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deemed payment of the dividend to the 
shareholder during such year. 

(4) If a corporation, instead of paying 
the dividend directly to the share-
holder, credits the account of the 
shareholder on the books of the cor-
poration with the amount of the divi-
dend, the deduction for a dividend paid 
will not be permitted unless it be 
shown to the satisfaction of the Com-
missioner that such crediting con-
stituted payment of the dividend to the 
shareholder within the taxable year. 

(5) A deduction will not be permitted 
for the amount of a dividend credited 
during the taxable year upon an obliga-
tion of the shareholder to the corpora-
tion unless it is shown to the satisfac-
tion of the Commissioner that such 
crediting constituted payment of the 
dividend to the shareholder within the 
taxable year. 

(6) If the dividend is payable in obli-
gations of the corporation, they should 
be entered or registered in the taxable 
year on the books of the corporation, 
in the name of the shareholder (or his 
nominee or transferee), and, in the case 
of obligations payable to bearer, should 
be received in the taxable year by the 
shareholder (or his nominee or trans-
feree) to constitute payment of the div-
idend within the taxable year. 

(7) In the case of a dividend from 
which the tax has been deducted and 
withheld as required by chapter 3 (sec-
tion 1441 and following), of the Code 
the dividend is considered as paid when 
such deducting and withholding occur. 

(b) Methods of accounting. The deter-
mination of whether a dividend has 
been paid to the shareholder by the 
corporation during its taxable year is 
in no way dependent upon the method 
of accounting regularly employed by 
the corporation in keeping its books or 
upon the method of accounting upon 
the basis of which the taxable income 
of the corporation is computed. 

(c) Records. Every corporation claim-
ing a deduction for dividends paid shall 
keep such permanent records as are 
necessary (1) to establish that the divi-
dends with respect to which such de-
duction is claimed were actually paid 
during the taxable year and (2) to sup-
ply the information required to be filed 
with the income tax return of the cor-
poration. Such corporation shall file 

with its return (i) a copy of the divi-
dend resolution; and (ii) a concise 
statement of the pertinent facts relat-
ing to the payment of the dividend, 
clearly specifying (a) the medium of 
payment and (b) if not paid in money, 
the fair market value and adjusted 
basis (or face value, if paid in its own 
obligations) on the date of distribution 
of the property distributed and the 
manner in which such fair market 
value and adjusted basis were deter-
mined. Canceled dividend checks and 
receipts obtained from shareholders ac-
knowledging payment of dividends paid 
otherwise than by check need not be 
filed with the return but shall be kept 
by the corporation as a part of its 
records. 

§ 1.562–1 Dividends for which the divi-
dends paid deduction is allowable. 

(a) General rule. Except as otherwise 
provided in section 562 (b) and (d), the 
term dividend, for purposes of deter-
mining dividends eligible for the divi-
dends paid deduction, refers only to a 
dividend described in section 316 (relat-
ing to definition of dividends for pur-
poses of corporate distributions). No 
distribution, however, which is pref-
erential within the meaning of section 
562(c) and § 1.562–2 shall be eligible for 
the dividends paid deduction. More-
over, when computing the dividends 
paid deduction with respect to a U.S. 
person (as defined in section 957(d)), no 
distribution which is excluded from the 
gross income of a foreign corporation 
under section 959(b) with respect to 
such person or from gross income of 
such person under section 959(a) shall 
be eligible for suchdeduction. Further, 
for purposes of the dividends paid de-
duction, the term dividend does not in-
clude a distribution in liquidation un-
less the distribution is treated as a div-
idend under section 316(b)(2) and para-
graph (b)(2) of § 1.316–1, or under section 
333(e)(1) and paragraph (c) of § 1.333–4 or 
paragraph (c)(2), (d)(1)(ii), or (d)(2) of 
§ 1.333–5, or qualifies under section 
562(b) and paragraph (b) of this section. 
If a dividend is paid in property (other 
than money) the amount of the divi-
dends paid deduction with respect to 
such property shall be the adjusted 
basis of the property in the hands of 
the distributing corporation at the 
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time of the distribution. See paragraph 
(b)(2) of this section for special rules 
with respect to liquidating distribu-
tions by personal holding companies 
occurring during a taxable year of the 
distributing corporation beginning 
after December 31, 1963. Also see sec-
tion 563 for special rules with respect 
to dividends paid after the close of the 
taxable year. 

(b) Distributions in liquidation—(1) 
General rule—(i) In general. In the case 
of amounts distributed in liquidation 
by any corporation during a taxable 
year of such corporation beginning be-
fore January 1, 1964, or by a corpora-
tion other than a personal holding 
company (as defined in section 542) or a 
foreign personal holding company (as 
defined in section 552) during a taxable 
year of such a corporation beginning 
after December 31, 1963, section 562(b) 
makes an exception to the general rule 
that a deduction for dividends paid is 
permitted only with respect to divi-
dends described in section 316. In order 
to qualify under that exception, the 
distribution must be one either in com-
plete or partial liquidation of a cor-
poration pursuant to sections 331, 332, 
or 333. See subparagraph (2) of this 
paragraph for rules relating to the 
treatment of distributions in complete 
liquidation made by a corporation 
which is a personal holding company to 
corporate shareholders during a tax-
able year of such distributing corpora-
tion beginning after December 31, 1963. 
As provided by section 346(a), for the 
purpose of section 562(b), a partial liq-
uidation includes a redemption of 
stock to which section 302 applies. 
Amounts distributed in liquidation in a 
transaction which is preceded, or fol-
lowed, by a transfer to another cor-
poration of all or part of the assets of 
the liquidating corporation, may not 
be eligible for the dividends paid deduc-
tion. 

(ii) Amount of dividends paid deduction 
allowable—(a) General rule. In the case 
of distributions in liquidation with re-
spect to which a deduction for divi-
dends paid is permissible under sub-
division (i) of this subparagraph, the 
amount of the deduction is equal to the 
part of such distribution which is prop-
erly chargeable to the earnings and 
profits accumulated after February 28, 

1913. To determine the amount prop-
erly chargeable to the earnings and 
profits accumulated after February 28, 
1913, there must be deducted from the 
amount of the distribution that part 
allocable to capital account. The cap-
ital account, for the purposes of this 
subdivision, includes not only amounts 
representing the par or stated value of 
the stock with respect to which the liq-
uidation distribution is made, but also 
that stock’s proper share of the paid-in 
surplus, and such other corporate 
items, if any, which, for purposes of in-
come taxation, are treated like capital 
in that they are not taxable dividends 
when distributed but are applied 
against and reduce the basis of the 
stock. The remainder of the distribu-
tion in liquidation is, ordinarily, prop-
erly chargeable to the earnings and 
profits accumulated after February 28, 
1913. Thus, if there is a deficit in earn-
ings and profits on the first day of a 
taxable year, and the earnings and 
profits for such taxable year do not ex-
ceed such deficit, no dividends paid de-
duction would be allowed for such tax-
able year with respect to a distribution 
in liquidation; if the earnings and prof-
its for such taxable year exceed the 
deficit in earnings and profits which 
existed on the first day of such taxable 
year, then a dividends paid deduction 
would be allowed to the extent of such 
excess. 

(b) Special rule. Section 562(b)(1)(B) 
provides that in the case of a complete 
liquidation occurring within 24 months 
after the adoption of a plan of liquida-
tion the amount of the deduction is 
equal to the earnings and profits for 
each taxable year in which distribu-
tions are made. Thus, if there is a dis-
tribution in liquidation pursuant to 
section 333, or a distribution in com-
plete liquidation pursuant to section 
331(a)(1) or 332 which occurs within a 
24-month period after the adoption of a 
plan of liquidation, a dividends paid de-
duction will be allowable to the extent 
of the current earnings and profits for 
the taxable year or years even though 
there was a deficit in earnings and 
profits on the first day of such taxable 
year or years. In computing the earn-
ings and profits for the taxable year in 
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which the distributions are made, com-
putation shall be made with the inclu-
sion of capital gains and without any 
deduction for capital losses. 

(c) Examples. The application of this 
subparagraph may be illustrated by the 
following examples: 

Example 1. The Y Corporation, which 
makes its income tax returns on the cal-
endar year basis, was organized on January 
1, 1910, with an authorized and outstanding 
capital stock of 2,000 shares of common stock 
of a par value of $100 each and 1,000 shares of 
participating preferred stock of a par value 
of $100 each. The preferred stock was to re-
ceive annual dividends of $7 per share and 
$100 per share on complete liquidation of the 
corporation in priority to any payments on 
common stock, and was to participate equal-
ly with the common stock in either instance 
after the common stock had received a simi-
lar amount. However, the preferred stock 
was redeemable in whole or in part at the op-
tion of the board of directors at any time at 
$106 per share plus its proportion of the earn-
ings of the company at the time of such re-
demption. In 1910 the preferred stock was 
issued at $106 per share, for a total of $106,000 
and the common stock was issued, at $100 per 
share, for a total of $200,000. On July 15, 1954, 
the company had a paid-in surplus of $6,000, 
consisting of the premium received on the 
preferred stock; earnings and profits of 
$30,000 accumulated prior to March 1, 1913; 
and earnings and profits accumulated since 
February 28, 1913, of $75,000. On July15, 1954, 
the option with respect to the preferred 
stock was exercised and the entire amount of 
such stock was redeemed at $141 per share or 
a total of $141,000 in a transaction upon 
which gain or loss to the distributees result-
ing from the exchange was determined and 
recognized under section 302(a). The amount 
of the distribution allocable to capital ac-
count was $116,000 ($100,000 attributable to 
par value, $6,000 attributable to paid-in sur-
plus, and $10,000 attributable to earnings and 
profits accumulated prior to March 1, 1913). 
The remainder, $25,000 ($141,000, the amount 
of the distribution, less $116,000, the amount 
allocable to capital account) is properly 
chargeable to the earnings and profits accu-
mulated since February 28, 1913, and is de-
ductible as dividends paid. 

Example 2. The M Corporation, a calendar 
year taxpayer, is completely liquidated on 
November 1, 1955, pursuant to a plan of liq-
uidation adopted April 1, 1955. On January 1, 
1955, the M Corporation has a deficit in earn-
ings and profits of $100,000. During the period 
January 1, 1955, to the date of liquidation, 
November 1, 1955, it has earnings and profits 
of $10,000. The M Corporation is entitled to a 
dividends paid deduction in the amount of 

$10,000 as a result of its distribution in com-
plete liquidation on November 1, 1955. 

Example 3. The N Corporation, a calendar 
year taxpayer, is completely liquidated on 
July 1, 1958, pursuant to a plan of liquidation 
adopted February 1, 1955. No distributions in 
liquidation were made pursuant to the plan 
of liquidation adopted February 1, 1955, until 
the distribution in complete liquidation on 
July 1, 1958. On January 1, 1958, N Corpora-
tion had a deficit in earnings and profits of 
$30,000. During the period January 1, 1958, to 
the date of liquidation, July 1, 1958, the N 
Corporation has earnings and profits of 
$5,000. The N Corporation is not entitled to 
any deduction for dividends paid as a result 
of the distribution in complete liquidation 
on July 1, 1958. If the earnings and profits for 
the period January 1, 1958, to July 1, 1958, 
had been $32,000, the N Corporation would 
have been entitled to a deduction for divi-
dends paid in the amount of $2,000. 

(2) Special rule—(i) Distributions to cor-
porate shareholders. In the case of 
amounts distributed in complete liq-
uidation of a personal holding company 
(as defined in section 542) within 24 
months after the adoption of a plan of 
liquidation, section 562(b)(2) makes a 
further exception to the general rule 
that a deduction for dividends paid is 
permitted only with respect to divi-
dends described in section 316. The ex-
ception referred to in the preceding 
sentence applies only to distributions 
made in any taxable year of the dis-
tributing corporation beginning after 
December 31, 1963. Under the exception, 
the amount of any distribution within 
the 24-month period pursuant to the 
plan shall be treated as a dividend for 
purposes of computing the dividends 
paid deduction, but: 

(a) Only to the extent that such 
amount is distributed to corporate 
distributees, and 

(b) Only to the extent that such 
amount represents such corporate 
distributees’ allocable share of undis-
tributed personal holding company in-
come for the taxable year of such dis-
tribution (computed without regard to 
section 316(b)(2)(B) and section 
562(b)(2)) 

Amounts distributed in liquidation in a 
transaction which is preceded, or fol-
lowed, by a transfer to another cor-
poration of all or part of the assets of 
the liquidating corporation, may not 
be eligible for the dividends paid deduc-
tion. 
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(ii) Corporate distributees’ allocable 
share. For purposes of subdivision (i)(b) 
of this subparagraph: 

(a) Except as provided in (b) of this 
subdivision, the corporate distributees’ 
allocable share of undistributed per-
sonal holding company income for the 
taxable year of the distribution (com-
puted without regard to sections 
316(b)(2)(B) and 562(b)(2)) shall be deter-
mined by multiplying such undistrib-
uted personal holding company income 
by the ratio which the aggregate value 
of the stock held by all corporate 
shareholders immediately before the 
record date of the last liquidating dis-
tribution in such year bears to the 
total value of all stock outstanding on 
such date. For rules applicable in a 
case where the distributing corporation 
has more than one class of stock, see 
(c) of this subdivision (ii). 

(b) 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 corporate shareholders and 
noncorporate shareholders, then the 
corporate distributees’ allocable share 
of undistributed personal holding com-
pany income for the taxable year of the 
distributions (computed without regard 
to sections 316(b)(2)(B) and 562(b)(2)) 
shall be determined as follows: 

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

(2) Second, determine the corporate 
distributees’ allocable share of the cor-
poration’s undistributed personal hold-
ing company income for each distribu-
tion by multiplying the amount deter-
mined under (1) of this subdivision (b) 
for each distribution by the ratio 
which the aggregate value of the stock 
held by all corporate shareholders im-
mediately before the record date of 
such distribution bears to the total 
value of all stock outstanding on such 
date; and 

(3) Last, determine the sum of the 
corporate distributees’ allocable share 

of the corporation’s undistributed per-
sonal 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 (c) of this sub-
division (ii). 

(c) Where the distributing corpora-
tion has more than one class of stock: 

(1) 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; 

(2) The corporate distributees’ allo-
cable 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 (a) and (b) of this subdivision 
(ii) as if each class of stock were the 
only class of stock outstanding; and 

(3) The sum of the corporate 
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 cor-
porate distributees’ allocable share of 
the undistributed personal holding 
company income for all classes of 
stock. 

(d) For purposes of this subdivision 
(ii), in any case where the record date 
of a liquidating distribution cannot be 
ascertained, the record date of the dis-
tribution shall be the date on which 
the liquidating distribution was actu-
ally made. 

(iii) Example. The application of this 
subparagraph may be illustrated by the 
following example: 

Example. O Corporation, a calendar year 
taxpayer is completely liquidated on Decem-
ber 31, 1964, pursuant to a plan of liquidation 
adopted July 1, 1964. No distributions in liq-
uidation were made pursuant to the plan of 
liquidation adopted July 1, 1964, until the 
distribution in complete liquidation on De-
cember 31, 1964. O Corporation has undistrib-
uted personal holding company income of 
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$300,000 for the year 1964 (computed without 
regard to section 316(b)(2)(B) and section 
562(b)(2)). On December 31, 1964, immediately 
before the record date of the distribution in 
complete liquidation, P Corporation owns 100 
shares of O Corporation’s outstanding stock 
and individual A owns the remaining 200 
shares. All shares are equal in value. The 
amount which represents P Corporation’s al-
locable share of undistributed personal hold-
ing company income is $100,000(100 shares÷300 
shares×$300,000), and for purposes of com-
puting the dividends paid deduction, such 
amount is treated as a dividend under sec-
tion 562(b)(2) provided that the liquidating 
distribution to P Corporation equals or ex-
ceeds $100,000. P Corporation does not treat 
the $100,000 distributed to it as a dividend to 
which section 301 applies. For an example of 
the treatment of the distribution to indi-
vidual A see example 5 of paragraph (e) of 
§ 1.316–1. 

(iv) Distributions to noncorporate 
shareholders. For the rules for deter-
mining the extent to which distribu-
tions in complete liquidation made to 
noncorporate shareholders by a per-
sonal holding company are dividends 
within the meaning of section 562(a), 
see section 316(b)(2)(B) and paragraph 
(b)(2) of § 1.316–1. 

(c) Special definition of dividend for 
nonliquidating distributions by personal 
holding companies. Section 316(b)(2)(A) 
provides that in the case of a corpora-
tion which, under the law applicable to 
the taxable year in which or in respect 
of which a distribution is made, is a 
personal holding company, the term 
dividend (in addition to the general 
meaning set forth in section 316(a)) 
also means a nonliquidating distribu-
tion to its shareholders to the extent of 
the corporation’s undistributed per-
sonal holding company income (deter-
mined under section 545 without regard 
to such distributions) for the taxable 
year in which or in respect of which 
the distribution is made. See paragraph 
(b)(1) of § 1.316–1. 

[T.D. 6949, 33 FR 5529, Apr. 9, 1968, as amend-
ed by T.D. 7767, 46 FR 11265, Feb. 6, 1981] 

§ 1.562–2 Preferential dividends. 
(a) Section 562(c) imposes a limita-

tion upon the general rule that a cor-
poration is entitled to a deduction for 
dividends paid with respect to all divi-
dends which it actually pays during the 
taxable year. Before a corporation may 
be entitled to any such deduction with 

respect to a distribution regardless of 
the medium in which the distribution 
is made, every shareholder of the class 
of stock with respect to which the dis-
tribution is made must betreated the 
same as every other shareholder of 
that class, and no class of stock may be 
treated otherwise than in accordance 
with its dividend rights as a class. The 
limitation imposed by section 562(c) is 
unqualified, except in the case of an ac-
tual distribution made in connection 
with a consent distribution (see section 
565), if the entire distribution com-
posed of such actual distribution and 
consent distribution is not pref-
erential. The existence of a preference 
is sufficient to prohibit the deduction 
regardless of the fact (1) that such pref-
erence is authorized by all the share-
holders of the corporation or (2) that 
the part of the distribution received by 
the shareholder benefited by the pref-
erence is taxable to him as a dividend. 
A corporation will not be entitled to a 
deduction for dividends paid with re-
spect to any distribution upon a class 
of stock if there is distributed to any 
shareholder of such class (in proportion 
to the number of shares held by him) 
more or less than his pro rata part of 
the distribution as compared with the 
distribution made to any other share-
holder of the same class. Nor will a cor-
poration be entitled to a deduction for 
dividends paid in the case of any dis-
tribution upon a class of stock if there 
is distributed upon such class of stock 
more or less than the amount to which 
it is entitled as compared with any 
other class of stock. A preference ex-
ists if any rights to preference inherent 
in any class of stock are violated. The 
disallowance, where any preference in 
fact exists, extends to the entire 
amount of the distribution and not 
merely to a part of such distribution. 
As used in this section, the term dis-
tribution includes a dividend as defined 
in subchapter C, chapter 1 of the Code, 
and a distribution in liquidation re-
ferred to in section 562(b). 

(b) The application of the provisions 
of section 562(c) may be illustrated by 
the following examples: 

Example 1. A, B, C, and D are the owners of 
all the shares of class A common stock in 
the M Corporation, which makes its income 
tax returns on a calendar year basis. With 
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