
17 

Internal Revenue Service, Treasury § 1.302–4 

terms of section 302(b)(2), such section 
will apply to the simultaneous redemp-
tion of nonvoting preferred stock 
(which is not section 306 stock) owned 
by such shareholder and such redemp-
tion will also be treated as an ex-
change. Generally, for purposes of this 
section, stock which does not have vot-
ing rights until the happening of an 
event, such as a default in the payment 
of dividends on preferred stock, is not 
voting stock until the happening of the 
specified event. Subsection 302(b)(2)(D) 
provides that a redemption will not be 
treated as substantially dispropor-
tionate if made pursuant to a plan the 
purpose or effect of which is a series of 
redemptions which result in the aggre-
gate in a distribution which is not sub-
stantially disproportionate. Whether or 
not such a plan exists will be deter-
mined from all the facts and cir-
cumstances. 

(b) The application of paragraph (a) 
of this section is illustrated by the fol-
lowing example: 

Example. Corporation M has outstanding 
400 shares of common stock of which A, B, C 
and D each own 100 shares or 25 percent. No 
stock is considered constructively owned by 
A, B, C or D under section 318. Corporation M 
redeems 55 shares from A, 25 shares from B, 
and 20 shares from C. For the redemption to 
be disproportionate as to any shareholder, 
such shareholder must own after the redemp-
tions less than 20 percent (80 percent of 25 
percent) of the 300 shares of stock then out-
standing. After the redemptions, A owns 45 
shares (15 percent), B owns 75 shares (25 per-
cent), and C owns 80 shares (26 2/3 percent). 
The distribution is disproportionate only 
with respect to A. 

§ 1.302–4 Termination of shareholder’s 
interest. 

Section 302(b)(3) provides that a dis-
tribution in redemption of all of the 
stock of the corporation owned by a 
shareholder shall be treated as a dis-
tribution in part or full payment in ex-
change for the stock of such share-
holder. In determining whether all of 
the stock of the shareholder has been 
redeemed, the general rule of section 
302(c)(1) requires that the rules of con-
structive ownership provided in section 
318(a) shall apply. Section 302(c)(2), 
however, provides that section 318(a)(1) 
(relating to constructive ownership of 
stock owned by members of a family) 

shall not apply where the specific re-
quirements of section 302(c)(2) are met. 
The following rules shall be applicable 
in determining whether the specific re-
quirements of section 302(c)(2) are met: 

(a) Statement. The agreement speci-
fied in section 302(c)(2)(A)(iii) shall be 
in the form of a statement entitled, 
‘‘STATEMENT PURSUANT TO SEC-
TION 302(c)(2)(A)(iii) BY [INSERT 
NAME AND TAXPAYER IDENTIFICA-
TION NUMBER (IF ANY) OF TAX-
PAYER OR RELATED PERSON, AS 
THE CASE MAY BE], A DISTRIBUTEE 
(OR RELATED PERSON) OF [INSERT 
NAME AND EMPLOYER IDENTIFICA-
TION NUMBER (IF ANY) OF DISTRIB-
UTING CORPORATION].’’ The dis-
tributee must include such statement 
on or with the distributee’s first return 
for the taxable year in which the dis-
tribution described in section 302(b)(3) 
occurs. If the distributee is a con-
trolled foreign corporation (within the 
meaning of section 957), each United 
States shareholder (within the mean-
ing of section 951(b)) with respect 
thereto must include this statement on 
or with its return. The distributee 
must represent in the statement— 

(1) THE DISTRIBUTEE (OR RE-
LATED PERSON) HAS NOT AC-
QUIRED, OTHER THAN BY BEQUEST 
OR INHERITANCE, ANY INTEREST 
IN THE CORPORATION (AS DE-
SCRIBED IN SECTION 302(c)(2)(A)(i)) 
SINCE THE DISTRIBUTION; and 

(2) THE DISTRIBUTEE (OR RE-
LATED PERSON) WILL NOTIFY THE 
INTERNAL REVENUE SERVICE OF 
ANY ACQUISITION, OTHER THAN BY 
BEQUEST OR INHERITANCE, OF 
SUCH AN INTEREST IN THE COR-
PORATION WITHIN 30 DAYS AFTER 
THE ACQUISITION, IF THE ACQUISI-
TION OCCURS WITHIN 10 YEARS 
FROM THE DATE OF THE DISTRIBU-
TION. 

(b) Substantiation information. The 
distributee who files an agreement 
under section 302(c)(2)(A)(iii) shall re-
tain copies of income tax returns and 
any other records indicating fully the 
amount of tax which would have been 
payable had the redemption been treat-
ed as a distribution subject to section 
301. 

(c) Stock of parent, subsidiary or suc-
cessor corporation redeemed. If stock of a 
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parent corporation is redeemed, sec-
tion 302(c)(2)(A), relating to acquisition 
of an interest in the corporation within 
10 years after termination shall be ap-
plied with reference to an interest both 
in the parent corporation and any sub-
sidiary of such parent corporation. If 
stock of a parent corporation is sold to 
a subsidiary in a transaction described 
in section 304, section 302(c)(2)(A) shall 
be applicable to the acquisition of an 
interest in such subsidiary corporation 
or in the parent corporation. If stock of 
a subsidiary corporation is redeemed, 
section 302(c)(2)(A) shall be applied 
with reference to an interest both in 
such subsidiary corporation and its 
parent. Section 302(c)(2)(A) shall also 
be applied with respect to an interest 
in a corporation which is a successor 
corporation to the corporation the in-
terest in which has been terminated. 

(d) Redeemed shareholder as creditor. 
For the purpose of section 
302(c)(2)(A)(i), a person will be consid-
ered to be a creditor only if the rights 
of such person with respect to the cor-
poration are not greater or broader in 
scope than necessary for the enforce-
ment 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 prin-
cipal amount of its obligation to a per-
son by payments, the amount or cer-
tainty of which are dependent 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 purported inter-
est is dependent upon earnings, the 
holder of such instrument may not, in 
some cases, be a creditor. 

(e) Acquisition of assets pursuant to 
creditor’s rights. In the case of a dis-
tributee to whom section 302(b)(3) is 
applicable, who is a creditor after such 
transaction, the acquisition of the as-
sets of the corporation in the enforce-
ment of the rights of such creditor 
shall not be considered an acquisition 
of an interest in the corporation for 
purposes of section 302(c)(2) unless 
stock of the corporation, its parent 
corporation, or, in the case of a re-

demption of stock of a parent corpora-
tion, of a subsidiary of such corpora-
tion is acquired. 

(f) Constructive ownership rules appli-
cable. In determining whether an entire 
interest in the corporation has been 
terminated under section 302(b)(3), 
under all circumstances paragraphs (2), 
(3), (4), and (5) of section 318(a) (relat-
ing to constructive ownership of stock) 
shall be applicable. 

(g) Avoidance of Federal income tax. 
Section 302(c)(2)(B) provides that sec-
tion 302(c)(2)(A) shall not apply— 

(1) If any portion of the stock re-
deemed was acquired directly or indi-
rectly within the 10-year period ending 
on the date of the distribution by the 
distributee from a person, the owner-
ship of whose stock would (at the time 
of distribution) be attributable to the 
distributee under section 318(a), or 

(2) If any person owns (at the time of 
the distribution) stock, the ownership 
of which is attributable to the dis-
tributee under section 318(a), such per-
son acquired any stock in the corpora-
tion directly or indirectly from the dis-
tributee within the 10-year period end-
ing on the date of the distribution, and 
such stock so acquired from the dis-
tributee is not redeemed in the same 
transaction,unless the acquisition (de-
scribed in subparagraph (1) of this 
paragraph) or the disposition by the 
distributee (described in subparagraph 
(2) of this paragraph) did not have as 
one of its principal purposes the avoid-
ance of Federal income tax. A transfer 
of stock by the transferor, within the 
10-year period ending on the date of the 
distribution, to a person whose stock 
would be attributable to the transferor 
shall not be deemed to have as one of 
its principal purposes the avoidance of 
Federal income tax merely because the 
transferee is in a lower income tax 
bracket than the transferor. 

(h) Effective/applicability date. Para-
graph (a) of this section applies to any 
taxable year beginning on or after May 
30, 2006. However, taxpayers may apply 
paragraph (a) of this section to any 
original Federal income tax return (in-
cluding any amended return filed on or 
before the due date (including exten-
sions) of such original return) timely 
filed on or after May 30, 2006. For tax-
able years beginning before May 30, 
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2006, see § 1.302–4 as contained in 26 CFR 
part 1 in effect on April 1, 2006. 

(Sec. 302(c)(2)(A)(iii) (68A Stat. 87; 26 U.S.C. 
302 (c)(2)(A)(iii))) 

[T.D. 7535, 43 FR 10686, Mar. 15, 1978, as 
amended by T.D. 9264, 71 FR 30594, 30607, May 
30, 2006; T.D. 9329, 72 FR 32796, 32808, June 14, 
2007] 

§ 1.303–1 General. 
Section 303 provides that in certain 

cases a distribution in redemption of 
stock, the value of which is included in 
determining the value of the gross es-
tate of a decedent, shall be treated as a 
distribution in full payment in ex-
change for the stock so redeemed. 

§ 1.303–2 Requirements. 
(a) Section 303 applies only where the 

distribution is with respect to stock of 
a corporation the value of whose stock 
in the gross estate of the decedent for 
Federal estate tax purposes is an 
amount in excess of (1) 35 percent of 
the value of the gross estate of such de-
cedent, or (2) 50 percent of the taxable 
estate of such decedent. For the pur-
poses of such 35 percent and 50 percent 
requirements, stock of two or more 
corporations shall be treated as the 
stock of a single corporation if more 
than 75 percent in value of the out-
standing stock of each such corpora-
tion is included in determining the 
value of the decedent’s gross estate. 
For the purpose of the 75 percent re-
quirement, stock which, at the dece-
dent’s death, represents the surviving 
spouse’s interest in community prop-
erty shall be considered as having been 
included in determining the value of 
the decedent’s gross estate. 

(b) For the purpose of section 
303(b)(2)(A)(i), the term gross estate 
means the gross estate as computed in 
accordance with section 2031 (or, in the 
case of the estate of a decedent non-
resident not a citizen of the United 
States, in accordance with section 
2103). For the purpose of section 
303(b)(2)(A)(ii), the term taxable estate 
means the taxable estate as computed 
in accordance with section 2051 (or, in 
the case of the estate of a decedent 
nonresident not a citizen of the United 
States, in accordance with section 
2106). In case the value of an estate is 
determined for Federal estate tax pur-

poses under section 2032 (relating to al-
ternate valuation), then, for purposes 
of section 303(b)(2), the value of the 
gross estate, the taxable estate, and 
the stock shall each be determined on 
the applicable date prescribed in sec-
tion 2032. 

(c)(1) In determining whether the es-
tate of the decedent is comprised of 
stock of a corporation of sufficient 
value to satisfy the percentage require-
ments of section 303(b)(2)(A) and sec-
tion 303(b)(2)(B), the total value, in the 
aggregate, of all classes of stock of the 
corporation includible in determining 
the value of the gross estate is taken 
into account. A distribution under sec-
tion 303(a) may be in redemption of the 
stock of the corporation includible in 
determining the value of the gross es-
tate, without regard to the class of 
such stock. 

(2) The above may be illustrated by 
the following example: 

Example. The gross estate of the decedent 
has a value of $1,000,000, the taxable estate is 
$700,000, and the sum of the death taxes and 
funeral and administration expenses is 
$275,000. Included in determining the gross 
estate of the decedent is stock of three cor-
porations which, for Federal estate tax pur-
poses, is valued as follows: 
Corporation A: 

Common stock ................................................ $100,000 
Preferred stock ............................................... 100,000 

Corporation B: 
Common stock ................................................ 50,000 
Preferred stock ............................................... 350,000 

Corporation C: Common stock .............................. 200,000 

The stock of Corporation A and Corporation 
C included in the estate of the decedent con-
stitutes all of the outstanding stock of both 
corporations. The stock of Corporation A 
and the stock of Corporation C, treated as 
the stock of a single corporation under sec-
tion 303(b)(2)(B), has a value in excess of 
$350,000 (35 percent of the gross estate or 50 
percent of the taxable estate). Likewise, the 
stock of Corporation B has a value in excess 
of $350,000. The distribution by one or more 
of the above corporations, within the period 
prescribed in section 303(b)(1), of amounts 
not exceeding, in the aggregate, $275,000, in 
redemption of preferred stock or common 
stock of such corporation or corporations, 
will be treated as in full payment in ex-
change for the stock so redeemed. 

(d) If stock includible in determining 
the value of the gross estate of a dece-
dent is exchanged for new stock, the 
basis of which is determined by ref-
erence to the basis of the old stock, the 
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