — is reduced does not
necessarily satisfy Davis. In almost all the rulings since Davis,
some additional ground for the decision is given, usually relat-
ing to the effect on corporate control or the absence of control
at the outset. Although the IRS has issued a number of rulings
dealing with minority shareholders, it may still be difficult to
distill clear principles on which one can rely. Several rulings
note that the minority shareholder lacked control beforehand
and reduced his economic (dividend and asset) rights. In these
cases, exchange treatment is allowed, but it is not clear whether
the reduction in economic rights is most important, whether the
lack of control is the main factor, or whether any guidelines are
being used to decide just how much of a reduction in econom-
ic rights make the reduction meaningful. If control is absent at
the outset, does any reduction in economic rights suffice? Even
if one concludes conservatively that the reduction in econom-
ic rights should be sizable in absolute terms (a quantitatively
large reduction), the fact that the shareholder is a minority hold-
er might be offset by a contention that he is still part of a group
of owners who, working together, control the company. In ad-
dition, there might be special provisions in the charter or by-
laws which give the shareholder disproportionately large vot-
ing or other rights. Also, the “reality” of the situation might be
that the other shareholders are passive or simply defer to their
largest minority colleague. In cases of this kind, the sharehold-
er might be found to hold a position equivalent to control and
this factor alone might offset a sizable reduction in his econom-
ic rights.*®

“Effective” or “working” control may exist in a minority
stock position in a large or publicly held corporation by reason
of the scattered nature of the other holdings and the power of a
unified minority block to elect several directors.”' As yet, there
are no cases or rulings under §302(b)(1) dealing with a minori-
ty shareholder who holds effective control.

As discussed earlier, the “reality” of control arrangements
will likely govern in testing share repurchases under §302(b)
(1). This means at least two things. First, mere numerical own-
ership of less than 50% of the voting common stock will not
guarantee exchange treatment if bylaw provisions or other
arrangements give the minority block some form of operating
control. Second, even if there are no formal bylaw provisions or
written agreements, the fact that other shareholders are in reali-
ty passive, complacent, or acquiescent to the taxpayer’s wishes

71 T.C. 941 (1979), acq., 1984-2 C.B. 1.

*Swennes, ‘Not Essentially Equivalent to a Dividend” Exception Still Vi-
able Despite Davis, 41 J. Tax’'n 78,79 (1974).

%! See Golconda Mining Corp. v. Commissioner, 58 T.C. 139 (1972),
rev’d, 507 F.2d 594 (9th Cir. 1974) (accumulated earnings tax issues).
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(despite their formal “rights”’) may well be seen as vesting ef-
fective control in the taxpayer.’®

In Johnson Trust v. Commissioner,® the Tax Court held
that a reduction in a shareholder’s actual and constructive own-
ership of Crescent Oil Company from 43.6% to 40.8% of the
sole class of stock did not qualify under §302(b)(1):

In the case now before us there was no significant

change in the control of Crescent Oil after the re-

demptions... [W]e find that the result of this small
reduction in ownership interest was not meaningful

and that petitioner has not met the requirements of

§302(b)(1).

The court refers to Rev. Rul. 76-364, but it is not clear
whether the court viewed the redeemed shareholder (a testa-
mentary trust) as actively engaged in controlling company af-
fairs and as not having its power changed significantly by the
redemption, or whether the court focused on the significance of
the reduction in percentage interest on an assumption that the
trust was a passive shareholder before the redemption.

(1) Pre-Davis Authorities

The following cases and rulings allowed exchange treat-
ment where a common shareholder lacked control before and
after the redemption:

Percentage of Voting
Common Stock
Considered Owned:
Before After
Redemption | Redemption
Sorem v. Commissioner, 334 F.2d 50% 44% and
275 (10th Cir. 1964) 38%
Cornwall v. Commissioner, 48 21% 16%
T.C. 736 (1967), acq., 1968-1
C.B.2
Rev. Rul. 56-183 11% 9%

Observation: Cornwall v. Commissioner, above, illustrates
the type of factual inquiry which is especially difficult. The tax-
payer in that case was a member of an insurance underwriting
business operating as an association taxable as a corporation.
His interest in the business consisted, before the redemption,
of an 18.25% interest in the capital and investment income of
the business and a 21% interest in its income or loss from un-
derwriting. The taxpayer had an equal vote with other mem-
bers on all management matters except with regard to mem-
bers’ withdrawals, which required approval by a majority in in-
terest. The association distributed $200,000 to Cornwall in re-
duction of part of his “interest” in the business. His interest in
underwriting income was reduced from 21% to 16%. His capi-
tal account and share of investment income were reduced from
18.25% to 17.44%. His voting rights were not changed except
as to voting on withdrawals. The court held that the distribu-

%2 See Kraus v. Commissioner, 490 F.2d 898 (2d Cir. 1974), aff’g 56 T.C.
681 (1973).
371 T.C. 941 (1979), acq., 1984-2 C.B. 1.
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tion was not essentially equivalent to a dividend. Because his
voting interest was not reduced on management matters, with
one exception, the redemption failed to qualify under §302(b)
(2). However, there was still a “substantial change in his partic-
ipating rights.””*

The following cases and rulings imposed dividend treat-
ment on a less than 50% owner before the transaction:

Percentage of Voting
Common Stock
Considered Owned:

Before After
Redemption | Redemption
Blount v. Commissioner, 425 40.1 39

F.2d 921 (2d Cir. 1969)

Bloch v. U.S., 261 F. Supp. 597 45 43
(S.D. Tex. 1966), aff’d per curi-
am 386 F.2d 839 (5th Cir. 1967)

Rev. Rul. 57-353, 40

331/3

(2) Control Group

The courts and the IRS have developed concepts of “col-
lective control” by two or more minority shareholders, so that
a redemption of part of the stock owned by such a shareholder
has in the past failed to qualify under §302(b)(1). After the re-
demption, the members of the control group can still collabo-
rate to control corporate policy.

On the basis of collective control, the following authorities
found dividend equivalence: Haserot v. Commissioner,®
Blount v. Commissioner, above; Bloch v. U.S., above; Rev.
Rul. 57-353, above. The Bloch decision is somewhat peculiar
because the court said:

Prior to the redemption in this case, the taxpayer was

a minority stockholder and could only exercise con-

trol by aligning himself with one or more of the oth-

er stockholders. After the redemption, he was still a

minority stockholder who could only exercise control

by aligning himself with other stockholders.’®

It might be that Bloch is a warning that a substantial mi-
nority shareholder (45% before and 30% afterward) is more
likely to be treated as part of a control group than one who held
a smaller interest to begin with.

Note: For a post-Davis case in point, holding dividend
equivalent a reduction from 43.6 to 40.8%, see Johnson Trust
v. Commissioner”

In Rev. Rul. 57-353, shares were owned as follows: B, 100
shares; C, 100 shares; D, 50 shares. The company redeemed 50
shares from each of B and C. The IRS ruled that each exchange

%48 T.C. at 749.

%46 T.C. 864 (1966), aff’d, 399 F.2d 828 (6th Cir. 1968). Cf. Pacific
Vegetable Oil Corp. v. Commissioner, 251 F.2d 682 (9th Cir. 1957) (dividend
equivalence without invoking collective control; shareholder’s interest in-
creased from 40.4% to 50%).

%6261 F. Supp. at 612—13.

771 T.C. 941 (1979), acq., 1984-2 C.B. 1.
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was equivalent to a dividend. Beforehand, B and C each owned
40% (total 80%). Afterward, B, C and D each held a one-third
interest. Nevertheless, the ruling says that the distribution was
“proportionate as to those persons owning 80% of the stock of
the corporation and did not substantially change their relative
control of the corporation.” Although the owners held equal
one-third interests after the redemption, B and C had previous-
ly united against a former shareholder from whom B and C had
each bought half of their respective stock holdings. The ruling
thus seems to group B and C together as a single unit that held
two-thirds control afterward as against D.’®

In Rev. Rul. 76-364,” a redemption from the largest mi-
nority holder in a four-person company was held entitled to
capital gain where the shareholder’s ownership fell from 27%
to 22.27%. The company had 200,000 common shares out-
standing with one vote each, owned as follows:

Shares Percent
A 54,000 27
B 48,667 24.3
C 48,667 24.3
D 48,667 24.3

A retired and took no part in management. A surrendered
12,160 shares for cash, leaving A with 41,840 of 187,840
shares. Control was thus reshuffled by reducing A to 22.27%
and increasing B, C, and D to 25.91% each. The ruling points
out that previously A could control the company if A acted
in concert with only one other shareholder. But after the ex-
change, A lost this power. This, the IRS said, was a meaningful
reduction in A’s interest. This ruling implies that even if A may
have been part of a closely knit group of owners, a meaningful
change still occurred because previously, if A could persuade
only one colleague, A had a 51% vote. After the redemption, A
needed to persuade more than one colleague in order to get the
same control.

As A’s economic rights were reduced (to earnings and as-
sets) and A owned less than 50% of the stock at the outset, why
did the IRS test A as a possible control person? Certainly, one
could say that A could have been outvoted before the transac-
tion by the combined votes of B, C and D (just as C could have
been outvoted in Rev. Rul. 57-353, above, by a coalition of the
partners).

The point might be that the facts and circumstances will
determine whether the person being redeemed will be regarded
as part of the control group at the outset and, if so, the person’s
relationship with co-owners will be examined after the transac-
tion from a control point of view. Perhaps the most obvious fac-
tor is a relatively small group of owners and minority holders
who own 20% or more of the stock or some other substantial
minority interest. The status of the shareholder as the founder
of the company, as a key employee, or as an inactive heir who

%% But see Seabrook v. U.S., 253 F. Supp. 652 (W.D. Okla. 1966) (allowing
exchange treatment despite collective control).
% Corrected by Announcement 76-127.
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inherited shares from one active in the business, or the like, will
also “color” the entire transaction.

In Rev. Rul. 75-512,” the IRS ruled that a reduction in
a redeemed trust’s stock ownership from 30 to 24.3% was
“meaningful” where another shareholder controlled and man-
aged the company’s affairs and the trust was a minority share-
holder who took no part in management before or after the re-
demption.

(3) Publicly Held Companies

It is not completely clear how redemptions by publicly
held companies are to be tested under §302(b)(1). Will the
same criteria used for closely held companies be equally ap-
plied where widely held companies buy in some of their own
shares?

The first guidance on this subject came in Rev. Rul.
76-385."" A publicly held company with 28 million shares
made a tender offer to its own shareholders as part of settlement
of an antitrust suit in which the company agreed to divest
itself of certain property. Among the tendering shareholders
was a corporate shareholder that owned 0.0001118% of the
stock. All of that shareholder’s stock was redeemed. However,
because the corporate parent of the shareholder continued to
own some of the stock in its own right (and did not tender
any of its shares), the corporate shareholder continued to own
0.0001081% of the public company’s stock constructively. The
ruling notes that the tendering shareholder reduced its voting
rights and its right to earnings and assets, but the key rationale
(as suggested earlier) lay in the IRS’s view of the intent of Con-
gress in enacting §302(b)(1). In these circumstances, the IRS
evidently saw no reason to test the redeemed shareholder by
reference to a possible collective control position.””

In Rev. Rul. 78-60, the IRS ruled that simultaneous re-
demptions from eight shareholders of a widely, although not
publicly, held corporation were dividend equivalent. The cor-
poration had 24 shareholders who were descendants of the
company’s founder. The redemptions occurred pursuant to a
plan permitting each shareholder to elect annually to have re-
deemed 2/3 of 1% of his stock. The plan limited to 40 the total
number of shares that could be redeemed each year under the

37 See also PLR 201002022 (closely held corporation’s periodic redemp-
tion of nonvoting shares held by retirement plan, so as to provide plan liquidity,
qualified for §302(b)(1) treatment, whereas unrelated redemption of nonvoting
shares held by family group controlling corporation constituted single and iso-
lated transaction and did not result in deemed distribution under §305 with re-
spect to any shareholder).

*7! See also PLR 200912006, in which a foreign public corporation, desir-
ing to privatize itself, redeemed its outstanding Class A common stock and a
percentage of its Class B common stock, the latter of which was all held by a
single corporate shareholder. Under the scheme, the corporation also simulta-
neously issued new Class B shares to an investor group and thereby equalized
the voting power possessed by the shareholder and the new investors. The IRS
ruled that the corporation’s redemption of the Class B shares would qualify for
§302(b)(1) treatment. See also PLR 9829008 (exchange treatment allowed for
partial redemption, via participation in corporation’s continuing stock-reduc-
tion program, of common stock owned by shareholder desiring diversification
whose interest in corporation went from 5.91% of value to 5.10% and 1.72%
of voting power to 1.56%; management group and another shareholder each
owned a multiple of what this shareholder owned).

°21f the shareholder had desired §301 treatment, perhaps it could have pur-
chased additional shares of the public company’s stock or options to purchase
stock, thereby ensuring no reduction in interest.
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plan. To the extent fewer than 40 shares are tendered for re-
demption in any year, a shareholder may have more than the
normal percentage (2/3 of 1%) of his shares redeemed during
that year. Actually and constructively, the changes in owner-
ship of the redeemed shareholders as a result of the redemp-
tions occurring under the plan for a single year were as follows:

Before After
B 8.0333% 8.0034%
C 8.0333% 8.0034%
D 11.4167% 11.3591%
G 3.2500% 3.1711%
J 9.5333% 9.4631%
\Y 3.2833% 3.2383%
W 5.0000% 4.9329%
X 10.8167% 10.8389%

Although seven of these shareholders reduced their per-
centage interests, the IRS introduced factors other than the ef-
fect on corporate control and ruled that none of the redemptions
produced a meaningful reduction “because the reductions were
small and each shareholder has the power to recover the lost
interest by electing not to participate in the redemption plan in
later years.”

In Rev. Rul. 81-289, the IRS required a redemption re-
ceived by a minority shareholder in a public company to be
treated as dividend equivalent where the company had an iso-
lated tender offer for the redemption of shares. This sharehold-
er redeemed 40 shares, which turned out to be pro rata in re-
lation to the total number of shares redeemed by the corpora-
tion. As a result, the shareholder’s percentage interest remained
the same both before (2,000/1,000,000 = .2%) and after (1,960/
980,000 = .2%). The IRS treated this as a pro rata redemption
and accordingly denied exchange treatment.

c¢. Negative Control

Suppose a shareholder holds “negative control,” i.e., the
power to prevent corporate action on certain matters even if
the shareholder cannot compel affirmative action by the share-
holder’s own vote. Is a redemption not dividend equivalent if a
person who holds negative control beforehand loses that pow-
er? Is the answer different if an under-50% shareholder who
has negative control retains such control after the transaction?
What if an over-50% owner reduces their interest to exactly
50%, which thereafter gives them an effective veto over com-
pany policies?

The answers to these questions are not always clear. In
Sorem v. Commissioner;,”” a redemption that reduced the own-
ership of voting common by each of two 50% owners to 44 and
38%, respectively, was held entitled to capital gain treatment.
“Prior to the sale,” the court said, “although neither Boogaart
nor Sorem had positive control over the Retail Corporations,

73334 F.2d 275 (10th Cir. 1964).

767-4th

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

each had negative control, that is, the power to prevent any ac-
tion requiring the approval of a majority of the shareholders.
Subsequent to the sale, neither of them had such negative con-
trol, and either, by inducing the other stockholders to join with
him, could exercise corporate control.” In this situation, the re-
deemed parties gave up negative control.

In Rev. Rul. 75-502, a reduction in an estate’s ownership
of a closely held company from 57 to exactly 50% of the sole
class of stock was ruled not to be dividend equivalent. The rul-
ing emphasizes that the other 50% of the voting rights was held
by a single unrelated individual. Even though the estate also
could deadlock the company, exchange treatment was allowed.

A case that is frequently discussed in connection with
§302(b)(1) but did not actually involve that provision is Fire-
oved v. U.S™™ In Fireoved, a company redeemed part of the
preferred stock held by Fireoved who, at that time, owned 25 1/
3% of the voting common stock. The preferred had been issued
four years earlier when Fireoved had then owned one-third of
the common. In the interim he had sold some of his common
to one of his co-owners. Because of this earlier reduction in
his underlying common, one issue was whether the statutory
exception in §306(b)(4)(B) could protect the redemption from
ordinary income treatment under §306. The Third Circuit re-
jected this argument, on the grounds that the exception was
not intended to be available where the shareholder disposes of
some of the underlying common but still retains all the control
he had previously. The court concluded that Fireoved had re-
tained such control in light of the fact that there were special
provisions in the bylaws that required the unanimous consent
of all directors for decision making and required a 76% vote to
amend the bylaws. Because the rest of the common stock was
owned 25 1/3% by C and 49 1/3% by E (unrelated persons), no
two parties could vote more than 74 2/3% of the common. Una-
nimity was thus required in order to act. Originally, the three
men had equal one-third interests so that unanimity had been
required then, too. Therefore, no change had occurred in Fire-
oved’s negative control over company policy. Although Fire-
oved appeared to hold only a numerical minority interest, the
court said that he still had a form of control over the company.

d. Summary

A distinction exists between a minority shareholder and
a noncontrolling shareholder. The facts and circumstances of
each case seem to be crucial to determining what factors will
be considered relevant to determining whether a reduction in
interest has been meaningful. Just as an over-50% owner after
a redemption of some of his voting common has an improved
chance, after Wright, to qualify under §302(b)(1) in light of
state law, caution should be shown where shares are repur-
chased from one who owns less than 50%, but, because of spe-
cial provisions in the charter, bylaws, side agreements, voting
trust arrangements, and the like, can exercise disproportionate
voting rights or claim a disproportionate share of earnings or
assets.

A noncontrolling minority shareholder should not be de-
nied exchange treatment under §302(b)(1) solely by reason of

4462 F.2d 1281 (3d Cir. 1972).
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having a minority status both before and after the transaction.””

On the other hand, Davis may not pose a barrier to grouping mi-
nority shareholders together, without regard to §318, as mem-
bers of a control group for purposes of applying §302(b)(1).

Thus, special care should be taken where a less than 50%
shareholder (before and after) can, by reason of special provi-
sions or circumstances:

(1) exercise a majority vote;

(2) join with friendly co-owners as part of a group that can
cast a majority vote;

(3) block positive action by the board or shareholders; or

(4) exercise “effective” control as the largest minority
holder or because of the dispersion of ownership of the
other shares.

G. Redemption of Preferred Stock

1. In General

Until Davis, the courts and the IRS applied at least four
different criteria to test redemptions of preferred stock. These
were: (1) business purpose; (2) the “comparative dividend”
test; (3) the proportionate or disproportionate holdings of com-
mon and preferred stock as among all shareholders; and (4) the
degree of reduction in absolute ownership of preferred stock by
the redeeming shareholder.” After Davis it would seem that all
these criteria must be disregarded and that §302(b)(1) must be
applied solely by reference to the changes in each redeeming
shareholder’s own overall interest in the corporation. It is evi-
dently no longer significant how many persons own both com-
mon and preferred, or only shares of one class; what percentage
of the preferred is held by all holders of common as a group;
or that all the outstanding preferred stock is redeemed pro ra-
ta.””’ In a pre-Davis ruling, a preferred shareholder who owned
more than 50% of the voting common was allowed exchange
treatment when the company redeemed all of its preferred, for
the reason that the preferred was not held proportionate to the
ownership of common stock.”

When a company has different classes of stock, particu-
larly common and preferred, it is especially difficult to decide
which of the ownership criteria — voting power, dividend
rights, or asset rights — are most relevant and how much re-
duction in any of these rights makes the reduction meaningful.
These kinds of difficulties exist whether preferred shares are re-
deemed from persons who hold both common and preferred or
whether common stock is redeemed from such persons. Even
where preferred shares are redeemed from persons who own
only preferred, the numerous possible rights that may attach to
preferred stock may mean that a meaningful reduction in inter-
est has not occurred — particularly if there are several class-
es of preferred, each with different voting, dividend and asset

°% But see Bloch v. U.S., 261 F. Supp. 597 (S.D. Tex. 1966), aff’d per cu-
riam, 386 F.2d 839 (5th Cir. 1967).

576 As to the last criterion, see Berenbaum v. Commissioner, 24 T.C.M. 758
(1965), rev’d, 369 F.2d 337 (10th Cir. 1966).

*"7 See Rev. Rul. 68-547; Rev. Rul. 56-540; Rev. Rul. 56-485. All three
revenue rulings were declared obsolete by Rev. Rul. 80-367.

" Rev. Rul. 68-547. Rev. Rul. 68-547 was declared obsolete by Rev. Rul.
80-367.
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rights. Preferred stock can carry voting rights, which may or
may not equal those of the common, and may vary as to the
matters on which a vote exists. Preferred may also participate
in earnings with the common, subject to stated priorities, or it
may be “fully participating.”

a. The “Hypothetical Dividend” Concept

Before Davis some courts hypothesized a dividend of the
total redemption proceeds pro rata among all holders of the
common stock and then compared what each preferred share-
holder actually received and what he would have received un-
der a “comparative” or “hypothetical” dividend. Sometimes ab-
solute dollar amounts were compared; sometimes percentage
interests as between each alternative distribution were com-
pared; sometimes percentage point differences between the per-
centage interests in each respective distribution were com-
pared. The basic notion was that if this comparison showed that
the taxpayer received a different dollar amount on the redemp-
tion — usually taken to mean a larger dollar amount — than
he would have received if the company’s total distribution had
been an ordinary dividend on the common stock, the exchange
reduced the shareholder’s right to earnings. Thus, the exchange
was not essentially equivalent to a dividend.

The leading case using the hypothetical-dividend-on-com-
mon approach is Himmel v. Commissioner,””” in which the Sec-
ond Circuit allowed exchange treatment after finding that on a
hypothetical dividend on common the taxpayer would have re-
ceived 50% of the amount he received on the actual redemp-
tion.

In Grabowski Trust v. Commissioner,”® the court made a
comparative dividend analysis of a preferred stock redemption,
finding dividend equivalence partly because the shareholder re-
ceived less than he would have received if an ordinary dividend
had been declared. The court said that this form of the com-
parative dividend test is “a minimum condition established by
Davis,” although alone it does not necessarily show a meaning-
ful reduction in interest.

In Brown v. U.S.™ the court appeared to believe that the
comparative dividend analysis is not permissible after Davis.
The court held a preferred stock redemption essentially equiva-
lent to a dividend by referring to changes in the taxpayer’s per-
centage interest in the preferred stock. The court said it reached
this result “not without difficulty” because, in its view, the hy-
pothetical dividend test would have justified exchange treat-
ment.

b. Equity Recoupment Theory

Where a distributee owns both common and preferred
stock and some or all of his preferred stock is redeemed, the
approach used by the Tax Court in a post-Davis case, Hays v.
Commissioner,”™ may signal the direction the courts will take.
In Hays, the taxpayer owned 100% of the 6% nonvoting $10
par value preferred stock of a closely held corporation and 80%
of its common stock. An unrelated business associate owned

7338 F.2d 815 (2d Cir. 1964).

%58 T.C. 650 (1972).

1345 F. Supp. 241 (S.D. Ohio 1972), aff’d per curiam, 477 F.2d 599 (6th
Cir. 1973).

230 T.C.M. 378 (1971).
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the remaining 20% common stock interest. The corporation re-
deemed at par 300 of its 3,000 outstanding preferred shares.
The court held that the redemption did not produce a meaning-
ful reduction in Hays’ proportionate interest in the corporation
because, although his interest in earnings and profits was re-
duced by $180 ($.60 yearly dividend x 300 redeemed shares),
he would, economically, recoup 80% of that “loss” by virtue of
his continuing 80% ownership of the common stock. The court
said:

Hays remained owner of 80 percent of the common

stock in Associates. Thus while his rights to earnings

and profits via the preferred stock was reduced by the

amount of $180, he continued to have access to 80

percent of that amount via his common stock. Since

Hays owned the overwhelming majority of the com-

mon, the only voting stock, his ability to declare div-

idends was assured.

The “offset” approach to evaluating the effect of a pre-
ferred stock redemption on the recipient’s interest seems to be a
logical outgrowth of the Davis decision. Davis holds that where
a shareholder owns 100% of both common and preferred stock,
neither his “economic interest” nor his “rights” are changed
by a redemption of all of his preferred stock. The Tax Court
in Hays apparently interpreted this idea to mean that whatever
dollar amounts the preferred shareholder loses in the redemp-
tion he recoups by reason of owning the residual stock interest
in the business, i.e., the common stock, because amounts no
longer paid as dividends on the preferred stock will be paid to
holders of the residual interest.

This equity recoupment concept resembles the rationale
suggested earlier for the courts’ treatment of redemptions
where only one class of stock is outstanding. Hays differed
from Davis in that in the former case, the sole owner of the
preferred stock owned less than all of the outstanding common
stock. However, because Hays continued to control the corpo-
ration through his 80% ownership of the common stock, the
court apparently concluded that the redemption did not produce
a “meaningful” reduction in his interest in the corporation. In
view of this emphasis on the shareholder’s continued “control”
of the corporation, it may be that if a shareholder, some or all
of whose preferred stock is redeemed, continues to own 50%
or more of the total outstanding common stock, his redemption
will receive §301 treatment, while if he owns less than 50% of
the common stock, redemption of his preferred stock will re-
ceive exchange treatment under §302(b)(1).

This approach is suggested by Rev. Rul. 66-37, in which a
redemption of all the outstanding preferred stock from a share-
holder who owned 80% of the outstanding common stock was
ruled dividend equivalent on the ground that the shareholder
continued to own a majority of the common stock.

Rev. Rul. 77-426, allowed exchange treatment for the re-
demption of 5% of the preferred stock from a shareholder who
owned all of the outstanding preferred stock but no common
stock, rationalizing the result on an equity recoupment theory
(or here the lack thereof) of the kind used in Hays.

Tested by such a 50% criterion, a redemption of all the
preferred stock owned by a shareholder who owns 100% of the
preferred stock and 65% of the total outstanding common stock
would be dividend equivalent. Such treatment would change
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the result in Dorsey v. U.S.”® which, before the decision in
Davis, allowed exchange treatment under §302(b)(1) because
of a sufficient business purpose.

In Berenbaum v. Commissioner,”™ the taxpayer owned
80% of the outstanding common stock and 90.5% of the non-
voting preferred stock. The corporation redeemed all of the tax-
payer’s preferred stock. The court found dividend equivalence,
stressing the taxpayer’s unchanged voting control of the cor-
poration. Hays would also impose dividend treatment because
the taxpayer continued to own at least half the total outstanding
common stock.

In Antrim v. Commissioner,” where all preferred stock
was redeemed, one redeemed shareholder owned two-thirds of
the outstanding common stock and 15% of the nonvoting pre-
ferred stock. The court allowed exchange treatment, largely un-
der a comparative dividend approach. Under Hays, such a fac-
tual situation seems highly vulnerable to dividend treatment.

After Hays, dividend treatment of preferred stock redemp-
tions would probably also remain unchanged in Archbold v.
U.S.™ (entire holding of 9% of nonvoting preferred redeemed
from taxpayer who continued to own constructively 98% of the
common); Rev. Rul. 56-265 (redemption of all outstanding pre-
ferred from sole owner of common held dividend equivalent);
and Rev. Rul. 56-521 (redemption of preferred stock owned
by owner of 100% of common stock, along with redemption
of remaining preferred stock from other persons, held dividend
equivalent).

Comment: There have not been many preferred stock re-
demption cases since the Davis decision. The cases that have
arisen have generally involved a redemption from a person who
also owned a majority of the voting common, and the holdings
of the courts have been that these redemptions were equivalent
to a dividend. The equity recoupment theory expressed in Hays
— with a 50% dividing line — perhaps rationalizes the results
so far and suggests a guideline for future planning. An impor-
tant caveat is that in applying the 50% test, the courts and the
IRS might be expected to look to voting power as well as to
dividend and asset (i.e., economic) rights of the shareholder be-
fore and after the transaction.

Observation: A 50% dividing line for a Hays-type equity
recoupment might be less persuasive if one believes that a com-
mon stockholder who also owns nonvoting preferred stock car-
rying a fixed right to earnings and assets does not actually re-
coup, through his common stock, the absolute dollar amounts
previously paid as dividends on his preferred stock. Assuming
that the corporate assets as a whole generate a given percentage
return annually, the effect of redeeming preferred stock is to re-
move assets from corporate solution and to reduce the corpo-
ration’s total income-producing power. The assets that previ-
ously generated the earnings paid out as dividends on the pre-
ferred stock have left corporate solution. Accordingly, in the
year following the redemption there will not be the same ab-
solute dollar amount of “earnings” previously available for div-
idends on both common and preferred stock. The conclusion

#3311 F. Supp. 625 (S.D. Fla. 1969).

#4369 F.2d 337 (10th Cir. 1966).

83395 F.2d 430 (4th Cir. 1968).

8201 F. Supp. 329 (D.N.J. 1962), aff’d per curiam, 311 F.2d 228 (3d Cir.
1963).
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might be drawn that all redemptions of preferred stock should
receive exchange treatment regardless of whether the recipient
owns more or less than 50% of the underlying common. The
Hays approach, by contrast, assumes that despite the redemp-
tion of preferred, a fund of the same total size will be available
for distribution in the following year or years.

2. Redemption of Some or All of the Preferred from
Shareholder Who Owns No Common

It seems fairly clear that, in general, a redemption of some
or all of conventional nonvoting, nonparticipating preferred
stock from a holder who owns (actually or constructively) no
common stock, or other class of preferred stock, will qualify
for exchange treatment. The fact that the redeemed shareholder
owned the entire class of such preferred stock or most of it,
or that more or less than half of the preferred was redeemed,
would seem to be immaterial. If only some of the holder’s pre-
ferred is redeemed, the exchange should normally qualify under
§302(b)(1). If all of the holder’s preferred stock is redeemed,
his exchange should normally qualify under §302(b)(3).

Reg. §1.302-2(a) contains this example:

For example, if a shareholder owns only nonvoting

stock of a corporation which is not §306 stock and

which is limited and preferred as to dividends and in
liquidation, and one-half of such stock is redeemed,

the distribution will ordinarily meet the requirements

of paragraph (1) of section 302(b) but will not meet

the requirements of paragraph (2), (3) or (4) of such

section.

In Rev. Rul. 74-515, the IRS ruled, applying §302 prin-
ciples to cash boot received in a statutory merger, that the ex-
change by shareholders of the acquired company who owned
only preferred stock of that company for cash of the acquiring
company did not have the effect of a dividend. The ruling notes
that all the outstanding preferred represented less than 10% of
the combined value of the common and preferred of the ac-
quired company and that no person who owned both common
and preferred owned more than 1% of either class.

It is not clear whether the fact that one-half of the share-
holder’s preferred was redeemed in the Example in Reg.
§1.302-2(a), or that the total value of the preferred was less than
half the total value of the company in Rev. Rul. 74-515, was
a critical factor, the absence of which would have changed the
result.

In Rev. Rul. 77-426, the IRS ruled that a redemption of
5% of the preferred stock held by an individual who owns no
common stock qualifies for exchange treatment under §302(b)
(1). The preferred in this ruling was nonvoting, nonconvertible,
nonparticipating, and was not “section 306 stock.”

Under these circumstances, the IRS said, “the rights rep-
resented by the redeemed shares were yielded to the common
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shareholders of the corporation and could not be recovered
through the taxpayer’s continued stock ownership.” The ruling
expressly allows redemption of any amount of the preferred
stock in these circumstances to receive exchange treatment.”™’

As indicated earlier, however, preferred stock can come
with many variations. If a class of preferred carries full partic-
ipation rights (with or without a possible extra priority claim
on earnings), or if it has voting rights (either fully equal to the
common’s rights or equal only on certain matters, or perhaps
superior to the common on certain issues), a redemption of such
stock might be treated just as though it were common stock.
A situation of this kind might also arise if a class of preferred
stock has acquired voting rights, under the terms by which it
was issued originally, because the company has missed a stated
number of dividend payments.

One should always be alert to the “real” role that preferred
stock plays in the control structure of the company. A recent,
though perhaps extreme, illustration of the possible problems
along this line arose in Benjamin v. Commissioner™ In this
case, the Tax Court held dividend equivalent a redemption of
part of a class of voting preferred stock from a shareholder who
in fact owned no common stock. Blanche Benjamin was con-
sidered to own all the common by attribution from her children
and grandchildren (who were the actual owners of the com-
mon). But the significant feature of the situation is that on-
ly the preferred stock held by Blanche Benjamin had voting
power. The court made a detailed inquiry into the unusual cap-
ital structure of the company and into the real power struc-
ture, and said that even if family attribution under §318 were
not applied in the situation, Blanche Benjamin still would not
have meaningfully reduced her interest in the company. In sub-
stance, the court treated the preferred stock on these facts as if
it were the real common stock instead of the nominal common
held by the children. Before the redemption Blanche Benjamin
owned all of the company’s voting power, which resided in the
class A and class B preferred shares. Her children and grand-
children owned all of the common stock, which was nonvot-
ing. Blanche Benjamin, her children and her grandchildren also
owned 96.6% of the class C nonvoting preferred stock. The rest
of the class C stock was owned by two of Blanche Benjamin’s
daughters-in-law. The stock ownership was, therefore, as fol-
lows:

%7 See also PLR 200123053 (redemption by corporation with three classes
of stock of its preferred stock from a group of shareholders qualifies under
§302(b)(1)); PLR 8001044 (redemption of some preferred from shareholder
who owns no common stock qualifies under §302(b)(1); PLR 8002086 (re-
demption of all preferred from owner of no common qualifies under §302(b)
(3.

%66 T.C. 1084 (1976), aff’d, 592 F.2d 1259 (5th Cir. 1979).
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Shareholder Relationship to A No. of Preferred C No. of Common
Blanche Shares by Class B Shares

Blanche S. Benjamin 4,732 7,255 968 —
Edward Benjamin, Jr. son 730 313 1/3
Edward Benjamin, Jr.’s wife |daughter-in-law 60 —
W. Mente Benjamin son 550 46 1/3
Jonathan Benjamin son 550 333 1/3
Jonathan Benjamin’s wife daughter-in-law 60 —
Grandchildren grandchildren 600 307

4,732 7,255 3,518 1,000

In 1964, the corporation redeemed 2,000 class A preferred * % %

shares from Blanche Benjamin by reducing a debt that she
owed to the company. After the redemption, the stock owner-
ship was unchanged except that she then owned 2,732 (rather
than 4,732) shares of class A preferred. Four years later the
company redeemed all of Blanche Benjamin’s remaining (pre-
ferred) stock. Only the 1964 redemption was before the court.

Each preferred share had a call price and liquidation pref-
erence of $100 a share but no participation beyond that amount.
The shares also had an annual $3 noncumulative dividend pref-
erence over the common stock and an equal participation with
the common stock in dividends above that level. Sole voting
rights vested in the class A and B preferred so long as some or
all of these shares were outstanding. Fifteen years before the re-
demption, Blanche Benjamin had entered into a written agree-
ment with her sons growing out of her desire to revoke trusts
that she had earlier created (and which held stock in the com-
pany for her as income beneficiary and for her sons as remain-
dermen). The agreement provided that the sons would agree to
revocation of the trusts if (among other things) Blanche Ben-
jamin made gifts of all the outstanding common stock to her
sons and also agreed that after she realized, during her life-
time, $100 per share on each class A and B preferred share
she owned (whether by distribution of capital or income), she
would then give all of her preferred shares to her sons.

The Tax Court minimized the tax significance of these
various restrictions, however, emphasizing that the special pre-
ferred gave Blanche Benjamin complete management control.
After the redemption she still owned other preferred stock and
was not obligated to give that stock to her sons (the compa-
ny had not paid any dividends up to the redemption). Blanche
Benjamin’s remaining stock also constituted the sole voting
stock. In that light, the court said:

The A and B preferred possessed dividend and lig-
uidation preferences normally associated with senior
securities and additionally, the voting characteristic
of most common stock... Her retention of the A
and B preferred entitled Blanche to complete man-
agement control as she, exercising her best business
judgment, deemed appropriate. The common share-
holders had no current interest in the corporation
(Starmount had never declared a dividend) nor were
they privy to Starmount business affair.

767-4th

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-469-2

Controlling the activities of a family corporation
through voting superiority, or supremacy, is the most
significant attribute a shareholder possesses.

& ok sk

Whatever changes in net worth and participation in
earnings Blanche experienced as a result of the dis-
tribution, factors considered by the Second Circuit in
Himmel v. Commissioner, ... in our opinion the re-
tention of absolute voting control in the present case
outweighs any other consideration.

The Fifth Circuit affirmed the Tax Court as to the failure
to qualify under §302(b)(1), adding in dictum:

The factor which we find most persuasive is the ele-
ment of corporate control. Both before and after the
1964 redemption, Blanche Benjamin owned all of the
voting stock of Starmount. While her equity inter-
est was diminished after the redemption due to the
1950 agreement, she still had the formidable power
of controlling the business enterprises of the corpo-
ration, determining directions of corporate expansion
and growth, as well as controlling the timing of the
redemption of her own shares of stock. Although the
Benjamins contend that they were under a fiduciary
duty to retire the stock as soon as possible, they con-
cede, as they must, that they are vested, as corporate
directors, with wide discretion in determining when
the redemption was possible. We note that several
years prior to the 1964 redemption of her stock, Star-
mount undertook the development of a shopping cen-
ter, requiring a cash outlay by Starmount of at least
$1.4 million. Rather than using that money to redeem
her stock, the Board of Directors (comprised of Mr.
and Mrs. Benjamin and a North Carolina attorney)
decided to proceed with development of the shopping
center. It is precisely this type of control which leads
us to reject petitioner’s argument that there has been
a “meaningful reduction” in Mrs. Benjamin’s interest
in Starmount.”

#9592 F.2d at 1261, n.3.
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3. Redemption of Preferred from Owner of All the
Common

The Davis case is, of course, the prime example of a case
in this category. The result was dividend equivalence, as indi-
cated by the authorities even before Davis (some of which are
cited in the discussion of the equity recoupment theory of the
Hays case, above).

Dividend equivalence will apparently result regardless of
whether all or some of the particular shareholder’s preferred is
redeemed from other holders, or whether the taxpayer’s contin-
uing ownership of common is actual or constructive. The Ben-
Jjamin case, above, illustrates (among other things) a situation
where part of the preferred shares were redeemed from a per-
son who actually owned no common stock before or after the
transaction but constructively owned 100% of the common by
attribution from her children. The court found dividend equiva-
lence in that case.

In Gray v. Commissioner,” the Tax Court recast a com-
plex factual situation as, in part, a redemption of all outstanding
preferred stock from the owners of the common stock of a
family corporation. So tested, each redemption was held divi-
dend equivalent. Gray and his family owned 90% of the stock
of Brother Corp. (B) and 100% of Sister Corp. (S). S owned
all of B’s preferred stock. Gray decided to terminate his fam-
ily’s ownership of S, whose book value was $1,760,000, but
he wanted to do it at capital gain rates. A complete liquidation
of S was hazardous because of the then-impending enactment
of §1248. Instead, Gray found a third party who purchased
S’s stock for $1,680,000. Simultaneously, S surrendered its B
preferred stock to B for redemption and received $1.5 million
cash. In light of all the circumstances, the court disregarded the
stock buyer as a mere accommodation party who really had just
bought cash at a bargain and netted $80,000 compensation for
his services. The court treated S as having liquidated complete-
ly and as having distributed its assets (including B’s preferred
stock) to Gray and his family from whom the stock was then
redeemed. Without even invoking §318 attribution, the court
held that the redemptions were virtually proportionate to the
family’s ownership of common stock. “Exact parity is not re-
quired,” the court said. The court also stressed that Gray pre-
arranged and controlled the entire transaction.

On appeal the Ninth Circuit viewed the substance of the
overall transaction differently from the Tax Court. The Ninth
Circuit said that the steps should be treated for tax purposes as
a redemption of the preferred stock followed by a sale of S’s
stock to the outside buyer. Even tested this way, however, the
redemption was held to be dividend equivalent. (Gray’s 90%
ownership of the common stock of the issuer company (B) was
attributed to S under §318(a)(3)(C), so that the redemption was
tested as a redemption of all outstanding preferred from a share-
holder who also owned 90% of the common stock.)

In Probst v. Commissioner,” the taxpayer and his brother
each owned 50% of the common stock of the family wholesale
business and 40% and 60%, respectively, of its preferred stock.
The brothers had entered into a buy-sell agreement giving each

56 T.C. 1032 (1971), rev’d, 561 F.2d 753 (9th Cir. 1977), on remand, 71
T.C. 719 (1979).
*129 T.C.M. 1501 (1970).
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the option to buy all the stock of the other in case of death. Af-
ter the brother died, Probst exercised his option and paid the
estate with funds borrowed from a local bank. The loan terms
required a substantial repayment three months later. In order to
meet this obligation, Probst caused the corporation to redeem
part of his preferred stock for cash. The court viewed him as
sole owner of the common and preferred stock immediately be-
fore and after the redemption, rejecting his argument that he
was only an agent for the corporation. The redemption, there-
fore, was held equivalent to a dividend.

4. Redemption of Preferred from Owner of Over 50%
of Common

As indicated earlier, a redemption of preferred stock from
a shareholder who also owns over 50% of the common stock is
likely to be considered to have dividend equivalence regardless
of whether some or all of the holder’s preferred is redeemed,
and regardless of what percentage of the preferred class the
shareholder owns before and after the transaction. Since Davis
the cases involving fact situations of this kind are as follows:

Preferred Stock Redeemed Reduction in Percentage
Ownership (Actual and Constructive)
Equivalent to a Dividend

Brown v. U.S., 345 F. Supp.
241 (S.D. Ohio 1972), aff’d
per curiam, 477 F.2d 599 (6th
Cir. 1973)

34% to 29.2% of preferred,
unchanged ownership of
99.3% of common

Grabowski Trust v. Commis-
sioner, 58 T.C. 650 (1972)

33 1/3% to no preferred; un-
changed ownership of 86.2%
of common. 100% to 90%
ownership of preferred; un-
changed ownership of 80% of
common

Hays v. Commissioner, 30
T.C.M. 378 (1971)

PLR 7933006

Complete redemption of
100% nonvoting preferred
from shareholder who contin-
ued to own 80% of voting
common stock

Exchange

Treatment

None.

Note: Commissioner v. Antrim,”** and Hinrichsen Est. v.
Commissioner,” two pre-Davis cases, in which the court al-
lowed exchange treatment, might now come out differently.

2395 F.2d 430 (4th Cir. 1968) (exchange treatment allowed, under hypo-
thetical dividend approach, on redemption of all outstanding preferred, includ-
ing 15% preferred interest held by continuing owner of two-thirds of the com-

mon).

%25 T.C.M. 1383 (1966) (exchange treatment allowed on retirement of
all preferred, including 77% interest held by continuing owner of 90% of com-

mon).
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5. Redemption of Preferred from Owner of Preferred
and a Minority of Common

a. In General

In this category taxpayers have been able to find specific
comfort in the Senate Finance Committee report on the 1954
Code, where the House bill was called “unnecessarily restric-
tive, particularly in the case of redemptions of preferred stock
which might be called by the corporation without the share-
holder having any control over when the redemption may take
place.”

In a pre-Davis case, a group of 28 dentists had formed a
dental supply business to which they had contributed all the
risk capital in return for all the preferred stock and 64% of the
common stock. The rest of the common was issued to three in-
dividuals in return for services. After the company had gotten
off the ground, the preferred began to be retired and, in the first
installment, 20% of the preferred class was redeemed by lot
from 11 of the doctors. Taxpayer had owned 5/350, or 1.4%, of
each class and had all of his preferred shares retired in the first
group of redemptions. The court allowed exchange treatment
of this redemption under §302(b)(1).*”

In Roebling v. Commissioner,” the Tax Court found that
the reduction of the voting rights of petitioner, an owner of
both common and preferred, from a cumulative total (common
and preferred) of 50.54% to 43.28% (petitioner owned less than
50% of the common), pursuant to a plan to redeem all of the
corporation’s voting preferred stock over a protracted period,
qualified under §302(b)(1) as not essentially equivalent to a
dividend with respect to petitioner’s preferred stock.

In Agway, Inc. v. U.S.” a redemption of preferred stock
in an agricultural cooperative was given exchange treatment
under §302(b)(1) where the taxpayer’s ownership of the pre-
ferred class was reduced from 18% to 16% and its 6% common
stock interest remained unchanged. The court did not make a
full analysis of concepts derived from Davis, but seems to have
relied chiefly on the fact that the redemption was non-pro ra-
ta as to the preferred stock class, largely because under the co-
operative’s by-laws the capital contributions (represented by
the preferred stock) had to be retired in the order in which the
members supply capital.

Two potential problem areas when preferred is redeemed
from a holder of less than 50% of the common stock are dis-
cussed, below.

(1) Control Realities

First, the same caveats about the “realities” of control held
by a minority owner of common stock, discussed earlier under
redemptions of common, apply here as well.” In Fireoved v.

S, Rep. No. 83-1622, 44 (1954).

% Colvin v. U.S., 175 F. Supp. 877 (S.D. Cal. 1959).
677 T.C. 30 (1981).

%7524 F.2d 1194 (Ct. Cl. 1975).

% See VI.F.4.c., above.
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U.S.”” Fireoved owned 67% of the total outstanding nonvot-
ing preferred stock and 25 1/3% of the common. The company
redeemed part of his preferred shares so that Fireoved became
an equal one-third owner of the preferred with his co-owners.
Although the issue in the case concerned §306 and not §302,
the court examined the special provisions of the corporate by-
laws which in effect gave the nominal minority common stock
interest an effective veto over corporate decision making. As
such, the court viewed Fireoved as really one of the controlling
shareholders and, on the special facts, as realistically holding
a form of control before and after the redemption of his pre-
ferred. Thus, the mere fact that a shareholder owns a numerical
minority of the common will not insulate him from scrutiny if
either common or preferred shares are redeemed from him.

(2) Preferred Held in Proportion to Ownership of
Common

The second problem arises where there are several share-
holders, even assuming they are unrelated under §318, who
hold preferred stock in substantially the same proportions as
they hold the common stock. If all the preferred stock is retired,
should each redemption obtain exchange treatment on the
ground that each shareholder owns less than 50% of the com-
mon stock? Would the approach used in the Hays case, above,
support such a conclusion?

In this type of case, even if each shareholder owns a mi-
nority common interest before and after the transaction, and
even if the various shareholders are unrelated under §318 or
cannot be shown to collaborate so closely that they are part of a
control group, each redemption will probably receive dividend
treatment. This result can be justified under a Hays-type ap-
proach, because, by reason of the redemption of preferred from
all shareholders, each shareholder recoups, in effect, through
his unchanged ownership of common stock, 100% of the equity
represented by the preferred shares which he surrendered.

This analysis is consistent with the results reached in sim-
ilar factual situations before and after Davis. In Miele v. Com-
missioner,” the Tax Court held dividend equivalent simultane-
ous redemptions of all of a closely held company’s preferred
stock where members of three families — apparently unrelat-
ed under §318 — owned the preferred in substantially the same
proportions as they owned the common stock. The company re-
deemed the preferred in two equal installments over two suc-
cessive years. The Tax Court based its holding on the fact that
the transactions “did not change the relative economic interests,
control, or rights of the stockholders...”™"

b. Other Pre-Davis Authorities

In Rev. Rul. 59-258, three brothers and their families
owned all the common and preferred stock of a corporation as
follows:

9462 F.2d 1281 (3d Cir. 1972), aff’g 318 F. Supp. 133 (D. Pa. 1971).

56 T.C. 556 (1971), acq., 1972-1 C.B. 2. See VI.C.1.b., above, for addi-
tional discussion of this case.

9156 T.C. 556 (1971) at 567.
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Family | Family | Family | Others
A B C
Common 41%|  25%]| 25% 9%
1st Preferred (nonvoting) 55% 18%| 27% —
.2nd) Preferred (nonvot- 80% 8% 12% —
ing

The corporation redeemed all shares of both preferred
classes. The IRS ruled that each redemption was essentially
equivalent to a dividend because “the proportionate interests
of each of the three family groups were not changed substan-
tially by the redemptions.” Assuming that the preferred shares
were nonparticipating, the ruling still imposed dividend treat-
ment even though each family owned less than 50% of the com-
mon stock. No attribution under §318 applies between brothers.
It is not clear that all courts would, after Davis, reach the same
result unless all three families worked so closely together that
they all are regarded as one control group.

The preferred stock in Rev. Rul. 59-258 was not held in
proportion to the shareholders’ ownership of common stock,
so that the problem discussed above where preferred is held in
proportion to the ownership of common would not arise on the
facts of this ruling.

In Rev. Rul. 56-485, a redemption of 20% of a company’s
voting preferred stock was given exchange treatment under
§302(b)(1) where, among the 70 shareholders, 16 owned only
common stock, four owned only preferred and 50 owned both
classes. However, the preferred was not held in proportion to
the distribution of common and, although the preferred had ac-
quired voting power because of dividend arrearages, no one
shareholder or family group held more than 25% of the total
voting power of all classes. Today, a more detailed analysis
of this kind of fact situation would probably be made to see
whether, as to each shareholder, he exercised any form of con-
trol either alone or in collaboration with other owners.

In Rev. Rul. 56-540, the IRS allowed exchange treatment
where a company having 570 shareholders redeemed all of its
preferred. Only 66 persons owned both classes of stock and 313
shareholders owned only preferred. Seventy-five percent of the
preferred shares were purchased from persons who owned no
common. The rationale relies on the lack of proportional own-
ership of common and preferred.

Comment: Today, however, this type of redemption might
be difficult for an owner of preferred who also owned over half
of the common stock or a minority amount that might be re-
garded as vesting him with some form of control over manage-
ment decisions.””

In Comess v. U.S.” the taxpayer was a 25% owner of
common stock of a closely held corporation. At a time when
the company needed funds, the four principal owners (includ-
ing the taxpayer) advanced funds in proportion to their com-
mon stock interests. This debt account was later converted into
preferred stock interests, which, 13 years later, were completely

%2Rev. Rul. 56-485 and Rev. Rul. 56-540 were declared obsolete by Rev.
Rul. 80-367.
3309 F. Supp. 1215 (E.D. Va. 1969).
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redeemed. The redemption of all the taxpayer’s preferred was
held equivalent to a dividend.

In Seabrook v. U.S.™ the corporation redeemed all of its
outstanding preferred stock from two brothers, each of whom
owned 50% of the preferred stock. The brothers also owned
41% and 24%, respectively, of the outstanding common stock.
The preferred stock voted equally with the common. The first
brother’s total voting power declined from 46% to 41%. The
second brother’s total voting power declined from 38% to 24%.
The court held both redemptions qualified under §302(b)(1) on
the ground that each brother’s interest in the corporation was
“significantly reduced.” The court actually viewed both broth-
ers together as part of a control group, and, from this view-
point, the redemptions reduced their combined voting power
from 76% to 47.5% without taking attribution from a son into
account, or from 84% to 64.5% if such attribution were applied.
The court thought that either way of measuring showed a re-
duction large enough to satisfy §302(b)(1).

Comment: Today, even viewing the brothers together, the
reduction with attribution applied might not qualify, unless a
Wright-type approach is accepted. See the earlier discussion
of control in connection with common stock redemptions at
VILFE.3.b.(4), above.

6. Redemption of Preferred from Owner of 50% of
Common

The IRS has allowed exchange treatment on a redemption
of 93.7% of a close corporation’s preferred stock from a share-
holder who owned exactly 50% of the common stock. In this
case, two unrelated individuals each owned 50% of the com-
mon but 15 shares and one share, respectively, of the outstand-
ing preferred stock. Both had planned to have equal invest-
ments and to have the shareholder holding only one share of
preferred purchase 14 additional shares. For personal financial
reasons, however, the matching purchase could not be made. In
order to equalize the two investments, the company redeemed
14 of the disproportionate owner’s preferred shares. The IRS
allowed exchange treatment under §302(b)(1) on the ground
that the distribution was non-pro rata as among both owners.*”

Under a Hays-type approach, the outcome of a situation
like this one would depend on whether the dividing line is more
than 50% ownership of common or less than 50% ownership.
See the discussion at VI.F.4.c., above, of negative control in
connection with redemptions of common stock under §302(b)
(1). The existence of voting or special participation rights in the
preferred would also be significant.

Note: Himmel v. Commissioner,” involved a taxpayer
who owned 50% of the outstanding common stock and 100% of
the preferred stock of a corporation. There were two classes of
preferred stock, one with voting rights and one without voting
rights. The corporation redeemed a small quantity of the non-
voting preferred stock. The Second Circuit allowed exchange
treatment under §302(b)(1), largely on the ground that if the
proceeds had been distributed as an ordinary dividend on com-
mon, the taxpayer would have received only half of what he

4253 F. Supp. 652 (W.D. Okla. 1966).
85Rev. Rul. 55-462.
56338 F.2d 815 (2d Cir. 1964).
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actually received. Under Hays, the taxpayer in Himmel might
be regarded as retaining voting control of the corporation. This
factor might now lead a court to find the redemption essentially
equivalent to a dividend.

Comment: If a shareholder owns a bona fide noncontrol-
ling amount of common stock and also some preferred, it might
be worth considering having enough of his common stock re-
deemed to qualify under §302(b)(2). A benefit is the opportuni-
ty to obtain exchange treatment on a simultaneous redemption
of nonvoting preferred stock held by the same shareholder.””

In Morris v. U.S.”™ the court allowed exchange treatment
on a redemption of all the nonvoting preferred stock owned by
a shareholder who owned 50% of the voting common stock be-
fore and after the transaction. At the same time, the corporation
redeemed the rest of its outstanding preferred stock owned by
other shareholders. The court acknowledged that the taxpayer
shareholder lost no voting control over corporate affairs in the
sense that he retained at least a negative veto before and after
the redemption. However, the court relied on the change in the
right to share in corporate earnings, because the preferred stock
carried a yearly 5% dividend, whereas, once the preferred was
eliminated, the taxpayer had to rely on annual dividend decla-
rations for which he needed the agreement of the other share-
holders.

H. Redemption of Common from Owner of Common and
Preferred

1. Redemption of Common from Owner of Preferred
and a Majority of Common

If a continuing owner of over-50% of voting common
stock from whom preferred shares are redeemed has great dif-
ficulty in obtaining exchange treatment (see cases and rulings
discussed above), a redemption of common from such an own-
er that leaves the owner still owning over half of the common
may a fortiori be dividend equivalent. In essence, the trans-
action would be treated as a redemption of common and the
shareholder’s holding of preferred stock would be ignored.

Rev. Rul. 70-199 dealt with a §306 issue but reflects an
application of §302 principles to a hypothetical redemption of
all the common stock owned by a shareholder who held both
common and preferred. A, an individual, owned over half the
common stock of a corporation and all of its nonvoting cumu-
lative preferred stock (“first preferred”). In a recapitalization,
A exchanged all his common for a new class of noncumulative
voting (“second”) preferred stock whose vote was equal to that
of the common stock. Because of dividend arrearages A’s old
preferred had previously become entitled by its terms to elect a
majority of the board of directors and to do so until all arrear-
ages had been paid in full. While accumulated dividends on the
old preferred were unpaid, the corporation was prohibited from
paying dividends on its common or on its new preferred. The
annual increase in the corporation’s net worth approximately
equaled the annual dividend due on the old preferred. The vot-
ing rights of the new preferred did not affect A’s right under
his old preferred to continue to elect a majority of the board.

%7 See Reg. §1.302-3(a). For a discussion of §302(b)(2), see V., above.
9%77-2 USTC 9740 (N.D. Tex. 1977).
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The specific issue was whether the second preferred was §306
stock.

The IRS hypothesized that, under Reg. §1.306-3(d), a re-
demption in which A received cash (rather than the second pre-
ferred) for all of his common stock was essentially equivalent
to a dividend. The IRS ruled that such a hypothetical redemp-
tion would be essentially equivalent to a dividend because, “as
a practical matter,” A would not have any meaningful loss of
control or equity interest. His control over the company would
be as complete through holding the first preferred alone as it
was through his prior holding of the first preferred and com-
mon. As indicated, the company could not pay any dividends
on common while the preferred arrearages were unpaid, the
yearly increase in the company’s net worth was equal to the an-
nual increase in preferred dividend arrearages; and A’s power
to elect a majority of directors was equivalent to voting control.

In Roy Furr v. Commissioner,” discussed at VLF.3.c.,
above, in connection with redemptions of nonvoting common
stock, redemption of a small amount of class A nonvoting
common reduced the taxpayer’s ownership of that class from
24.19% to 23.86% but left unchanged his ownership of 71.9%
of class B voting common and his ownership of 49.5% of pre-
ferred stock (the redemption canceled an account receivable
owned by Furr to the company). In holding the redemption div-
idend equivalent, the court pointed out that Furr suffered no
reduction in his voting position, in his dividend and liquida-
tion rights or rights in his preferred stock. His equity reduction
through the nonvoting common was too “small” to be mean-
ingful.

2. Redemption of Common from Owner of Preferred
and a Minority of Common

There are no cases since Davis involving redemption of
common stock from an owner of preferred and a minority of
common, but the likelihood is that this case would be treated
under the tests that have developed for persons who own only
a minority of common stock, i.e., whether the minority interest
represents any form of control over company affairs. The fact
that the shareholder happens also to own preferred stock will
apparently be significant only if the preferred is other than a
garden variety nonvoting, nonparticipating interest and vests
some type of continuing control in the shareholder.

1. Disregarding Attribution Rules in Hostility Situations

1. Basic Problem

Section 302(c)(1) provides that “[e]xcept as provided in
paragraph (2) of this subsection [relating to waiver of family
ownership under Section 302(b)(3)], section 318(a) shall apply
in determining the ownership of stock for purposes of this sec-
tion.” At first glance this language might seem clear enough:
the §318 rules apply to any redemption being tested under any
category of §302(b) — except where the special waiver rules
of §302(c)(2) are satisfied — and these rules cannot be disre-
garded because of special or unique circumstances of a specific
case.

34 T.C.M. 433 (1975).
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In fact, the statutory language has proven to be ambiguous,
and considerable litigation has occurred both before and after
Davis concerning what role the constructive ownership rules
have in testing a redemption for dividend equivalence. Surpris-
ingly, perhaps, taxpayers have not argued that attribution rules
can be disregarded or offset by other factors under §302(b)(2)
or (3). Probably the major reason that litigation has focused
solely on (b)(1) is that the legislative history seems clear that
in subsections (b)(2) and (3), Congress intended to adopt tests
which turn solely on the ownership of stock.

Under §302(b)(1), however, the legislative history indi-
cates at least an intent to be more flexible than under the (b)
(2) and (3) tests. Based on this intent, taxpayers have argued
that the family attribution rules of §318 should not apply where
attributing stock between such persons produces an unrealistic
community of interest. Such an unrealistic community of inter-
est exists where there is hostility between the distributee and
the person whose stock is being attributed to the distributee. For
example, if spouses are in the process of obtaining a divorce,
and one spouse has a portion of shares in the family corporation
redeemed, does it make sense to attribute shares owned by one
spouse to the other?

The hostility issue is accentuated where the redeemed
shareholder is a family trust and bad blood exists between one
of the trust beneficiaries and a parent or child who separate-
ly owns stock of the company. Under the §318 rules, the stock
owned before and after the redemption by the separate share-
holder will be treated as owned by the trust beneficiary, and
such ownership will in turn be reattributed from the beneficia-
ry to the trust. Trustees have argued in cases like these that bad
blood at the beneficiary level should prevent family attribution
from occurring at the threshold, so that no reattribution of stock
ownership will be made to the trust after the redemption.

Several cases before Davis had held that family attribution
could be disregarded or offset by other factors under §302(b)
(1)-610

The effect of Davis on this issue has not been clear and
has given rise to litigation since 1970 on just what the Supreme
Court held on the point. The basic difficulty is that although the
statute provides that the §318 rules “shall apply” in determining
the “ownership” of stock, the word “apply” is ambiguous and
Davis appears to permit factors in addition to quantitative stock
ownership to affect the result under §302(b)(1). The 1954 Code
Senate Committee report is also ambiguous because the report
combines several different ideas. The word “apply” might be
read as compelling stock owned by one person before or after
the redemption to be treated as owned by the redeemed share-
holder before or after the redemption. On the other hand, the
term might mean merely that attribution rules are relevant but
can be disregarded in light of other factors, or that attribution
must be triggered but their significance can be outweighed by
other facts and circumstances.

In Davis, the Supreme Court spoke of a “meaningful” re-
duction in a shareholder’s proportionate interest and distin-
guished a dividend as a distribution that does not change “the
relative economic interests or rights of the stockholders.” Those

' Lewis v. Commissioner, 47 T.C. 129 (1966); Squier Est. v. Commis-
sioner, 35 T.C. 950 (1961), acq., 1961-2 C.B. 5, nonacq. substituted, 1978-2
C.B. 4; Parker v. Commissioner, 20 T.C.M. 893 (1961).
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who read the Supreme Court opinion in a somewhat flexible
fashion believe that even though the Supreme Court read busi-
ness purpose out of §302(b)(1), it did not necessarily do the
same for a “bad blood” exception to the §318 rules. Under this
view, constructive ownership of stock must be considered in
every fact situation under §302(b)(1) and cannot simply be to-
tally ignored. But, on the other hand, it is argued, §318 can
be disregarded after Davis if applying those rules would pro-
duce an unrealistic result (because of, for example, bad blood),
or, even if the §318 rules were applied, they affect only the
quantity of stock owned but not necessarily also all attribut-
es of the stock, such as control over corporate affairs. Under
this approach, the “factual inquiry” that Congress directed un-
der §302(b)(1) permits §318 to be disregarded in some circum-
stances, particularly where doing so seems appropriate in deter-
mining that a reduction in interest is “meaningful.”"

The regulations (predating Davis) have their own ambigu-
ities. Reg. §1.302-1(a) states that “[s]ection 318(a) ... applies
to all redemptions under section 302...” However, another part
of the regulations states:

The question whether a distribution in redemption of

stock of a shareholder is not essentially equivalent

to a dividend under section 302(b)(1) depends upon

the facts and circumstances of each case. One of the

facts to be considered in making this determination is

the constructive stock ownership of such shareholder

under section 318(a). All distributions in pro rata re-

demptions of a part of the stock of a corporation gen-
erally will be treated as distributions under §301 if

the corporation has only one class of stock outstand-

ing. (Emphasis added.)’"

The Fifth Circuit in Metzger Trust v. Commissioner’"
agreed that former Reg. §1.302-2(b) (now redesignated as Reg.
§1.302-2(b)(1)) is “ambiguous.” The Tax Court, however, in
Metzger implied that this regulation is unambiguous. It de-
clared that this regulation has been “misinterpreted as meaning
[that] constructively owned stock could be disregarded under
certain circumstances, such as family discord, in determining
whether a meaningful reduction in the stockholder’s propor-
tionate interest in the corporation has resulted from the redemp-
tion.”"*

Ten years after the Supreme Court decision in Davis, the
IRS, in Rev. Rul. 80-26, took a firm position that §318 attribu-
tion, including (but not limited to intrafamily constructive own-
ership), always applies in testing a redemption under any cate-
gory of §302, that is §302(b)(1), (2), or (3). This revenue ruling
is discussed further below.

2. Qualitying Under §302(b)(1) Even with Attribution

Triggering §318 does not necessarily mean that the re-
demption will leave the shareholder’s stock ownership un-
changed. Even if a redeemed shareholder has another share-

"' For a case before Davis where the Tax Court majority tested a redemp-
tion under §302(b)(1) by ignoring the family attribution rules (and was criti-
cized by Judge Simpson in dissent for doing so), see Lewis v. Commissioner,
47 T.C. 129 (1966).

2Reg. §1.302-2(b)(1).

*693 F.2d 459 (5th Cir. 1982).

' Metzger Trust v. Commissioner, 76 T.C. 42, 61 (1981).
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holder’s stock attributed to him under §318, there may still be
enough of a quantitative reduction in the redeemed sharehold-
er’s proportionate interest (actual and constructive) to qualify
under §302(b)(1).

Example: Father (F) and son (S) own 50 and 10 shares, re-
spectively, of 100 outstanding shares. The corporation re-
deems 21 of F’s shares. Before the transaction, F’s interest
(actual and constructive) was 60%. After the redemption,
F’s interest (actual and constructive) is 49% (39/79). The
loss of control produced by this change arguably qualifies
as not essentially equivalent to a dividend.

For two revenue rulings (discussed in more detail below)
showing that even in light of constructive ownership after a re-
demption, the reduction in the shareholder’s interest qualifies
under §302(b)(1), see Rev. Rul. 75-512 and Rev. Rul. 75-502.

3. The Davis Decision and Its Progeny

The Supreme Court in Davis made the following statement
regarding the role of attribution under §302(b)(1):

Taxpayer, however, argues that the attribution rules
do not apply in considering whether a distribution
is essentially equivalent to a dividend under section
302(b)(1). According to taxpayer, he should thus be
considered to own only 25 percent of the corpora-
tion’s common stock, and the distribution would then
qualify under section 302(b)(1) since it was not pro
rata or proportionate to his stock interest, the funda-
mental test of dividend equivalency. See Treas. Reg.
§1.302-2(b) [before redesignation by T.D. 9264, 71
Fed. Reg. 30591 (May 30, 2006)]. In subsection (c)
of section 302, the attribution rules are made specif-
ically applicable “in determining the ownership of
stock for purposes of this section.” Applying this lan-
guage, both courts below held that section 318(a) ap-
plies to all of section 302, including section 302(b)
(1) — a view in accord with the decisions of the other
courts of appeals, a longstanding treasury regulation,
and the opinion of the leading commentators. [cita-
tions omitted]

Against this weight of authority, taxpayer argues that
the result under paragraph (1) should be different be-
cause there is no explicit reference to stock owner-
ship as there is in paragraphs (2) and (3). Neither that
fact, however, nor the purpose and history of section
302(b)(1) support taxpayer’s argument. The attribu-
tion rules — designed to provide a clear answer to
what would otherwise be a difficult tax question —
formed part of the tax bill that was subsequently en-
acted as the 1954 Code. As is discussed further, be-
low, the bill as passed by the House of Representa-
tives contained no provision comparable to section
302(b)(1). When that provision was added in the Sen-
ate, no purpose was evidenced to restrict the applic-
ability of section 318(a). Rather, the attribution rules
continued to be made specifically applicable to the
entire section, and we believe that Congress intended
that they be taken into account wherever ownership
of stock was relevant.
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Indeed, it was necessary that the attribution rules ap-

ply to section 302(b)(1) unless they were to be ef-

fectively eliminated from consideration with regard

to sections 302(b)(2) and (3) also. For if a trans-

action failed to qualify under one of those sections

solely because of the attribution rules, it would ac-
cording to taxpayer’s argument nonetheless qualify
under section 302(b)(1). We cannot agree that Con-
gress intended so to nullify its explicit directive. We
conclude, therefore, that the attribution rules of sec-

tion 318(a) do apply; and, for the purposes of decid-

ing whether a distribution is “not essentially equiva-

lent to a dividend” under section 302(b)(1), taxpayer

must be deemed the owner of all 1,000 shares of the

company’s common stock.

Plainly, the Court treated Davis as the sole owner before
and after the redemption. However, commentators have argued
that the Supreme Court should be regarded only as having re-
jected Mr. Davis’s contention that the constructive ownership
rules are not to be considered at all in testing a transaction un-
der §302(b)(1). Under this narrow reading, factors in addition
to constructive ownership of stock can be considered and, in
specific cases, may cause the effects of constructive ownership
to be outweighed and point toward exchange treatment.””

To date, two strong but divergent authorities have devel-
oped on the question whether §318 must always be applied in
testing a redemption under §302(b)(1), (2), or (3). The First
Circuit has held that §318 can be disregarded in some factual
situations,”® while the IRS has taken the position that §318
must always be applied in testing any redemption under §302.°"

a. Before the Haft Trust Decision

Post-Davis revenue rulings foreshadowed Rev. Rul.
80-26, above, and applied the attribution rules quite flatly in
testing a redemption under §302(b)(1).*"*

At least until 1975, the Tax Court and the Federal courts
generally interpreted Davis in a similar manner, that is, as
mandating that a redemption be tested in light of constructive
ownership (and the attributes represented by the constructively
owned shares).%”’

In Title Ins. and Trust Co. v. U.S. the Ninth Circuit test-
ed a redemption from three family trusts in light of family at-
tribution from the parents to the child-beneficiary of each trust,

®Note, Family Hostility as Mitigating the Constructive Ownership Rules
of Section 318 When Applied to the Dividend Equivalency Provision of Sec-
tion 302(b)(1), 55 B.U.L. Rev. 667 (1975).

*'° Haft Trust v. Commissioner, 510 F.2d 43 (1st Cir. 1975).

"7Rev. Rul. 80-26.

% See, e.g., Rev. Rul. 77-218; Rev. Rul. 75-512; Rev. Rul. 75-502; Rev.
Rul. 71-563; Rev. Rul. 71-261.

%9 See Fehrs Fin. Co. v. Commissioner, 487 F.2d 184 (8th Cir. 1973);
Jones v. U.S., 72-1 USTC 9349 (D. N.J. 1972); Niedermeyer v. Commission-
er, 62 T.C. 280 (1974), aft’d on other grounds, 535 F.2d 500 (9th Cir.), cert.
denied, 429 U.S. 1000 (1976); Sawelson v. Commissioner, 61 T.C. 109 (1973);
Grabowski Trust v. Commissioner, 58 T.C. 650 (1972). For an indication that
the Court of Claims shares this view, see Fehrs v. U.S., 556 F.2d 1019 (Ct. CL.
1977).

%484 F.2d 462 (9th Cir. 1973). See also PLR 9709043 (no meaningful re-
duction existed where taxpayer experienced a 100% reduction in direct stock
interest but retained a 100% indirect interest in the voting preferred stock and
an indirect interest in excess of 75% of the nonvoting common).
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and then in light of reattribution from the beneficiary to the
trust. The court quoted to the Supreme Court’s reference in
Davis to “the plain language of the statute.” Nevertheless, the
Ninth Circuit left this faint glimmer of hope:

Such assumptions [of family harmony under §318(a)

(1)] may, indeed, prove awkward or unfair in cases

where families do not behave as the rules assume

they will, and intrafamily disputes exist as to who
should control and how. However, we do not have
such a problem here.**'

In Wright v. U.S.’” the question was raised whether a
court should test a redemption in light of §318 even if the IRS
has not invoked such attribution. A majority of the court tested
the redemption under §302(b)(1) without applying family attri-
bution because the IRS had not argued for such attribution be-
fore the court. The Eighth Circuit held that, without applying
family attribution, the redemption qualified for exchange treat-
ment. A dissenting judge interpreted Davis to mandate applica-
tion of §318, even if the IRS has not done so, and, in light of
§318, would have found the reduction in the taxpayer’s interest
not “meaningful” and hence dividend equivalent.

b. The Haft Trust Decision

In 1975, the First Circuit held in Haft Trust v. Commis-
sioner’™ that as a matter of law the family attribution rules of
§318(a)(1) can be disregarded or minimized under §302(b)(1),
depending on the facts of the particular situation. In Haft Trust,
the First Circuit interpreted the Supreme Court’s opinion in
Davis as requiring only that attribution rules must be consid-
ered in testing a redemption but are not themselves “determina-
tive.” The appeals court emphasized the portion of the Supreme
Court opinion which says that exchange treatment is permitted
under §302(b)(1) if the reduction in the shareholder’s interest
is “meaningful” and if the redemption changes the relative eco-
nomic interests or rights of the shareholder. The First Circuit
stated that:

This language certainly seems to permit, if it does

not mandate, an examination of the facts and circum-

stances to determine the effect of the transaction tran-

scending a mere mechanical application of the attri-
bution rules.

The First Circuit also interpreted the legislative history of
§302(b)(1) as indicating that Congress intended that provision
to have some flexibility. The court pointed out that in 1954
the Senate added a dividend equivalence test to the strictly ob-
jective tests contained in the House bill because the Senate
felt that eliminating the dividend equivalence test of prior law
would be “unnecessarily restrictive.” The court also interpreted
Davis as rejecting only the narrow contention that the attribu-
tion rules are to be entirely disregarded under §302(b)(1) be-
cause that paragraph does not actually mention the “ownership”
of stock. The First Circuit agreed that the Supreme Court elim-
inated business purpose as a test of dividend equivalence, but

21484 F.2d 462 (9th Cir. 1973) at 462, n.4.

62482 F.2d 600 (8th Cir. 1973), aff’g 72-2 USTC 49495 (E.D. Ark. 1972).

3510 F.2d 43 (1st Cir. 1975), vac’g 61 T.C. 398 (1973), supp. opin., 62
T.C. 145 (1974).
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this action “does not imply a rejection of all mitigating factors
in the application of Section 302(b)(1).”

The IRS argued that a hostility exception would lead the
courts (and presumably also the IRS) into “uncertain shifting
quagmires of family relationships.” The First Circuit mini-
mized the IRS’s concern in this respect, however, saying that
the courts remain free to view taxpayers’ claims of hostility
with “jaundiced eyes.” More important, the court said, by re-
taining a dividend equivalence test in the law, Congress showed
itself willing “to tolerate some administrative inconvenience
for the sake of taxpayer equity.”

The First Circuit did not apply its conclusions of law, how-
ever, to the actual facts of the Haft Trust case. Instead, it re-
manded the case to the Tax Court for the purpose of consider-
ing the possible “existence of family discord tending to negate
the presumption that taxpayers would exert continuing control
over the corporation despite the redemption.”

Haft Trust involved simultaneous redemptions from four
minority shareholders where, by virtue of taking constructive
stock ownership into account, each shareholder’s percentage
interest increased from 31.67% to 33.33%. Each redeemed
shareholder was a family trust which, before the redemptions,
actually owned 25,000 of 500,000 outstanding shares of a fam-
ily corporation. The sole beneficiary of each trust was a dif-
ferent child of Burt Haft (two were children of his wife’s first
marriage and had been adopted by him). Burt owned 100,000
shares in his own right and was one of three beneficiaries of an-
other trust, created by his father, which actually owned 100,000
shares. Burt was also an officer of the family corporation. The
remaining 200,000 outstanding shares of stock were divided
equally among Burt’s brother and his brother-in-law. Before
the redemptions each child’s trust owned, actually and con-
structively:

Shares
25,000 | actually

100,000 | via Burt’s shares attributed to his child then
reattributed to trust

33,333.33 | via Burt’s one-third interest in other trust
reattributed to his child, then reattributed to
trust

158,333.33 | constitutes 31.67% of 500,000 outstanding
shares

Each trust for the children had been created and funded
in 1962 by Burt’s father-in-law. In late 1966, divorce proceed-
ings began between Burt and his wife. The negotiations were
unfriendly and acrimonious. At the time the proceedings be-
gan, Burt moved out of the house and did not see his children
for six to seven months thereafter. The divorce was granted on
June 26, 1967. Pursuant to the negotiations, it had been agreed
that each trust’s stock interest in the corporation would be com-
pletely terminated. The redemptions occurred on June 17, 1967,
just before the divorce decree. Thereafter, each trust owned no
shares actually but continued to own constructively the same
133,333.33 shares which each owned constructively before the
redemption. Such constructive ownership represented a 33.33%
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interest (133,333.33/400,000) of the shares actually outstand-
ing after the redemptions.

The Tax Court held each redemption to be dividend equiv-
alent because no reduction in each trust’s percentage ownership
(actual and constructive) had occurred. The court held that the
family attribution rules of §318(a)(1) cannot be disregarded in
“family fight” situations in testing a redemption under §302(b)
(D.

Each trust argued that because an intrafamily dispute (a di-
vorce) led to the redemptions, the facts and circumstances jus-
tified measuring each trust’s before and after stock ownership
solely by reference to the shares it actually owned. Judge Simp-
son first questioned whether the relevant relationship, for pur-
poses of considering whether a “family fight” justifies disre-
garding family attribution, was between the father and his chil-
dren — who were the trust beneficiaries and between whom the
chain of attribution would, in part, operate — or whether the
relevant relationship was between Burt and the trustees of each
trust. Each trust had the same three trustees: Burt Haft’s fa-
ther-in-law and mother-in-law and a third individual apparently
unrelated to either family. In the unfriendly divorce proceed-
ings, Burt Haft’s in-laws apparently aligned themselves with
their daughter (Burt’s wife), although this is not completely
clear from the facts. Judge Simpson indicated an absence of ev-
idence of actual hostility between Burt and his children. How-
ever, the court went on to consider the “family fight” issue be-
cause, broadly speaking, the redemption occurred as part of the
arrangements for the divorce and property settlement.

Judge Simpson then interpreted Davis as indicating that
the Supreme Court believed that Congress intended in 1954
to eliminate pre-1954 “uncertainties” concerning whether con-
structive ownership rules would be applied in particular situa-
tions, and to provide “definite rules” after 1954. Judge Simpson
said:

If the applicability of the attribution rules depended
upon the feelings or attitudes among the members
of a family, it would then be necessary to inquire
into whether there was hostility or animosity among
them, whether such discord was serious, and whether
it would actually or likely impair the ability of one
member of the family to influence the conduct of oth-
er members. By the terms of the statute, the attribu-
tion rules are applicable irrespective of the person-
al relationships which exist among the members of
a family, and an interpretation of the statute which
made their applicability depend upon whether there
was discord among the members of the family — or
the extent of any such discord — would frustrate the
legislative objective and would be clearly inconsis-
tent with the language and the rationale of Davis. For
these reasons, we believe that in view of the Supreme
Court’s opinion in Davis, the petitioner’s reliance up-
on Squier and Bradbury is misplaced, and we hold
that the applicability of the attribution rules is not af-
fected by the circumstances which led to the redemp-
tion.”

461 T.C. at 403.
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As indicated earlier, the First Circuit remanded the case to
the Tax Court to consider the effect of family discord in this
particular situation. There was no further Tax Court opinion on
this issue, however, since the case was subsequently settled.

Note: The Tax Court’s supplemental opinion in Haft
Trust™ dealt with an unrelated question whether family attri-
bution could be waived under the 10-year agreement rules of
§302(c)(2)(A). For the §302(b)(3) issues raised in Haft Trust,
see the discussion of §302(b)(3), at IV.C., above.

c. Rev. Rul. 80-26

The IRS has expressly refused to follow the First Circuit’s
decision in Haft Trust and has taken a firm position that §318
attribution must always be applied mechanically in testing a re-
demption under §302 generally — that is, under subsection (b)
(1), (2), or (3). As to the Haft Trust decision, Rev. Rul. 80-26
states:

In Robin Haft Trust, ... on facts similar to those set

forth above, the court viewed the attribution rules as

a presumption of continuing influence over corporate

affairs and, therefore, because of the family hostili-

ty disregarded the attribution rules in testing the re-

demption of the taxpayers’ stock for dividend equiv-

alency. Such an interpretation is, however, inconsis-

tent with both the legislative history of section 318

of the Code and the language and rationale of Davis.

The purpose of the attribution rules under section 318

was to replace the confusion of prior law with clear

and objective standards for attribution of stock own-

ership among related shareholders. The facts and cir-

cumstances of a particular case cannot contradict the

mechanical determination under section 318 of how

much stock a shareholder owns. Consequently, the

IRS will not follow the decision of ... the First Cir-

cuit in Haft Trust. Also, the acquiescence in the de-

cision in Estate of Squier v. Commissioner, 35 T.C.

950 (1961), acq., 1961-2 C.B. 5, upon which the de-

cision of Haft relies, has been withdrawn and nonac-

quiescence substituted therefor. See 1978-2 C.B. 4.

The IRS’s position is that §318 cannot be disregarded in
a specific fact situation because of the particular circumstances
such as hostility, animosity, bad feelings, or any other senti-
ment that exists and negates, in reality, a community of in-
terest between or among the persons as to whom constructive
ownership is triggered by §318. Rev. Rul. 80-26 notes that the
1954 Code House Report referred to the absence, under the
1939 Code, of “specific statutory guidance” for stock owner-
ship in the area of corporate distributions and expressed an in-
tent to adopt (in §318) “precise standards whereby under spe-
cific circumstances a shareholder may be considered as owning
stock held by members of his family (... or trusts which he con-
trols).””** Rev. Rul. 80-26 interprets this legislative history (as
well as the Supreme Court’s decision in Davis) as mandating a
“mechanical” application of §318 in every §302 case in deter-
mining how much stock a shareholder owns. “The rules of attri-
bution under section 318 of the Code,” the IRS says flatly, “are

62 T.C. 145 (1974).
“H.R. Rep. No. 83-1337, A96 and 36 (1954) (quoted in Rev. Rul. 80-26).
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applicable in determining whether a distribution in redemption
of stock qualifies under section 302(a).”

Observation: Although Rev. Rul. 80-26 does not say so ex-
pressly, the IRS’s position in the ruling does not in any way
apply to the narrow statutory disregard of family attribution in
testing a redemption under §302(b)(3) if the requirements of
§302(c)(2) are satisfied.

The fact situation set forth in Rev. Rul. 80-26 tracks the
facts of Haft Trust and alleged family hostility in connection
with §302(b)(1). However, the ruling is not limited to hostility
of the kind that the taxpayers in Haft Trust alleged existed
there. Nor is Rev. Rul. 80-26 limited to intrafamily hostility in
general. The IRS’s position applies to any reason or justifica-
tion a taxpayer might advance for not triggering constructive
ownership under §318 in testing a particular redemption under
§302.

The fact situation set forth in Rev. Rul. 80-26 involved
X corporation, having one class of voting common stock out-
standing, owned by the following persons:

A, an individual;
B, brother of A;
C, brother-in-law of A;

TA, trust for the benefit of A (one-third interest), B
and D (sister of A);

T1, trust for the benefit of A’s children;
T2, trust for the benefit of A’s children;
T3, trust for the benefit of A’s children;

T4, trust for the benefit of A’s children.

Each trust was created by a parent of A’s spouse. A and
his spouse went through a divorce and an “acrimonious” prop-
erty settlement. Incident thereto, the corporation redeemed all
the stock owned by the four trusts for the children. Each trust’s
percentage ownership of stock, by reason of parent-to-child and
beneficiary-to-trust attribution, changed from 31% to 33% (an
increase in percentage ownership). Even though the facts stipu-
late that, because of the family hostility, the four trusts did not
in fact exercise control over the stock attributed to them before
or after the redemption, the ruling attaches no legal significance
to that fact and holds that, in light of the increased percentage
ownership of stock (which was wholly constructive) following
each trust’s redemption, each redemption failed to qualify for
exchange treatment under §302(b)(1), (2), or (3) and was thus a
§301 distribution.

The IRS has not wavered since the publication of Rev.
Rul. 80-26 in its insistence on a mechanical approach, as evi-
denced by CCA 200409001. In the facts of the CCA, family-
owned corporation X had two classes of outstanding stock (vot-
ing Class A common and nonvoting Class B common). X’s
shareholders were the taxpayers, relatives of the taxpayers,
management employees and X’s board members, and three
trusts for the taxpayers’ children. The taxpayers made gifts of
their Class A voting stock to the children’s trusts, which then
transferred the stock to a voting trust. X redeemed a number
of shares of the taxpayers’ voting Class A stock to pay the gift
tax on the transfers and later redeemed additional shares so that
the taxpayers could pay the income tax on the first redemption.
The taxpayers took the position that their transfers through the
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children’s trusts to the voting trust reduced their voting control
of X, arguing that there can be exceptions to the application of
§318 to §302. The Chief Counsel’s Office, reiterating that the
IRS would not recognize any exceptions to the application of
§318 to §302, advised that the taxpayers still owned 100% of
the voting rights in X after all the transfers to the children’s
trusts and the transfers to the voting trust.

Comment: The analysis set forth in Rev. Rul. 80-26 and,
e.g., Metzger™ will probably not prevent commentators from
continuing to argue for a flexible role for attribution under
§302(b)(1). Under one theory, promulgated before Rev. Rul.
80-26,”* the 1954 Code specified for the first time which re-
lationships are relevant for constructive ownership purposes
(e.g., attribution between spouses but not between brother and
sister) and also the transactions in which attribution rules are to
be considered. However, according to this theory, §302(b)(1)
does not command or prevent consideration of other factors in
addition to constructive ownership. Davis held only that factors
irrelevant to the actual economic impact of a redemption can-
not be considered. But, in focusing solely on the effect rather
than purpose of a redemption, the statute still requires an in-
vestigation into the specific facts in order to determine what
the economic effects of the transaction were. For this purpose,
courts are required to “consider” both the actual distribution of
control and equity before and after a redemption and also the
shareholder’s relationship with his tax relatives (as defined in
§318). But if his actual relationship with these relative is hos-
tile, then, according to this theory, the shareholder need not be
treated as owning his relative’s stock in that case. Or, alterna-
tively, if he is considered to own that stock, he does not nec-
essarily also have to be considered as owning all of the control
or equity rights that accompany such stock. However, in Met-

zger,”” the Tax Court expressly rejected this theory.

d. Other Developments

In 1978, the IRS withdrew its long-standing acquiescence
in Squier Est. v. Commissioner, and substituted a full nonac-
quiescence in the decision.”

In Metzger Trust v. Commissioner,””' the Tax Court me-
chanically applied the attribution rules to a redemption that, ac-
cording to the taxpayer, qualified under §302(b)(1) due to fam-
ily hostility. The taxpayer-trust in Metzger redeemed all of the
stock it actually owned but, due to the attribution rules, was
still deemed to own 100% of such stock. In finding that the re-
demption was the equivalent of a dividend, the court applied
the attribution rules to the purported redemption notwithstand-
ing the allegation of family hostility. Relying upon Davis, the
Tax Court stated that family hostility plays a “limited” role in
a two-step analysis of purported §302(b)(1) redemptions. The
court held that in determining whether a redemption qualifies
under §302(b)(1):

First, the attribution rules are plainly and straight-
forwardly applied [without regard to whether family
hostility exists]. Second, one looks to see if there

52776 T.C. 42 (1981) (discussed at VI.L.3.d., below).

628 See Note, 29 Tax Law. 386 (1976).

6976 T.C. 42, 62 (1981).

630 See 1978-2 C.B. 4.

3176 T.C. 42, 61 (1981), aff’d, 82-2 USTC J9718 (5th Cir. 1982).
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has been a reduction in the stockholder’s proportion-

ate interest in the corporation. If not ... then a Court

need not proceed any further because there being no

change in stockholder’s interest, dividend equivalen-

cy must follow. If there has been a reduction, then

a Court should proceed to examine all the facts and

circumstances to see if the reduction was meaningful

for the purposes of section 302. At this point [and not

before], family hostility becomes an appropriate fac-

tor for consideration. (emphasis in original).””

In affirming the Tax Court’s decision in Metzger, the Fifth
Circuit explicitly adopted the lower court’s two-step analysis,
strongly implying that the holding in Davis requires such an
analysis. The Fifth Circuit also criticized the First Circuit’s in-
terpretation of Davis in its Haft Trust decision.*”

In Benjamin v. Commissioner,”* discussed further below,
the Tax Court noted the Haft Trust decision but felt that it could
distinguish the facts before it on the ground that the redemption
would be dividend equivalent whether or not the attribution
rules were applied. If §318 were applied, the taxpayer would
be the sole shareholder before and after the redemption, and if
§318 were not applied, the taxpayer would still have retained
full control over corporate affairs. The Tax Court then proceed-
ed to resolve the case on the assumption that the attribution
rules did not apply in the case.

In Johnson Trust v. Commissioner,” and Chertkof v.
Commissioner,”* the Tax Court rejected taxpayer’s claims that
intrafamily hostility existed in the particular fact situation, so
as to justify not applying family attribution under §302(b)(1).

4. Other Aspects of the “Hostility” Concept

As the above discussion indicates, there is a split in author-
ity as to whether the attribution rules must be applied mechan-
ically without regard to family discord. While the Fifth Cir-
cuit, the Tax Court, and the IRS believe that factors such as
familial discord are taken into account only after the attribu-
tion rules have been applied, the First Circuit takes the posi-
tion that familial discord is among the facts and circumstances
that should be considered in determining whether the attribu-
tion rules should be applied at all. Consequently, arguments
in favor of a somewhat flexible application of §302(b)(1) re-
main worthwhile to consider. In addition, it may continue to
be worthwhile to discuss the actual scope of the “hostility” or
“discord” concept, and to consider questions such as:

(1) Is the discord concept limited to intrafamily antago-
nism or would the logic also apply to antagonism between
or among persons otherwise considered related by §318?

(2) What degree of hostility must exist?

276 T.C. at 61.

3382-2 USTC 49718 (5th Cir. 1982).

4592 F.2d 1259 (5th Cir. 1979), aff’g 66 T.C. 1084 (1976).
371 T.C. 941 (1979), acq., 1984-2 C.B. 1.

8672 T.C. 1113 (1979), aff’d, 649 F.2d 264 (4th Cir. 1981).
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(3) Could reasons other than hostility which negate a com-
munity of interest between persons formally covered by
§318 justify disregarding §318 in certain situations?

a. Nonfamily Discord

There are few cases suggesting that antagonism, arm’s-
length dealing, or any other factor can justify disregarding at-
tribution under the nonfamily categories of §318. For example,
can attribution of stock owned by a partnership to a partner be
disregarded if the latter can show that he does not get along
with his fellow partners? Can a trust beneficiary’s personally
owned stock not be attributed to the trust if the beneficiary and
the trustee have ill will toward each other? Or if the beneficiary
of the grantor dislike each other? Or the grantor of an unrelated
trustee? Rev. Rul. 80-26 indicates, of course, that the IRS will
answer all of these questions firmly in the negative.

The leading case on point is Squier v. Commissioner,” in
which the Tax Court tested a redemption without applying ben-
eficiary-to-estate attribution in view of a dispute between the
beneficiaries and the executor of the estate over appointment of
a new company president.

b. Must Discord Affect Redeemed Shareholder
Directly?

Rev. Rul. 80-26 involved two steps in the construction
ownership chain: family attribution and beneficiary-to-trust at-
tribution. However, the actual hostility and the parties thereto
are not clearly set forth in the facts. The only apparent hostility
was between A and his spouse. Nothing indicates that A and his
children did not get along well. No facts indicate who was the
trustee of the trusts. Although each trust was created by a par-
ent of A’s spouse (Burt Haft’s father-in-law in the Haft Trust
case), Rev. Rul. 80-26 does not indicate whether antagonism
existed between A and his in-law or between the father-in-law
and his grandchildren. Although the ruling points out that each
trust was prevented from exercising the rights of its stock hold-
ings before the redemption “due to family hostility,” no facts
spell out who controlled the company or specifically what hos-
tility existed.

c. Factors Other than Hostility

Is “hostility” the only circumstance where attribution
could be waived? What about honest but strong policy differ-
ences on how a corporation should be run? Suppose a father has
simply been out of touch with his son for several years so that
there is no known community of interest between them; might
attribution of the father’s stock to his son be waived depend-
ing on how accentuated the facts are in the particular case? Is
generalized family discord enough to permit disregard of fam-
ily attribution, or must specific hostility between the redeemed
shareholder and other shareholders be shown?

%735 T.C. 950 (1961), nonacq., 1978-2 C.B. 4.
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d. Burden of Proof

In 1958, the Advisory Group on Subchapter C proposed
a general rule that attribution not operate under §302(b)(1) as
a matter of law, but the relationships described in §318 could
be “taken into account along with all other facts and circum-
stances.” This rule would appear to place the burden on the IRS

to show why attribution should apply in testing a redemption
for dividend equivalence. By contrast, the First Circuit may be
placing the burden on the shareholder to show why, in his par-
ticular case, attribution should not occur.

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
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VII. Partial Liquidation: §302(b)(4) and §302(e)
A. In General

The final category under §302(b) requiring exchange treat-
ment for a distribution in redemption of shares is §302(b)(4),
which provides that a distribution that is in redemption of stock
held by a shareholder who is not a corporation and in par-
tial liquidation of the distributing corporation will be given ex-
change treatment under §302(a). The term “partial liquidation”
is defined in §302(e), which provides that a distribution will be
treated as in partial liquidation of a corporation if the distribu-
tion is not essentially equivalent to a dividend and the distrib-
ution is pursuant to a plan and occurs within the taxable year
in which the plan was adopted or within the succeeding taxable

638
year.

B. The Requirements

1. Introduction

The major difference between §302(b)(4) and the other
§302(b) categories is that, in the determination of whether a
distribution qualifies as a partial liquidation, the effect of the
distribution on the corporation is analyzed. Under the other
§302(b) categories, the effect of the distribution on the share-
holder’s stock ownership is analyzed. Because the focus is at
the corporate level, a distribution in partial liquidation can be
pro rata with respect to all of the shareholders of the corpora-
tion,”” a trait that is nearly always fatal to exchange treatment
under the other §302(b) categories. Further, this shift in empha-
sis to the effect of the distribution at the corporate level ren-
ders the §318 attribution rules meaningless. Under §302(b)(4),
the relevant factor at the shareholder level is that the distributee
cannot be a corporation.**’

2. Redemption of Stock

Section 302(b)(4) provides that a distribution in partial lig-
uidation of a corporation must be in redemption of stock held
by a shareholder who is not a corporation. The issue arises
whether a shareholder must actually surrender shares to the
corporation for redemption, or whether this requirement will

be deemed satisfied where the tendering of shares to the cor-

poration by the distributee would be a meaningless gesture®'

¥ See Reg. §1.346-1(a)(2). See, e.g., PLR 200445009 and PLR
200342004.

9§302(e)(4). See PLR 200703021, PLR 200626016, PLR 200445009,
PLR 200342004, PLR 200230002, and PLR 200229005.

#0Section 302(e)(5) provides that “[flor purposes of determining under
subsection (b)(4) whether any stock is held by a shareholder who is not a cor-
poration, any stock held by a partnership, estate, or trust shall be treated as if
it were actually held proportionately by its partners or beneficiaries.” In PLR
200317020, the IRS ruled that distributions to shareholding trusts may quali-
fy as a §302(b)(4) partial liquidation if the beneficiaries of the trusts are not
corporations, because the stock held by the trusts is treated as if it were actu-
ally held by their beneficiaries. In addition, the IRS ruled that qualification as
a §302(b)(4) partial liquidation would not be jeopardized simply because the
cash came from the sale of businesses owned by the distributor’s subsidiaries,
as long as there were intervening §332 liquidations of those subsidiaries.

! Smothers v. United States, 642 F.2d 894 (5th Cir. 1981) (requirement
that transferee corporation exchange stock considered “meaningless gesture”
in “D” reorganization where same shareholders own all the stock of both cor-
porations); Rev. Rul. 70-240 (no actual distribution of shares necessary to
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(such as where the distribution is pro rata). In a pro rata distri-
bution among all the shareholders of the distributing corpora-
tion, an actual redemption of shares will have no effect on the
proportionate ownership interests of the shareholders after the
redemption. Both before and after the redemption each share-
holder will have the same interest in the distributing corpora-
tion. However, if the distribution is non-pro rata, a redemption
of shares reduces the distributee’s interest in the corporation
and increases the other nonredeeming shareholder’s interests.

In Rev. Rul. 81-3, declared obsolete in Rev. Rul. 90-13,
the IRS addressed the redemption requirement in the context of
the pre-TEFRA statutory framework. In that ruling, Corpora-
tion X had two operating divisions. X sold one of the divisions
to an unrelated third party for cash and the assumption of lia-
bilities that had arisen in connection with the operation of that
division. X then adopted a plan of partial liquidation and dis-
tributed the net proceeds of the sale pro rata to its sharehold-
ers within the taxable year in which the plan was adopted. The
shareholders of X did not surrender any of their stock in ex-
change for the cash X distributed.

The IRS ruled that because the distribution was pro rata
the actual redemption of stock would have been a meaningless
gesture.””” The IRS cited Fowler Hosiery Co. v. Commission-
er,” which involved a distribution from a wholly owned sub-
sidiary to its parent corporation consisting of a major portion
of the sale proceeds from the sale of its subsidiary’s assets. In
Fowler, there was neither an actual redemption of stock nor a
plan of partial liquidation. On the redemption issue, the court
stated:

Since there was only one stockholder, petitioner, it

was immaterial how many shares of stock represent-

ed that interest. The interest was the same whether or

not any part of the stock was retired.”**

Rev. Rul. 90-13, which has substantially the same facts
as Rev. Rul. 81-3, confirms the rationale of Rev. Rul. 81-3
for the post-TEFRA statutory scheme. The ruling does mention
that there were no outstanding rights, such as warrants, options,
convertible securities, shareholder agreements, or rights of first
refusal, affecting the stock of the distributing corporation,”
thus ensuring that the distribution was pro rata as to all persons
with any type of an equity interest in the distributing corpora-
tion. The revenue ruling cites the following excerpt from the
TEFRA conference report:

Under present law, a distribution in partial liquida-
tion may take place without an actual surrender of
stock by the shareholders (Fowler Hosiery Co. v.
Commissioner...). A constructive redemption of
stock is deemed to occur in such transactions (Rev.
Rul. 81-3...). The conferees intend that the treatment

shareholder who controlled both corporations in “D” reorganization); Reg.
§1.368-2(1) (transaction otherwise described in §368(a)(1)(D) is treated as sat-
isfying requirements of §368(a)(1)(D) and §354(b)(1)(B) even if no stock or
securities of transferee corporation are issued, provided same person or persons
directly or indirectly own all of stock of transferor and transferee corporations
in identical proportions). See also TAM 2001419013.

%2 Gee also Rev. Rul. 79-257, declared obsolete by Rev. Rul. 90-13.

#336 T.C. 201 (1961), aff’d, 301 F.2d 394 (7th Cir. 1962).

36 T.C. 221.

5 See VILC., below, for the IRS’s private ruling position in this area.
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of partial liquidations under present law section

346(a)(2) and (b) is to continue for such transactions

under new section 302(e).**

In PLR 9619050, the IRS ruled that if no shares are actual-
ly surrendered, the number of shares that will be considered to
have been redeemed for purposes of determining gain or loss is
determined in accordance with the principles set forth in Rev.
Rul. 77-245, (i.e., computed based upon the fair market value
of the stock of the distributing corporation before and after the
distribution).

The meaningless gesture rationale for waiving the redemp-
tion requirement does not apply to non-pro rata distributions.
A redemption of stock in this transaction would affect the rel-
ative ownership interests of the shareholders after the redemp-
tion. Therefore, a redemption of stock cannot be deemed to oc-
cur under §302(b)(4)(A) and the distribution will fail to qualify
as a partial liquidation.*’

3. Plan of Liquidation

Section 302(e)(1)(B) provides, in part, that a distribution
will be treated as a distribution in partial liquidation of a cor-
poration if the distribution is pursuant to a plan. However, nei-
ther the Code nor the regulations define “plan.” It is not entirely
clear whether an informal plan is sufficient, but there is some
authority for this proposition.**

4. Distribution Occurs Within the Year the Plan Is
Adopted or Within the Succeeding Tax Year

Section 302(e)(1)(B) requires that the distribution in par-
tial liquidation occur within the taxable year in which the plan
is adopted or within the succeeding taxable year. This rule ap-
plies whether the distribution is in-kind or of the net sale pro-
ceeds from the sale of the business assets.

When a distributing corporation sells a business, but de-
lays adopting a plan of partial liquidation and distributing the
sale proceeds, the issue arises whether the distributed funds can
still be considered the proceeds from the sale of assets that re-
sulted in a contraction of the corporation’s operations. That is,
the length of time between the sale and the use of funds during
this time may break the nexus between the distribution of the
proceeds pursuant to the plan and the corporation contracting
sale. The concern here is that, because money is fungible, the
sale proceeds can be transformed into investment assets or re-
serves for expansion.*”

In Rev. Rul. 71-250,”° a corporation, in July 1970, sold
one of its businesses and transferred the net sale proceeds to a
special account at a bank acting as a custodian, as a temporary
measure until the fund’s use could be decided. The bank invest-

¢ Citing H.R. Conf. Rep. No. 97-760, 530 (1982), 1982-2 C.B. 600,
628-29.

%7 See Baan v. Commissioner, 45 T.C. 71 (1965), aff’d, Commissioner v.
Baan, 382 F.2d 485 (9th Cir. 1967), aff’d sub nom., Commissioner v. Gordon,
391 U.S. 83 (1968).

8 Fowler Hosiery Co. v. Commissioner, 301 F.2d 394 (7th Cir. 1962); see
also Rev. Rul. 65-80. But see Blaschka v. United States, 393 F.2d 983 (Ct. Cl.
1968) (corporation failed to adopt a formal or informal plan).

**The regulations provide that “the distribution of funds attributable to a
reserve for an expansion program which has been abandoned does not qualify
as a partial liquidation within the meaning of §346(a).” Reg. §1.346-1(a).

%0 See also PLR 199902001.
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ed the funds in stock and Treasury bills. The bank eventually
sold the stocks and T-bills at a gain and this gain was included
in the gross income of the corporation. The corporation consid-
ered using the sale proceeds to expand through acquisitions but
it was unable to consummate a transaction. Therefore, in De-
cember 1970, the corporation adopted a plan of partial liquida-
tion pursuant to which it distributed, in February 1971, all the
funds from the investment account (including the appreciation
from its investments) pro rata to its shareholders in redemption
of a part of the corporation’s outstanding stock.

The IRS ruled that Reg. §1.346-1(a)(2) (prohibiting the
distribution of funds attributable to an abandoned reserve for
expansion to qualify for partial liquidation treatment) does not
apply to the temporary investment of net sale proceeds. The
IRS also ruled that preserving the proceeds through investment
does not constitute a dedication of the funds to the remaining
business enterprise or an expansion of an existing business.”'

While the distribution of the principal amount of the sale
proceeds that were invested with the bank qualified as a partial
liquidation, the amount distributed that was attributable to the
appreciation of the sale proceeds did not qualify as a distribu-
tion in partial liquidation.””” This amount was a distribution of
property under §301.

5. Not Essentially Equivalent to a Dividend

A redemption will be considered a partial liquidation un-
der §302(b)(4) only if the redemption is not essentially equiva-
lent to a dividend — determined at the corporate level, not the
shareholder level.”” There are essentially two ways to meet this
requirement. The first is for the redemption to meet the safe
harbor found in §302(e)(2)(termination of a business). The sec-
ond is for the redemption to meet the requirements of a “corpo-
rate contraction.”

a. Safe Harbor — Termination of a Qualitied Trade or
Business

Under §302(e)(2), a redemption is not essentially equiv-
alent to a dividend (for purposes of §302(b)(4)) if the distrib-
ution is attributable to the distributing corporation ceasing to
conduct, or consists of the assets of, a qualified trade or busi-
ness and immediately after the distribution, the distributing cor-
poration is actively engaged in the conduct of a qualified trade
or business. Section 302(e)(3) defines a qualified trade or busi-
ness as a trade or business that was actually conducted through-
out the five-year period ending on the date of the redemption
and was not acquired by the corporation within such period in
a transaction in which gain or loss is recognized.

Note that to qualify under these sections, the distributing
corporation must have two qualified businesses. This safe har-
bor is based on the principles of the corporate contraction doc-

'The IRS distinguished Rev. Rul. 58-565 (partial liquidation require-
ments not met where sale proceeds used to pay existing indebtedness of the re-
maining business), and Rev. Rul. 67-299 (partial liquidation requirements not
met where sale proceeds used to remodel property in order to expand the re-
maining business). Cf. Rev. Rul. 79-275 (distribution by a corporation to its
shareholders of appreciated securities, in substitution for a note received upon
the sale by the corporation of the assets of its terminated separate business, does
not qualify as a partial liquidation).

52 See Rev. Rul. 71-250.

3§302(e)(1)(A).
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trine. The underlying theory of the safe harbor provision is that
if a company had two active businesses, and it distributed the
assets of, or the sale proceeds attributable to, one of them, a
genuine corporate contraction would occur.

The reference to a five-year active trade or business is
meant to have the same meaning as in the §355 context.” The
regulations contain guidelines for determining what assets will
be considered part of a qualified trade or business.””

To qualify under this safe harbor, all of the assets or all of
the sale proceeds attributable to the qualified trade or business
must be distributed.”® Apparently, in the case of an in-kind dis-
tribution, every asset of the business must be distributed. As for
the relative size of the business being distributed, the IRS ruled
in Rev. Rul. 77-376 that the size of the discontinued trade or
business is immaterial.

b. Corporate Contraction

If a taxpayer cannot qualify under the safe harbor of
§302(e)(2), the taxpayer must prove that the distribution is not
essentially equivalent to a dividend by establishing that there
has been a corporate contraction of the business, based on all
of the facts and circumstances.

The regulations under §346 provide that an example of a
distribution which will qualify as a partial liquidation . . . is a
distribution resulting from a genuine contraction of the corpo-
rate business such as the distribution of unused insurance pro-
ceeds recovered as a result of a fire which destroyed part of the
business causing a cessation of a part of its activities.””’

The example in Reg. §1.346-1(a) of the distribution of in-
surance proceeds is similar to the facts in Imler v. Commission-
e’ In Imler, a corporation was engaged in retinning and sol-

*Reg. §1.346-1(c) references former §1.355-1(c) (the regulations under
§355 were substantially changed in 1989). See 776 T.M., Corporate Separa-
tions. See also PLR 9809051 (cash distributions to shareholders before §355
split-off treated as distributions in partial liquidation; five-year requirement of
§355(b)(2)(B) met).

63 See Reg. §1.346-1(b)(2)(i).

6 See Kenton & Meadows Co. v. Commissioner, T.C. Memo 1984-379,
aff’d, 766 F.2d 142 (4th Cir. 1985).

®"Reg. §1.346-1(a).

811 T.C. 836 (1948). Other pre-1954 cases that helped create the corpo-
rate contraction doctrine were Commissioner v. Champion, 78 F.2d 513 (6th
Cir. 1935) (distribution of unneeded reserve for expansion in redemption of
stock constituted partial liquidation) (note that the holding in Champion was
specifically rejected by the 1954 Senate report (S. Rep. No. 83-1622, 49, 262
(1954)), the regulations under §346 of the 1954 Code, and Rev. Rul. 78-55);
Upham v. Commissioner, 4 T.C. 1120 (1945) (same); see O’Brion, 10 T.C.M.
1122 (1951) (redemption and subsequent distribution considered as partial lig-
uidation where business operations were curtailed); Commissioner v. Cord-
ingley, 78 F.2d 118 (1st Cir. 1935) (same); Commissioner v. Quackenbos, 78
F.2d 156 (2d Cir. 1935) (same); Elton v. Commissioner, 47 B.T.A. 111 (1942)
(same); Commissioner v. Sullivan, 210 F.2d 607 (5th Cir. 1954) (redemption to
protect corporate assets from creditors considered partial liquidation); Lockhart
v. Commissioner, 8 T.C. 436 (1947) (redemption considered partial liquidation
where done to separate two parts of a business); Commissioner v. Babson, 70
F.2d 304 (7th Cir.) (redemption attributable to liquidation of unprofitable di-
vision treated as partial liquidation), cert. denied, 293 U.S. 571 (1934); Scow-
croft Inv. Co. v. Commissioner, 4 T.C.M. 755 (1945) (same). Ct. McGuire v.
Commissioner, 84 F.2d 431 (7th Cir.) (distribution from redemption due to ac-
cumulations of sums for expansion that were ultimately not needed considered
a dividend), cert. denied, 299 U.S. 591 (1936). But see Dunton v. Clauson, 67
F. Supp. 839 (D. Me. 1946) (distribution in redemption of stock not considered
a partial liquidation despite redemption being made for a “sound business pur-
pose”); Chandler v. Commissioner, 22 T.C. 1158 (1954) (redemption in order
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dering metals and in the rental of excess space in the five build-
ings owned by the company. It was renting the top two floors
of the main building when they were destroyed by fire.

After collecting the insurance proceeds, the corporation
considered rebuilding the upper two floors, but found this op-
tion to be too costly. The corporation decided on the less costly
alternative of removing the two top floors and replacing them
with a roof. The cost of these repairs was less than the total
amount of insurance proceeds received. The corporation dis-
tributed the balance of the insurance proceeds to its sharehold-
ers. The court held this distribution resulted in a corporate con-
traction and qualified as a partial liquidation. The court stat-
ed that the following factors are important when considering
whether there has been a corporate contraction — the presence
or absence of a real business purpose, the motives of the cor-
poration at the time of the distribution, the size of the corporate
surplus, the past dividend policy, and the presence of any spe-
cial circumstance relating to the distribution.””

Because of the extremely factual nature of the inquiry into
whether a corporate contraction has occurred, the IRS has of-
fered guidance through a series of revenue rulings.*

In Rev. Rul. 76-526, a corporation owned two parcels of
land as passive real estate investments. The corporation leased
the parcels. The lessee was required to pay all real estate tax-
es and was responsible for all maintenance related to the land.
The corporation also had a management contract whereby an-
other party provided renting, leasing, operating and managing
services. The lessor-corporation performed no substantial ac-
tivities with respect to the land.

The corporation distributed one of the parcels pro rata to
its shareholders. The IRS ruled that a distribution in partial lig-
uidation must result in a substantial reduction of activities per-
formed by the corporation making the distribution. In the pre-
sent case, there was no substantial reduction in activities be-
cause the distributing corporation had no substantial activities
to perform under the lease and management contract.”"

The IRS found a genuine corporate contraction in Rev.
Rul. 74-296, where a corporation operating a full-line depart-
ment store significantly downsized its operation in response to
the adverse effect competing stores were having on its sales.
The corporation distributed to its shareholders the proceeds
from the sale of some of its assets from the departments it elim-
inated. The IRS ruled that because the corporation discontin-
ued most of its activities and operation of its business, and then
changed the nature of its remaining business, there was a cor-
porate contraction and distribution in partial liquidation.*

to downsize business considered essentially equivalent to a dividend), aff’d per
curiam, 228 F.2d 909 (6th Cir. 1955).

11 T.C. 836, 840.

%O1n addition to the revenue rulings discussed above, see also Rev. Rul.
76-289 (working capital can be distributed in a partial liquidation), and Rev.
Rul. 76-279 (amounts distributed in partial liquidation do not include earnings
derived from a corporation investing the proceeds of a sale of a division, asset,
or department in an investment account pending distribution to shareholders).

! See also Rev. Rul. 56-512.

2 But see Rev. Rul. 60-322 (corporate contraction not found where a cor-
poration, due to a steady decline in demand for its products, distributed cash to
its shareholders, in redemption for part of their stock, that was realized from the
sale of portfolio bonds and excess inventories which it had decided to gradual-
ly sell because of a decline in the demand for the inventory); Rev. Rul. 78-55
(corporate contraction not found where business-line cash reserve distributed
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In Rev. Rul. 67-16, despite a corporation having over half
of its assets in a mining venture condemned by state authorities,
the IRS found no current corporate contraction. The IRS rea-
soned that because the condemnation did not result in any cur-
rent decrease in the corporation’s business (27 years of lime-
stone reserves were left for mining) the distribution of the pro-
ceeds to the shareholders was a dividend under §301.

The IRS has also issued revenue rulings distinguishing be-
tween a sale of the stock of a subsidiary by a parent corpora-
tion followed by a distribution of the sale proceeds and the sale
of the assets of a subsidiary, followed by a §332 liquidation of
the subsidiary and distribution of the sale proceeds by the par-
ent to its shareholders. In the former situations, the IRS ruled
that the parent’s distribution of the proceeds from the sale of
the subsidiary stock, while reducing the amount of the parent’s
assets, did not result in a contraction of the business operation
of the parent. In Rev. Rul. 79-184,°” the IRS stated that: “the
overall transaction has the economic significance of the sale of
an investment and distribution of the proceeds.” This ruling is
based on the IRS’s conclusion that the subsidiary is a separate
legal entity whose business cannot be attributed to the parent.
The IRS has also ruled that a distribution of the stock of the
subsidiary by a parent to its shareholders is not a partial liqui-
dation, but a corporate separation.”

However, when the subsidiary sells its assets and liqui-
dates into parent,”” or the subsidiary liquidates and parent sells
its assets,” and parent then distributes the sale proceeds, the
IRS has ruled that the distribution may result in a contraction of
the parent.”” The rationale for this ruling is that the carryover of
the subsidiary’s attributes to the parent as a result of the com-
plete liquidation*” integrates the business of the subsidiary with
the business of the parent. Thus, a distribution in these circum-
stances can result in a contraction of the parent’s business.

The IRS has allowed a parent to distribute the proceeds
from the sale of a subsidiary’s stock in partial liquidation,
where the selling parent has joined in a §338(h)(10) election
with the purchaser.”” In a §338(h)(10) election, the subsidiary
is treated as selling all of its assets and liquidating into the par-

to shareholders because business-line continued to operate under other financ-
ing arrangements).

%*Rev. Rul. 79-184.

%4Rev. Rul. 75-223. Corporate separations are subject to the stringent re-
quirements of §355.

5Rev. Rul. 75-223. See PLR 200445009 (sale by subsidiary of assets to
third party followed by liquidation into parent may qualify as partial liquidation
of parent).

Rev. Rul. 77-376.

%7Rev. Rul. 75-223. But see Rev. Rul. 77-375 (amount distributed to
shareholders in partial liquidation of a subsidiary does not include indebtedness
of subsidiary to the parent cancelled in the liquidation).

%$332 and §381.
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ent under §332. Thus, the §381 “business integration” theory
could be used to justify this approach.

C. Private Rulings

Taxpayers wishing to receive a private letter ruling on par-
tial liquidation issues should consult Rev. Proc. 81-42 for
guidelines on the information and representations required to
be included in the ruling request. Taxpayers should also consult
the “-3” revenue procedure for the year the ruling is requested
to determine on which issues regarding partial liquidations the
IRS will not rule.””

Rev. Proc. 2025-3, for instance, states that:

(i) the IRS will not issue rulings on the amount of working
capital attributable to a business or a portion of a business
terminated that may be distributed in partial liquidation;’”

and

(i1) the IRS will not ordinarily issue rulings on whether a
distribution will qualify as a distribution in partial liquida-
tion under §302(b)(4) and §302(e)(1)(A), unless it results
in a 20% or greater reduction in (i) gross revenue, (ii) net
fair market value of assets, and (iii) employees.””

In addition, it is believed that the IRS will not ordinarily
issue rulings on whether a deemed surrender of stock as de-
scribed in Rev. Rul. 90-13 satisfies the requirements for a re-
demption, when:

(a) the corporation has outstanding more than one class of
stock and there are priorities as to dividend or liquidating
distributions or any other differences in stock rights, or

(b) either under the terms of the stock or as established
contractually, there are outstanding any rights affecting the
corporation’s stock, such as, but not limited to, warrants,
options, convertible securities, shareholder agreements, or
rights of first refusal.”™

S“PLR 200301029, PLR 9007036, PLR 9836027 (exchange treatment al-
lowed where deemed asset sale election and distribution of proceeds of one of
two active businesses, both conducted more than five years by group). See also
PLR 200004029.

" See PLR 200004029, PLR 199917034, PLR 9809051, PLR 9748026
and PLR 9619050 for examples of rulings involving partial liquidations.

'Rev. Proc. 2025-3 is the current version.

”2Rev. Proc. 2025-3, §3.01(54).

7 Rev. Proc. 2025-3, §4.01(24).

*This no ruling area was explicitly stated under Rev. Proc. 95-3, §5.10.
Under the current annual revenue procedure outlining no ruling areas, these sit-
uations are no longer specifically discussed, but presumably fall within the gen-
eral rule that the IRS will not ordinarily offer rulings on factual issues. Rev.
Proc. 2025-3, 4.02(1).
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VIII. Constructive Stock Ownership: §318

A. Application to §302

For purposes of testing a redemption under §302, the stock
attribution rules of §318(a) apply when making computations
of stock ownership before and after the redemption.” Under
§318, in addition to stock which a shareholder actually owns,
the shareholder is also considered to own constructively stock
owned by certain other persons. The attribution rules operate
to attribute stock to a distributee, not away from the distributee
to other shareholders.””® Further, a person can be considered to
own stock by attribution from other persons under §318 even if
the person actually owns no stock in the corporation.””’

There are two possible exceptions to the application of
§318 in the context of §302. The first is statutory, and permits
a “waiver” (non-application) of family attribution in order to
help qualify a redemption under §302(b)(3) (termination of a
shareholder’s interest).”* The second is neither statutory nor an
IRS-approved exception, but rather a holding by some courts
that the constructive ownership rules might not apply in some
situations in testing a redemption for dividend equivalence un-
der §302(b)(1).”™ Both of these subjects have been discussed
in detail earlier in this Portfolio in connection with §302(b)(1)
(see VLI, above) and §301(b)(3) (see IV.C., above).

Comment: The statutory exception under §302(c)(2) ap-
plies only to a termination of interest under §302(b)(3) and not
to a redemption of fewer than all of a shareholder’s shares. Al-
S0, this exception does not permit waiver of constructive own-
ership by reason of other nonfamily relationships. The limited
case law which eliminates attribution under §302(b)(1) has so
far involved situations of intrafamily hostility. But if a court is
willing to accept the possibility of looking at actual relation-
ships in testing redemptions under the (b)(1) category, the logic
advanced by taxpayers on this point would seem to extend to
nonfamily categories of §318 as well.

For purposes of §302, the existence of relationships that
may or may not give rise to constructive ownership under §318
are to be determined at the date on which the redemption oc-
curs (as distinct from, for example, the date on which an execu-
tory agreement to redeem stock is entered into with a specified
“closing date” on which the actual exchange will occur).*

The details of the rules of constructive stock ownership are
beyond the scope of this Portfolio. For additional information
concerning this, see 554 T.M., The Attribution Rules, and 809
T.M., Estate Planning for Owners of Closely Held Business In-
terests (Estates, Gifts & Trusts series).

758302(c).

7 Friend v. U.S., 345 F.2d 761 (1st Cir. 1965).

7 See, e.g., Rev. Rul. 77-218.

788302(c)(2).

" See, e.g., Haft Trust v. Commissioner, 510 F.2d 43 (1st Cir. 1975).

%0 See Rev. Rul. 58-111. For a discussion of difficulties in identifying the
precise date on which a redemption has occurred, see I1I.A.1., above.
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B. Relationships Through Which Attribution May Apply

1. Family Attribution

An individual is deemed to own stock owned by a spouse,
children, grandchildren, and/or parents.”' There is no attribu-
tion between brothers and/or sisters, or from grandparents to
their grandchildren. There is also no attribution between spous-
es who are legally separated under a decree of divorce or
separate maintenance.” Similarly, §318(a)(5)(B) provides that
stock constructively owned by an individual by reason of the
family attribution rules of §318(a)(1) will not be considered
as owned by the individual for purposes of again applying the
family attribution rules to make another the constructive owner
of such stock.

2. Partnerships, Estates, and Trusts

Stock owned by a partnership or estate is considered
owned proportionately by its partners or beneficiaries.” Stock
owned by a trust (other than an employee trust under §401(a))
is considered owned by the trust beneficiaries in proportion to
their actuarial interests in the trust (even if remote or contin-
gent).® In the case of grantor trusts (§671-8§678), stock owned
by the trust is considered owned by the grantor or other person
treated as owner and taxable on the income of the trust.

Note: Section 318 cannot apply to treat a participant in an
employee stock ownership plan (ESOP) as constructively own-
ing stock (held by the ESOP) of the corporation that established
the ESOP because an ESOP is an employee’s trust described
in §401(a). However, establishing constructive ownership of
stock under §318 is not necessary if direct, beneficial owner-
ship of the stock exists. In TAM 9612001, the National Office
advised that the participants in an ESOP possessed almost all
of the indicia of ownership with respect to the stock and, there-

1§318(a)(1).

%2 An interlocutory judgment of divorce may not be enough to cut off at-
tribution between separated spouses. See Deyoe v. Commissioner, 66 T.C. 904
(1976); Johnson v. Commissioner, 50 T.C. 723 (1968). See also Boffa and
Greene, Stock Redemption in Connection with the Dissolution of California
Marriages, 1 Tax Section News (Tax Section, California State Bar), No. 4, p. 3
(Winter 1975-76); PLR 7819038 (divorced shareholders in a community prop-
erty state).

3§318(a)(2)(A). The term “beneficiary” includes “any person entitled to
receive property of a decedent pursuant to a will or pursuant to laws of descent
and distribution.” Reg. §1.318-3(a). See also Rev. Rul. 67-24 (residuary testa-
mentary trust is beneficiary of estate, stock owned by beneficiary of trust at-
tributed to trust and reattributed to estate); Rev. Rul. 71-211 (stock attributed
under §318(a)(2)(B)(i) from an inter vivos trust to a contingent beneficiary of
the trust in proportion to his actuarial interest in the trust).

4§318(a)(2)(B)(i). See also Rev. Rul. 76-213 (beneficiary’s interest was
held both remote, because it was less than 5% of the value of the trust property,
and contingent, because (under state law) it would terminate if the beneficiary
did not survive the life tenant); PLR 200546008 (no attribution because each
related party was “contingent” beneficiary under Rev. Rul. 76-213 and actuar-
ial interest of each such contingent beneficiary was “remote” under Rev. Rul.
76-213). Note that a 5% de minimis exception exists in the case of attribution
to a trust but not in the case of attribution from a trust. Under Reg. §1.318-3(a),
a person ceases to be a beneficiary of an estate when he has received all the
property to which he is entitled, he no longer has a claim against the estate
arising out of his having been a beneficiary, and when there is only a remote
possibility that the estate will find it necessary to seek the return of property,
or contribution or other payment by him, to satisfy administration expenses or
claims against the estate.
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fore, were the beneficial owners of the stock for purposes of
§302.

Stock owned by partners or beneficiaries of an estate is
deemed owned by the partnership or estate.” All the stock of
the partner or beneficiary is attributed to the entity regardless
of the actual owner’s proportionate interest in the entity.

Stock owned by the beneficiary of a trust (other than a
§401(a) employee trust) is attributed to the trust unless such
beneficiary has only a remote contingent interest in the trust.”
Stock owned by a grantor or other person taxable on the income
of a trust by virtue of §671-§678 is considered owned by the
trust.””’

3. Corporations

Stock owned by a corporation™ is considered owned by its
50% or more (by value) shareholders to the extent of a propor-
tion equal to the shareholder’s percentage interest (by value) in
the corporation.”™ Stock owned by a 50% or more sharehold-
er (by value) is attributed to the corporation.” All stock owned
by the shareholder is attributed, not just the portion equal to the
shareholder’s percentage interest.

4. Option Attribution

If a person has an “option to acquire stock,” the stock is
treated as owned by the option holder.””" An option to acquire
such an option, and each one of a series of such options, is con-
sidered an option to acquire such stock.””

Practice Point: Note that if the option, when issued, is
“deep in the money” (within the meaning of §1092(c)(4)(C)),
the option might be considered stock under general tax princi-
ples. In such cases, the attribution rules are superfluous.””

5. Sideways Attribution

“Sideways” attribution is curtailed by §318(a)(5)(C). Un-
der this provision, stock attributed to a partnership, estate, trust,
or corporation from a partner, beneficiary or shareholder pur-
suant to §318(a)(3) is not reattributed from the entity to another
partner, beneficiary or shareholder pursuant to §318(a)(2). This
rule does not eliminate all sideways attribution, however. The
limits on the rule are described in 554 T.M., The Attribution
Rules.

C. Option Attribution

The option rule of §318(a)(4) applies to options to acquire
stock from another shareholder, or from the corporation itself,

$318(a)(3)(A).

86£318(a)(3)(B)(i). A beneficiary’s interest is considered remote if the ac-
tuarial value of the beneficiary’s interest is 5% or less of the trust property.

*7$318(a)(3)(B)(ii).

8 The mere existence of a corporation or partnership is all that is required
to trigger attribution. It does not matter that the entity is not actively conducting
a business. Sorem v. Commissioner, 40 T.C. 206 (1963), rev’d on other
grounds, 334 F.2d 275 (10th Cir. 1964).

¥ §318(a)(2)(C).

0§318(2)(3)(C).

#18318(c)(4).

%28318(a)(4).

9 See, e.g.. Rev. Rul. 82-150. For further discussion of “deep in the mon-
ey” options, see 188 T.M., Taxation of Equity Derivatives, at L.F.5.
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and also to such instruments as stock warrants and convertible
debentures.”

Section 318(a)(4) makes no distinction depending on when
the option is exercisable, whether any cash outlay is required in
order to exercise the option, or whether any contingencies limit
the current exercise of the option. However, Rev. Rul. 68-601,
in analyzing warrants to purchase common stock directly from
the issuing company and debentures convertible into common
stock, both of which were distributed in a redemption, states:

In order for a warrant to acquire stock to qualify as

an option, the holder must have the right to obtain the

stock at his election. When this right to acquire stock

exists, warrants or convertible debentures are not re-
alistically different from options as referred to in sec-

tion 318(a)(4) of the Code. In each instance, stock

may be acquired at the election of the shareholder

and there exist no contingencies with respect to such

election.

Rev. Rul. 68-601 does not appear to require that attribution
is triggered under §318(a)(4) only if the holder’s right to exer-
cise the option is not subject to any contingencies.

Under Rev. Rul. 68-601, the concept of “contingency”
with respect to exercise of an option is undefined. Apparently,
the mere fact that the shareholder must pay money in order to
exercise his warrant or other option is not considered a “con-
tingency” that prevents the shares under option from being
deemed owned by the option holder. Perhaps, however, as dis-
cussed further below, “contingency” includes a situation where
the warrant’s exercise price exceeds the current market price or
value of the underlying stock, so that the warrant currently has
speculative value only and, economically, will or may be exer-
cised only if the stock’s current value rises above the warrant
exercise price.

In Rev. Rul. 89-64, the IRS ruled that an option received
by a taxpayer in a stock redemption is an option for purposes of
§318(a)(4) even if it is exercisable only after a period of time
has lapsed. This ruling clarifies Rev. Rul. 68-601, as that ruling
did not address whether an option may escape the application
of §318(a)(4) if the right to exercise the option is delayed.

The Chief Counsel’s Office also advised in FSA
199915007 that a purchaser did not have an “option” for pur-
poses of §318 where serious conditions precedent existed that
could result in substantial risk of forfeiture of the purchaser’s
right to exercise the option.

1. Computing Ownership in Light of Options

In Rev. Rul. 68-601, individuals A and B (unrelated) each
owned 100 of 1,000 total outstanding shares. In redemption of
50 shares each from A and B, the corporation distributed to
each a $1,000 convertible debenture and one warrant to pur-
chase 20 shares of the corporation’s stock. Each debenture was
convertible into 40 shares of stock. No other shareholders had
stock redeemed.

By applying §318(a)(4) to these facts, A and B each owned
10% of the outstanding stock before the redemption and
11.46% afterward (110/960). Consequently, the IRS ruled that
each redemption did not qualify under §302(b)(2).

%4 Rev. Rul. 68-601. See also Rev. Rul. 77-201; Rev. Rul. 75-114.
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Note: In this instance, the total outstanding stock of the
corporation after the transaction for purposes of the compu-
tation under §302(b)(2), as applied to each shareholder sepa-
rately, was 960 shares consisting of the 900 actual outstanding
shares and the 60 shares that such shareholder could acquire by
exercising the warrant and converting the debenture.

Presumably, the same principles and calculation methods
set forth in Rev. Rul. 68-601 will be followed in testing re-
demptions under §302(b)(1) and (3).

In Rev. Rul. 68-601, the IRS also ruled that in computing a
redeemed shareholder’s percentage interest after (and presum-
ably before) the redemption, the numerator of the redeemed
shareholder’s ownership fraction includes shares actually
owned and shares deemed owned by the shareholder via §318,
including shares that the shareholder has an option to acquire
(either from another shareholder or from the corporation) and
also shares that would be reattributed (under the §318 rules)
to him from another shareholder’s option. The denominator of
his ownership fraction includes all shares actually outstanding
plus shares that the shareholder or persons related to him under
§318 have an option to acquire from the corporation. The IRS
does not allow the denominator to be enlarged by including all
unissued shares under option to shareholders whose stock own-
ership is not attributed (via §318) to the redeemed shareholder.
Indeed, on this latter point, the IRS refuses to follow the Tenth
Circuit’s contrary decision in Sorem v. Commissioner’

After the IRS made its position on Sorem clear, the Sixth
Circuit, in Patterson Trust v. U.S..” followed the Tenth Cir-
cuit’s lead in what appears to be the only appellate court opin-
ion analyzing this issue.”” The Sixth Circuit noted that, while
there is a policy favoring the upholding of interpretations of
ambiguous statutory language that are consistently applied by
the IRS, the language of §318(a)(4) is “plain and unambigu-
ous,” rendering that policy inapplicable.

Observation: A redeemed shareholder that desires ex-
change treatment wants the denominator of the redeemed
shareholder’s ownership fraction after the redemption to be
as large as possible, because the larger the denominator the
smaller the post-redemption percentage interest, and hence the
greater the reduction in percentage interest as a result of the re-
demption, which improves the grounds for exchange treatment.

Example: Father (F) and Son (S) own 3,000 and 500
shares, respectively, of 100,000 outstanding shares of a
corporation. F also holds an unexercised qualified stock
option to buy 1,000 shares from the corporation; S holds
such an option for 200 shares. F wants to have enough of
his shares redeemed to qualify for exchange treatment un-
der §302(b)(2).

F is deemed to own 4,700 of 101,200 total outstanding
shares before the redemption (4.64%). This figure includes
100,000 actual outstanding shares plus (solely) the shares

%3334 F.2d 275 (10th Cir. 1964). In Rev. Rul. 68-601, the IRS stated that
it would not follow Sorem on this point. See also Northwestern Steel & Sup-
ply Co. v. Commissioner, 60 T.C. 356 (1973); TAM 9211006 (citing Rev. Rul.
68-601).

#9729 F.2d 1089 (6th Cir. 1984).

“"Dicta in Friend v. U.S., 345 F.2d 761 (1st Cir. 1965) supports the IRS’s

view.
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under option to F and S. In order to satisfy §302(b)(2),
F’s percentage interest must be reduced to below 3.71%
(which is 80% of F’s pre-redemption interest). If 982 ac-
tual shares are redeemed from F, his ownership interest
thereafter will be 3.71%, represented by the fraction 3,718/
100,218. This fraction is F’s deemed ownership fraction
before the transaction reduced by 982 shares from both the
numerator and denominator.

2. Cross-Purchase Agreements

If one shareholder holds an option to buy stock from an-
other shareholder during the latter’s life, and if the purchase
price equals the fair market value of the stock at the purchase
date, it is difficult to see a potential bailout of corporate earn-
ings through the capital gain treatment of a redemption.

Example: The fair market value of a closely held corpo-
ration’s stock is $200 per share. Shareholder A holds an
option to buy one share from unrelated shareholder B at
market value at the date the option is exercised. A has
one share, which A already owns ($50 basis) redeemed
for $200 cash, realizing a $150 long-term capital gain. A
then exercises an option on B’s stock. Here, A re-estab-
lishes A’s pre-redemption stock interest but has achieved
no bailout.

However, if the option arises out of a buy-sell agreement
taking effect at the death of shareholder B, and if the pur-
chase price was fixed at a figure that is below fair market
value at the time of B’s death, a bailout can occur. If A
can buy B’s stock from B’s estate for any amount less than
A’s after tax proceeds from the stock that was redeemed,
A will restore his stock interest while effectively having
bailed cash out of the corporation. In this situation, the
option attribution rule of §318(a)(4) seems operative and
seems intended to treat A, for purposes of testing A’s re-
demption under §302, as owning the stock which A has an
option to buy from B’s estate.

3. “Entity” Buyout Agreements

Option attribution is important in connection with buy-out
arrangements in closely held corporations. Under an “entity”
buy-out agreement, the corporation may be given an option to
buy the stock held by the estate of a deceased shareholder. If
such an option is affected by §318(a)(4), and the estate holds a
50% or greater stock interest, the corporate option on the sur-
vivor’s stock would trigger attribution of such stock to the cor-
poration and reattribution of the same stock to the estate, there-
by preventing a redemption of the estate’s stock from qualify-
ing under §302(b)(3). However, in Rev. Rul. 69-562, the IRS
ruled that §318(a)(4) does not extend to treating a corporation
as owning its own stock which it has an option to buy from a
shareholder.

A buy-sell agreement may provide that if the corporation
fails to exercise its right of first refusal to buy the shares of
a retiring shareholder, the remaining shareholders have a right
to buy the shares before they can be sold to an outsider. If a
particular shareholder has a portion of its stock redeemed by
the issuer company, will that shareholder’s secondary right of
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refusal pursuant to the buy-sell agreement among the share-
holders constitute an “option” under §318(a)(4) to acquire other
outstanding stock? If so, such option stock must be taken into
account in determining the reduction, if any, in the redeemed
shareholder’s ownership interest (actual and constructive) in
the corporation. As noted above, it is not clear what effect the
contingent nature of the option, the fact that a purchase price
must be paid in order to exercise the option, or the method of
determining the purchase price, will or should have in connec-
tion with invoking §318(a)(4).

4. Stock Warrants

a. Bailout Potential?

Although Rev. Rul. 68-601, above, subjects warrants and
convertible debentures to §318(a)(4), the bailout potential in
using these instruments is somewhat less than clear. It might be
thought that a shareholder could receive, in a redemption distri-
bution, readily marketable property plus a warrant or warrants
to buy the same number of shares in the issuing company as
the number redeemed. The shareholder could then sell off the
marketable property, use part of the proceeds to exercise the
warrant and thereby reestablish its preredemption equity inter-
est while netting cash in pocket, effectively as though that cash
had been bailed out of the corporation. It is difficult, howev-
er, to find a fact situation where such a bailout could occur, if
it assumes that a warrant will have a fair market value at least
equal to its “intrinsic” value, i.e., such intrinsic value being any
excess of the stock’s current value over the warrant’s exercise
price.

Example: Each share of close corporation X has a current
fair market value of $100. A shareholder surrenders 10
shares ($10 basis each) for redemption, receiving mar-
ketable property worth $900 and one warrant to buy 10
shares at $90 each. Assuming an exchange of equal values,
the warrant must have a value equal at least to the bargain
element, or $10 per share x 10 shares, which equals $100.
The shareholder realizes a $900 gain on which the share-
holder pays a $225 tax (assuming a 25% tax rate). The
shareholder then sells the marketable property for its cur-
rent value and realizes no gain, since the shareholder’s ba-
sis equaled the property’s value at the time received in
the redemption. The shareholder then must use the entire
$900 to exercise the warrants. Net, the shareholder is out
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of pocket the tax it paid on the redemption. Assume, in the
above example, that the warrant’s exercise price was $110,
or more than the current fair market value per share, so
that the warrant has speculative value only. In such a case,
the market value of the warrant would consist entirely of
premium reflecting its leverage potential. But even if the
warrant’s market value were zero, thereby requiring a dis-
tribution of marketable property worth $1,000, the gain on
the redemption and the tax would equal the amount in the
previous example. The proceeds of the sale of the proper-
ty ($1,000) would not provide even the amount needed to
exercise the warrant ($1,100).

As suggested earlier, the statute does not distinguish
among “options” whose exercise price is less than, equal to, or
more than the current fair market value of the underlying stock,
nor among the resulting incentives to exercise the option. Nor
is it clear what the IRS means by “contingencies” in Rev. Rul.
68-601.

b. Use by Publicly Held Companies

Stock warrants and convertible debentures are particularly
useful to publicly held corporations because of their business
advantages to the company and their value as speculative in-
vestments to the holder. When issued in a recapitalization or
redemption by a public company, options reduce the number
of shares outstanding; substitute a nondividend and non-inter-
est-paying instrument for outstanding stock or debt; reduce the
number of shareholders (sometimes advantageous in takeover
situations); and provide shareholders with leverage opportuni-
ties in relation to the existing price of the underlying stock.

Practice Point: Warrants often are used to provide sellers
and/or lenders with an instrument that permits them to share in
the future success of the corporation. Note that because a war-
rant will be exercised only if its exercise price is favorable, the
additional capital coming into the corporation will be econom-
ically dilutive of the interests of other equity holders.

Entirely apart from their effect in possibly triggering op-
tion attribution for purposes of determining how much, if any,
stock the distributee owns actually or constructively after the
exchange, warrants themselves are taxable as property apart
from §301 and §302, unless they can be received tax-free under
§305.
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IX. Bootstrap Acquisitions and Related Topics

A. Introduction

A redemption may be a helpful tax planning tool where the
present owners want to sell out or want to permit others to ac-
quire a stock interest in the company, but the prospective buy-
er lacks the necessary funds. If the corporation has liquid as-
sets not needed in its business or a strong earning capacity, the
buyer might seek to finance part of the purchase price through
a distribution by the corporation to the seller before the sale.
Where the seller is an individual that desires sale or exchange
treatment, the distribution will take the form of a redemption
of shares. Where the seller is a corporation eligible for the
dividends received deduction, a dividend distribution may be
preferable.

These transactions have some affinity with intrafamily sit-
uations where either parent who has built a family business de-
sires to retire and to shift current or future majority ownership
to one or more of their children. To this end, the parent may
have sold or made gifts of stock in the family corporation to
one or more children during earlier years and the parents now
desire to have all of their (the parents’) shares redeemed by
the corporation. In order for the redemption to be treated as a
sale or exchange, under §302(b)(3), the parents need to qualify
for waiver of family stock attribution under §302(c). If the re-
deemed shareholder had transferred stock to a family member
during the preceding 10 years, however, family attribution can-
not be waived unless tax avoidance was not a principal purpose
for the transfer to the family member. (See IV.C.5., above.)

The transactions discussed below, however, involve a sale
of stock to an unrelated person not a member of the family of
the outgoing owner. Thus, eliminating the application of con-
structive ownership of stock from other family members is not
typically an issue in these transactions.

B. Seller Redeems in Connection with Disposition of
Shares

1. Straight Sale

A redemption from the seller in connection with the sale of
the balance of the seller’s stock is a useful planning tool where
the buyer wants the target to partially finance the acquisition
and the seller is an individual that desires exchange treatment.

Example: Individual T is the sole shareholder of corpora-
tion X. T desires to sell their entire interest to outsider B. B
cannot obtain sufficient financing for the purchase price of
T’s X stock. However, X has a large cash reserve. The par-
ties structure the transaction as a sale of some of T’s stock
to B followed by X redeeming, pursuant to a prearranged
plan, the balance of the X shares held by T. Thus, T re-
ceives exchange treatment on both the sale of the X shares
to B, and the redemption of X shares under §302(b)(3).

Arranging both a sale and a redemption together is known
as a “Zenz” transaction, after the leading case upholding a sole
shareholder’s claim to capital gain treatment.”

This type of transaction was once considered uncertain be-
cause if the redemption occurred first, the sole shareholder’s
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status as sole owner was unchanged immediately after the re-
demption. As such, the redemption was essentially equivalent
to a dividend. However, the IRS has generally not sought to
treat the redemption as dividend equivalent where both the sale
and redemption occur simultaneously.” If the redemption oc-
curs first in time, the IRS will allow the redemption to qualify
under §302(b)(3) if the evidence shows that both steps occurred
under a prearranged plan.””

The courts have held, however, that in order for the Zenz
rationale to be applied, the redemption and the sale (or gift
or other mode of disposition to someone other than the issuer
corporation) must be part of a single, integrated and definite
plan.””"

In Rev. Rul. 77-226, the IRS applied Zenz to defeat a cor-
porate shareholder’s attempt to realize dividend income (and
utilize the dividends received deduction of §243) on a redemp-
tion of some of its stock in the issuer, a publicly held company,
followed by an open market sale of the balance of the share-
holder’s stock in the issuer. The overall aim of the corporate
shareholder was to realize a net tax saving from the §243 de-
duction and a short-term capital loss on the market sale, and
to use the loss to offset short-term capital gains from other
sources.”” Rev. Rul. 77-226 states:

In this case, the redemption and the sale were under-
taken pursuant to an integrated plan. Therefore, even
assuming the redemption distribution, standing by it-
self, would have been essentially equivalent to a div-
idend, the redemption and sale combined complete-
ly terminated Y’s interest in X within the meaning
of §302(b)(3) of the Code. That the redemption oc-
curred before the sale is irrelevant.

2. “B” Reorganization

In McDonald v. Commissioner,” a shareholder who
owned a controlling interest in both common and preferred
stock caused all of his preferred to be redeemed and, seven

% Zenz v. Quinlivan, 213 F.2d 914 (6th Cir. 1954). See also Rev. Rul.
55-745; Rev. Rul. 54-458.

“Rev. Rul. 75-447. See also PLR 200125010 (no dividend treatment on
Zenz-type transaction in which some nonvoting common was redeemed; the
remainder was exchanged for voting, and then all voting was sold).

" See U.S. v. Carey, 289 F.2d 531 (8th Cir. 1961).

' See Niedermeyer v. Commissioner, 62 T.C. 280 (1974), aff’d per curi-
am, 535 F.2d 500 (9th Cir. 1976), cert. denied, 429 U.S. 1000 (1977); Rickey v.
U.S., 592 F.2d 1251 (5th Cir. 1979), aff’g 427 F. Supp. 484 (W.D. La. 1976);
Jones v. U.S., 72-1 USTC {9349 (D.N.J. 1972); Merrill Lynch & Co. v. Com-
missioner, 120 T.C. 12 (2003), aff’d, 386 F.3d 464 (2d Cir. 2004) (rejecting
taxpayer’s assertions that if third party is involved, third party must have com-
mitted to plan on or before redemption date for “firm and fixed” plan require-
ment to be met, and that uncertainty regarding sale terms prevents integration
of transactions). Note that in Merrill Lynch, the taxpayer, not the IRS, argued
against the finding of a “firm and fixed” plan because dividend treatment would
have provided favorable tax consequences under the consolidated return reg-
ulations. The taxpayer in Merrill Lynch advanced a new argument on appeal:
that the parent, under §318, continued to own (constructively) 100% of the
stock of the second-tier subsidiaries and, thus, the complete termination nev-
er occurred. The Second Circuit remanded for consideration of the new argu-
ment. The Tax Court rejected the argument on remand, stating that §304(a)(1)
recharacterization only applies to a person actually transferring stock for prop-
erty (without regard to §318). See 131 T.C. 293 (2008).

"2 Section 1059 now provides additional protection against this type of tax
avoidance transaction.

52 T.C. 82 (1969).

05/01/2025 A -125



IX.B.3.

Detailed Analysis

days later, exchanged all of his common for stock in a widely
held corporation in a tax-free reorganization under §368(a)(1)
(B). His interest in the acquiring company was a small minority
interest. The shareholder argued that under Zenz the redemp-
tion and the reorganization together completely terminated his
stock interest. The IRS distinguished Zenz on the ground that
because the common stock was exchanged in a tax-free reorga-
nization, the taxpayer retained a continuity of interest (although
indirect) in his former corporation and therefore did not termi-
nate his interest. The Tax Court held that the Zenz rationale ap-
plies in testing a redemption under §302(b)(1). The court also
indicated that the taxpayer’s investment was “changed radical-
ly” as a result of the redemption and the reorganization, viewed
together, even if the reorganization was tax-free. Hence, the re-
demption was held to qualify under §302(b)(1).

Comment: In McDonald, the acquiring company supplied
the cash used to pay the redemption price of the taxpayer’s pre-
ferred stock. The IRS attacked only the redemption and, for
purposes of arguing that its effect was equivalent to a divi-
dend, treated the reorganization as separate from the redemp-
tion. Therefore, no “boot” problem arose in the reorganization.
The court accepted the IRS’s treatment of the two exchanges
as separate events for tax purposes. Yet, in testing the redemp-
tion under §302(b)(1), the court viewed the exchanges as re-
lated for tax purposes. As the government presented its case,
however, a Zenz situation would not arise because the redemp-
tion and reorganization would be treated as separate events for
tax purposes. If the two transactions were treated as parts of the
same plan, the “B” reorganization would be vulnerable to at-
tack for violation of the solely-for-voting stock rule because the
cash for the redemption of the preferred came from the acquir-
ing company.

In Rev. Rul. 75-360, the IRS in effect conceded that it “in-
correctly” treated the redemption and the common-for-common
exchange in McDonald as separate transactions. The IRS said
it should have argued that both steps were part of a single inte-
grated transaction which, on the particular facts, failed to qual-
ify as a nontaxable “B” reorganization.

Note: In Rev. Rul. 99-58, redemptions of stock as part of a
corporation’s open market stock purchase program did not vi-
olate the continuity of interest requirement and the prohibition
against boot in a “B” reorganization, provided that the open
market purchase program was factually and economically inde-
pendent of the reorganization.

3. Reverse Cash Merger

The IRS applied a Zenz rationale after recasting a complex
corporate acquisition transaction on substance over form
grounds in Rev. Rul. 79-273. In Rev. Rul. 79-273, a corporation
desired to acquire all the stock of an unrelated corporation for
cash, but did not want to acquire a subsidiary that the target
company owned. The parties structured the transaction as a “re-
verse cash merger,” with the target shareholders receiving all
of the subsidiary’s stock in addition to cash. The IRS recast the
transaction as a sale of 85% of the target’s stock by the target’s
shareholders directly to the buyer for cash and a simultaneous
§302(b)(3) redemption of the remaining 15% of the target’s
stock in exchange for the stock of the unwanted subsidiary. The
IRS ruled that the (deemed) redemption from the target’s share-
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holders qualified for exchange treatment under §302(b)(3) in
accord with the rationale of Zenz.

4. Recapitalization

Another technique for transferring ownership of a closely
held corporation to others while extracting part of the value of
the transferred interest from the company itself involves a re-
capitalization of some outstanding common stock for new pre-
ferred stock followed by a gift (or sale) of the remaining com-
mon stock to the incoming new owner or owners. New pre-
ferred held by the retiring shareholder provides a continuing in-
come interest in the company (through dividends on the pre-
ferred stock) rather than an immediate cash payment through
a redemption. However, §302 may play a role in determining
whether the new preferred received in exchange for outstanding
common stock is §306 stock.

Rev. Rul. 81-186, which addresses this issue, involved a
sole shareholder who wanted to retire from active management
of the business and give the growth potential to three officers
of the company. The existing owner, however, wanted a con-
tinuing income interest in the business. To achieve this, he sur-
rendered 97 of 100 outstanding common shares for newly is-
sued 9%, nonvoting, nonconvertible preferred stock and then,
pursuant to an overall plan, gave the remaining three common
shares (representing future growth) to the three officers who
were unrelated to him under §318. The status of the new pre-
ferred shares as §306 stock depended on whether cash received
in lieu of the stock would have been treated as a §301 distri-
bution under §302(d). If such a hypothetical §301 distribution
would have occurred, the new preferred shares would be §306
stock.”” In Rev. Rul. 81-186, the IRS ruled that Zenz applies
in testing stock under the cash-in-lieu test of the §306 regula-
tions, and that in the instant case a hypothetical redemption of
97 shares for cash, together with a gift of the remaining three
shares, would result in a complete termination of the share-
holder’s interest qualifying under §302(b)(3). Accordingly, the
shareholder’s receipt of new preferred stock in the recapitaliza-
tion was held not to be §306 stock.

5. Retention of Interest by Distributee

Frequently, a shareholder wants to sell only part of its
stock interest to another shareholder or to an outsider. In con-
junction with the sale, the seller has the corporation redeem
some of the seller’s stock to allow the buyer to acquire a pre-
determined interest in the corporation. The issue arises whether
a partial redemption can qualify under §302(b)(2) where, under
the same plan, the shareholder also sells part of its stock to a
third person.

In Rev. Rul. 75-447, the IRS ruled that a redemption fol-
lowed by a sale of some of the shareholders’ remaining shares
to a third person, or by an issue of new shares by the company
to outsiders, will be tested under §302(b)(2) in light of all the
steps that are part of a single plan.

Example: Individual F owns 100 of 400 outstanding
shares, i.e., a 25% interest. Under a plan, F sells seven
shares to outsider X and the corporation then redeems 20

"Reg. §1.306-3(d).
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shares from F. If the redemption is tested only after the
sale to X, F’s percentage interest would decrease from
23.25% (93/400) to 19.21% (73/380). This reduction fails
to satisfy the required reduction in F’s percentage interest
under §302(b)(2) to below 18.6% (less than 80% of
23.25%). If the statute is applied by reference to F’s inter-
est before the sale, F’s percentage interest declined from
25% (100/400) to 19.21%, a reduction that satisfies
§302(b)(2). In this case, the sale to X helps F satisfy
the redemption rules. If the redemption preceded the sale,
§302(b)(2) would not be satisfied immediately after the re-
demption but would be satisfied after the subsequent sale.
That is, the redemption alone would reduce F’s interest
from 25% to 21.05% (80/380) while the subsequent sale
would further reduce F’s interest to 19.21% (73/380).

A similar tax issue arises where a corporation plans to is-
sue stock to new investors (as in a public offering) or is-
sues stock to key employees (either for cash or as com-
pensation) and to redeem some of its stock owned by pre-
existing shareholders. For example, individuals B and C
each own 50 shares representing a 50% interest in a cor-
poration. The corporation plans to sell 25 newly issued
shares to D, an unrelated new investor, and to redeem 25
shares each from B and C, thereby equalizing all the share-
holders’ interests at one-third each. If the redemptions oc-
cur first, §302(b)(2) would not be satisfied immediately
after the redemption because B’s and C’s interest would
remain at 50%. However, §302(b)(2) would be satisfied
if the change in interest is tested after the subsequent is-
suance of 25 new shares to C, since B’s and C’s interest
would have been reduced from 50% to 33 1/3%.

If the sale to C occurs first, and if the change in B’s
and C’s interest is measured from before the sale, each
redemption will qualify under §302(b)(2) because each
shareholder’s interest will decline from 50% to 33 1/3%.
However, if each redemption is tested from after the sale,
the resulting reduction in interest from 40% (50/125) to 33
1/3% will not satisfy §302(b)(2).

Under Rev. Rul. 75-447, regardless of the sequence in
which the above (or similar) transactions occur, a redemption
will qualify under §302(b)(2) if it occurs as part of a single
overall plan.

In Ted Bates & Co., Inc. v. Commissioner, ~ a shareholder
(Bates) who (with his wife) owned 72.1% (185,000/256,550)
of the total combined voting power of two classes of common
stock sold 112,500 of his shares to three key employees and si-
multaneously surrendered 20,000 shares for redemption. As a
result of both steps, Bates’ interest declined to 22.2% (52,500/
236,550). It is not clear from the facts in which order each
of the steps occurred. If the redemption occurred first, Bates’
interest would have been reduced from 72.1% to 69.75%
(165,000/236,550) immediately afterward, a reduction which
fails to satisfy §302(b)(2). Tested after the subsequent sale,
however, Bates’ interest would have declined to 22.2%, a re-
duction which satisfies §302(b)(2). If the sale occurred first,

705

524 T.C.M. 1346 (1965) (apparently redemption occurred first, then sale
to key employees).
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Bates’ interest would have satisfied §302(b)(2) even if his in-
terest after the sale, i.e., 28.26% (72,500/256,550), is compared
with his interest after the subsequent redemption (22.2%).

Note: Eighty percent of 28.26% is 22.6%. Bates’ post-re-
demption interest was lower than this figure.

C. Dividend Strip by Seller

When the seller is a corporation, the capital gain treatment
of a Zenz type transaction might not be desirable. A corporate
seller would usually rather receive a dividend distribution. A
pre-sale dividend by a target-subsidiary to its seller-parent is
an effective planning tool where the parties want the transac-
tion partly financed by the target or where the target has un-
wanted assets. The benefits to the seller are two-fold — utiliza-
tion of the dividends received deduction of §243 and a reduced
amount realized on the sale of the target’s stock.™

A potential hazard for the seller is a Zenz-type argument
that a “dividend” distribution followed by sale of all the share-
holder’s stock to a third party is, in substance, equivalent to a
simultaneous redemption and sale to a third party in which the
redemption receives sale or exchange treatment under §302(b)
(3)'707

In Waterman Steamship Corp. v. Commissioner,” the
Fifth Circuit reversed the Tax Court’s holding respecting as a
dividend a distribution of a note by a target subsidiary to its
parent, immediately before the subsidiary was sold to an unre-
lated third party. The note was paid off with funds provided by
the purchaser. The Court held that the declared dividend was
actually part of the purchase price of the subsidiary received by
the parent, explaining that the dividend was declared after the
stock sale agreement for the subsidiary had been reached and
the so-called dividend and sale were actually one transaction.

In a fact pattern similar to Waterman Steamship, the Tax
Court held in Litton Indus. Inc. v. Commissioner'” that a divi-
dend declared by a wholly owned subsidiary before it was sold
by its parent was a true dividend and not part of the selling
price. In Litton, the dividend occurred over six months before
the sale of target stock and at a time when there was only a
general intent to sell the shares. At that time no specific buyer
had been identified. In addition, there were some business mo-
tivations (albeit somewhat feeble) apart from the obvious ob-
jective to minimize taxes. The court distinguished Waterman
Steamship and stated that the subsidiary declared the dividend,
issued a promissory note and definitely committed itself to the
dividend before making it public that it was for sale. The court
stated that it would follow the Fifth Circuit’s opinion in Water-
man Steamship only in cases where the facts are virtually iden-
tical.

Note: The IRS acquiesced in the Tax Court’s decision in
Litton, agreeing that its facts are distinguishable from those in

"%Note that dividend stripping sales must run the gauntlet of §1059. Ad-
ditionally, these transactions are not available where the parent and subsidiary
file a consolidated tax return. Reg. §1.1502-32.

"7 Cf. Casner v. Commissioner, 450 F.2d 379 (5th Cir. 1971) (noncorpo-
rate seller; presale distribution to seller also held part of stock sale proceeds);
Rev. Rul. 75-493, 1975-2 C.B. 108 (IRS will not follow Casner); TAM
8118004.

%430 F.2d 1185 (5th Cir. 1970), rev’g 50 T.C. 650 (1968).

789 T.C. 1086 (1987).
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Waterman Steamship. However, the IRS limited its acquies-
cence to the result of Litton and stated that it will litigate any
case with facts more closely resembling the facts in Waterman
Steamship.”"

Comment: The Commissioner benefits from the Water-
man Steamship result where the seller is a corporation but not
where the seller is an individual.”"

D. Buyer Redeems or Strips Dividend After Sale

Another alternative structure that allows the target to pro-
vide funds for its acquisition is a post-sale dividend to the buy-
er. However, if the distribution is an extraordinary dividend,
under §1059, or if the buyer and the target file a consolidated
tax return, the buyer will be required to reduce its basis in the
target’s stock, thereby eliminating any benefit.

Practice Point: If the buyer is an individual, the distribu-
tion will result in dividend income to the individual to the ex-
tent of the target’s earnings and profits. The buyer can attempt
to have shares redeemed, but if the buyer is the sole sharehold-
er, the distribution will fail the tests for exchange treatment un-
der §302(b)(1), (2) and (3). Thus, the buyer’s only hope for ex-
change treatment in this situation would be the partial liquida-
tion provision of §302(b)(4) Since qualified dividend income
(which includes most dividend income from domestic corpo-
rations and certain foreign corporations) is taxed as net capital
gain, the characterization as a dividend is not as costly to the
individual taxpayer as it once was.

E. Transactions Treated as Redemptions

1. LBO Structures

In certain cases, transactions which are not redemptions in
form may be recharacterized as redemption transactions. For
example, assume that target does not have large cash reserves,
but does have the capacity to borrow. Purchaser and target
agree to effect a reverse triangular merger. In order to finance
all or a portion of the acquisition, S, the transitory subsidiary of
purchaser, incurs debt just before, or simultaneously with, the
merger; by operation of law, this debt becomes debt of target
upon consummation of the merger. Provided S’s existence is
disregarded as transitory,”” the debt should be treated as having
been incurred by target initially, since the obligation arises si-

7% See 1988-2 C.B. 1.

"' For additional discussion of this issue, see TSN Liquidating Corp., Inc.
v. U.S., 624 F.2d 1328 (5th Cir. 1980).

"2 See Casco Prods. Corp. v. Commissioner, 49 T.C. 32 (1967); Rev. Rul.
78-250; Rev. Rul. 73-427. Note that Rev. Rul. 73-427 involved the creation of
transitory S to effect one pre-existing corporation’s acquisition of another by
means of S’s merger into the target, while Rev. Rul. 78-250 involved only one
pre-existing corporation (X). In Rev. Rul. 78-250, X’s 65% shareholder—wish-
ing to eliminate the minority stock interests—formed transitory Y and received
all of the Y stock for the shareholder’s X stock. Y then merged with and into X.
In the merger, each share of Y stock was converted into a share of X stock, and
X’s minority shareholders received cash in exchange for their X stock. The IRS
disregarded the creation of Y and the merger, and treated the minority share-
holders’ receipt of cash as distributions in redemption of their X stock subject
to §302. See also PLR 201007051 (following Rev. Rul. 78-250, IRS ruled that
corporation’s major shareholders’ creation of Newco and merger of Newco into
corporation would be disregarded, and cash received by corporation’s minority
shareholders would be treated as distribution in redemption of stock subject to
§302), PLR 201007052 (same).
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multaneously with the merger and is never truly an obligation
of S.

Practice Point: It is highly unlikely that a lender would ex-
tend credit to a corporation with no assets or operations. As a
practical matter, the lender in such a situation is relying on the
target’s assets and operations to support the debt.

As a less extreme example, consider the case where the
purchaser borrows the acquisition funds, but the borrowing is
actually supported by the anticipated earnings of target. With-
in a short time, and pursuant to a previously arranged plan, the
target assumes the debt.

Practice Point: A lender that provides funds to an acquiror
based upon the target’s own credit is likely to require, as a con-
tractual matter, that the debt be assumed by the target either si-
multaneously with the advance of funds or within a short period
of time thereafter.

In this case, the IRS might apply the “step-transaction”
doctrine to treat the transaction as though target had borrowed
initially and used the proceeds to redeem its stock.”” In certain
cases, target might be viewed as the borrower for tax purposes
even where it does not legally assume the debt, if the lender re-
lied primarily on target’s credit. This is particularly likely to be
the case if target is a guarantor of the debt or grants a lien on its
assets to secure the debt.”"*

Practice Point: If this transaction is not viewed as a re-
demption, the form of the transaction might be respected, in
which case either the assumption of purchaser’s debt by target
or target’s making payments with respect to such debt after it
had been assumed would be treated as a dividend by target to
purchaser.”” Depending on whether or not target and purchaser
are members of an affiliated group filing a consolidated return,
this dividend may or may not be taxable.

The common feature in each of the above examples is that
the debt incurred to finance the acquisition of target is support-
ed largely or entirely' by the anticipated cash flows and earn-
ing capacity of the target corporation. It is this feature which is
the distinguishing character of a “leveraged buyout.”

2. Reverse Stock Split

In Rev. Rul. 72-57,”" the IRS allowed the device of paying
cash in lieu of fractional shares to be used as a means of forcing
out minority shareholders. Corporation X had outstanding $5

"3 See Rev. Rul. 78-250 (reverse cash merger with transitory subsidiary
treated as §302 redemption when target supplied the cash). See also TAM
9338049 (newly formed corporation purchased stock of target for debt and
cash, some of which had been borrowed from target, which, in turn, had bor-
rowed it from a bank; corporation then merged into target and became liable on
the debt; three years later, target and the stockholder who sold the stock agreed
to reduce the amount of the debt owed to the stockholder for the stock sale;
newly formed corporation’s existence ignored and target corporation treated as
if redeemed its stock directly from stockholder with result that §108(e)(5) ap-
plies and reduction is treated as a purchase price adjustment).

! See, e.g., Plantation Patterns, Inc. v. Commissioner, 462 F.2d 712 (5th
Cir. 1972).

15 See, e.g., Enoch v. Commissioner, 57 T.C. 781 (1972).

"“This is clearly the case where the acquiring corporation has been formed
solely as a holding company to acquire the target, and has no other assets.

"' See also PLR 9809027 (cash paid to minority shareholder treated as dis-
tribution in redemption of stock under §302; creation of new corporation by
majority shareholders and then its merger into existing corporation disregard-
ed).
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par value common stock of which its parent corporation, Y
owned 99%. None of the minority shareholders of X owned as
many as 10 shares. In order to eliminate its minority sharehold-
ers, X recapitalized by reclassifying each 10 shares of its com-
mon stock as one share of new $50 par value common stock.
X paid cash in lieu of issuing fractional shares of new common
stock under this exchange ratio. As a result, all the minority
shareholders were eliminated by a cash payment in exchange
for their common stock. The IRS ruled that the usual rules gov-
erning cash paid in lieu of fractional shares apply and, because
the cash paid to the minority shareholders represented merely a
mechanical rounding off of fractions in the exchange, their tax
treatment was governed by §302. So tested, the cash paid to the
minority shareholders qualified for capital gain treatment under
§302(b)(3).
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The IRS modified its rationale for Rev. Rul. 72-57, how-
ever, in Rev. Rul. 78-351. The IRS ruled that the route for get-
ting to the §302 tests for the cash paid to both the majority
and minority shareholders (in Rev. Rul. 72-57) should not be
through the cash-in-lieu-of-fractional-shares rules, because the
sole business purpose for the recapitalization was not mere me-
chanical rounding off of fractions but was instead to eliminate
one group of shareholders. Consequently, the usual recapital-
ization rules would govern the exchange. As such, Rev. Rul.
78-351 says that the boot rules of §356 govern the majority
shareholder (and, so applied, the majority shareholder’s cash
was found to be divided equivalent), and the §302 rules directly
govern the minority shareholders (and, so applied, they qualify
for exchange treatment via §302(b)(3)).
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X. Other Special Issues

A. Substance vs. Form

1. In General

As discussed in numerous other contexts in this Portfolio,
there are a variety of circumstances in which transactions that
purport to be redemptions are not, and vice versa.”* Addition-
ally, special problems arise in connection with bootstrap ac-
quisitions, including acquisitions effected by means of reverse
merger. Those problems are discussed at IX., above.

This section addresses other specific problems related to
application of substance-versus-form principles and/or step
transaction principles to redemption transactions.

Practice Point: The codification of economic substance
rules,” with the associated penalties, places greater importance
on articulating justifications, whether legal or economic, for a
particular transaction. Such planning should be accompanied
with documentation of intended tax outcomes with correspond-
ing justifications for each step.

2. Redemption or Joint Venture

In certain circumstances a taxpayer will make an “invest-
ment” in the equity of a corporation in exchange for an inter-
est in specific assets or a specific corporate undertaking. Where
the facts indicate that the “investor” is entering into a joint ven-
ture with the corporation for a limited purpose, the courts have
denied redemption treatment upon a later repurchase of the tax-
payer’s investment in the corporation.”

The question of whether a taxpayer has made an equity in-
vestment in a corporation, or instead has entered into a joint
venture with the corporation becomes especially important in
the context of “alphabet” stock (or, “tracking” stock). Alphabet
stock is designed to be common stock of the corporation that
reflects the performance of a separate business or subsidiary.
The IRS will not issue advance rulings with regard to the char-
acterization of alphabet stock.”'

3. Sale vs. Redemption

A transaction that purports to be a sale of stock may, in
fact, be a redemption. Schneider Est. v. Commissioner™” illus-
trates this principle. There, an individual, T, controlled corpo-
ration X. T had X establish a stock bonus plan under which em-

"8 For example, payments designated as made in redemption may, in fact,
be compensation payments, or payments in settlement of a lawsuit. See
I1.B.2.b., above. Additionally, where it is determined that debt is actually stock,
a “repayment” of that debt will be characterized as a redemption. See I.C.3.,
above.

7?§7701(0).

7 See S. & M. Plumbing Co., Inc. v. Commissioner, 55 T.C. 702 (1971),
acq., 1971-2 C.B. 3. But cf., Erickson v. Commissioner, 56 T.C. 1112 (1971),
acq., 1978-2 C.B. 2 (no joint venture where redemption price was partly con-
tingent on profit from a specific construction job); Kaplan v. Commissioner,
66 F.2d 401 (1st Cir. 1933), aff’g on this point 26 B.T.A. 379 (1932) (no joint
venture; taxpayer had claimed ordinary loss on redemption).

7! See Rev. Proc. 2025-3, §3.01(143).

7288 T.C. 906 (1987), aff’d, 885 F.2d 435 (7th Cir. 1988). See also PLR
9525035. But see Turner Broad. Sys., Inc. & Subsidiaries v. Commissioner,
111 T.C. 315 (1998) (§311(a) nonrecognition of loss rule does not apply to
transaction; taxpayer’s form (redemption) respected where taxpayer adopted
form of transaction before they had knowledge of loss).
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ployees of X could elect to use some or all of their cash bonus-
es to “purchase” from T shares of a certain non-voting class of
stock. For each employee who elected to receive such stock,
corporation Y, a wholly owned subsidiary of X, issued two
checks. One check represented the cash portion of the bonus,
net of withholding taxes; the other check represented the book
value of the shares that the employee elected to purchase from
T. This latter check was issued with a restrictive endorsement
to T, requiring the employee to sign over the check to T to re-
ceive the stock portion of the bonus. The stock certificates that
were issued to the employees by X included a legend that the
shares were subject to the conditions and restrictions of trans-
ferability under the stock bonus plan established by X. No such
restrictions appeared on the stock certificates held by T. Apply-
ing the step transaction doctrine to these facts, the Tax Court
held that T’s purported sale of the shares to the employees of
T’s corporation was in fact a redemption of T’s shares.

4. May Department Stores Transaction — Deemed
Redemption Rule (§337(d))

Under the authority of §337(d), the IRS has provided that
the General Utilities repeal cannot be circumvented by the use
of partnerships. In Notice 89-37, the IRS stated that it would
publish regulations requiring a corporate partner to recognize
gain when it relinquishes an interest in appreciated property in
exchange for an interest in its own stock. These transactions,
called “May Department Store transactions” after one widely
reported transaction in 1989, otherwise would avoid the Gener-
al Utilities repeal.

In the prototype transaction, May Department Stores
wanted to dispose of its real estate subsidiary. May and the
prospective purchasers formed a 50-50 partnership, to which
May contributed the stock of the real estate subsidiary and to
which the prospective purchasers contributed $550 million in
cash, the fair market value of the real estate subsidiary. The
partnership then used the cash to purchase $550 million of May
common stock directly from May. After a period of time de-
signed to avoid both the step transaction and the disguised sale
rules, the partnership was to be terminated, May was to re-
ceive back its common stock, and the purchaser was to receive
the stock of the real estate subsidiary. If the various steps of
the transaction were respected, May would avoid gain normally
recognized under §311(b) or §1001 on the appreciated proper-
ty, and the purchaser would take a cost basis in the stock of the
real estate subsidiary under §732(b).

Under Reg. §1.337(d)-3, this transaction is labeled a
“§337(d) transaction,””” and is treated as a deemed redemp-
tion.””* Under the deemed redemption rule, a corporate partner
in a partnership that engages in a §337(d) transaction recog-
nizes gain at the time and to the extent that the corporate part-
ner’s interest in appreciated property (other than stock of the
corporate partner) is reduced in exchange for an increased in-
terest in stock of the corporate partner.”” A corporate partner is

3 A §337(d) transaction is defined as “a transaction (or series of transac-
tions) that has the effect of an exchange by a Corporate Partner of its interests
in appreciated property for an interest in Stock of the Corporate Partner owned,
acquired, or distributed by a partnership.” Reg. §1.337(d)-3(c)(3).

" Reg. §1.337(d)-3(e).

" Reg. §1.337(d)-3(d).
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a person that is classified as a corporation and holds or acquires
an interest in a partnership.”

For a detailed discussion of §337(d) transactions, see 784
T.M., Corporate Liquidations.

5. General Step Transaction Principles

The IRS will seek to apply general step transaction princi-
ples in appropriate fact patterns, especially where the taxpayers
have structured a clear charade in an attempt to avoid or shift
the incidence of tax.

In Rev. Rul. 68-388,”” for example, an estate which want-
ed to have all of its stock holdings redeemed at capital gain
rates sold all of the stock to its beneficiary, from whom the cor-
poration redeemed the stock for cash. The beneficiary promptly
paid the cash over to the estate. On these facts, the beneficia-
ry’s ownership of the stock was disregarded as transitory and
the stock was treated as redeemed from the estate.

B. Redemptions in Connection with Reorganizations

1. In General

Certain acquisitions of the stock or the assets of one cor-
poration by another corporation qualify as tax-free reorganiza-
tions under §368. A common requirement of all reorganizations
under §368 is that some portion of the consideration paid by
the acquiring corporation must consist of the acquiring corpora-
tion’s stock or stock of a corporation that controls it. Any other
property (i.e., “boot”) that is used as consideration will be tax-
able to the recipient under §356.”*

Section 356(a)(2) provides that if the receipt of boot, in ex-
change for stock or securities, “has the effect of the distribu-
tion of a dividend,” then the gain recognized will be treated as a
dividend to the extent of the recipient’s ratable share of undis-
tributed earnings and profits, and the remainder of the recog-
nized gain will be treated as gain from the exchange of prop-
erty. The statute and the regulations give no guidance in deter-
mining whether an exchange does in fact have the effect of a
distribution of a dividend.

For years the courts and the IRS have analogized to the
principles of §302 in making a dividend equivalency determi-
nation under §$356(a)(2).””’ The more controversial issue, how-
ever, was whether the redemption standards of §302 should be
applied in an acquisitive reorganization by treating the Target
shareholders as having received the boot in a hypothetical re-
demption by Target immediately before the reorganization (the

"Reg. §1.337(d)-3(c)(1). The IRS has issued proposed regulations that
would amend the definition of a corporate partner. See REG-135671-17, 84
Fed. Reg. 11,005 (Mar. 25, 2019).

" Rev. Rul. 68-388, obsoleted by Rev. Rul. 2003-99.

" For a further discussion of this topic, see 782 T.M., Boot Distributions
and Assumption of Liabilities.

™ See, e.g., Ross v. U.S., 173 F. Supp. 793 (Ct. Cl. 1959), cert. denied, 361
U.S. 875 (1959); Rev. Rul. 74-515; Rev. Rul. 74-516.
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“pre-reorganization redemption” test) or in a hypothetical re-
demption by Acquiror of that portion of the Acquiror stock
which the Target shareholders would have received if they had
not received boot (the “post-reorganization redemption” test).
The post-reorganization redemption test was first applied in
1973 in Wright v. U.S.,” but the validity of this test was not
established until the 1989 Supreme Court decision in Commis-
sioner v. Clark.””'

In Clark, taxpayer’s wholly owned corporation was
merged into a large public corporation in a forward triangular
merger. In exchange for all of his stock, taxpayer received stock
in Parent representing a .92% interest and substantial cash boot.
The Tax Court had found that the receipt of cash boot reduced
taxpayer’s “potential” holdings in Parent from 1.3% to .92%.
Both the Tax Court and the Fourth Circuit followed Wright
and held that taxpayer’s receipt of boot qualified for capital
gain treatment because the hypothetical post-reorganization re-
demption reduced taxpayer’s interest from 1.3% to .92%, a
reduction that met the “substantially disproportionate” test of
§302(b)(2).

In a 7-2 decision, the Supreme Court agreed with the Tax
Court and the Fourth Circuit and adopted the post-reorganiza-
tion redemption test. The Court based its holding on the lan-
guage and legislative history of §356 and on the need to view
the reorganization as an integrated transaction. The Court rea-
soned that the IRS’s approach would sever the payment of boot
from the context of the reorganization. According to the Court,
such a limited view of the transaction is inconsistent with the
intent of §356 (i.e., to look at the effect of the entire exchange).

The application of §356 and the Clark test can be better
understood through the following examples.

Example: Assume that corporation Y has total assets worth
$150 and that Y’s shareholders’ basis in Y shares equals
$50. Y merges into X corporation. As part of the merger
consideration, X issues its stock worth $120 plus cash of
$30 ($150 total consideration).

Because cash consideration is issued in an otherwise non-
taxable reorganization, §356 requires recognition of in-
come to selling shareholders to the extent of the lesser of
the cash consideration or the inherent gain in the stock re-
linquished. In addition, the transaction must be tested for
dividend equivalence under §356(a)(2). The analysis un-
der Clark is as follows (see illustrations below).

79482 F.2d 600 (8th Cir. 1973).

71489 U.S. 726 (1989), aff’g 828 F.2d 221 (4th Cir. 1987), aff’g 86 T.C.
138 (1986). In Rev. Rul. 93-61, the IRS adopted the post-reorganization re-
demption test and revoked Rev. Rul. 75-83, which applied the pre-reorganiza-
tion redemption test. However, the pre-reorganization redemption test arguably
still applies for divisive §368(a)(1)(D) reorganizations. See Rev. Rul. 93-62.

767-4th



Detailed Analysis

X.B.1.

Exampla #1 lllustrations

Actual Deemed Transaction #1

¥ assets (5150] ¥ assels (5150)

X Stock (5120) +
Cash (530}

¥ Srock (5150)

First (Step One), X corporation is deemed to purchase
Y’s assets for stock worth $150.

Second (Step Two), Y corporation is deemed to dis-
tribute the X stock acquired in step one in complete
liquidation.

Third (Step Three), X is deemed to redeem $30 of its
stock from the historic Y shareholders.

After Step Two, former Y shareholders become X share-
holders holding $150 worth of X stock. Therefore, Y
shareholders’ relative ownership percentage is 60% ($150
worth of X shares divided by the total X shares worth
$250, the assumed combined value of X and Y corpora-
tions). Under Clark, the deemed redemption in Step Three
causes Y shareholders’ relative ownership percentage to
decrease to 54.54% ($120 worth of X shares divided by
the total X shares worth $220).

Because Y shareholders’ ownership percentage is greater
than 50%, the test of §302(b)(2) is not met and the transac-
tion does not result in a substantially disproportionate re-
duction in the ownership of X. Likewise, the requirements
under §302(b)(1), (3), and (4) are also likely not met and
as a result, the deemed redemption likely has the effect of
a distribution of a dividend. Any gain upon the exchange
is treated under §356(a)(2) as a dividend to the extent of
the shareholders’ “ratable share of undistributed earnings

Exampla #2 |llustrations

Actual Deemed Transaction #1

W assets (5100] ¥ assets (5100

X Stock (SE0) +
Cash (3400

X Stock (S200)
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Deemed Transaction §2

Desmed Transaction #3

X Svock
(520

¥ Stock
Cancelled Zash

€

-
L)

and profits of the corporation.””* Any gain is limited un-
der §356(a)(1) to the lesser of (1) the actual gain on the
deemed exchange or (2) the cash received, in this exam-
ple, $30.

Example: Assume that corporation Y has total assets
worth $100 and that Y’s shareholders’ basis in Y shares
equals $50. Y merges into X in exchange for X stock
worth $60 plus cash of $40 ($100 total). Assume also that
X has a value of $100.

Because cash consideration is issued in an otherwise non-
taxable reorganization, §356 requires recognition of in-
come to selling shareholders to the extent of the lesser of
the cash consideration or the inherent gain in the stock re-
linquished. In addition, the transaction must be tested for
dividend equivalence under §356(a)(2). The analysis un-
der Clark is as follows (see illustrations below).

" The issue of whether the earnings and profits of both the acquiring cor-
poration as well as the transferor corporation should be considered for purposes
of determining the extent of dividend treatment of any gain under §356(b)(2)
has been a subject of debate over the years with no clear conclusion. However,
including the earnings and profits of both corporations would seem to reflect
the economic realities of the transaction and be consistent with the post-reorga-
nization redemption analysis of Clark and with the result that one would obtain
in an analogous provision, §304(a)(1). For a further discussion of this topic, see
782 T.M., Boot Distributions and Assumption of Liabilities.

Deemed Transaction $2 Deemed Transaction #3

% Stock
[540)
¥ Stock
Cancelled Cash
{540)
Y X X
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First (Step One), X corporation is deemed to purchase
Y’s assets for stock worth $100.

Second (Step Two), Y corporation is deemed to dis-
tribute the X stock acquired in step one in complete
liquidation.

Third (Step Three), X is deemed to redeem $40 of its
stock from the historic Y shareholders.

After Step Two, former Y shareholders become X share-
holders holding $100 worth of X stock. Y shareholders’
relative ownership percentage is 50% ($100 worth of X
shares divided by the total X shares worth $200). After
Step Three, Y shareholders’ relative ownership percentage
equals 37.50% ($60 worth of X shares divided by the total
X shares worth $160). In this case, Y shareholders’ own-
ership percentage is reduced to less than 50% following
the deemed redemption. Also, the ratio of Y’s sharehold-
ers’ ownership immediately prior to the deemed redemp-
tion (50%) compared to their ownership immediately af-
ter the deemed redemption (37.50%) is 75% (37.50% di-
vided by 50%), which is less than the 80% limitation re-
quired under §302(b)(2)(C). Therefore, the transaction re-
sults in a substantially disproportionate reduction in their
ownership position in X and the transaction qualifies for
exchange treatment. Gain upon the exchange is limited un-
der §356(a)(1) to the lesser of (1) the actual gain on the
deemed exchange or (2) the cash received, in this example,
$40. In this example, the gain should be characterized as
capital gain.

2. Earnings and Profits

In Clark,” the Court concluded that if a taxpayer satisfied
the “substantially disproportionate” standards of §302(b)(2) in
connection with the deemed post-reorganization redemption,
the taxpayer is entitled to capital gain treatment with respect to
any boot received. In cases where the post-reorganization re-
demption test does not result in exchange treatment under the
safe harbors of §302(b)(1) through (4), the redemption will be
treated as a distribution of property to which §301 applies (i.e.,
the distribution will be treated as a dividend to the extent of
earnings and profits). The next question that naturally arises is
which entity’s earnings and profits should be evaluated to de-
termine the extent of dividend treatment.

The Clark case should have no bearing on which corpora-
tion’s earnings and profits provide the limitation under §356(a)
(2) as it only provides a method for determining whether or not
shareholders have sufficiently “cashed in” on their investment
to merit capital gains treatment. It is only after this determina-
tion has been made that one reaches the separate question of
which corporation’s earnings and profits should be considered
available to a shareholder who has received dividend equiva-
lent boot.”™*

3489 U.S. 726 (1989), aff’g 828 F.2d 221 (4th Cir. 1987), aff’g 86 T.C.
138 (1986).

"**See 782 T.M., Boot Distributions and Assumption of Liabilities for a
further discussion.
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Historically, there has been significant uncertainty and
lack of consistent guidance on this topic. In the case of an ac-
quisitive type “D” reorganization, the Fifth Circuit ruled in Da-
vant™ that “[w]here there is a complete identity of stockhold-
ers, the use of the earnings and profits of both corporations is
the only logical way to test which distributions have the ef-
fect of a dividend.” The IRS reinforced this position in Rev.
Rul. 70-240. However, the Davant ruling has been contradicted
in the courts under American Manufacturing”® and Atlas Tool
Co."”" leading to further uncertainty in this area (notably, both of
these situations involved a complete identity of acquiring and
target shareholders and theoretically would limit their applica-
bility to these specific situations).

In CCA 201032035, the IRS concluded that in all reorga-
nizations except for triangular reorganizations (as in Clark), the
issuing corporation succeeds to the earnings and profits of the
target corporation and thus, the earnings and profits of both is-
suing and target should be considered in the determination of
the amount subject to dividend treatment under §356.”*

Note that the attribution rules of §318 apply to test the hy-
pothetical post-reorganization redemption for dividend equiva-
lency, just as if the redemption were taking place under §302.7

Often in reorganizations, the acquiring corporation will
pay cash in lieu of issuing fractional shares. If the cash is dis-
tributed solely for the purpose of saving the corporation the ex-
pense and inconvenience of issuing fractional shares, then the
shareholders receive exchange treatment under §302(b)(1).”

For a more complete discussion of §356 and related topics,
see 782 T.M., Boot Distributions and Assumption of Liabili-
ties.

C. Section 304

Section 304 prevents the use of related corporations to
receive capital gain treatment on corporate distributions that
more properly should be given dividend treatment. Section 304
provides that if one or more persons are in control of each of
two corporations, and, in return for property, one of the corpo-
rations acquires stock in the other corporation from the person
so in control, then the property is treated as a distribution in re-
demption of the stock of the corporation acquiring such stock.
“Control” for purposes of §304 means ownership of stock pos-
sessing at least 50% of the vote or value of the corporation.”'
The attribution rules of §318 apply, with modifications, for de-
termining control.””

543 T.C. 540 (1965), aff’d in part, rev’d in part, 366 F.2d 874 (5th Cir.
1966), cert. denied, 386 U.S. 1022 (1967).

36 American Manufacturing Co. Inc. v. Commissioner, 55 T.C. 204 (1970).

™7 Atlas Tool Co. v. Commissioner, 614 F.2d 860 (3d Cir. 1980), aff’g 70
T.C. 86 (1978). For a further discussion of “D” reorganizations, see 772 T.M.,
Corporate Acquisitions — D Reorganizations.

8 See American Manufacturing Co. Inc. v. Commissioner, 55 T.C. 204
(1970); Atlas Tool Co. v. Commissioner, 614 F.2d 860 (3d Cir. 1980), aff’g 70
T.C. 86 (1978).

8356(a)(2). Before TEFRA’s amendment to §356(a)(2), the IRS had
ruled that §318 did not apply for this purpose. Rev. Proc. 74-515.

0 Gee Rev. Proc. 77-41. See also PLR 200741015, PLR 200016015 (cash
payments in lieu of fractional shares of acquiring corporation were treated
as though fractional shares were distributed and then redeemed pursuant to
§302(a)).

18304(c).

28304(c)(3).
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Section 304 accomplishes dividend equivalence in one of
two ways. First, where two corporations are commonly con-
trolled by one or more shareholders, the purchase of stock by
one commonly controlled corporation for cash of another com-
monly controlled corporation represents a possible cash distri-
bution disguised as an exchange transaction.

Example: Assume that shareholder S owns all of the stock
of each of corporations, X and Y. Assume also that both X
and Y have accumulated earnings and profits as of Decem-
ber 31, Year 1. On June 30 of Year 2, X purchases part of
the stock of Y from S for cash. This transaction results in a
potential dividend equivalent transaction that is structured
in form as an exchange. Specifically, this transaction, al-
though structured as an exchange, results in no diminished
amount of control for S of either X or Y.

To prevent a reduction in the dividend payment capacity
through the use of an exchange transaction, §304 creates
a deemed transaction in this example. First, S is deemed
to contribute Y stock to X in a statutorily mandated §351
conveyance in exchange for deemed issued X stock. Sec-
ond, X redeems its deemed issued stock from S with the
amount of cash consideration.

The deemed distribution in redemption of X’s stock is test-
ed under §302 to determine whether the transaction should
be treated as an exchange, in which case the seller receives
capital gain treatment, or as a §301 distribution, in which
case the seller realizes ordinary income or qualified divi-
dend income in the amount of the distribution (to the ex-
tent of the combined earnings and profits of both corpora-
tions). Although §304 deems a redemption of the acquir-
ing corporation’s stock, the §302(b) tests are applied to the
seller’s ownership interest in the issuing corporation (i.e.,
to the corporation’s stock that was sold) before and after
the transaction.”’

The second way that §304 creates dividend equivalence
occurs on a subsidiary’s purchase of parent stock. In such
an instance, §304 establishes a surrogate redemption
whereby the parent corporation is deemed to redeem its
own shares through its controlled subsidiary corporation.
In this case, dividend equivalence is measured by compar-
ing the amount of shares owned by each shareholder im-
mediately prior to the subsidiary’s stock purchase with the
amount of shares owned by the shareholder immediately
after the subsidiary’s stock purchase. For a more complete
discussion of §304 and related topics, see 768 T.M., Stock
Sales Subject to Section 304.

D. Section 305

Since Eisner v. Macomber* was decided by the Supreme
Court in 1920, stock dividends generally have not been con-
sidered income to a shareholder because the distribution takes
nothing from the property of the corporation and adds nothing
to the property of a shareholder. Section 305(a) is the current
codification of that landmark case, with a number of exceptions

3§304(b)(1).
4252 U.S. 189 (1920).
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added to the Code in §305(b) and (c) to prevent some perceived
abuses.

The distribution of stock rights is also tax-free under §305
unless the distribution changes, or has the potential to change,
the shareholders’ proportionate interest in the distributing cor-
poration. The exceptions to the general rule of §305(a), spelled
out in §305(b), cover both stock dividends and distributions of
stock rights.

When a distribution of stock or stock rights is nontaxable,
there is no effect on the distributing corporation. The distribut-
ing corporation recognizes no gain or loss on the distribution,™
and the corporation has no reduction in its earnings and prof-
its.” The shareholder generally allocates basis based upon rel-
ative fair market values.”’

Transactions (including certain redemptions) that are part
of a periodic plan to shift equity interests among the share-
holders may trigger a deemed distribution under §305(c) that is
considered a taxable distribution despite inaction, in some cas-
es, on the part of a shareholder.””* While all redemptions, oth-
er than proportionate redemptions, have the effect of increas-
ing the nonredeeming shareholder’s proportionate interest in
the corporation, not all redemptions are considered deemed dis-
tributions to the nonredeeming shareholders. A redemption that
is not a part of a periodic redemption plan is not considered a
deemed distribution to the nonredeeming shareholders.”” While
the actual language of §305(c) is broad enough to include any
redemption, the regulations exclude isolated redemptions.

For a complete analysis of §305, see 765 T.M., Stock
Rights and Stock Dividends — Sections 305 and 306.

E. Section 303

Section 303 provides automatic exchange treatment for
certain redemptions of stock if the stock is included in a dece-
dent’s gross estate. This provision was enacted to assist the
closely held business owner’s estate with the liquidity prob-
lems that can arise when trying to meet death-tax obligations.
In many cases, ready markets are not available to dispose of
shares in close corporations. As a consequence, if financing is
not found to pay death taxes, the executors of the estate could
be forced to sell the family business.”

To combat this problem, §303 was enacted to allow the
generally tax-free withdrawal of funds from a corporation, by
allowing a basis offset against the redemption proceeds. Be-
cause basis is stepped up at the date of death,”" the only gain
taxed is the appreciation after the date of death. For a detailed

™38311(a). See, e.g., PLR 199901024.

746§312(d). See, e.g., PLR 199901024.

"78307(a).

7 See Reg. §1.305-3(e) Ex. 8.

™ See Reg. §1.305-3(e) Ex. 10. See also PLR 201002022 (closely held
corporation’s redemption of nonvoting shares held by controlling family group
constituted single and isolated transaction and would not result in §305 deemed
distribution; redemption was unrelated to corporation’s plan to periodically re-
deem nonvoting shares held by retirement plan); PLR 200532005 (redemption
of stock pursuant to tender offer intended to increase stock price was single
and isolated transaction that was not part of periodic redemption plan), PLR
200025047 (same), PLR 200025046 (same).

"To avoid this dire result, the company could redeem some of the dece-
dent’s shares, but, absent §303, the estate would have to secure passage through
§302(b)(1)—(4) to avoid dividend treatment.

71§1014(a).
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explanation and analysis of §303, see 809 T.M., Estate Plan-
ning for Owners of Closely Held Business Interests (Estates,
Gifts, & Trusts series).

F. Section 306

Section 306 was enacted to prevent shareholders from re-
ceiving corporate earnings as long-term capital gain without
changing their equity position in the corporation. Section
306(a)(2), in particular, focuses on redemptions by issuing cor-
porations. When §306(a)(2) is triggered, the amount realized in
the redemption by the shareholder is treated as a distribution to
which the §301 dividend distribution rules apply.

Section 306(c) describes §306 stock as:

(1) stock (other than common stock issued with respect to
common stock) that is received in a nontaxable stock divi-
dend;

(2) stock (that is not common stock) received in a tax-
free reorganization or corporate division if the effect of the
transaction was substantially the same as the receipt of a
stock dividend, or if the stock was received in exchange
for §306 stock;

(3) stock the adjusted basis of which is determined by ref-
erence to the adjusted basis of §306 stock (carryover or
substituted basis stock); and

(4) stock (that is not common stock) acquired in an ex-
change to which §351 applies if receipt of money (in lieu
of stock) would have been treated as a dividend.

Section 306(c)(2) provides that if a corporation distributes
stock but has no earnings and profits in the year of distribution,
the stock distributed cannot be §306 stock.

As mentioned above, when a corporation redeems §306
stock, the total amount realized by the shareholder receives div-
idend treatment to the extent of the redeeming corporation’s
earnings and profits. For taxable years beginning after 2002,
the dividend a shareholder is deemed to receive may be quali-
fied dividend income, which is taxed as net capital gain rather
than ordinary income.”” Nevertheless, the consequences of
§306 can be negative even to a shareholder receiving qualified
dividend income; the shareholder cannot offset basis against
the amount realized as in a sale or exchange. For extensive
analysis of the §306 provisions, see 765 T.M., Stock Rights and
Stock Dividends — Sections 305 and 306.

G. Excise Taxes
1. Excise Tax on Repurchase of Corporate Stock

a. Introduction

For net stock repurchases occurring after December 31,
2022, a nondeductible excise tax is imposed on each “covered
corporation” equal to 1% of the corporation’s stock repurchase
excise tax base for the taxable year.” A covered corporation is

72§306(a)(1)(D).

384501(a), §275(a)(6), added and amended by the Inflation Reduction
Act, Pub. L. No. 117-169, §10201; Prop. Reg. §58.4501-2(b), REG-115710-22,
89 Fed. Reg. 25,980 (Apr. 12, 2024). See also Federal Excise Tax Navigator,
at3.5.
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any publicly traded, domestic corporation.”* In determining the
corporation’s stock repurchase excise tax base, a covered cor-
poration must subtract, pursuant to a netting rule, the fair mar-
ket value (FMV) of any stock issued during the taxable year,
including any stock issued or provided to employees of the cov-
ered corporation or a specified affiliate (defined in X.G.1.f., be-
low). Thus, only repurchases that exceed the value of all stock
issued are subject to tax.””’

In December 2022, Treasury and the IRS released Notice
2023-2, providing interim guidance on the stock repurchase ex-
cise tax, including examples illustrating the operating rules set
forth in section 3 of the notice. Treasury and the IRS advised
taxpayers that they could rely on the operating rules set forth
in the notice until proposed regulations were issued.”” In April
2024, Treasury and the IRS published proposed regulations in-
corporating the operating rules set forth in the notice, propos-
ing additional guidance regarding the acquisition of stock of a
foreign corporation, and responding to feedback received with
respect to the notice.”” On the same day, Treasury and the IRS
also published proposed regulations providing procedural guid-
ance on how to report and pay the excise tax.”

The regulations addressing operating rules are proposed to
apply generally to repurchases of a covered corporation’s stock
occurring after December 31, 2022, during taxable years end-
ing after that date, and to issuances and provisions of a covered
corporation’s stock occurring during taxable years ending af-
ter December 31, 2022. Certain rules that were not described in
Notice 2023-2 would apply to repurchases, issuances, or pro-
visions of stock of a covered corporation occurring after April
12, 2024, and during taxable years ending after that date.””

Provided they follow the rules consistently, covered cor-
porations may rely on Prop. Reg. §58.4501-1 through
§58.4501-5 for stock repurchases occurring after December 31,
2022, and on or before the date the final regulations are pub-
lished in the Federal Register, and for stock issuances and pro-
visions occurring during taxable years ending after December
31, 2022, and on or before the date the final regulations are
published in the Federal Register. Likewise, provided they fol-
low the rules consistently, covered corporations may rely on the
provisions of Notice 2023-2 corresponding to the rules in Prop.
Reg. §58.4501-1 through §58.4501-5 for stock repurchases oc-
curring after December 31, 2022, and on or before April 12,
2024, and for stock issuances and provisions occurring during
taxable years ending after December 31, 2022, and on or before

484501(b); Prop. Reg. §58.4501-1(b)(6).

384501(c)(3). If a covered corporation’s taxable year began before Janu-
ary 1, 2023, and ended after December 31, 2022, and the corporation engaged
in a taxable repurchase of its stock during the taxable year (but after December
31, 2022), the corporation could subtract the FMV of any stock issued at any
time during the taxable year in determining the taxable amount of the stock re-
purchase. Notice 2023-2, §2.07(2) (obsoleted for stock repurchases, issuances,
and provisions after April 12, 2024).

6 Notice 2023-2, §1 (obsoleted for stock repurchases, issuances, and pro-
visions after April 12, 2024).

TREG-115710-22, 89 Fed. Reg. 25,980 (Apr. 12, 2024). Examples illus-
trating the proposed rules under §4501 are provided in Prop. Reg. §58.4501-5.

SREG-118499-23, 89 Fed. Reg. 25,829 (Apr. 12, 2024).

™ Prop. Reg. §58.4501-6. See also Prop. Reg. §58.4501-7(r)(1) (general
applicability date for rules on acquisitions or repurchases of certain foreign cor-
poration stock).
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April 12, 2024.® Notice 2023-2 is obsoleted for repurchases,
issuances, and provisions of covered corporation stock occur-
ring after April 12, 2024."'

In additional guidance, the IRS confirmed that no taxpayer
is required to report excise tax liability under §4501(a) on any
returns filed with the IRS, or to make any payments of the ex-
cise tax, before the time specified in proposed regulations.””
The proposed regulations generally would require the stock re-
purchase excise tax return to be filed by the due date of the
Form 720, Quarterly Federal Excise Tax Return, for the first
calendar quarter after the covered corporation’s taxable year
ends, but no earlier than the due date for the first calendar quar-
ter after the date final regulations are published in the Federal
Register.”” For further discussion of the requirement to report
and pay the stock repurchase excise tax, see X.G.1.i., below.

b. Covered Corporation

A covered corporation is any domestic corporation the
stock of which is traded on an established securities market.”
A covered corporation’s status as a covered corporation starts
at the beginning of the corporation’s “initiation date,” which is
the date on which the corporation’s stock begins to be traded
on an established securities market.”” A corporation generally
ceases to be a covered corporation at the end of the corpora-
tion’s cessation date, which is the date on which all stock of a
covered corporation ceases to be traded on an established secu-
rities market.”® However, if a corporation ceases to be a cov-
ered corporation pursuant to a plan that includes a repurchase,
and if the cessation date precedes the date on which any re-
purchase undertaken pursuant to the plan occurs, the corpora-
tion continues to be a covered corporation with regard to each
planned repurchase until the date on which the last planned re-
purchase occurs.””

Clarifying rules are proposed for determining if a corpo-
ration is a domestic corporation in the context of inbound and
outbound F reorganizations. If a foreign corporation transfers
its assets (or is treated as transferring its assets) to a domestic
corporation in an F reorganization, the corporation is not treat-
ed as a domestic corporation until the day after the reorganiza-
tion. Similarly, if a domestic corporation transfers its assets (or
is treated as transferring its assets) to a foreign corporation in
an F reorganization, the corporation is not treated as a foreign
corporation until the day after the reorganization.”®

"“Preamble to REG-115710-22, 89 Fed. Reg. 25,980, 26,020 (Apr. 12,
2024).

! Preamble to REG-115710-22, 89 Fed. Reg. 25,980, 26,030-31 (Apr. 12,
2024).

762 Announcement 2023-18.

" Prop. Reg. §58.6071-1(a), Prop. Reg. §58.6071-1(c), REG-118499-23,
89 Fed. Reg. 25,829 (Apr. 12, 2024).

’%84501(b); Prop. Reg. §58.4501-1(b)(6). See also Prop. Reg.
§58.4501-1(b)(13) (defining “established securities market” by reference to
Reg. §1.7704-1(b)).

" Prop. Reg. §58.4501-2(d)(1), Prop. Reg. §58.4501-1(b)(16).

"“Prop. Reg. §58.4501-2(d)(2)(i), Prop. Reg. §58.4501-1(b)(3).

" Prop. Reg. §58.4501-2(d)(2)(ii).

" Prop. Reg. §58.4501-2(d)(3). See Reg. §1.367(b)-2(f) and Reg.
§1.367(a)-1(e) regarding deemed asset transfers in the context of inbound and
outbound F reorganizations, respectively.
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c. Stock Repurchase Excise Tax Base

(1) Introduction and Formula

Calculation of a covered corporation’s stock repurchase
excise tax base is a multi-step process. First, the covered corpo-
ration must determine the aggregate FMV of its stock that the
covered corporation repurchased and that a specified affiliate
of the covered corporation acquired during the covered corpo-
ration’s taxable year. The covered corporation then must sub-
tract from that amount the FMV of its stock that was repur-
chased or acquired by a specified affiliate during the taxable
year to the extent any statutory exception applies. Finally, the
covered corporation must subtract the aggregate FMV of its
stock that the covered corporation issued or that a specified af-
filiate provided during the covered corporation’s taxable year,
in accordance with the “netting rule” (see X.G.1.d., below).””

A covered corporation is not subject to the stock repur-
chase excise tax with regard to a taxable year if, during that
taxable year, the aggregate FMV of the stock repurchased by
the covered corporation does not exceed $1 million (de min-
imis exception).”” The de minimis exception applies before any
adjustment of the taxable amount under the netting rule and
any other statutory exception.”' Repurchases before January 1,
2023, are not taken into account for purposes of applying the
de minimis exception.””

(2) Fair Market Value

The FMV of a covered corporation’s stock repurchased by
the covered corporation or acquired by a specified affiliate is
the market price of the stock on the date the stock is repur-
chased or acquired (the “repurchase date”). If the stock is trad-
ed on an established securities market, the covered corporation
must determine the market price by using one of the follow-
ing acceptable methods: (1) the daily volume-weighted aver-
age price; (2) the closing price; (3) the average of the high and
low prices; or (4) the trading price.”” The method used must be
applied consistently to all repurchases or acquisitions during a
taxable year and to determine the FMV of stock issued or pro-
vided under the netting rule, other than stock issued or provid-
ed in connection with the performance of services.”™

A covered corporation the stock of which is traded on mul-
tiple established securities markets must determine the market
price by reference to trading on the established securities mar-
ket in the country in which the covered corporation is orga-
nized, including a regional established securities market that
trades in that country. If the stock is traded on multiple estab-
lished markets in the country of organization, the corporation

" Prop. Reg. §58.4501-2(c)(1).

084501(e)(3); Prop. Reg. §58.4501-2(b)(2).

"' Prop. Reg. §58.4501-2(b)(2)(ii); Notice 2023-2, §3.03(2)(b) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024).

"2 Prop. Reg. §58.4501-2(c)(3)(ii).

Prop. Reg. §58.4501-2(h)(1)-§58.4501-2(h)(2); Notice 2023-2,
§3.06(2)(a) (obsoleted for stock repurchases, issuances, and provisions after
April 12, 2024). If the repurchase date is not a trading day, market price is de-
termined on the immediately preceding trading day. Prop. Reg. §58.4501-2(h)
(2)(ii).

"™Prop. Reg. §58.4501-2(h)(2)(iv); Notice 2023-2, §3.06(2)(a)(iii),
§3.08(5) (obsoleted for stock repurchases, issuances, and provisions after April
12, 2024).
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must determine the market price by reference to trading on the
market in that country with the highest trading volume in that
stock in the prior taxable year. If the stock is not traded on an
established market in the country of organization, the covered
corporation must determine market value in a manner that is
reasonable under the facts and circumstances.””

If repurchased or acquired stock is not traded on an estab-
lished securities market, the market price of the stock is deter-
mined as of the date of repurchase or acquisition under the prin-
ciples of Reg. §1.409A-1(b)(5)(iv)(B)(1).””

Each covered corporation must separately determine the
aggregate FMV of its stock repurchased or acquired during
each taxable year. If the reductions for applicable statutory ex-
ceptions and stock issued by the covered corporation or provid-
ed by a specified affiliate would exceed the aggregate FMV of
stock repurchased or acquired, the excess amount is not carried
forward or back to a succeeding or preceding taxable year of
the covered corporation for purposes of determining the stock
repurchase excise tax base in those preceding or subsequent
years.””’

Stock of a covered corporation repurchased by the covered
corporation or acquired by a specified affiliate before January
1, 2023, is neither included in the covered corporation’s stock
repurchase excise tax base nor taken into account in deter-
mining the applicability of the de minimis exception (see
X.G.1.c.(3), below).” In response to Notice 2023-2, commen-
tators requested transition relief that also would have exempted
from the excise tax certain repurchases that occurred after Jan-
uary 1, 2023, in a variety of transactions, including, for exam-
ple, a repurchase pursuant to a binding commitment entered in-
to before August 16, 2022, the date of enactment of §4501. The
IRS, however, expressed the view that transition relief would
not be appropriate considering the plain language of Pub. L.
No. 117-169, §10201(d), providing that the excise tax applies
to stock repurchases after December 31, 2022.”

(3) Statutory Exceptions Reducing FMV

The stock repurchase excise tax base is reduced by the
FMYV of stock repurchased or acquired in the following circum-
stances:

* to the extent the repurchase is part of a reorganization
(within the meaning of §368(a)) and no gain or loss is rec-
ognized on the repurchase by the shareholder;

« if the repurchased stock (or an amount of stock of equal
value) is contributed to an employer-sponsored retirement
plan, employee stock ownership plan, or similar plan;

« if the repurchase is by a dealer in securities in the ordi-
nary course of business (as prescribed in regulations);

"7 Prop. Reg. §58.4501-2(h)(2)(V).

"% Prop. Reg. §58.4501-2(h)(3); Notice 2023-2, §3.06(2)(b) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024). For discus-
sion of Reg. §1.409A-1(b)(5)(iv)(B)(1), see 385 T.M., Deferred Compensation
Arrangements, at IV.D.

"7 Prop. Reg. §58.4501-2(c)(2).

" Prop. Reg. §58.4501-2(c)(3).

" See Preamble, REG-115710-22, 89 Fed. Reg. 25,980, 25,983 (Apr. 12,
2024).
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* repurchases by a regulated investment company (RIC) or
real estate investment trust (REIT); or

« to the extent the repurchase is treated as a dividend.”™
(a) Reorganization Exception

If the repurchase is for property permitted to be received
under §354 or §355 without recognition of gain or loss, the ex-
cise tax base is reduced by the FMV of stock repurchased in the
following transactions:

* a repurchase by a target corporation as part of an acquis-
itive reorganization;

» a repurchase by a recapitalizing corporation as part of an
E reorganization;

* a repurchase by a transferor corporation as part of an F
reorganization; and

e a repurchase by a distributing corporation as part of a
split-off (whether or not part of a D reorganization).™

(b) Contributions to Employer-Sponsored Retirement
Plans

If a covered corporation repurchases, or a specified affil-
iate acquires, covered corporation stock and contributes to an
employer-sponsored retirement plan that stock, or an amount of
stock equal to the FMV of the stock repurchased or acquired,
the corporation’s stock repurchase excise tax base is reduced by
the aggregate FMV of the stock repurchased or acquired during
the taxable year.””

If the stock contributed to the retirement plan is of the
same class as the repurchased or acquired stock, the amount of
the reduction is the lesser of:

e the aggregate FMV of the stock of the same class that
was repurchased or acquired during the covered corpora-
tion’s taxable year; or

* the amount obtained by:

o determining the aggregate FMV of all stock of that
class repurchased or acquired during the taxable year,
reduced by the FMV of shares of that class that may be
subtracted from the excise tax base pursuant to an ex-
ception other than a contribution to an employer-spon-
sored retirement plan;

o dividing that amount by the number of shares of that
class repurchased or acquired during the taxable year,
reduced by the number of shares subtracted from the ex-
cise tax base in the previous step; and

78084501(e); Prop. Reg. §58.4501-3(b).

' Prop. Reg. §58.4501-3(c); Notice 2023-2, §3.07(2) (obsoleted for stock
repurchases, issuances, and provisions after April 12, 2024); see also §4501(e)
(1). An “acquisitive reorganization” is defined as an A reorganization (includ-
ing a forward triangular merger or reverse triangular merger), a C reorganiza-
tion, a D reorganization, or a G reorganization. Prop. Reg. §58.4501-1(b)(1).

" Prop. Reg. §58.4501-3(d)(1); Notice 2023-2, §3.07(3)(a) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024); see also
§4501(e)(2).
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o multiplying the result by the number of share of that
class contributed to an employer-sponsored retirement
plan for the taxable year.”’

If the covered corporation contributed stock of a different
class to the retirement plan from what was repurchased or ac-
quired, the amount of the reduction is the FMV of the con-
tributed stock at the time of the contribution. The reduction
cannot be more than the aggregate FMV of the stock that was
repurchased or acquired during the taxable year, reduced by the
FMYV of any stock that may be subtracted from the excise tax
base pursuant to an exception other than a contribution to an
employer-sponsored retirement plan.

For purposes of determining the reduction to the excise
tax base, a covered corporation may treat stock contributions to
an employer-sponsored retirement plan as having occurred in
the prior taxable year if the stock is contributed by the filing
deadline for Form 720, Quarterly Federal Excise Tax Return,
for the first full calendar quarter after the close of the corpora-
tion’s taxable year, and the retirement plan treats the stock in
the same manner as the plan would treat a contribution received
on the last day of that taxable year. Stock contributions treated
as occurring in the taxable year to which the Form 720 applies
cannot be treated as occurring in any other taxable year.®

(c¢) Dealer in Securities in the Ordinary Course of
Business

A “dealer in securities” is a taxpayer who either (1) regu-
larly purchases securities from or sells securities to customers
in the ordinary course of a trade or business, or (2) regularly of-
fers to enter into, assume, offset, assign, or otherwise terminate
positions in securities with customers in the ordinary course of
a trade or business.™

A corporation’s stock repurchase excise tax base is re-
duced by the FMV of stock repurchased by a covered corpora-
tion or acquired by a specified affiliate that is a dealer in secu-
rities, to the extent the stock is acquired in the ordinary course
of the dealer’s business of dealing in securities. The exception
applies only if:

* the dealer accounts for the stock as securities held pri-
marily for sale to customers in the dealer’s ordinary course
of business;

* the dealer disposes of the stock within a period of time
that is consistent with the holding of the stock for sale in
the ordinary course and prevailing market practices; and

* the dealer (if it is a covered corporation) does not sell or
otherwise transfer the stock to a specified affiliate of the
covered corporation, or the dealer (if it is a specified affili-
ate) does not sell or otherwise transfer the stock to the cov-
ered corporation or another specified affiliate, other than
in a sale or transfer to a dealer that satisfies the require-
ments of the exception.”’

" Prop. Reg. §58.4501-3(d)(3); Notice 2023-2, §3.07(3)(c)(i) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024).

" Prop. Reg. §58.4501-3(d)(4); Notice 2023-2, §3.07(3)(c)(ii) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024).

= Prop. Reg. §58.4501-3(d)(5); Notice 2023-2, §3.07(3)(d) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024).

" Prop. Reg. §58.4501-3(e)(1) (reference to §475(c)(1)).
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(d) Repurchase by a RIC or REIT

A corporation’s stock repurchase excise tax base is re-
duced by the FMV of stock repurchased by the covered corpo-
ration or acquired by a specified affiliate if the covered corpo-
ration is a RIC or a REIT.*

(e) Repurchase Treated as a Dividend

A corporation’s stock repurchase excise tax base is re-
duced by the FMV of repurchased stock to the extent that
the repurchase is treated as a distribution of a dividend under
§301(c)(1) or §356(a)(2).”¥ A repurchase to which §302 or
§356(a) applies is presumed not to be equivalent to a dividend
and, therefore, ineligible for the exception that applies to a re-
purchase treated as a dividend. A covered corporation may re-
but the presumption with regard to a specific shareholder sole-
ly by establishing with sufficient evidence that the shareholder
treats the repurchase as a dividend on the shareholder’s federal
income tax return.”

To provide sufficient evidence, a covered corporation
must:

* obtain certification from the shareholder that the repur-
chase constitutes a redemption treated as a §301 distribu-
tion under §302(d) or has the effect of the distribution of
a dividend under §356(a)(2), including evidence that any
required withholding occurred;

* treat the repurchase consistent with the shareholder certi-
fication;

* have no knowledge of facts indicating the certification is
incorrect; and

» demonstrate the covered corporation has sufficient earn-
ings and profits to treat as a dividend either the redemption
under §302, or the receipt of money or other property un-
der §356.”"

The proposed regulation provides a list of information that
must be included in the shareholder certification, including a
penalty of perjury statement and the shareholder’s signature.”””
After receiving the shareholder certification, the covered cor-
poration must include on the certification a statement signed by
the covered corporation under penalty of perjury that the corpo-
ration agrees to treat the repurchase consistent with the share-
holder certification and has no knowledge of facts that would

7 Prop. Reg. §58.4501-3(e)(2); Notice 2023-2, §3.07(4)(b) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024); see also
§4501(e)(4).

8 Prop. Reg. §58.4501-3(f); see also §4501(e)(5).

™ Prop. Reg. §58.4501-3(g)(1); Notice 2023-2, §3.07(6)(a) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024); see also
§4501(e)(6).

"Prop. Reg. §58.4501-3(2)(2)(1)-§58.4501-3(g)(2)(ii); Notice 2023-2,
§3.07(6)(b)(1)—(ii) (obsoleted for stock repurchases, issuances, and provisions
after April 12, 2024).

791Prop. Reg. §58.4501-3(g)(2)(iii); Notice 2023-2, §3.07(6)(b) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024). The re-
quirement in Notice 2023-2 to provide an information report to the redeemed
shareholder that the repurchase constitutes a dividend was not included in
the proposed regulation. See Notice 2023-2, §3.07(6)(b)(iii)(A) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024); preamble to
REG-115710-22, 89 Fed. Reg. 25,980, 26,006-07 (Apr. 12, 2024).

"2Prop. Reg. §58.4501-3(g)(3).
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indicate the certification is incorrect.” The covered corporation
must retain and make available for inspection by the IRS any
evidence that establishes the shareholder treats a repurchase as
a dividend and records of all information necessary to docu-
ment and substantiate all content of the shareholder certifica-
tion.”*

d. Netting Rule

(1) General Rule

Under the netting rule, a covered corporation’s stock re-
purchase excise tax base for a taxable year is reduced by the ag-
gregate FMV of the covered corporation’s stock issued by the
covered corporation or provided by a specified affiliate in the
following circumstances:

* issued by the covered corporation during its taxable year
in connection with the performance of services for the cov-
ered corporation by an employee or other service provider
of the covered corporation;

* provided by a specified affiliate in connection with the
performance of services for the specified affiliate by an
employee of the specified affiliate during the corporation’s
taxable year; or

* issued by the covered corporation during its taxable year
but not in connection with the performance of services.”

(2) In Connection with the Performance of Services

For purposes of the netting rule, stock is issued or provided
to an employee of a covered corporation or a specified affiliate
in connection with the performance of services only if the trans-
fer is described in §83, including pursuant to a nonqualified
stock option under Reg. §1.83-7 or a stock option described in
§421.°

If a third party advances to a service provider an amount
equal to the exercise price of a stock option or pays the exercise
price on behalf of the service provider, any stock transferred by
the covered corporation to the service provider, by a specified
affiliate to the specified affiliate’s employee, or by the covered
corporation or specified affiliate to the third party upon exer-
cise of the option is treated as stock issued or provided in con-
nection with the performance of services. Similarly, if a third
party advances an amount equal to the service provider’s with-
holding obligation, stock transferred by the covered corpora-
tion to the service provider, by a specified affiliate to the apeci-
fied affiliate’s employee, or by the covered corporation or spec-

" Prop. Reg. §58.4501-3(2)(4).

™ Prop. Reg. §58.4501-3()(5).

™ Prop. Reg. §58.4501-4(b)(1); Notice 2023-2, §3.08(1) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024). See also
Prop. Reg. §58.4501-4(d) (rules regarding the date of issuance), §58.4501-4(e)
(rules regarding the FMV of issued or provided stock).

" Prop. Reg. §58.4501-4(c)(1); Notice 2023-2, §3.08(3)(a)(i) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024). The tim-
ing of when stock is issued or provided to an employee in connection with
the performance of services is determined by when the employee is treated as
the beneficial owner of the stock for federal income tax purposes. See Prop.
Reg. §58.4501-4(d)(2)(i); Notice 2023-2, §3.08(3)(b) (obsoleted for stock re-
purchases, issuances, and provisions after April 12, 2024).
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ified affiliate to the third party is treated as issued or provided
in connection with the performance of services.”’

(3) Disregarded Issuances

Issuance of stock in the following circumstances, and only
those circumstances, is disregarded for purposes of the netting
rule:

« distribution of covered corporation stock by the covered
corporation to its shareholders with respect to its stock;

« issuance of stock by a covered corporation to a specified
affiliate, or stock issued by the covered corporation in con-
nection with the performance of services by an employee
or other service provider for a specified affiliate, with cer-
tain exceptions;

e issuance of stock as part of a transaction qualifying as a
reorganization under §368(a) or a distribution under §355,
if:
o the stock constitutes property permitted to be received
under §354 or §355 without gain recognition;

o the stock is used by another covered corporation to re-
purchase its stock in the context of an acquisitive reor-
ganization, an E reorganization, an F reorganization, or
a split-off; and

o the repurchase by the other covered corporation is a
qualifying property repurchase not included in that cov-
ered corporation’s stock repurchase excise tax base;

» deemed issuance of stock by the acquiring corporation in
a transaction to which §304(a)(1) applies;

¢ deemed issuance of a fractional share;

e issuance of stock by a covered corporation that is a dealer
in securities to the extent the stock is issued, or otherwise
used to satisfy obligations to customers arising, in the or-
dinary course of the dealer’s business of dealing in securi-
ties;

* issuance by a target corporation of its stock to the merged
corporation in a reverse triangular merger;

e issuance of stock by a covered corporation in exchange
for stock of the covered corporation in a transaction that
qualifies under §1036(a);

« issuance of stock by a controlled corporation in a distrib-
ution qualifying under §355 (or so much of §356 as relates
to §355) that is not a split-off;

* any covered corporation stock contributed, or treated as
contributed, to an employer-sponsored retirement plan, or
sold to a leveraged or non-leveraged ESOP;

e covered corporation stock withheld by the covered cor-
poration or specified affiliate to satisfy the exercise price
of a stock option issued in connection with the perfor-
mance of services, or to pay any withholding obligation;

7"7Prop. Reg. §58.4501-4(c)(2); Notice 2023-2, §3.08(3)(a)(iv) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024).
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* settlement of an option contract with respect to stock of
a covered corporation using any consideration other than
stock of the covered corporation (including cash); and

* issuance by a covered corporation or provision by a spec-
ified affiliate of an instrument that is not in the legal form
of covered corporation stock, but is treated as stock for
federal income tax purposes, with certain exceptions.”

e. Redemptions and Economically Similar Transactions

(1) Economically Similar Transactions

A stock repurchase subject to the excise tax is a redemp-
tion, as defined in §317(b), of the covered corporation’s stock
and any other transaction that Treasury determines is economi-
cally similar.””

The following is an exclusive list of transactions that are
economically similar transactions and, thus, repurchases for
purposes of §4501:

* the exchange by shareholders of a target corporation that
is a covered corporation of their target corporation stock in
an acquisitive reorganization is a repurchase by the target
corporation;

* the exchange by the shareholders of a recapitalizing cor-
poration that is a covered corporation of their stock as part
of an E reorganization is a repurchase by the recapitalizing
corporation;

* the exchange by the shareholders of a transferor corpora-
tion that is a covered corporation of their stock as part of
an F reorganization is a repurchase by the transferor cor-
poration;

* in the case of a split-off by a distributing corporation that
is a covered corporation, the exchange by the distributing
corporation shareholders of their stock is a repurchase by
the distributing corporation; and

*in the case of a complete liquidation of a covered cor-
poration to which §331 and §332(a) apply to component
distributions, each distribution to which §331 applies is a
repurchase by the covered corporation, but the distribution
to which §332(a) applies is not a repurchase by the cov-
ered corporation.*”

A forfeiture or clawback of stock of a covered corporation
pursuant to a legal or contractual obligation is a repurchase by
the covered corporation or acquisition by a specified affiliate
on the date of forfeiture or clawback if the stock was treated as
issued or provided for purposes of the netting rule and one of
the following requirements is satisfied:

™ Prop. Reg. §58.4501-4(f); Notice 2023-2, §3.08(4) (obsoleted for stock
repurchases, issuances, and provisions after April 12, 2024). See also Prop.
Reg. §58.4501-4(f)(2)(ii)-§58.4501-4(f)(2)(iv) (special rules for subsequent
transfers by specified affiliates), §58.4501-4(f)(13)(ii) (special rules for certain
non-stock instruments).

™984501(c)(1); Prop. Reg. §58.4501-2(e)(2). A “redemption” occurs when
a corporation acquires its stock from a shareholder in exchange for property,
whether or not the acquired stock is cancelled, retired, or held as treasury stock.
§317(b).

¥ Prop. Reg. §58.4501-2(e)(4); Notice 2023-2, §3.04(4)(a) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024).
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* the stock was issued pursuant to an acquisition of a target
entity or its business, and the forfeiture was in accordance
with the terms of the documents governing the transaction;

* the stock was subject to a substantial risk of forfeiture
on the date the stock was issued or provided, the service
provider made a valid §83(b) election with regard to the
stock, and the forfeiture resulted from the service
provider’s failing to meet the vesting condition; or

e on the date the stock was issued or provided, the stock
was subject to a clawback agreement, and a clawback of
the stock resulted from the occurrence of an event speci-
fied in the clawback agreement.*”"

(2) Redemptions That Are Not Repurchases

The proposed regulations provide an exclusive list of
transactions that are §317(b) redemptions but are not repur-
chases for purposes of §4501.

If §304(a)(1) applies to an acquisition of stock by an ac-
quiring corporation (within the meaning of §304(a)(1), the ac-
quiring corporation’s deemed distribution in redemption of its
stock (resulting from the application of §304(a)(1)) is not a re-
purchase for purposes of §4501, regardless of whether §302(a)
or §302(d) applies to the acquiring corporation’s deemed dis-
tribution in redemption of its stock.*”

In addition, a payment by a covered corporation of cash in
lieu of a fractional share is not a repurchase if:

* the payment is part of a transaction that qualifies as a re-
organization under §368(a) or a distribution to which §355
applies, or pursuant to the settlement of an option or sim-
ilar financial instrument (e.g., a convertible bond or con-
vertible preferred share);

* the cash received by the shareholder entitled to the frac-
tional share is not separately bargained-for consideration
(i.e., the cash represents a mere rounding off of the shares
issued in the exchange or settlement);

* the payment is carried out solely for administrative con-
venience (i.e., solely for nontax reasons); and

e the amount of cash paid to the shareholder does not ex-
ceed the FMV of one full share of the covered corpora-
tion’s stock.*™

(3) Transactions Not Economically Similar

Treasury and the IRS also provided a nonexclusive list of
specific transactions that are not economically similar to a re-
purchase*

Unless a distribution in complete liquidation is considered
to be a transaction economically similar to a repurchase under
Prop. Reg. §58.4501-2(e)(4)(v)(A) (described above), the fol-
lowing do not constitute a repurchase by a covered corporation:

80T Prop. Reg. 58.4501-2(e)(4)(vi).

802Prop. Reg. §58.4501-2(e)(3)(i); Notice 2023-2, §3.04(3)(a) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024).

%3 Prop. Reg. §58.4501-2(e)(3)(ii); Notice 2023-2, §3.04(3)(b) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024).

¥ Prop. Reg. §58.4501-2(e)(5); Notice 2023-2, §3.04(4)(b) (obsoleted for
stock repurchases, issuances, and provisions after April 12, 2024).

05/01/2025 A - 141



X.G.1.f.

Detailed Analysis

* a distribution in complete liquidation of the covered cor-
poration to which §331 or §332(a) applies;

¢ a distribution pursuant to the resolution or plan of dis-
solution of the covered corporation that is reported on the
original (but not a supplemented or amended) Form 966,
Corporate Dissolution or Liquidation (or any successor
form); and

e a distribution pursuant to a deemed dissolution of the
covered corporation (e.g., pursuant to a deemed liquida-
tion under Reg. §301.7701-3).*"

Unless a distribution in complete liquidation is considered
to be a transaction economically similar to a repurchase under
Prop. Reg. §58.4501-2(e)(4)(v), no distribution by a covered
corporation during a taxable year is a repurchase if, during the
taxable year, the covered corporation:

 completely liquidates under §331;

* dissolves pursuant to the resolution or plan of dissolution
as reported on the original (but not a supplemented or
amended) Form 966, Corporate Dissolution or Liquidation
(or any successor form); or

* is deemed to dissolve (e.g., pursuant to a deemed liquida-
tion under Reg. §301.7701-3).**

A distribution by a covered corporation of stock of a con-
trolled corporation qualifying under §355 that is not a split-off
is not a repurchase by the distributing corporation. However, a
distribution by a covered corporation of other property or mon-
ey in exchange for its own stock is a repurchase by the distrib-
uting corporation if it occurs as part of a transaction qualifying
under §355 in which the distribution of controlled corporation
stock is with respect to the distributing corporation’s stock.*”

A distribution to which §301 applies by a covered corpo-
ration is not a repurchase if:

e the distribution is subject to §301(c)(2) or §301(c)(3)
(i.e., return of basis and amounts in excess of basis); and

* the distribution does not exchange stock of the covered
corporation (and is not treated as exchanging such stock
for federal income tax purposes).*

The net cash settlement of an option contract or other de-
rivative financial instrument with respect to stock of a covered
corporation is not a repurchase by the covered corporation. The
net cash settlement of an instrument in the legal form of an
option contract or other derivative financial instrument that is
treated as stock for federal tax purposes at the time of issuance
is treated as a repurchase of the instrument, and therefore, a re-
purchase by the covered corporation.*”

¥ Prop. Reg. §58.4501-2(e)(5)(i); Notice 2023-2, §3.04(4)(b)(i) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024).

8Prop. Reg. §58.4501-2(e)(5)(ii); Notice 2023-2, §3.04(4)(b)(i) (obsolet-
ed for stock repurchases, issuances, and provisions after April 12, 2024).

¥7Prop. Reg. §58.4501-2(e)(5)(iii); Notice 2023-2, §3.04(4)(b)(ii) (obso-
leted for stock repurchases, issuances, and provisions after April 12, 2024).

% Prop. Reg. §58.4501-2(e)(5)(iv).

59 Prop. Reg. §58.4501-2(e)(5)(V).
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f. Acquisition by a Specified Affiliate

A taxable repurchase also includes the acquisition of a
covered corporation’s stock by a “specified affiliate” from a
person that is neither the covered corporation nor a specified
affiliate.”"

With respect to any corporation, a specified affiliate is:

e any corporation more than 50% of the stock of which is
owned (by vote or value), directly or indirectly, by such
corporation; and

e any partnership more than 50% of the capital or profits
interests of which is held, directly or indirectly, by such
corporation.®"

A covered corporation must determine if another corpora-
tion or a partnership is a specified affiliate if the determination
is relevant for purposes of computing the covered corporation’s
stock repurchase excise tax liability. The covered corporation is
treated as indirectly owning stock or a capital or profits interest
in a corporation or partnership, respectively, equal to the cor-
poration’s proportionate percentage of stock owned, or capital
or profits interest held, through other entities.*”

Except as discussed below, shares of stock of a covered
corporation are treated as repurchased by the covered corpora-
tion if:

* a corporation or partnership becomes a specified affiliate

of the covered corporation;

eat the time the corporation or partnership becomes a
specified affiliate, the corporation or partnership owns
those shares, and those shares represent more than one per-
cent of the FMV of the assets of the corporation or part-
nership; and

e the corporation or partnership acquired the shares after
December 31, 20223

Shares of a covered corporation’s stock already held by the
corporation or partnership at the time it becomes a specified af-
filiate are not treated as repurchased if the covered corporation
identifies those shares as previously having been treated as re-
purchased. If the corporation or partnership is unable to specif-
ically identify which shares of covered corporation stock the
corporation or partnership is treated as holding at the time it be-
comes a specified affiliate, the covered corporation must treat
the corporation or partnership as holding the most recently ac-
quired shares.*"*

g. Acquisition of Stock of Foreign Corporations

Special rules apply to the acquisition of stock of certain
foreign corporations, including applicable foreign corporations
and covered surrogate foreign corporations, as described be-
low. The stock repurchase excise tax is imposed on the acquisi-
tion of an applicable foreign corporation’s stock by an applica-

#1084501(c)(2)(A); Prop. Reg. §58.4501-2(f)(1); Notice 2023-2, §3.05(1)
(obsoleted for stock repurchases, issuances, and provisions after April 12,
2024).

$1184501(c)(2)(B); Prop. Reg. §58.4501-1(b)(25).

$2Prop. Reg. §58.4501-2(f)(2).

853 Prop. Reg. §58.4501-2(H)(3)(i).

814Prop. Reg. §58.4501-2(f)(3)(ii)-§58.4501-2(f)(3)(iii).
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ble specified affiliate, on the repurchase of stock by a covered
surrogate foreign corporation, and on the acquisition of a cov-
ered surrogate foreign corporation’s stock by a specified affil-
iate.!"” The amount of the tax for a taxable year is equal to one
percent of the §4501(d) covered corporation’s “§4501(d) ex-
cise tax base.”"®

The §4501(d) excise tax base is equal to:

e the aggregate FMV of, as applicable, all §4501(d)(1)
or §4501(d)(2) repurchases (discussed below) during the
§4501(d) covered corporation’s taxable year;

* reduced by the FMV of all stock repurchased or acquired
during the taxable year to which a §4501(d) exception ap-
plies; and

*reduced by the aggregate FMV of stock to which the
§4501(d) netting rule applies.*"’

However, a §4501(d) covered corporation is not subject to
the §4501(d) excise tax for a taxable year if, during that tax-
able year, the aggregate FMV of all §4501(d)(1) repurchases
or all §4501(d)(2) repurchases, as applicable, does not exceed
$1 million. This determination is made before applying any
§4501(d) statutory exceptions or the netting rule.

Each §4501(d) covered corporation must separately deter-
mine the aggregate FMV of its stock repurchased or acquired
during each taxable year. If the reductions for applicable statu-
tory exceptions and the netting rule would exceed the aggregate
FMYV of stock repurchased or acquired, the excess amount is
not carried forward or back to a succeeding or preceding tax-
able year of the §4501(d) covered corporation for purposes of
determining the stock repurchase excise tax base in those pre-
ceding or subsequent years.*"

The FMV of stock of an applicable foreign corporation or
a covered surrogate foreign corporation, as applicable, that is
subject to a §4501(d)(1) repurchase or §4501(d)(2) repurchase
is the market price of the stock on the date of the repurchase
(discussed in X.G.1.h., below).*® The market price is deter-
mined in the same manner as in Prop. Reg. §58.4501-2(h) (dis-
cussed in X.G.1.c.(2), above), applicable to stock of a covered
corporation traded on an established securities market, or un-
der the principles of Reg. §1.409A-1(b)(5)(iv)(B)(1), for stock
not so traded.”" The market price of any stock of an applica-
ble foreign corporation or covered surrogate foreign corpora-
tion that is denominated in a currency other than the U.S. dol-
lar is converted into U.S. dollars at the spot rate on the date the

85Gee  §4501(d)(1)-§4501(d)(2);
(xxii)—§58.4501-7(b)(2)(xxiii).

#19Prop. Reg. §58.4501-7(c)(1). As discussed below, a §4501(d) covered
corporation includes (1) an applicable specified affiliate of an applicable for-
eign corporation that is treated as a covered corporation under §4501(d)(1)(A)
because of a §4501(d)(1) repurchase, or (2) any expatriated entity with respect
to a covered surrogate foreign corporation that is treated as a covered corpo-
ration under §4501(d)(2)(A) because of a §4501(d)(2) repurchase. Prop. Reg.
§58.4501-7(b)(2)(xv).

817Prop. Reg. §58.4501-7(c)(3)(i). Examples illustrating the proposed rules
under §4501(d)(1) and §4501(d)(2) are provided in Prop. Reg.
§58.4501-7(p)-§58.4501-7(q).

#8Prop. Reg. §58.4501-7(c)(2).

89 Prop. Reg. §58.4501-7(c)(3)(ii).

820Prop. Reg. §58.4501-7(1)(1).

®'Prop. Reg. §58.4501-7(1)(2)-§58.4501-7(1)(3). See Preamble to
REG-115710-22, 89 Fed. Reg. 25,980, 26,021 (Apr. 12, 2024).

Prop. Reg.  §58.4501-7(b)(2)
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stock is subject to a §4501(d)(1) repurchase or §4501(d)(2) re-
purchase.**

Section 4501(d)(1) and §4501(d)(2) repurchases occurring
before January 1, 2023, are neither included in the §4501(d) ex-
cise tax base of a §4501(d) covered corporation nor taken in-
to account in determining the applicability of the §4501(d) de
minimis exception.*”

(1) Applicable Foreign Corporations

(a) Section 4501(d)(1) Repurchase

An “applicable specified affiliate” (i.e., a specified affil-
iate of an applicable foreign corporation, other than a foreign
corporation or foreign partnership (unless the partnership has a
domestic entity as a direct or indirect partner)** that acquires
stock of an applicable foreign corporation from a person that is
not the applicable foreign corporation or another specified af-
filiate is treated as a §4501(d) covered corporation for the ac-
quisition.*””” The acquisition, in turn, is treated as a repurchase
of stock of a covered corporation by the covered corporation (a
“84501(d)(1) repurchase”),” and the §4501(d) netting rule ad-
justment is determined only with respect to stock issued or pro-
vided by the §4501(d) corporation to its own employees.*”’

(b) Funding Rule

An applicable specified affiliate is treated as acquiring the
stock of an applicable foreign corporation if the following con-
ditions are met:

e the affiliate funds (a covered funding), by any means
(including through distributions, debt, or capital contribu-
tions), directly or indirectly, the acquisition or repurchase
(a covered purchase) of the applicable foreign corpora-
tion’s stock by the corporation itself or another specified
affiliate, and

* the funding, which may occur before or after a covered
purchase, is undertaken for a principal purpose of avoiding
the stock repurchase excise tax.”®

If a principal purpose of the covered funding is to fund a
covered purchase, then there is a principal purpose of avoid-
ing the excise tax. The principal purpose inquiry is based on all
facts and circumstances.”

2 Prop. Reg. §58.4501-7(1)(4). See Reg. §1.988-1(d)(1) for the definition
of spot rate.

2 Prop. Reg. §58.4501-7(c)(4).

¥4 Prop. Reg. §58.4501-7(b)(2)(iv). “Specified affiliate” is defined in
X.G.1.f,, above.

23Prop. Reg. §58.4501-7(b)(2)(xv)(A), §58.4501-7(b)(2)(xxii)(A).

2°Prop. Reg. §58.4501-7(b)(2)(xxii).

$2784501(d)(1)(A)-§4501(d)(1)(C); Prop. Reg. §58.4501-7(n)(1), Notice
2023-2, §3.04(2)(a)(i) (obsoleted for stock repurchases, issuances, and provi-
sions after April 12, 2024).

828 See Prop. Reg. §58.4501-7(e)(1), applicable to fundings that occur on or
after December 27, 2022, in taxable years ending after that date; Notice 2023-2,
§3.05(2)(a)(ii)(A) (obsoleted for stock repurchases, issuances, and provisions
after April 12, 2024). See also Prop. Reg. §58.4501-7(b)(2)(vii) (covered pur-
chase).

29Prop. Reg. §58.4501-7(e)(1). The proposed funding rule would replace
the “per se rule” of Notice 2023-2 that a funding by any means other than a
distribution within two years of a purchase would be treated as funding that
purchase. See Notice 2023-2, §3.05(2)(a)(ii)(B) (obsoleted for stock repurchas-
es, issuances, and provisions after April 12, 2024). See also Timothy Nichols,
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A principal purpose is presumed to exist if (1) the applic-
able specified affiliate funds a downstream relevant entity, and
(2) the funding occurs within two years of a covered purchase
by or on behalf of the downstream relevant entity. The pre-
sumption may be rebutted only if facts and circumstances clear-
ly establish that there was not a principal purpose to avoid the
excise tax.*”

An applicable specified affiliate that takes the position the
presumption is rebutted must, for the taxable year that includes
the date on which the affiliate would be treated as acquiring the
stock of an applicable foreign corporation, absent the rebuttal,
attach a statement to its repurchase excise tax return disclosing
the relevant fundings and covered purchases and the facts that
rebut the presumption, along with any additional information
the return instructions require.””’ The affiliate is treated as ac-
quiring the stock of an applicable foreign corporation on the lat-
er of the date of the covered funding or the covered purchase.*”

The amount of stock of an applicable foreign corporation
treated as acquired in a covered purchase by an applicable spec-
ified affiliate is equal to the amount of the affiliate’s covered
fundings that are allocated to the covered purchase.”” The al-
locable amount of the covered purchase is the aggregate FMV
of shares repurchased or acquired in the covered purchase, re-
duced by the FMV of certain stock not included in the §4501(d)
excise tax base,” and is treated as made first from covered
fundings.*”’

A covered funding is allocated to multiple covered pur-
chases in the order in which they occur. If multiple covered
purchases occur simultaneously, a covered funding is allocated
to the allocable amount of the covered purchases on a pro rata
basis.* If there is a single covered funding, the covered fund-
ing is allocated to a covered purchase to the extent of the lesser
of the amount of the covered funding or the allocable amount
of the covered purchase.””’

If there are multiple covered fundings and the aggregate
amount of those fundings exceeds the allocable amount of the
covered purchase, the covered fundings are allocated in the
order in which the fundings occur. If multiple covered fund-
ings occur simultaneously, they are allocated to the allocable
amount of the covered purchase on a pro rata basis, based on
the relative amounts of those covered fundings. Any amount of

Treasury’s Stock Buyback Rule Offers Corporations Little Clarity, DTR (Apr.
30, 2024), for commentary on the proposed funding rule.

#0Prop. Reg. §58.4501-7(e)(2); Notice 2023-2, §3.05(a)(ii)(B) (obsoleted
for stock repurchases, issuances, and provisions after April 12, 2024). A
“downstream relevant entity” is a specified affiliate of an applicable foreign
corporation (but not an applicable specified affiliate) where at least 25% of its
stock, or capital or profits interests, is owned by one or more applicable spec-
ified affiliates of an applicable foreign corporation. Ownership can be direct
or indirect, by vote or value, and individually or in the aggregate. Prop. Reg.
§58.4501-7(b)(2)(x1), §58.4501-7(b)(2)(xiv).

8! Prop. Reg. §58.4501-7(e)(2).

82Prop. Reg. §58.4501-7(e)(3).

833 Prop. Reg. §58.4501-7(e)(4) (reference to Prop. Reg. §58.4501-7(e)(7)).

¥4 Prop. Reg. §58.4501-7(e)(5) (reference to §4501(d) statutory exceptions
for reorganizations, dealers in securities, and dividend treatment under Prop.
Reg. §58.4501-7(m)(2), §58.4501-7(m)(4), and §58.4501-7(m)(6).

85Prop. Reg. §58.4501-7(e)(6).

85Prop. Reg. §58.4501-7(e)(7)(ii).

87 Prop. Reg. §58.4501-7(e)(7)(iii).
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covered fundings in excess of the covered purchase is allocated
to the allocable amount of other covered purchases.™

(c) Applicable Foreign Corporation Status

Similar to a “covered corporation,” an “applicable foreign
corporation” is defined as a foreign corporation trading stock
on an established securities market (within the meaning of
§7704(b)(1)).*” A corporation becomes an applicable foreign
corporation at the beginning of its initiation date,** and ceases
to be an applicable foreign corporation at the end of its cessa-
tion date.*' However, if a corporation ceases to be an applica-
ble foreign corporation pursuant to a plan that includes a repur-
chase, and if the cessation date precedes the date on which any
§4501(d)(1) repurchase undertaken pursuant to the plan occurs,
the corporation continues to be an applicable foreign corpora-
tion with regard to each planned repurchase until the end of the
date on which the last planned repurchase occurs.**

Clarifying rules are proposed for determining if a corpo-
ration is a foreign corporation in the context of inbound and
outbound F reorganizations. If a foreign corporation transfers
its assets (or is treated as transferring its assets) to a domestic
corporation in an F reorganization, the corporation is not treat-
ed as a domestic corporation until the day after the reorganiza-
tion. Similarly, if a domestic corporation transfers its assets (or
is treated as transferring its assets) to a foreign corporation in
an F reorganization, the corporation is not treated as a foreign
corporation until the day after the reorganization.*”

(d) Applicable Specified Affiliate Status

The determination of whether a corporation or partnership
is an applicable specified affiliate of an applicable foreign cor-
poration is made whenever the determination is relevant for
purposes of the excise tax.** If a corporation or partnership be-
comes a specified affiliate of an applicable foreign corporation,
and, at that time, the corporation or partnership owns stock of
the applicable foreign corporation acquired after December 31,
2022, representing more than one percent of the FMV of the
assets of the corporation or partnership, then the stock is treat-
ed as acquired immediately after the corporation or partnership
becomes a specified affiliate.**

Shares of an applicable foreign corporation’s stock already
held by the corporation or partnership at the time it becomes a
specified affiliate are not treated as repurchased if the §4501(d)
covered corporation identifies those shares as previously hav-
ing been treated as repurchased. If the §4501(d) covered corpo-
ration is unable to specifically identify which shares of applic-
able foreign corporation stock the corporation or partnership is
treated as holding at the time it becomes a specified affiliate,

38 Prop. Reg. §58.4501-7(e)(7)(iv).

83984501(d)(3)(A); Prop. Reg. §58.4501-7(b)(2)(iii), §58.4501-1(b)(13).

#0Prop. Reg. §58.4501-7(f)(1). The “initiation date” is defined in X.G.1.b.,
above.

%'Prop. Reg. §58.4501-7(f)(2)(i). The “cessation date” is defined in
X.G.1.b., above.

¥2Prop. Reg. §58.4501-7()(2)(ii).

3Prop. Reg. §58.4501-7(f)(3). See Reg. §1.367(b)-2(f) and Reg.
§1.367(a)-1(e) regarding deemed asset transfers in the context of inbound and
outbound F reorganizations, respectively.

#4Prop. Reg. §58.4501-7(g)(1).

¥ Prop. Reg. §58.4501-7(2)(3)(1).
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the §4501(d) covered corporation must treat the corporation or
partnership as holding the most recently acquired shares of the
applicable foreign corporation stock.**

A foreign partnership is an applicable specified affiliate of
an applicable foreign corporation if:

* more than 50% of the capital interests or profits interests
of the foreign partnership are held, directly or indirectly,
by the applicable foreign corporation; and

* at least one domestic entity is a direct or indirect partner

with respect to the foreign partnership.*”’

A domestic entity is a direct partner with respect to a for-
eign partnership if it directly owns an interest in the foreign
partnership. A domestic entity is an indirect partner with re-
spect to a foreign partnership if the domestic entity owns an in-
terest in the foreign partnership indirectly through:

* one or more other foreign partnerships;

*one or more foreign corporations controlled by one or
more domestic entities; or

* an ownership chain with one or more entities described
in the previous two bullets.**

(2) Covered Surrogate Foreign Corporations

When a “covered surrogate foreign corporation” repur-
chases its own stock or a specified affiliate acquires stock of
a covered surrogate foreign corporation (a “§4501(d)(2) repur-
chase”):

* the expatriated entity with respect to the covered surro-
gate foreign corporation is treated as a §4501(d) covered
corporation for the repurchase or acquisition;

* the repurchase or acquisition is treated as a repurchase of
stock by such covered corporation; and

e the netting rule adjustment under §4501(c)(3) is deter-
mined only with respect to stock issued or provided by the
expatriated entity to its employees.*”

A covered surrogate foreign corporation means a surrogate
foreign corporation determined under §7874(a)(2)(B) (applic-
able to corporate inversions occurring after September 20,
2021), the stock of which is publicly traded, but only with re-
spect to taxable years that include a portion of the corporation’s
applicable period under §7874(d)(1).*° An expatriated entity
has the same meaning as under §7874(a)(2)(A).”" For a discus-

¥9Prop. Reg. §58.4501-7(2)(3)(ii)-§58.4501-7(g)(3)(iii).

¥7Prop. Reg. §58.4501-7(h)(1). A foreign partnership that has one or more
domestic entities as direct or indirect partners is not considered an applicable
specified affiliate if the domestic entities hold, directly or indirectly, in aggre-
gate, less than five percent of the capital interests and profits interests in the
foreign partnership. Prop. Reg. §58.4501-7(h)(5).

¥ Prop. Reg. §58.4501-7(h)(2). A foreign corporation is controlled by one
or more domestic entities if more than 50% of the total combined voting pow-
er of all classes of voting stock or the total value of the corporation’s stock
is owned, directly or indirectly, by one or more domestic entities. Prop. Reg.
§58.4501-7(h)(3).

#984501(d)(2); Prop. Reg. §58.4501-7(b)(2)(xxiii); see also Prop. Reg.
§58.4501-7(b)(2)(xv)(B).

$084501(d)(3)(B); Prop. Reg. §58.4501-7(b)(2)(viii).

$184501(d)(3)(C); Prop. Reg. §58.4501-7(b)(2)(xii).
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sion of the rules and definitions under §7874, see 6105 T.M.,
Corporate Inversions (Foreign Income Series).

To the extent any repurchase or acquisition of covered sur-
rogate foreign corporation stock would be both a §4501(d)(1)
repurchase and a §4501(d)(2) repurchase, the repurchase or ac-
quisition will be only a §4501(d)(2) repurchase.*”

Each §4501(d) covered corporation with respect to a cov-
ered surrogate foreign corporation is liable for any §4501(d)
excise tax with respect to §4501(d)(2) repurchases that occur
during a taxable year of the §4501(d) corporation. If there
are multiple §4501(d) covered corporations with respect to a
covered surrogate foreign corporation, then, if one of those
§4501(d) covered corporations pays the amount of §4501(d)
excise tax with respect to all §4501(d)(2) repurchases relating
to the covered surrogate foreign corporation and its specified
affiliates that occur during that §4501(d) covered corporation’s
taxable year and fulfills the filing obligations for the taxable
year regarding those §4501(d)(2) repurchases, no other covered
corporation is liable for the applicable excise tax.*”

Rules regarding the status of a corporation as a covered
surrogate foreign corporation are the same as those described
in X.G.1.g.(1)(c), above, with respect to applicable foreign cor-
porations.”™ Likewise, rules regarding the status of a speci-
fied affiliate of a covered surrogate foreign corporation are the
same as those described in X.G.1.g.(1)(d), above, with respect
to applicable specified affiliates of applicable foreign corpora-
tions.*”

(3) Scope of AFC Repurchases and CSFC Repurchases

An AFC repurchase or CSFC repurchase means solely (1)
a redemption, as defined in §317(b), of the stock of an applic-
able foreign corporation or a covered surrogate foreign corpo-
ration, or (2) any other transaction that is economically simi-
lar** Prop. Reg. §58.4501-7(j) would provide rules for deter-
mining whether an acquisition by an applicable foreign corpo-
ration of its stock is an AFC repurchase and whether an acqui-
sition by a covered surrogate foreign corporation of its stock
is a CSFC repurchase.”’” The rules are relevant for determin-
ing whether there is a covered purchase that could be sub-
ject to the proposed funding rule and whether a covered surro-
gate foreign corporation’s repurchase of its stock is subject to
§4501(d)(2).*** The rules are based on those provided in Prop.
Reg. §58.4501-2(e), discussed at X.G.1.e., above, for determin-
ing whether a transaction is a repurchase for purposes of the
excise tax.*”

2 Prop. Reg. §58.4501-7(d)(1).

53 Prop. Reg. §58.4501-7(d)(2).

854 See Prop. Reg. §58.4501-7(f).

%53 See Prop. Reg. §58.4501-7(g).

¥ Prop. Reg. §58.4501-7()(2).

87 See Prop. Reg. §58.4501-7(j)(3) (providing an exclusive list of transac-
tions that are §317(b) redemptions, but are not AFC repurchases or CSFC re-
purchases), Prop. Reg. §58.4501-7(j)(4) (providing an exclusive list of trans-
actions that are §4501(d) economically similar transactions for purposes of
the excise tax), Prop. Reg. §58.4501-7(j)(5) (providing a non-exclusive list of
transactions that are not AFC repurchases or CSFC repurchases).

8% See X.G.1.g.(1)(b), above, for discussion of the proposed funding rule.

%9 See Preamble to REG-115710-22, 89 Fed. Reg. 25,980, 26,028 (Apr.
12,2024).
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(4) Section 4501(d) Statutory Exceptions

The §4501(d) statutory exceptions would be based on the
rules in Prop. Reg. §58.4501-3, discussed in X.G.l.c.(3),
above, with certain modifications described below **

The §4501(d) reorganization exception applies only with
respect to (1) stock of an applicable foreign corporation repur-
chased in an AFC repurchase that is a §4501(d)(1) repurchase,
and (2) stock of a covered surrogate foreign corporation re-
purchased in a CSFC repurchase that is a §4501(d)(2) repur-
chase.™

The §4501(d) stock contribution exception applies only
with respect to contributions of stock of an applicable foreign
corporation or covered surrogate foreign corporation to an em-
ployer-sponsored retirement plan of the §4501(d) covered cor-
poration.*”

The §4501(d) dealer in securities exception applies to any
repurchasing or acquiring entity that is a dealer in securities,
including an applicable foreign corporation, covered surrogate
foreign corporation, or a specified affiliate of either.*”

The statutory exception for RICs and REITs does not ap-
ply for purposes of §4501(d) because neither an applicable for-
eign corporation nor a covered surrogate foreign corporation
can qualify as a RIC or a REIT.**

The §4501(d) dividend equivalence exception would dif-
fer from the general rule with respect to rebutting the presump-
tion of no dividend equivalence. To rebut the presumption with
respect to a specific shareholder of an applicable foreign cor-
poration or a covered surrogate foreign corporation, a §4501(d)
covered corporation must show with sufficient evidence that
the shareholder treats the AFC repurchase or CSFC repurchase
as a dividend on its federal income tax return (or would treat it
as such if the shareholder had a federal income tax filing oblig-
ation for the repurchase).*”

(5) Section 4501(d) Netting Rule

As discussed in X.G.1.g., above, the §4501(d) excise tax
base is reduced, under the §4501(d) netting rule, only by the
FMYV of stock of the applicable foreign corporation or covered
surrogate foreign corporation, as applicable, issued or provided
by the §4501(d) covered corporation to an employee in con-
nection with the employee’s performance of services as an em-
ployee of the §4501(d) covered corporation.*® Any stock issued
or provided prior to the initiation date or after the cessation date
of the applicable foreign corporation or covered surrogate for-
eign corporation is not taken into account.*” A §4501(d) cov-
ered corporation with a taxable year that begins before January
1, 2023, and ends after December 31, 2022, must include the
FMYV of issuances or provisions of stock that occur in that tax-

¥Preamble to REG-115710-22, 89 Fed. Reg. 25,980, 26,028 (Apr. 12,
2024).

¥! See Prop. Reg. §58.4501-7(m)(2).

82 See Prop. Reg. §58.4501-7(m)(3).

83 See Prop. Reg. §58.4501-7(m)(4).

¥4 See Prop. Reg. §58.4501-7(m)(5).

%5 See Prop. Reg. §58.4501-7(m)(6).

¥6Prop. Reg. §58.4501-7(n)(1).

%7Prop. Reg. §58.4501-7(n)(2).
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able year before January 1, 2023, in determining the netting re-
duction®®

For purposes of the §4501(d) netting rule, stock is trans-
ferred by the §4501(d) covered corporation in connection with
the performance of services only if the transfer is described
in §83, including pursuant to a nonqualified stock option de-
scribed in Reg. §1.83-7 or a stock option described in §421.%° If
a third party pays the exercise price of a stock option on behalf
of an employee or advances to the employee an amount equal
to the exercise price, then any stock transferred by the §4501(d)
covered corporation to the employee or third party in connec-
tion with exercising the option is treated as issued or provided
in connection with the performance of services. Likewise, if a
third party advances an amount equal to the employee’s with-
holding obligation, then any stock transferred by the §4501(d)
covered corporation to the employee or third party in connec-
tion with this arrangement is treated as issued or provided in
connection with the performance of services.””

Stock of an applicable foreign corporation or a covered
surrogate foreign corporation is issued or provided to an em-
ployee of a §4501(d) covered corporation as of the date the
employee is treated as the beneficial owner for federal income
tax purposes, i.e., when the stock is both transferred and sub-
stantially vested within the meaning of Reg. §1.83-3(b). In the
case of stock options and stock appreciation rights, stock trans-
ferred by a §4501(d) covered corporation is issued or provided
as of the date the option or stock appreciation right is exercised.
Stock transferred by a §4501(d) covered corporation when it is
not substantially vested, but as to which a valid §83(b) elec-
tion is made, is treated as issued or provided as of the transfer
date.”"

The FMV of stock of an applicable foreign corporation or
covered surrogate foreign corporation that is issued or provided
is determined under §83 as of the date the stock is issued or pro-
vided to an employee by the §4501(d) corporation, regardless
of whether an amount is includible in the employee’s income.
The market price of any stock that is denominated in a currency
other than the U.S. dollar must be converted into U.S. dollars at
the spot rate on the date the stock is issued or provided.”

Issuance of stock of an applicable foreign corporation or a
covered surrogate foreign corporation in the following circum-
stances, and only those circumstances, is disregarded for pur-
poses of the §4501(d) netting rule:

* any stock (1) contributed, or treated as contributed, to an
employer-sponsored retirement plan, or (2) sold to a lever-
aged or non-leveraged ESOP;

e any stock withheld by a §4501(d) covered corporation to
satisfy the exercise price of a stock option issued to an em-
ployee or to pay any withholding obligation;

* settlement of an option contract using any consideration
(including cash) other than stock of the applicable foreign
corporation or covered surrogate foreign corporation; and

::ZProp. Reg. §58.4501-7(n)(3).
Prop. Reg. §58.4501-7(n)(5)(1).
¥0Prop. Reg. §58.4501-7(n)(5)(ii).
71 Prop. Reg. §58.4501-7(n)(6).
¥2Prop. Reg. §58.4501-7(n)(7). See Reg. §1.988-1(d)(1) for the definition
of spot rate.
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* the issuance or provision, generally, of an instrument that
is not in the legal form of stock but is treated as stock for
federal income tax purposes.”

h. Date of Repurchase

In general, stock of a covered corporation is treated as re-
purchased by the covered corporation or acquired by a speci-
fied affiliate of the covered corporation on the date on which
ownership transfers to the covered corporation or specified af-
filiate for federal income tax purposes.”™

Stock of an applicable foreign corporation or a covered
surrogate foreign corporation generally is treated as subject to
a §4501(d)(1) repurchase or §4501(d)(2) repurchase, as applic-
able, on the date on which ownership of the stock transfers
to the specified affiliate of the applicable foreign corporation,
the applicable foreign corporation, the specified affiliate of the
covered surrogate foreign corporation, or the covered surrogate
foreign corporation, as applicable, for federal income tax pur-
poses.*”

The manner of determining the date of purchase may vary
depending on the situation in which ownership of stock is trans-
ferred.

(1) Regular-way Sale

A regular-way sale of covered corporation stock is a trans-
action in which a trade order is placed on the trade date, and
settlement of the transaction, including payment and delivery
of the stock, occurs a standardized number of days after the
trade date that is set by a regulator. In a regular-way sale, a
repurchase by the covered corporation or an acquisition by a
specified affiliate is treated as occurring on the trade date.”’
Similarly, a regular-way sale of stock of an applicable foreign
corporation or a covered surrogate foreign corporation is treat-
ed as subject to a §4501(d)(1) repurchase or §4501(d)(2) repur-
chase on the trade date.””

(2) Repurchase Pursuant to Certain Economically
Similar Transactions

Stock of a covered corporation repurchased in an econom-
ically similar transaction is treated as repurchased on the date
the covered corporation shareholders exchange their stock in
the covered corporation.*”®

Stock of an applicable foreign corporation or a covered
surrogate foreign corporation repurchased in an AFC repur-
chase or a CSFC repurchase that is a §4501(d) economically
similar transaction is treated as repurchased on the date the
shareholders of the applicable foreign corporation or covered
surrogate foreign corporation exchange their stock in such cor-
poration.*”

7 Prop. Reg. §58.4501-7(n)(8).
¥4 Prop. Reg. §58.4501-2(g)(1).
3 Prop. Reg. §58.4501-7(k)(1).
¥6Prop. Reg. §58.4501-2(2)(2).
87 Prop. Reg. §58.4501-7(k)(2).
7 Prop. Reg. §58.4501-2(2)(3).
¥9Prop. Reg. §58.4501-7(k)(3).
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(3) Constructive Specified Affiliate Acquisition

Covered corporation stock that is treated as repurchased
by the covered corporation under Prop. Reg. §58.4501-2(f)(3)
(i) is treated as acquired by a specified affiliate on the date on
which the other corporation or partnership becomes a specified
affiliate.”™

(4) Section 4501(d)(1) Repurchase Pursuant to a
Covered Funding

To the extent an applicable specified affiliate of an applic-
able foreign corporation is treated as acquiring stock of the ap-
plicable foreign corporation that is repurchased or acquired in
a covered purchase, the stock is treated as acquired by the ap-
plicable specified affiliate on the date of the covered purchase.
However, if the date of the covered funding occurs after the
date of the covered purchase, then the stock is treated as ac-
quired by the applicable specified affiliate on the date of the
covered funding.*'

i. Reporting and Payment of Stock Repurchase Excise
Tax

The proposed regulations would require any covered cor-
poration, or any person treated as a covered corporation, that
makes, or is treated as making, a repurchase of stock of the cov-
ered corporation after December 31, 2022, to file a stock re-
purchase excise tax return once per taxable year on Form 720,
Quarterly Federal Excise Tax Return, with an attached Form
7208, Excise Tax on Repurchase of Corporate Stock®” The
stock repurchase excise tax return must be filed by the due date
of the Form 720 for the first full calendar quarter after the close
of the taxable year of the covered corporation, or person treated
as a covered corporation, but no earlier than the due date of the
Form 720 for the first full calendar quarter after the date final
regulations are published in the Federal Register.”’ In addition,
the proposed regulations provide that the deadline for payment
of the tax is the same as the filing deadline, and no extensions
for reporting or paying the tax are permitted.*™

Because the proposed regulations do not require reporting
of any excise tax liability on any Form 720 that might be due
before the date of publication of final regulations, no addition

$0Prop. Reg. §58.4501-2(g)(4). See also X.G.1.f., above.

881Prop. Reg. §58.4501-7(k)(4). For discussion of the proposed funding
rule, see X.G.1.g.(1)(b), above.

%2 Prop. Reg. §58.6011-1(a)-§58.6011-1(b), REG-118499-23, 89 Fed.
Reg. 25,829 (Apr. 12, 2024). Prop. Reg. §58.6011-1 would apply to stock re-
purchase excise tax returns required to be filed after the date final regulations
are published in the Federal Register, during taxable years ending after that
date. Prop. Reg. §58.6011-1(d).

¥ Prop. Reg. §58.6071-1(a), §58.6071-1(c). If a covered corporation, or
person treated as a covered corporation, has more than one taxable year ending
after December 31, 2022, and on or before the publication date of final regula-
tions, only one Form 720 should be filed, with a separate Form 7208 for each
taxable year attached. Prop. Reg. §58.6071-1(c). Prop. Reg. §58.6071-1 would
apply to stock repurchase excise tax returns required to be filed after the date fi-
nal regulations are published in the Federal Register, during taxable years end-
ing after that date. Prop. Reg. §58.6071-1(e).

84 Prop. Reg. §58.6151-1(a), proposed to apply to stock repurchase excise
tax required to be paid after the date final regulations are published in the
Federal Register, and during taxable years ending after that date. Prop. Reg.
§58.6151-1(b). See also Notice 2023-2, §4 (obsoleted for stock repurchases, is-
suances, and provisions after April 12, 2024).
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to tax under §6651(a) (or any other Code section) will be im-
posed for failure to file a return reporting stock repurchase ex-
cise tax, or for failure to pay the excise tax, before the time final
regulations are adopted.™

2. Excise Tax on Greenmail Payments

Under §5881, a nondeductible 50% excise tax on gain or
other income is imposed on gain or other income realized by
any person who receives “greenmail” payments,*® whether or
not the gain or other income is realized.*’ “Greenmail” gener-
ally is defined as payments made to redeem the stock of partic-
ular shareholders on terms not offered to other shareholders.™

The term “greenmail” is any consideration paid by a cor-
poration (or any person acting in concert with the corporation)
to directly or indirectly acquire its stock from any shareholder
if all of the following are true: (1) the shareholder held the stock
for less than two years before entering into the agreement to
transfer the stock; (2) the shareholder (or any person acting in
concert with the shareholder, or any person related to either the
shareholder®™ or to the person acting in concert with the share-
holder) made or threatened to make a public tender offer for
the stock of the corporation within the two-year period ending
on the date of acquisition; and (3) the corporation acquired the
stock pursuant to an offer that was not made on the same terms
to all shareholders.” The tax is also imposed if a sharehold-
er sells the stock to an entity related to the issuing corporation
(e.g., a controlled subsidiary) rather than the issuing corpora-
tion, if the other requirements for the imposition of the tax are
met.”!

This provision was enacted in 1987 to penalize a practice
commonly associated with hostile takeovers.*”” The provision
discourages raiders from buying up shares of a target corpora-
tion and threatening a hostile takeover with the hope that their
shares will be redeemed for a substantial premium. See 770
T.M., Structuring Corporate Acquisitions — Tax Aspects, at
XIII.C., for an analysis of the provisions in §5881. See also 507
T.M., Income Tax Liability: Concepts and Calculation, at VIL.J.

H. Reporting Requirements

1. Reporting Requirements Under §6043(a)

Information reporting is required under §6043(a), for the
liquidation of “the whole or any part of”” a corporation’s capital
stock. If a corporation distributes $600 or more in a calendar
year to any shareholder in liquidation of all or any part of its

85 Announcement 2023-18. See Instructions for Form 720. Form 1065,
Schedule B, includes a question on the excise tax filing requirement for a part-
nership that is a specified affiliate of an applicable foreign corporation or an
expatriated entity with respect to a covered surrogate foreign corporation. A
partnership is not required to respond to the question before final regulations
are published in the Federal Register. See Prop. Reg. §58.6071-1(c),
REG-118499-23, 89 Fed. Reg. 25,829 (Apr. 12, 2024).

4955881 (a).

#785881(d). Reg. §156.5881-1(a).

#8885881(b). Reg. §156.5881-1(b)(3).

% For this purpose, a person is related to another person if the relationship
between such persons would result in the disallowance of losses under §267 or
§707(b). §5881(c)(2).

¥085881(b). Reg. §156.5881-1(b).

¥TH.R. Rep. No. 100-495, at 971 (1987) (Conf. Rep.).

#2Revenue Act of 1987, Pub. L. No. 100-203, §10228(a).
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stock, the corporation must file Form 1099-DIV, Dividends and
Distributions, with respect to the shareholder.*” The corpora-
tion must send Form 1099-DIV to the shareholder on or before
January 31 of the year following the calendar year in which the
distribution occurs, and must file the form with the IRS, accom-
panied by transmittal Form 1096, Annual Summary and Trans-
mittal of U.S. Information Returns, on or before February 28
(March 31 if filed electronically) of the year following the cal-
endar year of the distribution.*™ For further discussion of the
reporting requirements for a corporation that makes a distribu-
tion to its shareholders in complete or partial liquidation of its
stock, see 784 T.M., Corporate Liquidations, at VIIL.A.1.b., and
XV.B.

2. Reporting Requirements Under §6043(c)

Information reporting under §6043(c) is also required if
there is an acquisition of control or a substantial change in the
capital structure of a U.S. corporation and the corporation or
any shareholder is required to recognize gain under §367(a). A
corporation’s redemption (or deemed redemption) of its stock
is not considered a change in its capital structure.”” Information
reporting is not required under §6043(c) if reporting is other-
wise required and properly undertaken under §6043(a).*

3. Reporting Requirements Under §302

a. Reporting Requirements of the Shareholder Whose
Stock Is Redeemed

Every “significant holder” that transfers stock to the issu-
ing corporation in exchange for property from such corpora-
tion must include on or with such holder’s return for the taxable
year of such exchange a statement titled, “STATEMENT PUR-
SUANT TO §1.302-2(b)(2) BY [INSERT NAME AND TAX-
PAYER IDENTIFICATION NUMBER (IF ANY) OF TAX-
PAYER], A SIGNIFICANT HOLDER OF THE STOCK OF
[INSERT NAME AND EMPLOYER IDENTIFICATION
NUMBER (IF ANY) OF ISSUING CORPORATION].™ A
“significant holder” is defined as any person that, immediately
before the exchange: (1) owned at least 5% (by vote or value)
of the total outstanding stock of the issuing corporation if the
stock owned by such person is publicly traded; or (2) owned
at least 1% (by vote or value) of the total outstanding stock of
the issuing corporation if the stock owned by such person is not
publicly traded.*® Each significant holder’s statement must in-
clude (1) the fair market value and basis of the stock transferred
by the significant holder to the issuing corporation; and (2) a

¥5Reg. §1.6043-2(a). If reporting is required under Reg. §1.332-6(b), Reg.
§1.368-3(a), or Reg. §1.1081-11, this requirement does not apply. See Reg.
§1.6043-2(a).

¥ Reg. §1.6043-2(a).

¥ See Reg. §1.6043-4(d)(2).

¥ Reg. §1.6043-4(a)(4).

¥Reg. §1.302-2(b)(2).

¥%Reg. §1.302-2(b)(3)(i). “Publicly traded stock” means stock that is listed
on: (1) a national securities exchange registered under §6 of the Securities Ex-
change Act of 1934 (15 USC §78f); or (2) an interdealer quotation system spon-
sored by a national securities association registered under §15A of the Securi-
ties Exchange Act of 1934 (15 USC §780-3). Reg. §1.302-2(b)(3)(ii). “Issuing
corporation” means the corporation that issued the shares of stock, some or all
of which were transferred by a significant holder to such corporation in the ex-
change described in Reg. §1.302-2(b)(2).
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description of the property received by the significant holder
from the issuing corporation.””

b. Reporting Requirements in Redemptions that
Terminate a Shareholder’s Interest; Waiver of
Family Attribution Rules by Individuals

Except as otherwise provided, a shareholder may waive
the family attribution rules (discussed at IV.C., above) for pur-
poses of determining whether a redemption qualifies as a re-
demption in complete termination of a shareholder’s interest if
the following requirements are met:

* immediately after the redemption, the shareholder has no
interest in the corporation (including an interest as officer,
director or employee) other than an interest as a creditor;

* the shareholder does not acquire such an interest within
10 years from the date of the redemption other than stock
acquired by bequest or inheritance; and

» the shareholder agrees to notify the IRS if the sharehold-
er does acquire such an interest within the 10-year period
and to retain certain records.”

In order to waive the family attribution rules, a shareholder
must file an agreement with the IRS in the form of a statement
titled, “STATEMENT PURSUANT TO SECTION 302(c)(2)
(A)(ii) BY [INSERT NAME AND TAXPAYER IDENTIFI-
CATION NUMBER (IF ANY) OF TAXPAYER OR RELAT-
ED PERSON, AS THE CASE MAY BE], A DISTRIBUTEE
(OR RELATED PERSON) OF [INSERT NAME AND EM-
PLOYER IDENTIFICATION NUMBER (IF ANY) OF DIS-
TRIBUTING CORPORATION].”™" The shareholder must in-
clude the statement with its first return for the taxable year
in which the distribution occurs. The statement must represent
that: (1) the distributee (or related person) has not acquired,
other than by bequest or inheritance, any interest in the corpo-
ration since the distribution; and (2) the distributee (or related
person) will notify the IRS of any acquisition, other than by be-
quest or inheritance, of such an interest in the corporation with-
in 30 days after the acquisition, if the acquisition occurs within
10 years from the date of the distribution.””

The shareholder must retain records, including copies of
income tax returns and any other records indicating the amount
of tax that would have been payable if the redemption had been
treated as a corporate distribution.””

4. Reporting Requirements Under §6045B

The issuer of a “specified security” (as defined in
§6045(g)(3)(B)) must file an information return describing any
organizational action affecting the basis of the security, the
quantitative effect thereof on the basis, and any other informa-
tion required by the Treasury.”

"Specified securities" generally include:

¥ Reg. §1.302-2(b)(2).

8302(c)(2)(A).

*'Reg. §1.302-4(a).

*2Reg. §1.302-4(a).

" Reg. §1.302-4(b).

*86045B(a); Reg. §1.6045B-1(a)(1). Regulated investment companies
described in Reg. §1.6045-1(c)(3)(vi) are exempt from reporting requirements
under §6045B. See Reg. §1.6045B-1(a), T.D. 10000, 88 Fed. Reg. 56,480 (July
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* shares of corporate stock;

¢ notes, bonds, debentures and other evidence of indebted-
ness;

e commodities, contracts or derivatives with respect to
commodities, if the Secretary determines that adjusted ba-
sis reporting is appropriate; and

* any other financial instrument with respect to which the
Secretary determines that adjusted basis reporting is ap-
propriate.

Note: The Infrastructure Investment and Jobs Act added
digital assets to the definition of "specified security" in
§6045(2)(3)(B).”” Section 6045B reporting requirements still
apply to issuers of specified securities notwithstanding that
such securities are also digital assets. Conversely, issuers of
digital assets which are not also legacy specified securities
may, but are not required to, file and furnish §6045B state-
ments. Issuers that choose to do so are exempt from penalties
under §6721 and §6722.°% For a detailed discussion on the tax-
ation of digital assets, including reporting requirements and ba-
sis determinations, see 190 T.M., Taxation of Cryptocurrencies
and Other Digital Assets.

The issuer return must be filed with the IRS on or before
the 45th day after the organizational action, or, if earlier, Janu-
ary 15 of the year following the calendar year during which the
action occurred. The return may be filed before the date of the
organizational action if the quantitative effect on basis is deter-
minable beforehand.””’

To this end, the regulations require the issuer return to in-
clude the following information: (1) the issuer’s name and tax-
payer identification number; (2) various identifiers of the secu-
rity; (3) the contact information of someone at the issuer; (4)
the type or nature of the organizational action; (5) a description
of the effect of the action; and (6) the date of the action or the
date against which shareholders’ ownership is measured for the
action.””

In addition, the issuer must furnish a written statement
with the requisite information to security holders or their nomi-
nees.”” However, waiver of both the issuer return and informa-
tion statement is available if the information contained therein
is made publicly available on the issuer’s primary website.”'’

For further discussion of the issuer reporting requirements
under §6045B, or reporting requirements under §6045,
§6045A, and §6050W, see 560 T.M., Income Tax Basis:

9, 2024) (partially exempting from §6045B reporting requirements any issuer
of a specified security which is also a digital asset).

*%Pub. L. No. 117-58, §80603(b)(1) (Nov. 15, 2021). See Reg.
§1.6045-1(a)(14), modified by T.D. 10000, 89 Fed. Reg. 56,480 (July 9, 2024)
(including digital assets and forward contracts for digital assets into the defini-
tion of specified securities).

"% Reg. §1.6045B-1(a)(6); see also Preamble to T.D. 10000, 89 Fed. Reg.
56,480 at 56,532 (July 9, 2024). Legacy specitied securities are those described
in Reg. §1.6045-1(a)(14)(i) to §1.6045-1(a)(14)(iv).

*7§6045B(b); Reg. §1.6045B-1(2)(2)(0).

“%Reg. §1.6045B-1(a)(1)({)—(V).

*86045B(c); Reg. §1.6045B-1(b)(1).

1°86045B(e); Reg. §1.6045B-1(a)(3), (b)(4). An issuer may electronically
sign a return that is publicly reported if the electronic signature identifies the
individual who attests to the declaration in the jurat. See Reg. §1.6045B-1(a)
3).
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Overview and Conceptual Aspects, and 643 T.M., Information
Reporting to U.S. Persons —Payments Subject to Back-up
Withholding.

1. Disclosure Requirements: Listed Transactions — Basis
Shifting Shelters

1. Notice 2001-45

Current regulations continue to accommodate basis migra-
tion between related taxpayers.”"' Where basis migration occurs
as a result of a tax indifferent party recognizing income as part
of a redemption, then certain disclosure requirements exist.”"”

In Notice 2001-45, the IRS identified certain basis shifting
transactions as tax shelter transactions and as listed transactions
under former Reg. §1.6011-4T(b)(2).”"” Such transactions typ-
ically involved redemptions of stock of a shareholder (other
than the taxpayer) that is not subject to U.S. income tax or
was otherwise indifferent to the federal income tax impact of
the redemption (e.g., a tax-exempt entity). Through the use of

*"'Reg. §1.302-2(c). The 2009 proposed regulations would have effectively
eliminated basis migration in the context of a redemption transaction, however
those proposed regulations were withdrawn in 2019. See former Prop. Reg.
§1.302-5, REG-143686-07, 74 Fed. Reg. 3509 (Jan. 21, 2009), withdrawn by
84 Fed. Reg. 11,686 (Mar. 28, 2019). For a discussion of the former proposed
regulations, see NYSBA Report on Proposed Regulations Regarding Alloca-
tion of Consideration and Allocation and Recovery of Basis in Transactions In-
volving Corporate Stock or Securities, reprinted in 26 Daily Tax Rep. G-5 (Feb.
9, 2015).

*For further discussion of basis shifting, see ITL.B.1.d.(2), above.

"% Former Reg. §1.6011-4T(b)(2) was removed and replaced with Reg.
§1.6011-4(b)(2) without substantive changes.
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the attribution rules under §318, such redemptions were treat-
ed as dividends under §301 rather than payments in exchange
for stock under §302. The taxpayer would typically then ap-
ply Reg. §1.302-2(c) to shift the basis in the redeemed shares
to the shares owned by the taxpayer thereby increasing the tax-
payer’s basis. Subsequently, the taxpayer would then dispose of
the stock and claim a tax loss on the high basis stock.”* Varia-
tions identified by the IRS include transactions that reduced in-
come or gain (as opposed to generating a loss) and the transfer
of stock with an increased basis as a result of the redemption
in a carryover basis exchange followed by a disposition of the
shares.”” Congress has since codified the economic substance
doctrine, which limits taxpayers’ ability to shift basis utilizing
the transactions described above.”"®

2. Listed Transaction Disclosures

As a result of the characterization of these transactions as
listed transactions, taxpayers may need to disclose their partic-
ipation in these transactions as required under Reg. §1.6011-4,
and material advisors may need to disclose these transactions
under Reg. §301.6111-3."" Failure to disclose such transactions
will subject taxpayers and material advisors to penalties. The
transactions should be disclosed on Form 8886, Reportable
Transaction Disclosure Statement.”"*

" Notice 2001-45.
1> Notice 2001-45.
1687701 (0).
*""Notice 2009-59.

" Reg. §1.6011-4(d).
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