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stock of corporation X to the shareholders of 
corporation X whether individuals or cor-
porations, who elect to receive such securi-
ties, is also a distribution of property to 
which section 301 applies. 

(v) In the case of the individual share-
holders of corporation X who elects to re-
ceive such securities, the amount of the dis-
tribution to which section 301 applies is $11 
per share of stock of corporation X held on 
the record date (the fair market value of the 
$12 principal amount of securities of corpora-
tion Y on the distribution date). 

(vi) In the case of the corporate share-
holders of corporation X electing to receive 
such securities, the amount of the distribu-
tion to which section 301 applies is $9 per 
share of stock of corporation X held on the 
record date (the basis of the securities of cor-
poration Y in the hands of corporation X). 

Example 2. On January 10, 1970, corporation 
X, a regulated investment company, declared 
a dividend of $1 per share on its common 
stock payable on February 11, 1970, in cash or 
in stock of corporation X of equivalent value 
determined as of January 22, 1970, at the 
election of the shareholder made on or before 
January 22, 1970. The amount of the distribu-
tion to which section 301 applies is $1 per 
share whether the shareholder elects to take 
cash or stock and whether the shareholder is 
an individual or a corporation. Such amount 
will also be used in determining the dividend 
paid deduction of corporation X and the re-
duction in earnings and profits of corpora-
tion X. 

[T.D. 7281, 38 FR 18532, July 12, 1973] 

§ 1.305–3 Disproportionate distribu-
tions. 

(a) In general. Under section 305(b)(2), 
a distribution (including a deemed dis-
tribution) by a corporation of its stock 
or rights to acquire its stock is treated 
as a distribution of property to which 
section 301 applies if the distribution 
(or a series of distributions of which 
such distribution is one) has the result 
of (1) the receipt of money or other 
property by some shareholders, and (2) 
an increase in the proportionate inter-
ests of other shareholders in the assets 
or earnings and profits of the corpora-
tion. Thus, if a corporation has two 
classes of common stock outstanding 
and cash dividends are paid on one 
class and stock dividends are paid on 
the other class, the stock dividends are 
treated as distributions to which sec-
tion 301 applies. 

(b) Special rules. (1) As used in section 
305(b)(2), the term a series of distribu-
tions encompasses all distributions of 

stock made or deemed made by a cor-
poration which have the result of the 
receipt of cash or property by some 
shareholders and an increase in the 
proportionate interests of other share-
holders. 

(2) In order for a distribution of stock 
to be considered as one of a series of 
distributions it is not necessary that 
such distribution be pursuant to a plan 
to distribute cash or property to some 
shareholders and to increase the pro-
portionate interests of other share-
holders. It is sufficient if there is an 
actual or deemed distribution of stock 
(of which such distribution is one) and 
as a result of such distribution or dis-
tributions some shareholders receive 
cash or property and other share-
holders increase their proportionate in-
terests. For example, if a corporation 
pays quarterly stock dividends to one 
class of common shareholders and an-
nual cash dividends to another class of 
common shareholders the quarterly 
stock dividends constitute a series of 
distributions of stock having the result 
of the receipt of cash or property by 
some shareholders and an increase in 
the proportionate interests of other 
shareholders. This is so whether or not 
the stock distributions and the cash 
distributions are steps in an overall 
plan or are independent and unrelated. 
Accordingly, all the quarterly stock 
dividends are distributions to which 
section 301 applies. 

(3) There is no requirement that both 
elements of section 305(b)(2) (i.e., re-
ceipt of cash or property by some 
shareholders and an increase in propor-
tionate interests of other shareholders) 
occur in the form of a distribution or 
series of distributions as long as the re-
sult of a distribution or distributions 
of stock is that some shareholders’ pro-
portionate interests increase and other 
shareholders in fact receive cash or 
property. Thus, there is no require-
ment that the shareholders receiving 
cash or property acquire the cash or 
property by way of a corporate dis-
tribution with respect to their shares, 
so long as they receive such cash or 
property in their capacity as share-
holders, if there is a stock distribution 
which results in a change in the pro-
portionate interests of some share-
holders and other shareholders receive 
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cash or property. However, in order for 
a distribution of property to meet the 
requirement of section 305(b)(2), such 
distribution must be made to a share-
holder in his capacity as a shareholder, 
and must be a distribution to which 
section 301, 356(a)(2), 871(a)(1)(A), 
881(a)(1), 852(b), or 857(b) applies. 
(Under section 305(d)(2), the payment of 
interest to a holder of a convertible de-
benture is treated as a distribution of 
property to a shareholder for purposes 
of section 305(b)(2).) For example if a 
corporation makes a stock distribution 
to its shareholders and, pursuant to a 
prearranged plan with such corpora-
tion, a related corporation purchases 
such stock from those shareholders 
who want cash, in a transaction to 
which section 301 applies by virtue of 
section 304, the requirements of section 
305(b)(2) are satisfied. In addition, a 
distribution of property incident to an 
isolated redemption of stock (for exam-
ple, pursuant to a tender offer) will not 
cause section 305(b)(2) to apply even 
though the redemption distribution is 
treated as a distribution of property to 
which section 301, 871(a)(1)(A), 881(a)(1), 
or 356(a)(2) applies. 

(4) Where the receipt of cash or prop-
erty occurs more than 36 months fol-
lowing a distribution or series of dis-
tributions of stock, or where a dis-
tribution or series of distributions of 
stock is made more than 36 months fol-
lowing the receipt of cash or property, 
such distribution or distributions will 
be presumed not to result in the re-
ceipt of cash or property by some 
shareholders and an increase in the 
proportionate interest of other share-
holders, unless the receipt of cash or 
property and the distribution or series 
of distributions of stock are made pur-
suant to a plan. For example, if, pursu-
ant to a plan, a corporation pays cash 
dividends to some shareholders on Jan-
uary 1, 1971 and increases the propor-
tionate interests of other shareholders 
on March 1, 1974, such increases in pro-
portionate interests are distributions 
to which section 301 applies. 

(5) In determining whether a dis-
tribution or a series of distributions 
has the result of a disproportionate dis-
tribution, there shall be treated as out-
standing stock of the distributing cor-
poration (i) any right to acquire such 

stock (whether or not exercisable dur-
ing the taxable year), and (ii) any secu-
rity convertible into stock of the dis-
tributing corporation (whether or not 
convertible during the taxable year). 

(6) In cases where there is more than 
one class of stock outstanding, each 
class of stock is to be considered sepa-
rately in determining whether a share-
holder has increased his proportionate 
interest in the assets or earnings and 
profits of a corporation. The individual 
shareholders of a class of stock will be 
deemed to have an increased interest if 
the class of stock as a whole has an in-
creased interest in the corporation. 

(c) Distributions of cash in lieu of frac-
tional shares. (1) Section 305(b)(2) will 
not apply if— 

(i) A corporation declares a dividend 
payable in stock of the corporation and 
distributes cash in lieu of fractional 
shares to which shareholders would 
otherwise be entitled, or 

(ii) Upon a conversion of convertible 
stock or securities a corporation dis-
tributes cash in lieu of fractional 
shares to which shareholders would 
otherwise be entitled. 

Provided the purpose of the distribu-
tion of cash is to save the corporation 
the trouble, expense, and inconven-
ience of issuing and transferring frac-
tional shares (or scrip representing 
fractional shares), or issuing full 
shares representing the sum of frac-
tional shares, and not to give any par-
ticular group of shareholders an in-
creased interest in the assets or earn-
ings and profits of the corporation. For 
purposes of paragraph (c)(1)(i) of this 
section, if the total amount of cash dis-
tributed in lieu of fractional shares is 5 
percent or less of the total fair market 
value of the stock distributed (deter-
mined as of the date of declaration), 
the distribution shall be considered to 
be for such valid purpose. 

(2) In a case to which subparagraph 
(1) of this paragraph applies, the trans-
action will be treated as though the 
fractional shares were distributed as 
part of the stock distribution and then 
were redeemed by the corporation. The 
treatment of the cash received by a 
shareholder will be determined under 
section 302. 

VerDate Mar<15>2010 09:20 May 02, 2011 Jkt 223087 PO 00000 Frm 00038 Fmt 8010 Sfmt 8010 Y:\SGML\223087.XXX 223087w
w

oo
ds

2 
on

 D
S

K
D

V
H

8Z
91

P
R

O
D

 w
ith

 C
F

R



29 

Internal Revenue Service, Treasury § 1.305–3 

(d) Adjustment in conversion ratio. 
(1)(i) Except as provided in subpara-
graph (2) of this paragraph, if a cor-
poration has convertible stock or con-
vertible securities outstanding (upon 
which it pays or is deemed to pay divi-
dends or interest in money or other 
property) and distributes a stock divi-
dend (or rights to acquire such stock) 
with respect to the stock into which 
the convertible stock or securities are 
convertible, an increase in propor-
tionate interest in the assets or earn-
ings and profits of the corporation by 
reason of such stock dividend shall be 
considered to have occurred unless a 
full adjustment in the conversion ratio 
or conversion price to reflect such 
stock dividend is made. Under certain 
circumstances, however, the applica-
tion of an adjustment formula which in 
effect provides for a ‘‘credit’’ where 
stock is issued for consideration in ex-
cess of the conversion price may not 
satisfy the requirement for a ‘‘full ad-
justment.’’ Thus, if under a ‘‘conver-
sion price’’ antidilution formula the 
formula provides for a ‘‘credit’’ where 
stock is issued for consideration in ex-
cess of the conversion price (in effect 
as an offset against any decrease in the 
conversion price which would other-
wise be required when stock is subse-
quently issued for consideration below 
the conversion price) there may still be 
an increase in proportionate interest 
by reason of a stock dividend after ap-
plication of the formula, since any 
downward adjustment of the conver-
sion price that would otherwise be re-
quired to reflect the stock dividend 
may be offset, in whole or in part, by 
the effect of prior sales made at prices 
above the conversion price. On the 
other hand, if there were no prior sales 
of stock above the conversion price 
then a full adjustment would occur 
upon the application of such an adjust-
ment formula and there would be no 
change in proportionate interest. Simi-
larly, if consideration is to be received 
in connection with the issuance of 
stock, such as in the case of a rights of-
fering or a distribution of warrants, 
the fact that such consideration is 
taken into account in making the 
antidilution adjustment will not pre-
clude a full adjustment. See paragraph 
(b) of the example in this subparagraph 

for a case where the application of an 
adjustment formula with a cumulative 
feature does not result in a full adjust-
ment and where a change in propor-
tionate interest therefore occurs. See 
paragraph (c) for a case where the ap-
plication of an adjustment formula 
with a cumulative feature does result 
in a full adjustment and where no 
change in proportionate interest there-
fore occurs. See paragraph (d) for an 
application of an antidilution formula 
in the case of a rights offering. See 
paragraph (e) for a case where the ap-
plication of a noncumulative type ad-
justment formula will in all cases pre-
vent a change in proportionate interest 
from occurring in the case of a stock 
dividend, because of the omission of 
the cumulative feature. 

(ii) The principles of this subpara-
graph may be illustrated by the fol-
lowing example. 

Example. (a) Corporation S has two classes 
of securities outstanding, convertible deben-
tures and common stock. At the time of 
issuance of the debentures the corporation 
had 100 shares of common stock outstanding. 
Each debenture is interest-paying and is con-
vertible into common stock at a conversion 
price of $2. The debenture’s conversion price 
is subject to reduction pursuant to the fol-
lowing formula: 

(Number of common shares outstanding at 
date of issue of debentures times initial con-
version price) plus (Consideration received 
upon issuance of additional common shares) 
divided by (Number of common shares out-
standing at date of issue of debentures) plus 
(Number of additional common shares 
issued) 

Under the formula, common stock dividends 
are treated as an issue of common stock for 
zero consideration. If the computation re-
sults in a figure which is less than the exist-
ing conversion price the conversion price is 
reduced. However, under the formula, the ex-
isting conversion price is never increased. 
The formula works upon a cumulative basis 
since the numerator includes the consider-
ation received upon the issuance of all com-
mon shares subsequent to the issuance of the 
debentures, and the reduction effected by the 
formula because of a sale or issuance of com-
mon stock below the existing conversion 
price is thus limited by any prior sales made 
above the existing conversion price. 

(b) In 1972 corporation S sells 100 common 
shares at $3 per share. In 1973 the corporation 
declares a stock dividend of 20 shares to all 
holders of common stock. Under the 
antidilution formula no adjustment will be 
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made to the conversion price of the deben-
tures to reflect the stock dividend to com-
mon stockholders since the prior sale of 
common stock in excess of the conversion 
price in 1972 offsets the reduction in the con-
version price which would otherwise result, 
as follows: 
100×$2+$300÷100+120=$500÷220=$2.27 
Since $2.27 is greater than the existing con-
version price of $2 no adjustment is required. 
As a result, there is an increase in propor-
tionate interest of the common stockholders 
by reason of the stock dividend and the addi-
tional shares of common stock will be treat-
ed, pursuant to section 305(b)(2), as a dis-
tribution of property to which section 301 ap-
plies. 

(c) Assume the same facts as above, but in-
stead of selling 100 common shares at $3 per 
share in 1972, assume corporation S sold no 
shares. Application of the antidilution for-
mula would give rise to an adjustment in the 
conversion price as follows: 
100×$2+$0÷100+20=$200÷120=$1.67 
The conversion price, being reduced from $2 
to $1.67, fully reflects the stock dividend dis-
tributed to the common stockholders. Hence, 
the distribution of common stock is not 
treated under section 305(b)(2) as one to 
which section 301 applies because the dis-
tribution does not increase the proportionate 
interests of the common shareholders as a 
class. 

(d) Corporation S distributes to its share-
holders rights entitling the shareholders to 
purchase a total of 20 shares at $1 per share. 
Application of the antidilution formula 
would produce an adjustment in the conver-
sion price as follows: 
100×$2+20×$1÷100+20=$220÷120=$1.83 
The conversion price, being reduced from $2 
to $1.83, fully reflects the distribution of 
rights to purchase stock at a price lower 
than the conversion price. Hence, the dis-
tribution of the rights is not treated under 
section 305(b)(2) as one to which section 301 
applies because the distribution does not in-
crease the proportionate interests of the 
common shareholders as a class. 

(e) Assume the same facts as in (b) above, 
but instead of using a ‘‘conversion price’’ 
antidilution formula which operates on a cu-
mulative basis, assume corporation S has 
employed a formula which operates as fol-
lows with respect to all stock dividends: The 
conversion price in effect at the opening of 
business on the day following the dividend 
record date is reduced by multiplying such 
conversion price by a fraction the numerator 
of which is the number of shares of common 
stock outstanding at the close of business on 
the record date and the denominator of 
which is the sum of such shares so out-
standing and the number of shares consti-
tuting the stock dividend. Under such a for-

mula the following adjustment would be 
made to the conversion price upon the dec-
laration of a stock dividend of 20 shares in 
1973: 
200÷200+20=200÷220×$2=$1.82 
The conversion price, being reduced from $2 
to $1.82, fully reflects the stock dividend dis-
tributed to the common stockholders. Hence, 
the distribution of common stock is not 
treated under section 305(b)(2) as one to 
which section 301 applies because the dis-
tribution does not increase the proportionate 
interests of the common shareholders as a 
class. 

(2)(i) A distributing corporation ei-
ther must make the adjustment re-
quired by subparagraph (1) of this para-
graph as of the date of the distribution 
of the stock dividend, or must elect (in 
the manner provided in subdivision (iii) 
of this subparagraph) to make such ad-
justment within the time provided in 
subdivision (ii) of this subparagraph. 

(ii) If the distributing corporation 
elects to make such adjustment, such 
adjustment must be made no later than 
the earlier of (a) 3 years after the date 
of the stock dividend, or (b) that date 
as of which the aggregate stock divi-
dends for which adjustment of the con-
version ratio has not previously been 
made total at least 3 percent of the 
issued and outstanding stock with re-
spect to which such stock dividends 
were distributed. 

(iii) The election provided by subdivi-
sion (ii) of this subparagraph shall be 
made by filing with the income tax re-
turn for the taxable year during which 
the stock dividend is distributed— 

(a) A statement that an adjustment 
will be made as provided by that sub-
division, and 

(b) A description of the antidilution 
provisions under which the adjustment 
will be made. 

(3) Notwithstanding the preceding 
subparagraph, if a distribution has 
been made before July 12, 1973, and the 
adjustment required by subparagraph 
(1) or the election to make such adjust-
ment was not made before such date, 
the adjustment or the election to make 
such adjustment, as the case may be, 
shall be considered valid if made no 
later than 15 days following the date of 
the first annual meeting of the share-
holders after July 12, 1973, or July 12, 
1974, whichever is earlier. If the elec-
tion is made within such period, and, if 
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the income tax return has been filed 
before the time of such election, the 
statement of adjustment and the de-
scription of the antidilution provisions 
required by subparagraph (2)(iii) shall 
be filed with the Internal Revenue 
Service Center with which the income 
tax return was filed. 

(4) See § 1.305–7(b) for a discussion of 
antidilution adjustments in connection 
with the application of section 305(c) in 
conjunction with section 305(b). 

(e) Examples. The application of sec-
tion 305(b)(2) to distributions of stock 
and section 305(c) to deemed distribu-
tions of stock may be illustrated by 
the following examples: 

Example 1. Corporation X is organized with 
two classes of common stock, class A and 
class B. Each share of stock is entitled to 
share equally in the assets and earnings and 
profits of the corporation. Dividends may be 
paid in stock or in cash on either class of 
stock without regard to the medium of pay-
ment of dividends on the other class. A divi-
dend is declared on the class A stock payable 
in additional shares of class A stock and a 
dividend is declared on class B stock payable 
in cash. Since the class A shareholders as a 
class will have increased their proportionate 
interests in the assets and earnings and prof-
its of the corporation and the class B share-
holders will have received cash, the addi-
tional shares of class A stock are distribu-
tions of property to which section 301 ap-
plies. This is true even with respect to those 
shareholders who may own class A stock and 
class B stock in the same proportion. 

Example 2. Corporation Y is organized with 
two classes of stock, class A common, and 
class B, which is nonconvertible and limited 
and preferred as to dividends. A dividend is 
declared upon the class A stock payable in 
additional shares of class A stock and a divi-
dend is declared on the class B stock payable 
in cash. The distribution of class A stock is 
not one to which section 301 applies because 
the distribution does not increase the pro-
portionate interests of the class A share-
holders as a class. 

Example 3. Corporation K is organized with 
two classes of stock, class A common, and 
class B, which is nonconvertible preferred 
stock. A dividend is declared upon the class 
A stock payable in shares of class B stock 
and a dividend is declared on the class B 
stock payable in cash. Since the class A 
shareholders as a class have an increased in-
terest in the assets and earnings and profits 
of the corporation, the stock distribution is 
treated as a distribution to which section 301 
applies. If, however, a dividend were declared 
upon the class A stock payable in a new class 
of preferred stock that is subordinated in all 

respects to the class B stock, the distribu-
tion would not increase the proportionate in-
terests of the class A shareholders in the as-
sets or earnings and profits of the corpora-
tion and would not be treated as a distribu-
tion to which section 301 applies. 

Example 4. (i) Corporation W has one class 
of stock outstanding, class A common. The 
corporation also has outstanding interest 
paying securities convertible into class A 
common stock which have a fixed conversion 
ratio that is not subject to full adjustment 
in the event stock dividends or rights are 
distributed to the class A shareholders. Cor-
poration W distributes to the class A share-
holders rights to acquire additional shares of 
class A stock. During the year, interest is 
paid on the convertible securities. 

(ii) The stock rights and convertible secu-
rities are considered to be outstanding stock 
of the corporation and the distribution in-
creases the proportionate interests of the 
class A shareholders in the assets and earn-
ings and profits of the corporation. There-
fore, the distribution is treated as a distribu-
tion to which section 301 applies. The same 
result would follow if, instead of convertible 
securities, the corporation had outstanding 
convertible stock. If, however, the conver-
sion ratio of the securities or stock were 
fully adjusted to reflect the distribution of 
rights to the class A shareholders, the rights 
to acquire class A stock would not increase 
the proportionate interests of the class A 
shareholders in the assets and earnings and 
profits of the corporation and would not be 
treated as a distribution to which section 301 
applies. 

Example 5. (i) Corporation S is organized 
with two classes of stock, class A common 
and class B convertible preferred. The class 
B is fully protected against dilution in the 
event of a stock dividend or stock split with 
respect to the class A stock; however, no ad-
justment in the conversion ratio is required 
to be made until the stock dividends equal 3 
percent of the common stock issued and out-
standing on the date of the first such stock 
dividend except that such adjustment must 
be made no later than 3 years after the date 
of the stock dividend. Cash dividends are 
paid annually on the class B stock. 

(ii) Corporation S pays a 1 percent stock 
dividend on the class A stock in 1970. In 1971, 
another 1 percent stock dividend is paid and 
in 1972 another 1 percent stock dividend is 
paid. The conversion ratio of the class B 
stock is increased in 1972 to reflect the three 
stock dividends paid on the class A stock. 
The distributions of class A stock are not 
distributions to which section 301 applies be-
cause they do not increase the proportionate 
interests of the class A shareholders in the 
assets and earnings and profits of the cor-
poration. 

Example 6. (i) Corporation M is organized 
with two classes of stock outstanding, class 
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A and class B. Each class B share may be 
converted, at the option of the holder, into 
class A shares. During the first year, the 
conversion ratio is one share of class A stock 
for each share of class B stock. At the begin-
ning of each subsequent year, the conversion 
ratio is increased by 0.05 share of class A 
stock for each share of class B stock. Thus, 
during the second year, the conversion ratio 
would be 1.05 shares of class A stock for each 
share of class B stock, during the third year, 
the ratio would be 1.10 shares, etc. 

(ii) M pays an annual cash dividend on the 
class A stock. At the beginning of the second 
year, when the conversion ratio is increased 
to 1.05 shares of class A stock for each share 
of class B stock, a distribution of 0.05 shares 
of class A stock is deemed made under sec-
tion 305(c) with respect to each share of class 
B stock, since the proportionate interests of 
the class B shareholders in the assets or 
earnings and profits of M are increased and 
the transaction has the effect described in 
section 305(b)(2). Accordingly, sections 
305(b)(2) and 301 apply to the transaction. 

Example 7. (i) Corporation N has two class-
es of stock outstanding, class A and class B. 
Each class B share is convertible into class A 
stock. However, in accordance with a speci-
fied formula, the conversion ratio is de-
creased each time a cash dividend is paid on 
the class B stock to reflect the amount of 
the cash dividend. The conversion ratio is 
also adjusted in the event that cash divi-
dends are paid on the class A stock to in-
crease the number of class A shares into 
which the class B shares are convertible to 
compensate the class B shareholders for the 
cash dividend paid on the class A stock. 

(ii) In 1972, a $1 cash dividend per share is 
declared and paid on the class B stock. On 
the date of payment, the conversion ratio of 
the class B stock is decreased. A distribution 
of stock is deemed made under section 305(c) 
to the class A shareholders, since the propor-
tionate interest of the class A shareholders 
in the assets or earnings and profits of the 
corporation is increased and the transaction 
has the effect described in section 305(b)(2). 
Accordingly, sections 305(b)(2) and 301 apply 
to the transaction. 

(iii) In the following year a cash dividend 
is paid on the class A stock and none is paid 
on the class B stock. The increase in conver-
sion rights of the class B shares is deemed to 
be a distribution under section 305(c) to the 
class B shareholders since their propor-
tionate interest in the assets or earnings and 
profits of the corporation is increased and 
since the transaction has the effect described 
in section 305(b)(2). Accordingly, sections 
305(b)(2) and 301 apply to the transaction. 

Example 8. Corporation T has 1,000 shares of 
stock outstanding. C owns 100 shares. Nine 
other shareholders each owns 100 shares. 
Pursuant to a plan for periodic redemptions, 
T redeems up to 5 percent of each share-

holder’s stock each year. During the year, 
each of the nine other shareholders has 5 
shares of his stock redeemed for cash. Thus, 
C’s proportionate interest in the assets and 
earnings and profits of T is increased. As-
suming that the cash received by the nine 
other shareholders is taxable under section 
301, C is deemed under section 305(c) to have 
received a distribution under section 
305(b)(2) of 5.25 shares of T stock to which 
section 301 applies. The amount of C’s dis-
tribution is measured by the fair market 
value of the number of shares which would 
have been distributed to C had the corpora-
tion sought to increase his interest by 0.47 
percentage points (C owned 10 percent of the 
T stock immediately before the redemption 
and 10.47 percent immediately thereafter) 
and the other shareholders continued to hold 
900 shares (i.e., 

(a) 100÷955=10.47% (percent of C’s ownership 
after redemption) 

(b) 100+x÷1000+x=10.47%; x=5.25 (additional 
shares considered to be distributed to C)). 
Since in computing the amount of additional 
shares deemed to be distributed to C the re-
demption of shares is disregarded, the re-
demption of shares will be similarly dis-
regarded in determining the value of the 
stock of the corporation which is deemed to 
be distributed. Thus, in the example, 1,005.25 
shares of stock are considered as outstanding 
after the redemption. The value of each 
share deemed to be distributed to C is then 
determined by dividing the 1,005.25 shares 
into the aggregate fair market value of the 
actual shares outstanding (955) after the re-
demption. 

Example 9. (i) Corporation O has a stock re-
demption program under which, instead of 
paying out earnings and profits to its share-
holders in the form of dividends, it redeems 
the stock of its shareholders up to a stated 
amount which is determined by the earnings 
and profits of the corporation. If the stock 
tendered for redemption exceeds the stated 
amount, the corporation redeems the stock 
on a pro rata basis up to the stated amount. 

(ii) During the year corporation O offers to 
distribute $10,000 in redemption of its stock. 
At the time of the offering, corporation O 
has 1,000 shares outstanding of which E and 
F each owns 150 shares and G and H each 
owns 350 shares. The corporation redeems 15 
shares from E and 35 shares from G. F and H 
continue to hold all of their stock. 

(iii) F and H have increased their propor-
tionate interests in the assets and earnings 
and profits of the corporation. Assuming 
that the cash E and G receive is taxable 
under section 301, F will be deemed under 
section 305(c) to have received a distribution 
under section 305(b)(2) of 16.66 shares of stock 
to which section 301 applies and H will be 
deemed under section 305(c) to have received 
a distribution under section 305(b)(2) of 38.86 
shares of stock to which section 301 applies. 
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The amount of the distribution to F and H is 
measured by the number of shares which 
would have been distributed to F and H had 
the corporation sought to increase the inter-
est of F by 0.79 percentage points (F owned 15 
percent of the stock immediately before the 
redemption and 15.79 percent immediately 
thereafter) and the interest of H by 1.84 per-
centage points (H owned 35 percent of the 
stock immediately before the redemption 
and 36.84 percent immediately thereafter) 
and E and G had continued to hold 150 shares 
and 350 shares, respectively (i.e., 

(a) 150÷950+350÷950=52.63% (percent of F 
and H’s ownership after redemption) 

(b) 500+y÷1000+y=52.63%; y=55.52 (addi-
tional shares considered to be distributed to 
F and H) 

(c)(1) 150÷500×55.52=16.66 (shares consid-
ered to be distributed to F) 

(2) 350÷500×55.52=38.86 (shares considered 
to be distributed to H)). 
Since in computing the amount of additional 
shares deemed to be distributed to F and H 
the redemption of shares is disregarded, the 
redemption of shares will be similarly dis-
regarded in determining the value of the 
stock of the corporation which is deemed to 
be distributed. Thus, in the example, 1,055.52 
shares of stock are considered as outstanding 
after the redemption. The value of each 
share deemed to be distributed to F and H is 
then determined by dividing the 1,055.52 
shares into the aggregate fair market value 
of the actual shares outstanding (950) after 
the redemption. 

Example 10. Corporation P has 1,000 shares 
of stock outstanding. T owns 700 shares of 
the P stock and G owns 300 shares of the P 
stock. In a single and isolated redemption to 
which section 301 applies, the corporation re-
deems 150 shares of T’s stock. Since this is 
an isolated redemption and is not a part of a 
periodic redemption plan, G is not treated as 
having received a deemed distribution under 
section 305(c) to which sections 305(b)(2) and 
301 apply even though he has an increased 
proportionate interest in the assets and 
earnings and profits of the corporation. 

Example 11. Corporation Q is a large cor-
poration whose sole class of stock is widely 
held. However, the four largest shareholders 
are officers of the corporation and each owns 
8 percent of the outstanding stock. In 1974, in 
a distribution to which section 301 applies, 
the corporation redeems 1.5 percent of the 
stock from each of the four largest share-
holders in preparation for their retirement. 
From 1970 through 1974, the corporation dis-
tributes annual stock dividends to its share-
holders. No other distributions were made to 
these shareholders. Since the 1974 redemp-
tions are isolated and are not part of a plan 
for periodically redeeming the stock of the 
corporation, the shareholders receiving 
stock dividends will not be treated as having 
received a distribution under section 

305(b)(2) even though they have an increased 
proportionate interest in the assets and 
earnings and profits of the corporation and 
whether or not the redemptions are treated 
as distributions to which section 301 applies. 

Example 12. Corporation R has 2,000 shares 
of class A stock outstanding. Five share-
holders own 300 shares each and five share-
holders own 100 shares each. In preparation 
for the retirement of the five major share-
holders, corporation R, in a single and iso-
lated transaction, has a recapitalization in 
which each share of class A stock may be ex-
changed either for five shares of new class B 
nonconvertible preferred stock plus 0.4 share 
of new class C common stock, or for two 
shares of new class C common stock. As a re-
sult of the exchanges, each of the five major 
shareholders receives 1,500 shares of class B 
nonconvertible preferred stock and 120 
shares of class C common stock. The remain-
ing shareholders each receives 200 shares of 
class C common stock. None of the ex-
changes are within the purview of section 
305. 

Example 13. Corporation P is a widely-held 
company whose shares are listed for trading 
on a stock exchange. P distributes annual 
cash dividends to its shareholders. P pur-
chases shares of its common stock directly 
from small stockholders (holders of record of 
100 shares or less) or through brokers where 
the holders may not be known at the time of 
purchase. Where such purchases are made 
through brokers, they are pursuant to the 
rules and regulations of the Securities and 
Exchange Commission. The shares are pur-
chased for the purpose of issuance to em-
ployee stock investment plans, to holders of 
convertible stock or debt, to holders of stock 
options, or for future acquisitions. Provided 
the purchases are not pursuant to a plan to 
increase the proportionate interest of some 
shareholders and distribute property to 
other shareholders, the remaining share-
holders of P are not treated as having re-
ceived a deemed distribution under section 
305(c) to which section 305(b)(2) and 301 
apply, even though they have an increased 
proportionate interest in the assets and 
earnings and profits of the corporation. 

Example 14. Corporation U is a large manu-
facturing company whose products are sold 
through independent dealers. In order to as-
sist individuals who lack capital to become 
dealers, the corporation has an established 
investment plan under which it provides 75 
percent of the capital necessary to form a 
dealership corporation and the individual 
dealer provides the remaining 25 percent. 
Corporation U receives class A stock and a 
note representing its 75 percent interest. The 
individual dealer receives class B stock rep-
resenting his 25 percent interest. The class B 
stock is nonvoting until all the class A 
shares are redeemed. At least 70 percent of 
the earnings and profits of the dealership 
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corporation must be used each year to retire 
the note and to redeem the class A stock. 
The class A stock is redeemed at a fixed 
price. The individual dealer has no control 
over the redemption of stock and has no 
right to have his stock redeemed during the 
period the plan is in existence. U’s invest-
ment is thus systematically eliminated and 
the individual becomes the sole owner of the 
dealership corporation. Since this type of 
plan is akin to a security arrangement, the 
redemptions of the class A stock will not be 
deemed under section 305(c) as distributions 
taxable under sections 305(b)(2) and 301 dur-
ing the years in which the class A stock is 
redeemed. 

Example 15. (i) Facts. Corporation V is orga-
nized with two classes of stock, class A com-
mon and class B convertible preferred. The 
class B stock is issued for $100 per share and 
is convertible at the holder’s option into 
class A at a fixed ratio that is not subject to 
full adjustment in the event stock dividends 
or rights are distributed to the class A share-
holders. The class B stock pays no dividends 
but it is mandatorily redeemable in 10 years 
for $200. Under sections 305(c) and 305(b)(4), 
the entire redemption premium (i.e., the ex-
cess of the redemption price over the issue 
price) is deemed to be a distribution of pre-
ferred stock on preferred stock which is tax-
able as a distribution of property under sec-
tion 301. This amount is considered to be dis-
tributed over the 10-year period under prin-
ciples similar to the principles of section 
1272(a). During the year, the corporation de-
clares a dividend on the class A stock pay-
able in additional shares of class A stock. 

(ii) Analysis. The distribution on the class 
A stock is a distribution to which sections 
305(b)(2) and 301 apply since it increases the 
proportionate interests of the class A share-
holders in the assets and earnings and profits 
of the corporation and the class B share-
holders have received property (i.e., the con-
structive distribution described above). If, 
however, the conversion ratio of the class B 
stock were subject to full adjustment to re-
flect the distribution of stock to class A 
shareholders, the distribution of stock divi-
dends on the class A stock would not in-
crease the proportionate interest of the class 
A shareholders in the assets and earnings 
and profits of the corporation and such dis-
tribution would not be a distribution to 
which section 301 applies. 

(iii) Effective date. This Example 15 applies 
to stock issued on or after December 20, 1995. 
For previously issued stock, see § 1.305–3(e) 
Example (15) (as contained in the 26 CFR part 
1 edition revised April 1, 1995). 

[T.D. 7281, 38 FR 18532, July 12, 1973; 38 FR 
19910, 19911, July 25, 1973; as amended by T.D. 
7329, 39 FR 36860, Oct. 15, 1974; T.D. 8643, 60 
FR 66136, Dec. 21, 1995] 

§ 1.305–4 Distributions of common and 
preferred stock. 

(a) In general. Under section 305(b)(3), 
a distribution (or a series of distribu-
tions) by a corporation which results in 
the receipt of preferred stock whether 
or not convertible into common stock) 
by some common shareholders and the 
receipt of common stock by other com-
mon shareholders is treated as a dis-
tribution of property to which section 
301 applies. For the meaning of the 
term a series of distribution, see sub-
paragraphs (1) through (6) of § 1.305– 
3(b). 

(b) Examples. The application of sec-
tion 305(b)(3) may be illustrated by the 
following examples: 

Example 1. Corporation X is organized with 
two classes of common stock, class A and 
class B. Dividends may be paid in stock or in 
cash on either class of stock without regard 
to the medium of payment of dividends on 
the other class. A dividend is declared on the 
class A stock payable in additional shares of 
class A stock and a dividend is declared on 
class B stock payable in newly authorized 
class C stock which is nonconvertible and 
limited and preferred as to dividends. Both 
the distribution of class A shares and the 
distribution of new class C shares are dis-
tributions to which section 301 applies. 

Example 2. Corporation Y is organized with 
one class of stock, class A common. During 
the year the corporation declares a dividend 
on the class A stock payable in newly au-
thorized class B preferred stock which is con-
vertible into class A stock no later than 6 
months from the date of distribution at a 
price that is only slightly higher than the 
market price of class A stock on the date of 
distribution. Taking into account the divi-
dend rate, redemption provisions, the mar-
ketability of the convertible stock, and the 
conversion price, it is reasonable to antici-
pate that within a relatively short period of 
time some shareholders will exercise their 
conversion rights and some will not. Since 
the distribution can reasonably be expected 
to result in the receipt of preferred stock by 
some common shareholders and the receipt 
of common stock by other common share-
holders, the distribution is a distribution of 
property to which section 301 applies. 

[T.D. 7281, 38 FR 18536, July 12, 1973] 

§ 1.305–5 Distributions on preferred 
stock. 

(a) In general. Under section 305(b)(4), 
a distribution by a corporation of its 
stock (or rights to acquire its stock) 
made (or deemed made under section 
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