
LexisNexis® Tax Center – Results

Switch Client Sign Out Help

Research My Tax Center
Get a 

Document 
Shepard's® Tax News Tax Forms

Dossier History

FOCUS™ Terms  Search Within   Advanced... 

LexisNexis® Tax Advisor (TOC)
  

Retrieve Another Code Section

 

 

 IRC Sec.  
(e.g. IRC Sec. 
61) 

●     

§ 302.
Distributions 
in 
redemption 
of stock. 

❍     

IRC Sec. 302.
❍     

Final and Temporary 
Regulations 

❍     

Proposed Regulations & Treasury 
Decisions 

❍     

Legislative History
❍     

IRC Annotations
❍     

LexisNexis IRC 
Explanations 

■     

IRC § 302(a)
■     

IRC § 302(b)
■     

IRC § 302(c)
■     

IRC § 302(d)
■     

IRC § 302(e)
■     

IRC § 302(f)
❍     

Analytical 
Materials 

❍     Search for Recent Developments 

 

View: Full | Custom  1 of 1 

●      
●      

●      

●      

●      

●      

●      
Book Browse

Lexis Explanation IRC Sec. 302(b)  (Copy w/ Cite) Pages: 7

Lexis Explanation IRC Sec. 302(b) 
 

LexisNexis Explanation
 

Copyright 2009, Matthew Bender & Company, Inc., a 
member of the LexisNexis Group

 
IRC § 302(b) 

Distributions in Redemption of Stock 
Redemptions Not Equivalent to Dividends

 
 

Authored By 
 

Zolman Cavitch, A.B., J.D. and Matthew P. Cavitch, A.B., J.D. 
Authors: Tax Planning for Corporations and Shareholders 

(LexisNexis Matthew Bender & Co., Inc.) 
 

Updated By 
 

Maria S. Domingo, J.D. 
LexisNexis Federal Tax Analyst

 
Lexis Explanation IRC Sec. 302(b)

 
 
 

SYNOPSIS
 

●     I. 
   The 20 Percent Cut-back, or "Substantially Disproportionate," Exception

●     II. 

http://w3.lexis.com/research2/tax/api/taxstart.do?_m=...earch%3dLexis%20Explanation%20IRC%20Sec.%20302%28b%29 (1 of 5)2/12/2009 3:58:33 PM

http://www.lexis.com/research/home
http://www.lexis.com/research/xlink?ORIGINATION_CODE=00184&interface=1&showme=off&powernav=on&topframe=on&lhp=open&go=clients&redirect=http%3A%2F%2Fw3.lexis.com%3A80%2Fresearch2%2Ftax%2Fapi%2Ftaxstart.do%3F_m%3D%24dtqs
http://www.lexis.com/research/xlink?go=signoff
http://www.lexisnexis.com/help/tax/globalhelp_frameset.asp?page=gh_browsing
http://w3.lexis.com/research2/tax/federal/render.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/favoritesources/render.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/getadocument/render.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/getadocument/render.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/globalnav/shepardsrender.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/news/render.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/taxforms/render.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/globalnav/dossierlaunch.do?smKey=0_326824070
http://w3.lexis.com/research2/tax/globalnav/historyrender.do?smKey=0_326824070
http://www.lexis.com/research/form/focus?_m=e0655fc02e877c46d4a2be38b0c9debc&pushme=1&bnrkey=dea03542b517145060451f4c58ac2bae&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=e40f25d599d9bcacb59b7a87065390bc
http://www.lexis.com/research/retrieve?_m=e0655fc02e877c46d4a2be38b0c9debc&_tcid=291405&_tocfmttype=FTS&_stateList=svc%2c_tocfmttype&_fmtstr=TOC&tcact=initial&svc=toc&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=edf0fc268060e8c761d3171a846f4236
http://www.lexis.com/research/help/research/Left_hand_frametips.asp
http://www.lexis.com/research/search/toctodoc?_m=ef789f4f6fcfe5b7916dbd96db11ec19&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=b145bf6ee5fc66805dbbc4336c77e706
http://www.lexis.com/research/search/toctodoc?_m=4c1f14f40033470f48e40219a3f9f35a&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=f35c69987dd4e3d617862767e50fcc3c
http://www.lexis.com/research/search/toctodoc?_m=a12b911007724eb3993ff3902fea481a&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=89055a3ededff1d43f86fe4ce4a4e6bd
http://www.lexis.com/research/search/toctodoc?_m=6fe425e40416f9041153c66dd770c140&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=be6dc67d7f7b2275a633e51ccb2ccf96
javascript: void 0
http://www.lexis.com/research/search/toctodoc?_m=25de8edac4c0b2e0e27a0c89e53bfcad&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=0961a0be739398c6ed4288949cd87332
http://www.lexis.com/research/search/toctodoc?_m=b852a530357a525c61759eb146957dbf&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=53ee45ee22e68a64e0915aad52d2a6ea
http://www.lexis.com/research/search/toctodoc?_m=fe7b6051ba6d1a5a2b9cf3b46b2f9635&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=f616ca74dfe909e1a3826bffc3c6c332
http://www.lexis.com/research/search/toctodoc?_m=746ef86a2ba3f81648085927666f015b&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=bf99bed8ed4938633e337651feaa5dc0
javascript:void(0)
http://www.lexis.com/research/redirect/custseg?_m=1244a9790386f68199aedd46eb6530db&_fmtstr=CUSTOM&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=b8372e9a713e4164c946058bfd06075b
http://www.lexis.com/research/retrieve?_m=e0655fc02e877c46d4a2be38b0c9debc&_browseType=TEXTONLY&bnrkey=dea03542b517145060451f4c58ac2bae&docnum=1&_fmtstr=FULL&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=c58914bbab8ce03940dd1a7a8c3b6f56
http://w3.lexis.com/research2/delivery/faxCpp.do?_m=f92da93de3ad01321720e3db0469c51f&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=d350252ea863e476bd2d752c7d3f375c
http://w3.lexis.com/research2/delivery/emailCpp.do?_m=f92da93de3ad01321720e3db0469c51f&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=d350252ea863e476bd2d752c7d3f375c
http://w3.lexis.com/research2/delivery/downloadCpp.do?_m=f92da93de3ad01321720e3db0469c51f&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=d350252ea863e476bd2d752c7d3f375c
http://w3.lexis.com/research2/delivery/printCpp.do?_m=f92da93de3ad01321720e3db0469c51f&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=d350252ea863e476bd2d752c7d3f375c
http://w3.lexis.com/research2/fastprint/submitCpp.do?_m=f92da93de3ad01321720e3db0469c51f&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=d350252ea863e476bd2d752c7d3f375c
http://www.lexis.com/research/retrieve?_m=e0655fc02e877c46d4a2be38b0c9debc&displacement=0&oldFmt=FULL&oldAlias=&_fmtstr=BOOK&alias=&_stateList=alias&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=ef6e6ae970e8763da54da39613d248c3
javascript: void 0
http://www.lexis.com/research/retrieve?_m=195d6051c26d51c70935cdd99e7275d6&wchp=&_src=164880&_tcid=164880&_fmtstr=TOC&_md5=3a96cd225e64b2604da3d6cc4791e2a7
http://www.lexis.com/research/retrieve?_m=2350ac9d15589f7d57b1fe94f214fdfa&csvc=lt&cform=byCitation&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=c071da3ac0b42ca34ac2c4a779d9059c#refpt_body_I
http://www.lexis.com/research/retrieve?_m=2350ac9d15589f7d57b1fe94f214fdfa&csvc=lt&cform=byCitation&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=c071da3ac0b42ca34ac2c4a779d9059c#refpt_body_II


LexisNexis® Tax Center – Results

   The Complete Termination Exception
●     III. 

   The Dividend Equivalence Exception

 
 

I.  The 20 Percent Cut-back, or "Substantially Disproportionate," Exception
 
 
Under the redemption rules of Internal Revenue Code Section 302, a redemption is treated 
favorably as a sale or exchange (and not as a dividend distribution) if the redemption comes within 
one of three exceptions.1 In most cases it will be prohibitive as far as taxes are concerned to effect 
a redemption unless one of these exceptions is met.2 
 
Favorable sale treatment will obtain if the redemption is substantially disproportionate with respect 
to the particular shareholder.3 A redemption is substantially disproportionate if all three of the 
following factors are present: 

●     (1) 
The particular shareholder must own after the redemption less than 50 percent of the total 
combined voting power of all classes of voting stock;4 and

●     (2) 
the shareholder's percentage ownership of voting stock after the redemption must be less 
than 80 percent of his percentage ownership of voting stock immediately before the 
redemption;5 and

●     (3) 
the shareholder's percentage ownership of common stock— both voting and nonvoting 
common—after the redemption must be less than 80 percent of his percentage ownership 
of common stock immediately prior to the redemption.6

If we assume that a particular shareholder will own less than 50 percent of the total voting power 
of the corporation after the redemption, and the corporation has outstanding only one class of 
stock, the "substantially disproportionate" test will be met if the shareholder's stock interest 
percentage is cut back by more than 20 percent. 

Example 1: 
 
Mr. X owns 450 shares out of 1,000 outstanding shares, being 45 percent of the 
outstanding shares. To qualify under the substantially disproportionate test, it is 
necessary that Mr. X own after the redemption less than 36 percent (80 percent of 45 
percent) of the then outstanding shares. 

●     (1) 
It is proposed that the corporation purchase 91 of X's shares (being one share 
in excess of 20 percent of X's numerical share interest). The redemption will 
not qualify under the "substantially disproportionate" test inasmuch as after 
the redemption X will continue to own 39 percent of the outstanding stock 
(being 359 out of the then outstanding shares of 909). Since 39 percent is 
more than 80 percent of his percentage ownership (i.e., 45 percent) before 
the redemption, there has not been a sufficient cut-back of X's interest.

●     (2) 
Suppose that 141 of X's shares are redeemed. After the redemption X will 
own 309 shares out of a total outstanding of 859, and his percentage 
ownership of all outstanding shares will therefore be 35.9 percent. This 
redemption will qualify as being substantially disproportionate since X's 

http://w3.lexis.com/research2/tax/api/taxstart.do?_m=...earch%3dLexis%20Explanation%20IRC%20Sec.%20302%28b%29 (2 of 5)2/12/2009 3:58:33 PM

http://www.lexis.com/research/retrieve?_m=2350ac9d15589f7d57b1fe94f214fdfa&csvc=lt&cform=byCitation&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=c071da3ac0b42ca34ac2c4a779d9059c#refpt_body_III
http://www.lexis.com/research/retrieve?_m=2350ac9d15589f7d57b1fe94f214fdfa&csvc=lt&cform=byCitation&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=c071da3ac0b42ca34ac2c4a779d9059c#refpt_toc_I
http://www.lexis.com/research/buttonTFLink?_m=45dc9d83876f5bc69a9e72eafbf2b884&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexis%20Explanation%20IRC%20Sec.%20302%28b%29%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=1&_butInline=1&_butinfo=IRC%20SEC.%20302&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzb-zSkAt&_md5=cd171bce50de65aaaf4329c11434fb40


LexisNexis® Tax Center – Results

interest after the redemption is less than 80 percent of his 45 percent 
ownership interest immediately prior to the redemption.

The effect of the cut-back requirement cannot be frustrated by a planned series of 
redemptions. The statute provides that this favorable test will not apply if the purpose 
or effect of a series of redemptions results in the redemption from a particular 
shareholder not being substantially disproportionate.7

Example 2: 
 
A, B and C each own 20 shares of X corporation's stock, being all of the outstanding 
shares. Pursuant to a prearranged plan, X corporation redeems ten of A's shares in 
year one, ten of B's shares in year two, and ten of C's shares in year three. Upon the 
completion of the planned redemptions, the shareholders are still equal shareholders. 
None of the redemptions will be treated as substantially disproportionate.

 
 
Although the statute is silent on the point, it is likely that a planned series of redemptions from a 
particular shareholder which, in the aggregate, but not singly, result in a sufficient cutback in his 
percentage interest will be treated as a substantially disproportionate redemption. This would seem 
to be particularly likely if the shareholder is committed by a legally binding contract to the series of 
redemptions.8 Again, though, a legally binding contract to a series of transactions is not required. It 
is enough if there is a "firm and fixed plan" to do the multiple transactions. The plan does not have 
to be in writing, absolutely binding, or even communicated to others to support integration, though 
these would be good factors supporting integration.9 Nor does a firm and fixed plan require that all 
of the details of a subsequent transaction be known at the time of the earlier transaction. In one 
case, the taxpayer, trying to avoid integration, correctly argued that the buyer in the later 
transaction had not been identified at the time of the earlier transaction, but the Tax Court and the 
Second Circuit still integrated the transactions.10 
 
The Service has ruled that if a single plan involving a redemption and a sale of stock, or a 
redemption and an issuance of stock, effects a more than 20 percent cutback in the percentage 
interest of the redeemed shareholder, the redemption will satisfy the substantially disproportionate 
test even though the redemption, taken alone, would not qualify.11 This is an important ruling, and 
the examples given in the ruling are helpful: 

Example 3: 
 
Corporation X had 100 shares of voting common stock outstanding, of which A and B 
each owned 50. In order to bring C into the business with an equal stock ownership, A 
and B caused X to sell 25 new shares to C. Immediately thereafter, and as part of the 
same plan, A and B caused X to redeem 25 shares from each of them. When the 
smoke cleared away, each of A and B owned 33 percent of X's stock, which was a 
cutback of more than 20 percent from the prior 50 percent ownership. The Service 
ruled that the redemption met the substantially disproportionate test. (If the 
redemption were treated as a separate transaction, each of A and B would have been 
cut-back from 40 percent (50/125 to 33 percent which is less than the 20 percent 
cutback.)

Example 4: 
 
Corporation X had 100 shares of voting common stock outstanding, of which A and B 
each owned 50 shares. In order to bring C into the business with an equal stock 
ownership, A and B each sold 15 shares to C, and then caused X to redeem five shares 
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from each of them. The effect of the entire transaction was to cut-back each of A and 
B from 50 percent to 33 percent. The Service ruled that the redemption met the 
substantially disproportionate test.

 
 

II.  The Complete Termination Exception
 
 
Favorable sale treatment will obtain if the redemption completely terminates the stock interest of 
the particular shareholder.12 In order to satisfy this test, it is necessary that all of the shareholder's 
stock—voting and nonvoting, preferred and common—be redeemed. At first blush, it appears that 
this test is redundant, since a complete termination of all stock interest always affects a more than 
20 percent cut-back in percentage interest. But the broad and pervasive constructive ownership 
rules which are discussed in a later subdivision are less strictly applied in testing for a complete 
termination than in testing for a more than 20 percent cut-back. As a consequence, this complete 
termination exception is perhaps the most frequently available exception for planning purposes. 
 
A series of redemptions can be integrated to constitute a complete termination. Similarly, a 
redemption and subsequent sales can be integrated to constitute a complete termination.13 
 

III.  The Dividend Equivalence Exception
 
 
Favorable sale or exchange treatment will be applicable, even though the redemption satisfies 
neither of the preceding exceptions, if the redemption is not essentially equivalent to a dividend.14 
This is virtually the same vague and general test which was in the Code prior to 1954 and is not 
ordinarily reliable as a planning guide. There are, however, some instances in which the dividend 
equivalence exception is emerging as a reliable guide, particularly with respect to partial 
redemptions from minority shareholders. This is true notwithstanding the limiting effect of the 
Supreme Court's 1970 decision in United States v. Davis.15 Indeed, it is largely on account of the 
Davis case that the National Office has issued a series of rulings involving the dividend equivalence 
exception. These rulings, in turn, presently form the nucleus around which a degree of significant 
planning can be affected. 
 
 
 
FOOTNOTES 
 
 
(1) IRC § 302(a). 
 
(2) If the corporation has no earnings and profits, the redemption distribution will not give rise to 
ordinary income even though none of the favorable tests in Section 302 is satisfied. 
 
(3) IRC § 302(b)(2). 
 
(4) IRC § 302(b)(2)(B). 
 
(5) IRC § 302(b)(2)(C). 
 
(6) IRC § 302(b)(2)(C). The statutory requirement that the shareholder's percentage ownership of 
common stock be reduced applies only where the shareholder owns, either actually or 
constructively, some amount of common stock prior to the redemption. Thus, where a shareholder 
owned only voting preferred stock possessing 49 percent of the total voting power of all 
outstanding classes of stock, and all of the common stock was owned by unrelated persons, a 
redemption of an amount of his voting preferred stock which reduced his voting power by more 
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than 20 percent qualified as a sale or exchange under the 20 percent cut-back test of Section 302
(b)(2). The National Office so concluded even though the shareholder, owning no common stock 
(actually or constructively) before the redemption, could not possibly have a reduction in common 
stock ownership. Rev Rul 81-41, 1981-1 CB 121. 
 
If the shareholder owns both voting and nonvoting common stock before the redemption, the 
reduction in his common stock interest is determined by aggregating the common stock. It is not 
necessary that each class of common stock be cut back by more than 20 percent. Thus, even if the 
shareholder's percentage of nonvoting common stock is not cut back at all, the redemption will 
satisfy the 20 percent cut-back test if his percentage of total common stock is sufficiently reduced. 
Rev Rul 87-88, 1987-2 CB 81. 
 
(7) IRC § 302(b)(2)(D). 
 
A "plan" for a series of redemptions may exist, thereby requiring the integration of the several 
redemptions for this purpose, even though there is no contractual commitment at the time of the 
first redemption to proceed with the subsequent redemptions. It is enough if there is an intended 
course of conduct designed to restore the first redeemed shareholder to a percentage interest that 
does not meet the 20 percent cutback test. See Rev Rul 85-14, 1985-1 CB 92. 
 
(8) Bleily & Collishaw, Inc v Commr, 72 TC 351 (1979); Roebling v Commr, 77 TC 30 (1981). But 
the mere existence of a written contract calling for a series of redemptions will not necessarily 
require the integration of the various redemptions, where the parties have shown that they do not 
consider the contract binding. Johnston v Commr, 77 TC 679 (1981). 
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