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allowances over the estimated remain-
ing useful life of the property deter-
mined in accordance with the cir-
cumstances existing at that time. See 
paragraph (a)(3)(ii) of this section for 
rules relating to the applicability of 
section 167(f). 

(c) Certain foreign corporations. Para-
graphs (a) and (b) of this section shall 
not apply in computing the earnings 
and profits of a foreign corporation for 
any taxable year for which less than 20 
percent of the gross income from all 
sources of such corporation is derived 
from sources within the United States. 

(d) Books and records. Wherever dif-
ferent methods of depreciation are used 
for taxable income and earnings and 
profits purposes, records shall be main-
tained which show the depreciation 
taken for earnings and profits purposes 
each year and which will allow com-
putation of the adjusted basis of the 
property in each account using the de-
preciation taken for earnings and prof-
its purposes. 

[T.D. 7221, 37 FR 24746, Nov. 21, 1972] 

DEFINITIONS; CONSTRUCTIVE OWNERSHIP 
OF STOCK 

§ 1.316–1 Dividends. 
(a)(1) The term dividend for the pur-

pose of subtitle A of the Code (except 
when used in subchapter L, chapter 1 of 
the Code, in any case where the ref-
erence is to dividends and similar dis-
tributions of insurance companies paid 
to policyholders as such) comprises any 
distribution of property as defined in 
section 317 in the ordinary course of 
business, even though extraordinary in 
amount, made by a domestic or foreign 
corporation to its shareholders out of 
either— 

(i) Earnings and profits accumulated 
since February 28, 1913, or 

(ii) Earnings and profits of the tax-
able year computed without regard to 
the amount of the earnings and profits 
(whether of such year or accumulated 
since February 28, 1913) at the time the 
distribution was made. 
The earnings and profits of the taxable 
year shall be computed as of the close 
of such year, without diminution by 
reason of any distributions made dur-
ing the taxable year. For the purpose 
of determining whether a distribution 

constitutes a dividend, it is unneces-
sary to ascertain the amount of the 
earnings and profits accumulated since 
February 28, 1913, if the earnings and 
profits of the taxable year are equal to 
or in excess of the total amount of the 
distributions made within such year. 

(2) Where a corporation distributes 
property to its shareholders on or after 
June 22, 1954, the amount of the dis-
tribution which is a dividend to them 
may not exceed the earnings and prof-
its of the distributing corporation. 

(3) The rule of (2) above may be illus-
trated by the following example: 

Example X and Y, individuals, each own 
one-half of the stock of Corporation A which 
has earnings and profits of $10,000. Corpora-
tion A distributes property having a basis of 
$6,000 and a fair market value of $16,000 to its 
shareholders, each shareholder receiving 
property with a basis of $3,000 and with a fair 
market value of $8,000 in a distribution to 
which section 301 applies. The amount tax-
able to each shareholder as a dividend under 
section 301(c) is $5,000. 

(b)(1) In the case of a corporation 
which, under the law applicable to the 
taxable year in which a distribution is 
made, is a personal holding company or 
which, for the taxable year in respect 
of which a distribution is made under 
section 563 (relating to dividends paid 
within 2 1/2 months after the close of 
the taxable year), or section 547 (relat-
ing to deficiency dividends), or cor-
responding provisions of a prior income 
tax law, was under the applicable law a 
personal holding company, the term 
dividend, in addition to the meaning set 
forth in the first sentence of section 
316, also means a distribution to its 
shareholders as follows: A distribution 
within a taxable year of the corpora-
tion, or of a shareholder, is a dividend 
to the extent of the corporation’s un-
distributed personal holding company 
income (determined under section 545 
without regard to distributions under 
section 316(b)(2)) for the taxable year in 
which, or, in the case of a distribution 
under section 563 or section 547, the 
taxable year in respect of which, the 
distribution was made. This subpara-
graph does not apply to distributions 
in partial or complete liquidation of a 
personal holding company. In the case 
of certain complete liquidations of a 
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personal holding company see subpara-
graph (2) of this paragraph. 

(2) In the case of a corporation which, 
under the law applicable to the taxable 
year in which a distribution is made, is 
a personal holding company or which, 
for the taxable year in respect of which 
a distribution is made under section 
563, or section 547, or corresponding 
provisions of a prior income tax law, 
was under the applicable law a personal 
holding company, the term dividend, in 
addition to the meaning set forth in 
the first sentence of section 316, also 
means, in the case of a complete liq-
uidation occurring within 24 months 
after the adoption of a plan of liquida-
tion, a distribution of property to its 
shareholders within such period, but— 

(i) Only to the extent of the amounts 
distributed to distributees other than 
corporate shareholders, and 

(ii) Only to the extent that the cor-
poration designates such amounts as a 
dividend distribution and duly notifies 
such distributees in accordance with 
subparagraph (5) of this paragraph, but 

(iii) Not in excess of the sum of such 
distributees’ allocable share of the un-
distributed personal holding company 
income for such year (determined 
under section 545 without regard to 
sections 562(b) and 316(b)(2)(B)). 

Section 316(b)(2)(B) and this subpara-
graph apply only to distributions made 
in any taxable year of the distributing 
corporation beginning after December 
31, 1963. The amount designated with 
respect to a noncorporate distributee 
may not exceed the amount actually 
distributed to such distributee. For 
purposes of determining a noncor-
porate distributee’s gain or loss on liq-
uidation, amounts distributed in com-
plete liquidation to such distributee 
during a taxable year are reduced by 
the amounts designated as a dividend 
with respect to such distributee for 
such year. For purposes of section 
333(e)(1), a shareholder’s ratable share 
of the earnings and profits of the cor-
poration accumulated after February 
28, 1913, shall be reduced by the 
amounts designated as a dividend with 
respect to such shareholder (even 
though such designated amounts are 
distributed during the 1-month period 
referred to in section 333). 

(3) For purposes of subparagraph 
(2)(iii) of this paragraph— 

(i) Except as provided in subdivision 
(ii) of this subparagraph, the sum of 
the noncorporate distributees’ allo-
cable share of undistributed personal 
holding company income for the tax-
able year in which, or in respect of 
which, the distribution was made (com-
puted without regard to sections 562(b) 
and 316(b)(2)(B)) shall be determined by 
multiplying such undistributed per-
sonal holding company income by the 
ratio which the aggregate value of the 
stock held by all noncorporate share-
holders immediately before the record 
date of the last liquidating distribution 
in such year bears to the total value of 
all stock outstanding on such date. For 
rules applicable in a case where the dis-
tributing corporation has more than 
one class of stock, see subdivision (iii) 
of this subparagraph. 

(ii) If more than one liquidating dis-
tribution was made during the year, 
and if, after the record date of the first 
distribution but before the record date 
of the last distribution, there was a 
change in the relative shareholdings as 
between noncorporate shareholders and 
corporate shareholders, then the sum 
of the noncorporate distributees’ allo-
cable share of undistributed personal 
holding company income for the tax-
able year in which, or in respect of 
which, the distributions were made 
(computed without regard to sections 
562(b) and 316(b)(2)(B)) shall be deter-
mined as follows: 

(a) First, allocate the corporation’s 
undistributed personal holding com-
pany income among the distributions 
made during the taxable year by ref-
erence to the ratio which the aggregate 
amount of each distribution bears to 
the total amount of all distributions 
during such year; 

(b) Second, determine the noncor-
porate distributees’ allocable share of 
the corporation’s undistributed per-
sonal holding company income for each 
distribution by multiplying the 
amount determined under (a) of this 
subdivision (ii) for each distribution by 
the ratio which the aggregate value of 
the stock held by all noncorporate 
shareholders immediately before the 
record date of such distribution bears 
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to the total value of all stock out-
standing on such date; and 

(c) Last, determine the sum of the 
noncorporate distributees’ allocable 
share of the corporation’s undistrib-
uted personal holding company income 
for all such distributions. 
For rules applicable in a case where the 
distributing corporation has more than 
one class of stock, see subdivision (iii) 
of this subparagraph. 

(iii) Where the distributing corpora-
tion has more than one class of stock— 

(a) The undistributed personal hold-
ing company income for the taxable 
year in which, or in respect of which 
the distribution was made shall be 
treated as a fund from which dividends 
may properly be paid and shall be allo-
cated between or among the classes of 
stock in a manner consistent with the 
dividend rights of such classes under 
local law and the pertinent governing 
instruments, such as, for example, the 
distributing corporation’s articles or 
certificate of incorporation and bylaws; 

(b) The noncorporate distributees’ al-
locable share of the undistributed per-
sonal holding company income for each 
class of stock shall be determined sepa-
rately in accordance with the rules set 
forth in subdivisions (i) or (ii) of this 
subparagraph, as if each class of stock 
were the only class of stock out-
standing; and 

(c) The sum of the noncorporate 
distributees’ allocable share of the un-
distributed personal holding company 
income for the taxable year in which, 
or in respect of which, the distribution 
was made shall be the sum of the non-
corporate distributees’ allocable share 
of the undistributed personal holding 
company income for all classes of 
stock. 

(iv) For purposes of this subpara-
graph, in any case where the record 
date of a liquidating distribution can-
not be ascertained, the record date of 
the distribution shall be the date on 
which the liquidating distribution was 
actually made. 

(4) The amount designated as a divi-
dend to a noncorporate distributee for 
any taxable year of the distributing 
corporation may not exceed an amount 
equal to the sum of the noncorporate 
distributees’ allocable share of undis-
tributed personal holding company in-

come (as determined under subpara-
graph (3) of this paragraph) for such 
year multiplied by the ratio which the 
aggregate value of the stock held by 
such distributee immediately before 
the record date of the liquidating dis-
tribution or, if the record date cannot 
be ascertained, immediately before the 
date on which the liquidating distribu-
tion was actually made, bears to the 
aggregate value of stock outstanding 
held by all noncorporate distributees 
on such date. In any case where more 
than one liquidating distribution is 
made during the taxable year, the ag-
gregate amount which may be des-
ignated as a dividend to a noncorporate 
distributee for such year may not ex-
ceed the aggregate of the amounts de-
termined by applying the principle of 
the preceding sentence to the amounts 
determined under subparagraphs 
(3)(ii)(a) and (b) of this paragraph for 
each distribution. Where the distrib-
uting corporation has more than one 
class of stock, the limitation on the 
amount which may be designated as a 
dividend to a noncorporate distributee 
for any taxable year shall be deter-
mined by applying the rules of this 
subparagraph separately with respect 
to the noncorporate distributees’ allo-
cable share of the undistributed per-
sonal holding company income for each 
class of stock (as determined under 
subparagraphs (3)(iii)(a) and (b) of this 
paragraph). 

(5) A corporation may designate as a 
dividend to a shareholder all or part of 
a distribution in complete liquidation 
described in section 316(b)(2)(B) of this 
paragraph by: 

(i) Claiming a dividends paid deduc-
tion for such amount in its return for 
the year in which, or in respect of 
which, the distribution is made, 

(ii) Including such amount as a divi-
dend in Form 1099 filed in respect of 
such shareholder pursuant to section 
6042(a) and the regulations thereunder 
and in a written statement of dividend 
payments furnished to such share-
holder pursuant to section 6042(c) and 
§ 1.6042–4, and 

(iii) Indicating on the written state-
ment of dividend payments furnished 
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to such shareholder the amount in-
cluded in such statement which is des-
ignated as a dividend under section 
316(b)(2)(B) and this paragraph. 
If a corporation complies with the pro-
cedure prescribed in the preceding sen-
tence, it satisfies both the designation 
and notification requirements of sec-
tion 316(b)(2)(B)(ii) and paragraph 
(b)(2)(ii) of this section. An amount 
designated as a dividend shall not be 
included as a distribution in liquida-
tion on Form 1099L filed pursuant to 
§ 1.6043–2 (relating to returns of infor-
mation respecting distributions in liq-
uidation). If a corporation designates a 
dividend in accordance with this sub-
paragraph, it shall attach to the return 
in which it claims a deduction for such 
designated dividend a schedule indi-
cating all facts necessary to determine 
the sum of the noncorporate 
distributees’ allocable share of undis-
tributed personal holding company in-
come (determined in accordance with 
subparagraph (3) of this paragraph) for 
the year in which, or in respect of 
which, the distribution is made. 

(c) Except as provided in section 
316(b)(1), the term dividend includes 
any distribution of property to share-
holders to the extent made out of accu-
mulated or current earnings and prof-
its. See, however, section 331 (relating 
to distributions in complete or partial 
liquidation), section 301(e) (relating to 
distributions by personal service cor-
porations), section 302(b) (relating to 
redemptions treated as amounts re-
ceived from the sale or exchange of 
stock), and section 303 (relating to dis-
tributions in redemption of stock to 
pay death taxes). See also section 
305(b) for certain distributions of stock 
or stock rights treated as distributions 
of property. 

(d) In the case of a corporation 
which, under the law applicable to the 
taxable year in respect of which a dis-
tribution is made under section 860 (re-
lating to deficiency dividends), was a 
regulated investment company (within 
the meaning of section 851), or a real 
estate investment trust (within the 
meaning of section 856), the term divi-
dend, in addition to the meaning set 
forth in paragraphs (a) and (b) of sec-
tion 316, means a distribution of prop-
erty to its shareholders which con-

stitutes a ‘‘deficiency dividend’’ as de-
fined in section 860(f). 

(e) The application of section 316 may 
be illustrated by the following exam-
ples: 

Example (1). At the beginning of the cal-
endar year 1955, Corporation M had an oper-
ating deficit of $200,000 and the earnings and 
profits for the year amounted to $100,000. Be-
ginning on March 16, 1955, the corporation 
made quarterly distributions of $25,000 dur-
ing the taxable year to its shareholders. 
Each distribution is a taxable dividend in 
full, irrespective of the actual or the pro rata 
amount of the earnings and profits on hand 
at any of the dates of distribution, since the 
total distributions made during the year 
($100,000) did not exceed the total earnings 
and profits of the year ($100,000). 

Example (2). At the beginning of the cal-
endar year 1955, Corporation N, a personal 
holding company, had no accumulated earn-
ings and profits. During that year it made no 
earnings and profits but, due to the disallow-
ance of certain deductions, its undistributed 
personal holding company income (deter-
mined under section 545 without regard to 
distributions under section 316(b)(2)) was 
$16,000. It distributed to shareholders on De-
cember 15, 1955, $15,000, and on February 1, 
1956, $1,000, the latter amount being claimed 
as a deduction under section 563 in its per-
sonal holding company schedule for 1955 filed 
with its return for 1955 on March 15, 1956. 
Both distributions are taxable dividends in 
full, since they do not exceed the undistrib-
uted personal holding company income (de-
termined without regard to such distribu-
tions) for 1955, the taxable year in which the 
distribution of $15,000 was made and with re-
spect to which the distribution of $1,000 was 
made. It is immaterial whether Corporation 
N is a personal holding company for the tax-
able year 1956 or whether it had any income 
for that year. 

Example (3). In 1959, a deficiency in per-
sonal holding company tax was established 
against Corporation O for the taxable year 
1955 in the amount of $35,500 based on an un-
distributed personal holding company in-
come of $42,000. Corporation O complied with 
the provisions of section 547 and in December 
1959 distributed $42,000 to its stockholders as 
‘‘deficiency dividends.’’ The distribution of 
$42,000 is a taxable dividend since it does not 
exceed $42,000 (the undistributed personal 
holding company income for 1955, the taxable 
year with respect to which the distribution 
was made). It is immaterial whether Cor-
poration O is a personal holding company for 
the taxable year 1959 or whether it had any 
income for that year. 

Example (4). At the beginning of the tax-
able year 1955, Corporation P, a personal 
holding company, had a deficit in earnings 
and profits of $200,000. During that year it 
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made earnings and profits of $90,000. For that 
year, however, it had an undistributed per-
sonal holding income (determined under sec-
tion 545 without regard to distributions 
under section 316(b)(2)) of $80,000. During 
such taxable year it distributed to its share-
holders $100,000. The distribution of $100,000 
is a taxable dividend to the extent of $90,000 
since its earnings and profits for that year, 
$90,000, exceed $80,000, the undistributed per-
sonal holding company income determined 
without regard to such distribution. 

Example (5). Corporation O, a calendar year 
taxpayer, is completely liquidated on De-
cember 31, 1964, pursuant to a plan of liquida-
tion adopted July 1, 1964. No distributions in 
liquidation were made pursuant to the plan 
of liquidation adopted July 1, 1964, until the 
distribution in complete liquidation on De-
cember 31, 1964. Corporation O has undistrib-
uted personal holding company income of 
$300,000 for the year 1964 (computed without 
regard to section 562(b) or section 
316(b)(2)(B)). On December 31, 1964, imme-
diately before the record date of the distribu-
tion in complete liquidation, individual A 
owns 200 shares of Corporation O’s out-
standing stock and Corporation P owns the 
remaining 100 shares of outstanding stock. 
All shares are equal in value. The noncor-
porate distributees’ allocable share of undis-
tributed personal holding company income 
for 1964 is $200,000 
200 shares÷300 shares×$300,000. 

If at least $200,000 is distributed to A in the 
liquidation, then Corporation O may des-
ignate $200,000 to A as a dividend in accord-
ance with paragraph (b)(5) of this section, 
and, if such amount is designated, then A 
must treat $200,000 as a dividend to which 
section 301 applies. For an example of the 
treatment of the distribution to Corporation 
P see paragraph (b)(2)(iii) of § 1.562–1. 

Example (6). Corporation Q, a calendar year 
taxpayer, is completely liquidated on De-
cember 31, 1964, pursuant to a plan of liquida-
tion adopted July 1, 1964. No distributions in 
liquidation were made pursuant to the plan 
of liquidation adopted July 1, 1964, until the 
distribution in complete liquidation on De-
cember 31, 1964. Corporation Q has undistrib-
uted personal holding company income of 
$40,000 for the year 1964 (computed without 
regard to section 562(b) or section 
316(b)(2)(B)). On December 31, 1964, imme-
diately before the record date of the distribu-
tion in complete liquidation, Corporation Q 
has outstanding 300 shares of common stock 
and 100 shares of noncumulative preferred 
stock. Corporation Q’s articles of incorpora-
tion provide that the preferred stock is enti-
tled to dividends of $10 per share per year. Of 
Corporation Q’s stock, individual B owns 200 
shares of the common stock and 50 shares of 
the preferred stock, and Corporation R owns 
all remaining shares. All of the common 

shares are equal in value, and all of the pre-
ferred shares are equal in value. No dividends 
had been paid on the preferred stock during 
the year 1964. Of the $40,000 of undistributed 
personal holding company income, $1,000 
must be allocated to the preferred stock be-
cause of the rights of the holders of such 
stock, under Q’s articles of incorporation, to 
receive that amount in dividends for the 
year 1964. The noncorporate distributees’ al-
locable share of undistributed personal hold-
ing company income for 1964 is $26,500. 
50 preferred shares÷100 preferred 

shares×$1,000+200 common shares ÷ 300 com-
mon shares×$39,000 

If at least $26,500 is distributed to B in the 
liquidation, then corporation Q may des-
ignate $26,500 to B as a dividend in accord-
ance with paragraph (b)(5) of this section, 
and, if such amount is designated, then B 
must treat $26,500 as a dividend to which sec-
tion 301 applies. 

Example (7). In 1979, a deficiency of $46,000 
in the tax on real estate investment trust 
taxable income is established against cor-
poration R for the taxable year 1977, based on 
an increase in real estate investment trust 
taxable income of $100,000. Corporation R 
complied with the provisions of section 860 
and in December 1979 distributed to its 
stockholders $100,000, which qualified as 
‘‘deficiency dividends’’ under section 860. The 
distribution of $100,000 is a taxable dividend. 
It is immaterial whether corporation R is a 
real estate investment trust for the taxable 
year 1979 or whether it had accumulated or 
current earnings and profits in 1979. See sec-
tion 316(b)(3). 

(Sec. 860(l) (92 Stat. 2849, 26 U.S.C. 860(l)); sec. 
860(g) (92 Stat. 2850, 26 U.S.C. 860(g)); and sec. 
7805 (68A Stat. 917, 26 U.S.C. 7805)) 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 6625, 27 FR 12541, Dec. 19, 
1962; T.D. 6949, 33 FR 5519, Apr. 9, 1968; T.D. 
7767, 46 FR 11264, Feb. 6, 1981; T.D. 7936, 49 FR 
2105, Jan. 18, 1984] 

§ 1.316–2 Sources of distribution in 
general. 

(a) For the purpose of income tax-
ation every distribution made by a cor-
poration is made out of earnings and 
profits to the extent thereof and from 
the most recently accumulated earn-
ings and profits. In determining the 
source of a distribution, consideration 
should be given first, to the earnings 
and profits of the taxable year; second, 
to the earnings and profits accumu-
lated since February 28, 1913, only in 
the case where, and to the extent that, 
the distributions made during the tax-
able year are not regarded as out of the 
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earnings and profits of that year; third, 
to the earnings and profits accumu-
lated before March 1, 1913, only after 
all the earnings and profits of the tax-
able year and all the earnings and prof-
its accumulated since February 28, 
1913, have been distributed; and, fourth, 
to sources other than earnings and 
profits only after the earnings and 
profits have been distributed. 

(b) If the earnings and profits of the 
taxable year (computed as of the close 
of the year without diminution by rea-
son of any distributions made during 
the year and without regard to the 
amount of earnings and profits at the 
time of the distribution) are sufficient 
in amount to cover all the distribu-
tions made during that year, then each 
distribution is a taxable dividend. See 
§ 1.316–1. If the distributions made dur-
ing the taxable year consist only of 
money and exceed the earnings and 
profits of such year, then that propor-
tion of each distribution which the 
total of the earnings and profits of the 
year bears to the total distributions 
made during the year shall be regarded 
as out of the earnings and profits of 
that year. The portion of each such dis-
tribution which is not regarded as out 
of earnings and profits of the taxable 
year shall be considered a taxable divi-
dend to the extent of the earnings and 
profits accumulated since February 28, 
1913, and available on the date of the 
distribution. In any case in which it is 
necessary to determine the amount of 
earnings and profits accumulated since 
February 28, 1913, and the actual earn-
ings and profits to the date of a dis-
tribution within any taxable year 
(whether beginning before January 1, 
1936, or, in the case of an operating def-
icit, on or after that date) cannot be 
shown, the earnings and profits for the 
year (or accounting period, if less than 
a year) in which the distribution was 
made shall be prorated to the date of 
the distribution not counting the date 
on which the distribution was made. 

(c) The provisions of the section may 
be illustrated by the following exam-
ple: 

Example At the beginning of the calendar 
year 1955, Corporation M had $12,000 in earn-
ings and profits accumulated since February 
28, 1913. Its earnings and profits for 1955 
amounted to $30,000. During the year it made 

quarterly cash distributions of $15,000 each. 
Of each of the four distributions made, $7,500 
(that portion of $15,000 which the amount of 
$30,000, the total earnings and profits of the 
taxable year, bears to $60,000, the total dis-
tributions made during the year) was paid 
out of the earnings and profits of the taxable 
year; and of the first and second distribu-
tions, $7,500 and $4,500, respectively, were 
paid out of the earnings and profits accumu-
lated after February 28, 1913, and before the 
taxable year, as follows: 

Distributions during 1955 

Portion 
out of 

earnings 
and 

profits of 
the tax-

able 
year 

Portion 
out of 

earnings 
accumu-

lated 
since 

Feb. 28, 
1913, 

and be-
fore the 
taxable 

year 

Taxable 
amt. of 
each 

distribu-
tion 

Date Amount 

March 10 ........... $15,000 $7,500 $7,500 $15,000 
June 10 .............. 15,000 7,500 4,500 12,000 
September 10 .... 15,000 7,500 .............. 7,500 
December 10 ..... 15,000 7,500 .............. 7,500 

Total amount 
taxable as 
dividends .... .............. .............. .............. 42,000 

(d) Any distribution by a corporation 
out of earnings and profits accumu-
lated before March 1, 1913, or out of in-
crease in value of property accrued be-
fore March 1, 1913 (whether or not real-
ized by sale or other disposition, and, if 
realized, whether before, on, or after 
March 1, 1913), is not a dividend within 
the meaning of subtitle A of the Code. 

(e) A reserve set up out of gross in-
come by a corporation and maintained 
for the purpose of making good any 
loss of capital assets on account of de-
pletion or depreciation is not a part of 
surplus out of which ordinary dividends 
may be paid. A distribution made from 
a depletion or a depreciation reserve 
based upon the cost or other basis of 
the property will not be considered as 
having been paid out of earnings and 
profits, but the amount thereof shall be 
applied against and reduce the cost or 
other basis of the stock upon which de-
clared. If such a distribution is in ex-
cess of the basis, the excess shall be 
taxed as a gain from the sale or other 
disposition of property as provided in 
section 301(c)(3)(A). A distribution from 
a depletion reserve based upon dis-
covery value to the extent that such 
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reserve represents the excess of the dis-
covery value over the cost or other 
basis for determining gain or loss, is, 
when received by the shareholders, tax-
able as an ordinary dividend. The 
amount by which a corporation’s per-
centage depletion allowance for any 
year exceeds depletion sustained on 
cost or other basis, that is, determined 
without regard to discovery or percent-
age depletion allowances for the year 
of distribution or prior years, con-
stitutes a part of the corporation’s 
‘‘earnings and profits accumulated 
after February 28, 1913,’’ within the 
meaning of section 316, and, upon dis-
tribution to shareholders, is taxable to 
them as a dividend. A distribution 
made from that portion of a depletion 
reserve based upon a valuation as of 
March 1, 1913, which is in excess of the 
depletion reserve based upon cost, will 
not be considered as having been paid 
out of earnings and profits, but the 
amount of the distribution shall be ap-
plied against and reduce the cost or 
other basis of the stock upon which de-
clared. See section 301. No distribution, 
however, can be made from such a re-
serve until all the earnings and profits 
of the corporation have first been dis-
tributed. 

§ 1.317–1 Property defined. 
The term property, for purposes of 

part 1, subchapter C, chapter 1 of the 
Code, means any property (including 
money, securities, and indebtedness to 
the corporation) other than stock, or 
rights to acquire stock, in the corpora-
tion making the distribution. 

§ 1.318–1 Constructive ownership of 
stock; introduction. 

(a) For the purposes of certain provi-
sions of chapter 1 of the Code, section 
318(a) provides that stock owned by a 
taxpayer includes stock constructively 
owned by such taxpayer under the 
rules set forth in such section. An indi-
vidual is considered to own the stock 
owned, directly or indirectly, by or for 
his spouse (other than a spouse who is 
legally separated from the individual 
under a decree of divorce or separate 
maintenance), and by or for his chil-
dren, grandchildren, and parents. 
Under section 318(a)(2) and (3), con-
structive ownership rules are estab-

lished for partnerships and partners, 
estates and beneficiaries, trusts and 
beneficiaries, and corporations and 
stockholders. If any person has an op-
tion to acquire stock, such stock is 
considered as owned by such person. 
The term option includes an option to 
acquire such an option and each of a 
series of such options. 

(b) In applying section 318(a) to de-
termine the stock ownership of any 
person for any one purpose— 

(1) A corporation shall not be consid-
ered to own its own stock by reason of 
section 318(a)(3)(C); 

(2) In any case in which an amount of 
stock owned by any person may be in-
cluded in the computation more than 
one time, such stock shall be included 
only once, in the manner in which it 
will impute to the person concerned 
the largest total stock ownership; and 

(3) In determining the 50-percent re-
quirement of section 318(a)(2)(C) and 
(3)(C), all of the stock owned actually 
and constructively by the person con-
cerned shall be aggregated. 

[T.D. 6969, 33 FR 11999, Aug. 23, 1968] 

§ 1.318–2 Application of general rules. 
(a) The application of paragraph (b) 

of § 1.318–1 may be illustrated by the 
following examples: 

Example (1). H, an individual, owns all of 
the stock of corporation A. Corporation A is 
not considered to own the stock owned by H 
in corporation A. 

Example (2). H, an individual, his wife, W, 
and his son, S, each own one-third of the 
stock of the Green Corporation. For purposes 
of determining the amount of stock owned 
by H, W, or S for purposes of section 
318(a)(2)(C) and (3)(C), the amount of stock 
held by the other members of the family 
shall be added pursuant to paragraph (b)(3) of 
§ 1.318–1 in applying the 50-percent require-
ment of such section. H, W, or S, as the case 
may be, is for this purpose deemed to own 100 
percent of the stock of the Green Corpora-
tion. 

(b) The application of section 
318(a)(1), relating to members of a fam-
ily, may be illustrated by the following 
example: 

Example An individual, H, his wife, W, his 
son, S, and his grandson (S’s son), G, own the 
100 outstanding shares of stock of a corpora-
tion, each owning 25 shares. H, W, and S are 
each considered as owning 100 shares. G is 
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considered as owning only 50 shares, that is, 
his own and his father’s. 

(c) The application of section 
318(a)(2) and (3), relating to partner-
ships, trusts and corporations, may be 
illustrated by the following examples: 

Example (1). A, an individual, has a 50 per-
cent interest in a partnership. The partner-
ship owns 50 of the 100 outstanding shares of 
stock of a corporation, the remaining 50 
shares being owned by A. The partnership is 
considered as owning 100 shares. A is consid-
ered as owning 75 shares. 

Example (2). A testamentary trust owns 25 
of the outstanding 100 shares of stock of a 
corporation. A, an individual, who holds a 
vested remainder in the trust having a value, 
computed actuarially equal to 4 percent of 
the value of the trust property, owns the re-
maining 75 shares. Since the interest of A in 
the trust is a vested interest rather than a 
contingent interest (whether or not remote), 
the trust is considered as owning 100 shares. 
A is considered as owning 76 shares. 

Example (3). The facts are the same as in 
(2), above, except that A’s interest in the 
trust is a contingent remainder. A is consid-
ered as owning 76 shares. However, since A’s 
interest in the trust is a remote contingent 
interest, the trust is not considered as own-
ing any of the shares owned by A. 

Example (4). A and B, unrelated individuals, 
own 70 percent and 30 percent, respectively, 
in value of the stock of Corporation M. Cor-
poration M owns 50 of the 100 outstanding 
shares of stock of Corporation O, the remain-
ing 50 shares being owned by A. Corporation 
M is considered as owning 100 shares of Cor-
poration O, and A is considered as owning 85 
shares. 

Example (5). A and B, unrelated individuals, 
own 70 percent and 30 percent, respectively, 
of the stock of corporation M. A, B, and cor-
poration M all own stock of corporation O. 
Since B owns less than 50 percent in value of 
the stock of corporation M, neither B nor 
corporation M constructively owns the stock 
of corporation O owned by the other. How-
ever, for purposes of certain sections of the 
Code, such as sections 304 and 856(d), the 50- 
percent limitation of section 318(a)(2)(C) and 
(3)(C) is disregarded or is reduced to less 
than 30 percent. For such purposes, B con-
structively owns his proportionate share of 
the stock of corporation O owned directly by 
corporation M, and corporation M construc-
tively owns the stock of corporation O owned 
by B. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 6969, 33 FR 11999, Aug. 23, 
1968] 

§ 1.318–3 Estates, trusts, and options. 
(a) For the purpose of applying sec-

tion 318(a), relating to estates, prop-
erty of a decedent shall be considered 
as owned by his estate if such property 
is subject to administration by the ex-
ecutor or administrator for the purpose 
of paying claims against the estate and 
expenses of administration notwith-
standing that, under local law, legal 
title to such property vests in the dece-
dent’s heirs, legatees or devisees imme-
diately upon death. The term bene-
ficiary includes any person entitled to 
receive property of a decedent pursuant 
to a will or pursuant to laws of descent 
and distribution. A person shall no 
longer be considered a beneficiary of an 
estate when all the property to which 
he is entitled has been received by him, 
when he no longer has a claim against 
the estate arising out of having been a 
beneficiary, and when there is only a 
remote possibility that it will be nec-
essary for the estate to seek the return 
of property or to seek payment from 
him by contribution or otherwise to 
satisfy claims against the estate or ex-
penses of administration. When, pursu-
ant to the preceding sentence, a person 
ceases to be a beneficiary, stock owned 
by him shall not thereafter be consid-
ered owned by the estate, and stock 
owned by the estate shall not there-
after be considered owned by him. The 
application of section 318(a) relating to 
estates may be illustrated by the fol-
lowing examples: 

Example (1). (a) A decedent’s estate owns 50 
of the 100 outstanding shares of stock of cor-
poration X. The remaining shares are owned 
by three unrelated individuals, A, B, and C, 
who together own the entire interest in the 
estate. A owns 12 shares of stock of corpora-
tion X directly and is entitled to 50 percent 
of the estate. B owns 18 shares directly and 
has a life estate in the remaining 50 percent 
of the estate. C owns 20 shares directly and 
also owns the remainder interest after B’s 
life estate. 

(b) If section 318(a)(5)(C) applies (see para-
graph (c)(3) of § 1.318–4), the stock of corpora-
tion X is considered to be owned as follows: 
the estate is considered as owning 80 shares, 
50 shares directly, 12 shares constructively 
through A, and 18 shares constructively 
through B; A is considered as owning 37 
shares, 12 shares directly, and 25 shares con-
structively (50 percent of the 50 shares owned 
directly by the estate); B is considered as 
owning 43 shares, 18 shares directly and 25 
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shares constructively (50 percent of the 50 
shares owned directly by the estate); C is 
considered as owning 20 shares directly and 
no shares constructively. C is not considered 
a beneficiary of the estate under section 
318(a) since he has no direct present interest 
in the property held by the estate nor in the 
income produced by such property. 

(c) If section 318(a)(5)(C) does not apply, A 
is considered as owning nine additional 
shares (50 percent of the 18 shares owned con-
structively by the estate through B), and B 
is considered as owning six additional shares 
(50 percent of the 12 shares owned construc-
tively by the estate through A). 

Example (2). Under the will of A, Blackacre 
is left to B for life, remainder to C, an unre-
lated individual. The residue of the estate 
consisting of stock of a corporation is left to 
D. B and D are beneficiaries of the estate 
under section 318(a). C is not considered a 
beneficiary since he has no direct present in-
terest in Blackacre nor in the income pro-
duced by such property. The stock owned by 
the estate is considered as owned proportion-
ately by B and D. 

(b) For the purpose of section 
318(a)(2)(B) stock owned by a trust will 
be considered as being owned by its 
beneficiaries only to the extent of the 
interest of such beneficiaries in the 
trust. Accordingly, the interest of in-
come beneficiaries, remainder bene-
ficiaries, and other beneficiaries will be 
computed on an actuarial basis. Thus, 
if a trust owns 100 percent of the stock 
of Corporation A, and if, on an actu-
arial basis, W’s life interest in the 
trust is 15 percent, Y’s life interest is 25 
percent, and Z’s remainder interest is 
60 percent, under this provision W will 
be considered to be the owner of 15 per-
cent of the stock of Corporation A, Y 
will be considered to be the owner of 25 
percent of such stock, and Z will be 
considered to be the owner of 60 per-
cent of such stock. The factors and 
methods prescribed in § 20.2031–7 of this 
chapter (Estate Tax Regulations) for 
use in ascertaining the value of an in-
terest in property for estate tax pur-
poses shall be used in determining a 
beneficiary’s actuarial interest in a 
trust for purposes of this section. See 
§ 20.2031–7 of this chapter (Estate Tax 
Regulations) for examples illustrating 
the use of these factors and methods. 

(c) The application of section 318(a) 
relating to options may be illustrated 
by the following example: 

Example. A and B, unrelated individuals, 
own all of the 100 outstanding shares of stock 
of a corporation, each owning 50 shares. A 
has an option to acquire 25 of B’s shares and 
has an option to acquire a further option to 
acquire the remaining 25 of B’s shares. A is 
considered as owning the entire 100 shares of 
stock of the corporation. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 6969, 33 FR 11999, Aug. 23, 
1968] 

§ 1.318–4 Constructive ownership as 
actual ownership; exceptions. 

(a) In general. Section 318(a)(5)(A) 
provides that, except as provided in 
section 318(a)(5) (B) and (C), stock con-
structively owned by a person by rea-
son of the application of section 318(a) 
(1), (2), (3), or (4) shall be considered as 
actually owned by such person for pur-
poses of applying section 318(a) (1), (2), 
(3), and (4). For example, if a trust 
owns 50 percent of the stock of corpora-
tion X, stock of corporation Y owned 
by corporation X which is attributed to 
the trust may be further attributed to 
the beneficiaries of the trust. 

(b) Constructive family ownership. Sec-
tion 318(a)(5)(B) provides that stock 
constructively owned by an individual 
by reason of ownership by a member of 
his family shall not be considered as 
owned by him for purposes of making 
another family member the construc-
tive owner of such stock under section 
318(a)(1). For example, if F and his two 
sons, A and B, each own one-third of 
the stock of a corporation, under sec-
tion 318(a)(1), A is treated as owning 
constructively the stock owned by his 
father but is not treated as owning the 
stock owned by B. Section 318(a)(5)(B) 
prevents the attribution of the stock of 
one brother through the father to the 
other brother, an attribution beyond 
the scope of section 318(a)(1) directly. 

(c) Reattribution. (1) Section 
318(a)(5)(C) provides that stock con-
structively owned by a partnership, es-
tate, trust, or corporation by reason of 
the application of section 318(a)(3) shall 
not be considered as owned by it for 
purposes of applying section 318(a)(2) in 
order to make another the constructive 
owner of such stock. For example, if 
two unrelated individuals are bene-
ficiaries of the same trust, stock held 
by one which is attributed to the trust 
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under section 318(a)(3) is not reattrib-
uted from the trust to the other bene-
ficiary. However, stock constructively 
owned by reason of section 318(a)(2) 
may be reattributed under section 
318(a)(3). Thus, for example, if all the 
stock of corporations X and Y is owned 
by A, stock of corporation Z held by X 
is attributed to Y through A. 

(2) Section 318(a)(5)(C) does not pre-
vent reattribution under section 
318(a)(2) of stock constructively owned 
by an entity under section 318(a)(3) if 
the stock is also constructively owned 
by the entity under section 318(a)(4). 
For example, if individuals A and B are 
beneficiaries of a trust and the trust 
has an option to buy stock from A, B is 
considered under section 318(a)(2)(B) as 
owning a proportionate part of such 
stock. 

(3) Section 318(a)(5)(C) is effective on 
and after August 31, 1964, except that 
for purposes of sections 302 and 304 it 
does not apply with respect to distribu-
tions in payment for stock acquisitions 
or redemptions if such acquisitions or 
redemptions occurred before August 31, 
1964. 

[T.D. 6969, 33 FR 11999, Aug. 23, 1968] 

CORPORATE LIQUIDATIONS 

EFFECTS ON RECIPIENTS 

§ 1.331–1 Corporate liquidations. 
(a) Section 331 contains rules gov-

erning the extent to which gain or loss 
is recognized to a shareholder receiving 
a distribution in complete or partial 
liquidation of a corporation. Under sec-
tion 331(a)(1), it is provided that 
amounts distributed in complete liq-
uidation of a corporation shall be 
treated as in full payment in exchange 
for the stock. Under section 331(a)(2), it 
is provided that amounts distributed in 
partial liquidation of a corporation 
shall be treated as in full or part pay-
ment in exchange for the stock. For 
this purpose, the term partial liquida-
tion shall have the meaning ascribed in 
section 346. If section 331 is applicable 
to the distribution of property by a 
corporation, section 301 (relating to the 
effects on a shareholder of distribu-
tions of property) has no application 
other than to a distribution in com-
plete liquidation to which section 

316(b)(2)(B) applies. See paragraph 
(b)(2) of § 1.316–1. 

(b) The gain or loss to a shareholder 
from a distribution in partial or com-
plete liquidation is to be determined 
under section 1001 by comparing the 
amount of the distribution with the 
cost or other basis of the stock. The 
gain or loss will be recognized to the 
extent provided in section 1002 and will 
be subject to the provisions of parts I, 
II, and III (section 1201 and following), 
subchapter P, chapter 1 of the Code. 

(c) A liquidation which is followed by 
a transfer to another corporation of all 
or part of the assets of the liquidating 
corporation or which is preceded by 
such a transfer may, however, have the 
effect of the distribution of a dividend 
or of a transaction in which no loss is 
recognized and gain is recognized only 
to the extent of ‘‘other property.’’ See 
sections 301 and 356. 

(d) In every case in which a share-
holder transfers stock in exchange for 
property to the corporation which 
issued such stock, the facts and cir-
cumstances shall be reported on his re-
turn unless the property is part of a 
distribution made pursuant to a cor-
porate resolution reciting that the dis-
tribution is made in liquidation of the 
corporation and the corporation is 
completely liquidated and dissolved 
within one year after the distribution. 
See section 6043 for requirements relat-
ing to returns by corporations. 

(e) The provisions of this section may 
be illustrated by the following exam-
ple: 

Example A, an individual who makes his in-
come tax returns on the calendar year basis, 
owns 20 shares of stock of the P Corporation, 
a domestic corporation, 10 shares of which 
were acquired in 1951 at a cost of $1,500 and 
the remainder of 10 shares in December 1954 
at a cost of $2,900. He receives in April 1955 a 
distribution of $250 per share in complete liq-
uidation, or $2,500 on the 10 shares acquired 
in 1951, and $2,500 on the 10 shares acquired 
in December 1954. The gain of $1,000 on the 
shares acquired in 1951 is a long-term capital 
gain to be treated as provided in parts I, II, 
and III (section 1201 and following), sub-
chapter P, chapter 1 of the Code. The loss of 
$400 on the shares acquired in 1954 is a short- 
term capital loss to be treated as provided in 
parts I, II, and III (section 1201 and fol-
lowing), subchapter P, chapter 1 of the Code. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 6949, 33 FR 5521, Apr. 9, 1968] 
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