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apply if the issuer’s obligation to
redeem or the holder’s ability to require
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 redemption of the
stock. For rules applicable if stock may
be redeemed at more than one time, see
paragraph (b)(4) of this section.

(3) Issuer call—(i) In general.
Paragraph (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
circumstances as of the issue date,
redemption pursuant to that right is
more likely than not to occur. However,
even if redemption is more likely than
not to occur, paragraph (b)(1) of this
section does not apply if the redemption
premium is solely in the nature of a
penalty for premature redemption. A
redemption premium is not a penalty
for premature redemption unless it is a
premium paid as a result of changes in
economic or market conditions over
which neither the issuer nor the holder
has legal or practical 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 percent’’ shall be substituted for the
phrase ‘‘50 percent’’);

(B) There are no plans, arrangements,
or agreements that effectively require or
are intended to compel the issuer to
redeem the stock (disregarding, for this
purpose, a separate mandatory
redemption obligation described in
paragraph (b)(2) of this section); 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 sections 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
determination 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 distribution under
paragraph (b)(1) of this section will
result only with respect to the time and
price identified in the preceding
sentence. However, if redemption does
not occur at that identified time, the
amount of any additional premium
payable on any later redemption date, to
the extent not previously treated as
distributed, is treated as a constructive
distribution over the period 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
determination as to whether there is a
constructive distribution under this
paragraph (b) is binding on all holders
of the stock, other than a holder that
explicitly discloses that its
determination as to whether there is a
constructive distribution under this
paragraph (b) differs from that of the
issuer. Unless otherwise prescribed by
the Commissioner, 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
information 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).
* * * * *

(d) * * *
Example 4—(i) Facts. Corporation X is a

domestic corporation with only common
stock outstanding. In connection with its
acquisition 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 shareholder’s election into
three shares of X common 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 beginning three years
from the date of issuance for $100 per share.
There are no other plans, arrangements, or
agreements that effectively require or are
intended to compel X to redeem the stock.

(ii) Analysis. The preferred stock is
described 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
shareholders of the preferred stock under
paragraph (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
accrued but unpaid dividends.

(B) The preferred stock provides that if Y
fails to exercise its option to call the
preferred 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 likely 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
contrary 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
section does not apply because the provision
that failure to call will cause the holder to
gain control of the corporation is a plan,
arrangement, or agreement that effectively
requires 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
exception 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 constructive distribution


