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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 divi-
dends on the other class. A dividend is de-
clared on the class A stock payable in addi-
tional shares of class A stock and a dividend 
is declared on class B stock payable in newly 
authorized class C stock which is non-
convertible and limited and preferred as to 
dividends. Both the distribution of class A 
shares and the distribution of new class C 
shares are distributions 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 authorized class B preferred stock 
which is convertible into class A stock no 
later than 6 months from the date of dis-
tribution 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 dividend rate, redemption 
provisions, the marketability of the convert-
ible stock, and the conversion price, it is rea-
sonable to anticipate that within a rel-
atively short period of time some share-
holders will exercise their conversion rights 
and some will not. Since the distribution can 
reasonably be expected to result in the re-
ceipt of preferred stock by some common 
shareholders and the receipt of common 
stock by other common shareholders, 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 
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stock (or rights to acquire its stock) 
made (or deemed made under section 
305(c)) with respect to its preferred 
stock is treated as a distribution of 
property to which section 301 applies 
unless the distribution is made with re-
spect to convertible preferred stock to 
take into account a stock dividend, 
stock split, or any similar event (such 
as the sale of stock at less than the fair 
market value pursuant to a rights of-
fering) which would otherwise result in 
the dilution of the conversion right. 
For purposes of the preceding sentence, 
an adjustment in the conversion ratio 
of convertible preferred stock made 
solely to take into account the dis-
tribution by a closed end regulated in-
vestment company of a capital gain 
dividend with respect to the stock into 
which such stock is convertible shall 
not be considered a ‘‘similar event.’’ 
The term preferred stock generally re-
fers to stock which, in relation to 
other classes of stock outstanding, en-
joys certain limited rights and privi-
leges (generally associated with speci-
fied dividend and liquidation priorities) 
but does not participate in corporate 
growth to any significant extent. The 
distinguishing feature of preferred stock 
for the purposes of section 305(b)(4) is 
not its privileged position as such, but 
that such privileged position is lim-
ited, and that such stock does not par-
ticipate in corporate growth to any sig-
nificant extent. However, a right to 
participate which lacks substance will 
not prevent a class of stock from being 
treated as preferred stock. Thus, stock 
which enjoys a priority as to dividends 
and on liquidation but which is enti-
tled to participate, over and above such 
priority, with another less privileged 
class of stock in earnings and profits 
and upon liquidation, may nevertheless 
be treated as preferred stock for pur-
poses of section 305 if, taking into ac-
count all the facts and circumstances, 
it is reasonable to anticipate at the 
time a distribution is made (or is 
deemed to have been made) with re-
spect to such stock that there is little 
or no likelihood of such stock actually 
participating in current and antici-
pated earnings and upon liquidation be-
yond its preferred interest. Among the 
facts and circumstances to be consid-
ered are the prior and anticipated earn-

ings per share, the cash dividends per 
share, the book value per share, the ex-
tent of preference and of participation 
of each class, both absolutely and rel-
ative to each other, and any other facts 
which indicate whether or not the 
stock has a real and meaningful prob-
ability of actually participating in the 
earnings and growth of the corpora-
tion. The determination of whether 
stock is preferred for purposes of sec-
tion 305 shall be made without regard 
to any right to convert such stock into 
another class of stock of the corpora-
tion. The term preferred stock, however, 
does not include convertible deben-
tures. 

(b) Redemption premium—(1) In gen-
eral. If a corporation issues preferred 
stock that may be redeemed under the 
circumstances described in this para-
graph (b) at a price higher than the 
issue price, the difference (the redemp-
tion premium) is treated under section 
305(c) as a constructive distribution (or 
series of constructive distributions) of 
additional stock on preferred stock 
that is taken into account under prin-
ciples similar to the principles of sec-
tion 1272(a). However, constructive dis-
tribution treatment does not result 
under this paragraph (b) if the redemp-
tion premium does not exceed a de 
minimis amount, as determined under 
the principles of section 1273(a)(3). For 
purposes of this paragraph (b), pre-
ferred stock that may be acquired by a 
person other than the issuer (the third 
person) is deemed to be redeemable 
under the circumstances described in 
this paragraph (b), and references to 
the issuer include the third person, if— 

(i) This paragraph (b) would apply to 
the stock if the third person were the 
issuer; and 

(ii) Either— 
(A) The acquisition of the stock by 

the third person would be treated as a 
redemption for federal income tax pur-
poses (under section 304 or otherwise); 
or 

(B) The third person and the issuer 
are members of the same affiliated 
group (having the meaning for this pur-
pose given the term by section 1504(a), 
except that section 1504(b) shall not 
apply) and a principal purpose of the 
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arrangement for the third person to ac-
quire the stock is to avoid the applica-
tion of section 305 and paragraph (b)(1) 
of this section. 

(2) Mandatory redemption or holder 
put. Paragraph (b)(1) of this section ap-
plies to stock if the issuer is required 
to redeem the stock at a specified time 
or the holder has the option (whether 
or not currently exercisable) to require 
the issuer to redeem the stock. How-
ever, paragraph (b)(1) of this section 
will not apply if the issuer’s obligation 
to redeem or the holder’s ability to re-
quire the issuer to redeem is subject to 
a contingency that is beyond the legal 
or practical control of either the holder 
or the holders as a group (or through a 
related party within the meaning of 
section 267(b) or 707(b)), and that, based 
on all of the facts and circumstances as 
of the issue date, renders remote the 
likelihood of redemption. For purposes 
of this paragraph, a contingency does 
not include the possibility of default, 
insolvency, or similar circumstances, 
or that a redemption may be precluded 
by applicable law which requires that 
the issuer have a particular level of 
capital, surplus, or similar items. A 
contingency also does not include an 
issuer’s option to require earlier re-
demption of the stock. For rules appli-
cable if stock may be redeemed at 
more than one time, see paragraph 
(b)(4) of this section. 

(3) Issuer call—(i) In general. Para-
graph (b)(1) of this section applies to 
stock by reason of the issuer’s right to 
redeem the stock (even if the right is 
immediately exercisable), but only if, 
based on all of the facts and cir-
cumstances as of the issue date, re-
demption pursuant to that right is 
more likely than not to occur. How-
ever, even if redemption is more likely 
than not to occur, paragraph (b)(1) of 
this section does not apply if the re-
demption premium is solely in the na-
ture of a penalty for premature re-
demption. A redemption premium is 
not a penalty for premature redemp-
tion unless it is a premium paid as a 
result of changes in economic or mar-
ket conditions over which neither the 
issuer nor the holder has legal or prac-
tical control. 

(ii) Safe harbor. For purposes of this 
paragraph (b)(3), redemption pursuant 

to an issuer’s right to redeem is not 
treated as more likely than not to 
occur if— 

(A) The issuer and the holder are not 
related within the meaning of section 
267(b) or 707(b) (for purposes of applying 
sections 267(b) and 707(b) (including 
section 267(f)(1)), the phrase ‘‘20 per-
cent’’ shall be substituted for the 
phrase ‘‘50 percent’’); 

(B) There are no plans, arrange-
ments, or agreements that effectively 
require or are intended to compel the 
issuer to redeem the stock (dis-
regarding, for this purpose, a separate 
mandatory redemption obligation de-
scribed in paragraph (b)(2) of this sec-
tion); and 

(C) Exercise of the right to redeem 
would not reduce the yield of the 
stock, as determined under principles 
similar to the principles of section 
1272(a) and the regulations under sec-
tions 1271 through 1275. 

(iii) Effect of not satisfying safe harbor. 
The fact that a redemption right is not 
described in paragraph (b)(3)(ii) of this 
section does not affect the determina-
tion of whether a redemption pursuant 
to the right to redeem is more likely 
than not to occur. 

(4) Coordination of multiple redemption 
provisions. If stock may be redeemed at 
more than one time, the time and price 
at which redemption is most likely to 
occur must be determined based on all 
of the facts and circumstances as of the 
issue date. Any constructive distribu-
tion under paragraph (b)(1) of this sec-
tion will result only with respect to 
the time and price identified in the 
preceding sentence. However, if re-
demption does not occur at that identi-
fied time, the amount of any additional 
premium payable on any later redemp-
tion date, to the extent not previously 
treated as distributed, is treated as a 
constructive distribution over the pe-
riod from the missed call or put date to 
that later date, to the extent required 
under the principles of this paragraph 
(b). 

(5) Consistency. The issuer’s deter-
mination as to whether there is a con-
structive distribution under this para-
graph (b) is binding on all holders of 
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the stock, other than a holder that ex-
plicitly discloses that its determina-
tion as to whether there is a construc-
tive distribution under this paragraph 
(b) differs from that of the issuer. Un-
less otherwise prescribed by the Com-
missioner, the disclosure must be made 
on a statement attached to the holder’s 
timely filed federal income tax return 
for the taxable year that includes the 
date the holder acquired the stock. The 
issuer must provide the relevant infor-
mation to the holder in a reasonable 
manner. For example, the issuer may 
provide the name or title and either 
the address or telephone number of a 
representative of the issuer who will 
make available to holders upon request 
the information required for holders to 
comply with this provision of this 
paragraph (b). 

(c) Cross reference. For rules for ap-
plying sections 305(b)(4) and 305(c) to 
recapitalizations, see § 1.305–7(c). 

(d) Examples. The application of sec-
tions 305(b)(4) and 305(c) may be illus-
trated by the following examples: 

Example 1. (i) Corporation T has out-
standing 1,000 shares of $100 par 5-percent cu-
mulative preferred stock and 10,000 shares of 
no-par common stock. The corporation is 4 
years in arrears on dividends to the preferred 
shareholders. The issue price of the preferred 
stock is $100 per share. Pursuant to a recapi-
talization under section 368(a)(1)(E), the pre-
ferred shareholders exchange their preferred 
stock, including the right to dividend arrear-
ages, on the basis of one old preferred share 
for 1.20 newly authorized class A preferred 
shares. Immediately following the recapital-
ization, the new class A shares are traded at 
$100 per share. The class A shares are enti-
tled to a liquidation preference of $100. The 
preferred shareholders have increased their 
proportionate interest in the assets or earn-
ings and profits of corporation T since the 
fair market value of 1.20 shares of class A 
preferred stock ($120) exceeds the issue price 
of the old preferred stock ($100). Accordingly, 
the preferred shareholders are deemed under 
section 305(c) to receive a distribution in the 
amount of $20 on each share of old preferred 
stock and the distribution is one to which 
sections 305(b)(4) and 301 apply. 

(ii) The same result would occur if the fair 
market value of the common stock imme-
diately following the recapitalization were 
$20 per share and each share of preferred 
stock were exchanged for one share of the 
new class A preferred stock and one share of 
common stock. 

Example 2. Corporation A, a publicly held 
company whose stock is traded on a securi-

ties exchange (or in the over-the-counter 
market) has two classes of stock out-
standing, common and cumulative preferred. 
Each share of preferred stock is convertible 
into .75 shares of common stock. There are 
no dividend arrearages. At the time of issue 
of the preferred stock, there was no plan or 
prearrangement by which it was to be ex-
changed for common stock. The issue price 
of the preferred stock is $100 per share. In 
order to retire the preferred stock, corpora-
tion A recapitalizes in a transaction to 
which section 368(a)(1)(E) applies and each 
share of preferred stock is exchanged for one 
share of common stock. Immediately after 
the recapitalization the common stock has a 
fair market value of $110 per share. Notwith-
standing the fact that the fair market value 
of the common stock received in the ex-
change (determined immediately following 
the recapitalization) exceeds the issue price 
of the preferred stock surrendered, the re-
capitalization is not deemed under section 
305(c) to result in a distribution to which 
sections 305(b)(4) and 301 apply since the re-
capitalization is not pursuant to a plan to 
periodically increase a shareholder’s propor-
tionate interest in the assets or earnings and 
profits and does not involve dividend arrear-
ages. 

Example 3. Corporation V is organized with 
two classes of stock, 1,000 shares of class A 
common and 1,000 shares of class B convert-
ible preferred. Each share of class B stock 
may be converted into two shares of class A 
stock. Pursuant to a recapitalization under 
section 368(a)(1)(E), the 1,000 shares of class 
A stock are surrendered in exchange for 500 
shares of new class A common and 500 shares 
of newly authorized class C common. The 
conversion right of class B stock is changed 
to one share of class A stock and one share 
of class C stock for each share of class B 
stock. The change in the conversion right is 
not deemed under section 305(c) to be a dis-
tribution on preferred stock to which sec-
tions 305(b)(4) and 301 apply. 

Example 4 —(i) Facts. Corporation X is a do-
mestic corporation with only common stock 
outstanding. In connection with its acquisi-
tion of Corporation T, X issues 100 shares of 
its 4% preferred stock to the shareholders of 
T, who are unrelated to X both before and 
after the transaction. The issue price of the 
preferred stock is $40 per share. Each share 
of preferred stock is convertible at the share-
holder’s election into three shares of X com-
mon stock. At the time the preferred stock 
is issued, the X common stock has a value of 
$10 per share. The preferred stock does not 
provide for its mandatory redemption or for 
redemption at the option of the holder. It is 
callable at the option of X at any time begin-
ning three years from the date of issuance 
for $100 per share. There are no other plans, 
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arrangements, or agreements that effec-
tively require or are intended to compel X to 
redeem the stock. 

(ii) Analysis. The preferred stock is de-
scribed in the safe harbor rule of paragraph 
(b)(3)(ii) of this section because X and the 
former shareholders of T are unrelated, there 
are no plans, arrangements, or agreements 
that effectively require or are intended to 
compel X to redeem the stock, and calling 
the stock for $100 per share would not reduce 
the yield of the preferred stock. Therefore, 
the $60 per share call premium is not treated 
as a constructive distribution to the share-
holders of the preferred stock under para-
graph (b) of this section. 

Example 5 —(i) Facts—(A) Corporation Y is 
a domestic corporation with only common 
stock outstanding. On January 1, 1996, Y 
issues 100 shares of its 10% preferred stock to 
a holder. The holder is unrelated to Y both 
before and after the stock issuance. The 
issue price of the preferred stock is $100 per 
share. The preferred stock is— 

(1) Callable at the option of Y on or before 
January 1, 2001, at a price of $105 per share 
plus any accrued but unpaid dividends; and 

(2) Mandatorily redeemable on January 1, 
2006, at a price of $100 per share plus any ac-
crued but unpaid dividends. 

(B) The preferred stock provides that if Y 
fails to exercise its option to call the pre-
ferred stock on or before January 1, 2001, the 
holder will be entitled to appoint a majority 
of Y’s directors. Based on all of the facts and 
circumstances as of the issue date, Y is like-
ly to have the legal and financial capacity to 
exercise its right to redeem. There are no 
other facts and circumstances as of the issue 
date that would affect whether Y will call 
the preferred stock on or before January 1, 
2001. 

(ii) Analysis. Under paragraph (b)(3)(i) of 
this section, paragraph (b)(1) of this section 
applies because, by virtue of the change of 
control provision and the absence of any con-
trary facts, it is more likely than not that Y 
will exercise its option to call the preferred 
stock on or before January 1, 2001. The safe 
harbor rule of paragraph (b)(3)(ii) of this sec-
tion does not apply because the provision 
that failure to call will cause the holder to 
gain control of the corporation is a plan, ar-
rangement, or agreement that effectively re-
quires or is intended to compel Y to redeem 
the preferred stock. Under paragraph (b)(4) of 
this section, the constructive distribution 
occurs over the period ending on January 1, 
2001. Redemption is most likely to occur on 
that date, because that is the date on which 
the corporation minimizes the rate of return 
to the holder while preventing the holder 
from gaining control. The de minimis excep-
tion of paragraph (b)(1) of this section does 
not apply because the $5 per share difference 
between the redemption price and the issue 
price exceeds the amount determined under 

the principles of section 1273(a)(3) 
(5×.0025×$105 = $1.31). Accordingly, $5 per 
share, the difference between the redemption 
price and the issue price, is treated as a con-
structive distribution received by the holder 
on an economic accrual basis over the five- 
year period ending on January 1, 2001, under 
principles similar to the principles of section 
1272(a). 

Example 6. Corporation A, a publicly held 
company whose stock is traded on a securi-
ties exchange (or in the over-the-counter 
market) has two classes of stock out-
standing, common and preferred. The pre-
ferred stock is nonvoting and nonconvert-
ible, limited and preferred as to dividends, 
and has a fixed liquidation preference. There 
are no dividend arrearages. At the time of 
issue of the preferred stock, there was no 
plan or prearrangement by which it was to 
be exchanged for common stock. In order to 
retire the preferred stock, corporation A re-
capitalizes in a transaction to which section 
368(a)(1)(E) applies and the preferred stock is 
exchanged for common stock. The trans-
action is not deemed to be a distribution 
under section 305(c) and sections 305(b) and 
301 do not apply to the transaction. The 
same result would follow if the preferred 
stock was exchanged in any reorganization 
described in section 368(a)(1) for a new pre-
ferred stock having substantially the same 
market value and having no greater call 
price or liquidation preference than the old 
preferred stock, whether the new preferred 
stock has voting rights or is convertible into 
common stock of corporation A at a fixed 
ratio subject to change solely to take ac-
count of stock dividends, stock splits, or 
similar transactions with respect to the 
stock into which the preferred stock is con-
vertible. 

Example 7 —(i) Facts—(A) Corporation Z is 
a domestic corporation with only common 
stock outstanding. On January 1, 1996, Z 
issues 100 shares of its 10% preferred stock to 
C, an individual unrelated to Z both before 
and after the stock issuance. The issue price 
of the preferred stock is $100 per share. The 
preferred stock is— 

(1) Not callable for a period of 5 years from 
the issue date; 

(2) Callable at the option of Z on January 
1, 2001, at a price of $110 per share plus any 
accrued but unpaid dividends; 

(3) Callable at the option of Z on July 1, 
2002, at a price of $120 per share plus any ac-
crued but unpaid dividends; and 

(4) Mandatorily redeemable on January 1, 
2004, at a price of $150 per share plus any ac-
crued but unpaid dividends. 

(B) There are no other plans, arrange-
ments, or agreements between Z and C con-
cerning redemption of the stock. Moreover, 
there are no other facts and circumstances 
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as of the issue date that would affect wheth-
er Z will call the preferred stock on either 
January 1, 2001, or July 1, 2002. 

(ii) Analysis. This stock is described in 
paragraph (b)(2) of this section because it is 
mandatorily redeemable. It is also poten-
tially described in paragraph (b)(3)(i) of this 
section because it is callable at the option of 
the issuer. The safe harbor rule of paragraph 
(b)(3)(ii) of this section does not apply to the 
option to call on January 1, 2001, because the 
call would reduce the yield of the stock when 
compared to the yield produced by the Janu-
ary 1, 2004, mandatory redemption feature. 
Moreover, absent any other facts indicating 
a contrary result, the fact that redemption 
on January 1, 2001, would produce the lowest 
yield indicates that redemption is most like-
ly to occur on that date. Under paragraph 
(b)(4) of this section, paragraph (b)(1) of this 
section applies with respect to the issuer’s 
right to call on January 1, 2001, because re-
demption is most likely to occur on January 
1, 2001, for $110 per share. The de minimis ex-
ception of paragraph (b)(1) of this section 
does not apply because the $10 per share dif-
ference between the redemption price pay-
able in 2001 and the issue price exceeds the 
amount determined under the principles of 
section 1273(a)(3) (5×.0025×$110=$1.38). Accord-
ingly, $10 per share, the difference between 
the redemption price and the issue price, is 
treated as a constructive distribution re-
ceived by the holder on an economic accrual 
basis over the five-year period ending Janu-
ary 1, 2001, under principles similar to the 
principles of section 1272(a). 

(iii) Coordination rules—(A) If Z does not 
exercise its option to call the preferred stock 
on January 1, 2001, paragraph (b)(4) of this 
section provides that the principles of para-
graph (b) of this section must be applied to 
determine if any remaining constructive dis-
tribution occurs. Under paragraphs (b)(3)(i) 
and (b)(4) of this section, paragraph (b)(1) of 
this section applies because, absent any 
other facts indicating a contrary result, the 
fact that redemption on July 1, 2002, would 
produce a lower yield than the yield pro-
duced by the mandatory redemption feature 
indicates that redemption on that date is 
most likely to occur. The safe harbor rule of 
paragraph (b)(3)(ii) of this section does not 
apply to the option to call on July 1, 2002, be-
cause, as of January 1, 2001, a call by Z on 
July 1, 2002, for $120 would reduce the yield of 
the stock. The de minimis exception of para-
graph (b)(1) of this section does not apply be-
cause the $10 per share difference between 
the redemption price and the issue price (re-
vised as of the missed call date as provided 
by paragraph (b)(4) of this section) exceeds 
the amount determined under the principles 
of section 1273(a)(3) (1×.0025×$120=$.30). Ac-
cordingly, the $10 per share of additional re-
demption premium that is payable on July 1, 
2002, is treated as a constructive distribution 

received by the holder on an economic ac-
crual basis over the period between January 
1, 2001, and July 1, 2002, under principles 
similar to the principles of section 1272(a). 

(B) If Z does not exercise its second option 
to call the preferred stock on July 1, 2002, 
then the $30 additional redemption premium 
that is payable on January 1, 2004, is treated 
as a constructive distribution under para-
graphs (b)(2) and (b)(1) of this section. The de 
minimis exception of paragraph (b)(1) of this 
section does not apply because the $30 per 
share difference between the redemption 
price and the issue price (revised as of the 
second missed call date) exceeds the amount 
determined under the principles of section 
1273(a)(3) (1×.0025×$150=$.38). The holder is 
treated as receiving the constructive dis-
tribution on an economic accrual basis over 
the period between July 1, 2002, and January 
1, 2004, under principles similar to the prin-
ciples of section 1272(a). 

Example 8 —(i) Facts. The facts are the 
same as in paragraph (i) of Example 7, except 
that, based on all of the facts and cir-
cumstances as of the issue date (including an 
expected lack of funds on the part of Z), it is 
unlikely that Z will exercise the right to re-
deem on either January 1, 2001, or July 1, 
2002. 

(ii) Analysis. The safe harbor rule of para-
graph (b)(3)(ii) of this section does not apply 
to the option to call on either January 1, 
2001, or July 1, 2002, because each call would 
reduce the yield of the stock. Under para-
graph (b)(3)(i) of this section, neither option 
to call is more likely than not to occur, be-
cause, based on all of the facts and cir-
cumstances as of the issue date (including an 
expected lack of funds on the part of Z), it is 
not more likely than not that Z will exercise 
either option. However, the $50 per share re-
demption premium that is payable on Janu-
ary 1, 2004, is treated as a constructive dis-
tribution under paragraphs (b)(1) and (2) of 
this section, regardless of whether Z is an-
ticipated to have sufficient funds to redeem 
on that date, because Z is required to redeem 
the stock on that date. The de minimis ex-
ception of paragraph (b)(1) of this section 
does not apply because the $50 per share dif-
ference between the redemption price and 
the issue price exceeds the amount deter-
mined under the principles of section 
1273(a)(3)(8×.0025×$150=$3). 

Example 9. Corporation Q is organized with 
10,000 shares of class A stock and 1,000 shares 
of class B stock. The terms of the class B 
stock require that the class B have a pref-
erence of $5 per share with respect to divi-
dends and $100 per share with respect to liq-
uidation. In addition, upon a distribution of 
$10 per share to the class A stock, class B 
participates equally in any additional divi-
dends. The terms also provide that upon liq-
uidation the class B stock participates 
equally after the class A stock receives $100 
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per share. Corporation Q has no accumulated 
earnings and profits. In 1971 it earned $10,000, 
the highest earnings in its history. The cor-
poration is in an industry in which it is rea-
sonable to anticipate a growth in earnings of 
5 percent per year. In 1971 the book value of 
corporation Q’s assets totalled $100,000. In 
that year the corporation paid a dividend of 
$5 per share to the class B stock and $.50 per 
share to the class A. In 1972 the corporation 
had no earnings and in lieu of a $5 dividend 
distributed one share of class B stock for 
each outstanding share of class B. No dis-
tribution was made to the class A stock. 
Since, in 1972, it was not reasonable to an-
ticipate that the class B stock would partici-
pate in the current and anticipated earnings 
and growth of the corporation beyond its 
preferred interest, the class B stock is pre-
ferred stock and the distribution of class B 
shares to the class B shareholders is a dis-
tribution to which sections 305(b)(4) and 301 
apply. 

Example 10. Corporation P is organized 
with 10,000 shares of class A stock and 1,000 
shares of class B stock. The terms of the 
class B stock require that the class B have a 
preference of $5 per share with respect to 
dividends and $100 per share with respect to 
liquidation. In addition, upon a distribution 
of $5 per share to the class A stock, class B 
participates equally in any additional divi-
dends. The terms also provide that upon liq-
uidation the class B stock participates 
equally after the class A receives $100 per 
share. Corporation P has accumulated earn-
ings and profits of $100,000. In 1971 it earned 
$75,000. The corporation is in an industry in 
which it is reasonable to anticipate a growth 
in earnings of 10 percent per year. In 1971 the 
book value of corporation P’s assets totalled 
$5 million. In that year the corporation paid 
a dividend of $5 per share to the class B 
stock, $5 per share to the class A stock, and 
it distributed an additional $1 per share to 
both class A and class B stock. In 1972 the 
corporation had earnings of $82,500. In that 
year it paid a dividend of $5 per share to the 
class B stock and $5 per share to the class A 
stock. In addition, the corporation declared 
stock dividends of one share of class B stock 
for every 10 outstanding shares of class B and 
one share of class A stock for every 10 out-
standing shares of class A. Since, in 1972, it 
was reasonable to anticipate that both the 
class B stock and the class A stock would 
participate in the current and anticipated 
earnings and growth of the corporation be-
yond their preferred interests, neither class 
is preferred stock and the stock dividends 
are not distributions to which section 
305(b)(4) applies. 

(e) Effective date. The rules of para-
graph (b) of this section and Examples 4, 
5, 7, and 8 of paragraph (d) of this sec-
tion apply to stock issued on or after 

December 20, 1995. For rules applicable 
to previously issued stock, see § 1.305–5 
(b) and (d) Examples (4), (5), and (7 ) (as 
contained in the 26 CFR part 1 edition 
revised April 1, 1995). Although the 
rules of paragraph (b) of this section 
and the revised examples do not apply 
to stock issued before December 20, 
1995, the rules of sections 305(c)(1), (2), 
and (3) apply to stock described therein 
issued on or after October 10, 1990, ex-
cept as provided in section 11322(b)(2) of 
the Revenue Reconciliation Act of 1990 
(Public Law 101–508 Stat.). Moreover, 
except as provided in section 11322(b)(2) 
of the Revenue Reconciliation Act of 
1990 (Public Law 101–508 Stat.), with re-
spect to stock issued on or after Octo-
ber 10, 1990, and issued before December 
20, 1995, the economic accrual rule of 
section 305(c)(3) will apply to the entire 
call premium on stock that is not de-
scribed in paragraph (b)(2) of this sec-
tion if the premium is considered to be 
unreasonable under the principles of 
§ 1.305–5(b) (as contained in the 26 CFR 
part 1 edition revised April 1, 1995). A 
call premium described in the pre-
ceding sentence will be accrued over 
the period of time during which the 
preferred stock cannot be called for re-
demption. 

[T.D. 7281, 38 FR 18536, July 12, 1973, as 
amended by T.D. 7329, 39 FR 36860, Oct. 15, 
1974; T.D. 8643, 60 FR 66136, Dec. 21, 1995] 

§ 1.305–6 Distributions of convertible 
preferred. 

(a) In general. (1) Under section 
305(b)(5), a distribution by a corpora-
tion of its convertible preferred stock 
or rights to acquire such stock made or 
considered as made with respect to its 
stock is treated as a distribution of 
property to which section 301 applies 
unless the corporation establishes that 
such distribution will not result in a 
disproportionate distribution as de-
scribed in § 1.305–3. 

(2) The distribution of convertible 
preferred stock is likely to result in a 
disproportionate distribution when 
both of the following conditions exist: 
(i) The conversion right must be exer-
cised within a relatively short period of 
time after the date of distribution of 
the stock; and (ii) taking into account 
such factors as the dividend rate, the 
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