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Stock Dividend Foot Faults

Recently the Treasury issued proposed regulations for Section 305. The proposal was prompted by 
Section 6045B, enacted in 2008 and effective only under regulations requiring the issuer of stock to 
provide basis reporting. A stock dividend will always have basis consequences, whether it is taxable or not. 
Unfortunately, the proposal does not resolve any of the long-standing uncertainties about Section 305.

Affirmative Use
As the title suggests, usually taxpayers want Section 305(a) to apply so that a stock distribution is not 
taxable. The classic case is the pro rata distribution of common stock on the only class of common, which 
is not taxable. That is not as typical an event as it once was, when it was used as a method to inflate the 
total trading value of corporations (a purpose now served by spinoffs). 

But Section 305(b) lists several ways that a stock distribution can be taxed as if it were a dividend paid 
in cash equal to the value of the stock. The first is when stockholders are given a choice to take more 
stock or cash. That can be a useful tool when it is desirable to move earnings and profits up a chain of 
corporations (usually foreign) without actually paying a dividend. The lower-tier subsidiary can give its 
parent the choice of receiving cash or more stock, and the parent elects more stock. That can move more 
earnings up to the parent. 

Disproportionate Distributions
The principal reason why a stock distribution can be taxable is that it can cause a shift in the proportionate 
ownership of the corporation among groups or classes of shareholders: the additional shares reflect real 
additional value. This possibility presents several grounds for confusion about stock dividends.

First, a case that might appear to involve a disproportionate stock dividend does not. Suppose the 
corporation makes a pro rata distribution of common on the only class of common when the corporation 

http://www.alston.com
http://www.alston.com/services/tax/federal/


WWW.ALSTON.COM    2

also has preferred stock outstanding. Does that mean that the common shareholders as a group increased 
their proportionate interest? No. They still own all of the common interests, which have not increased in 
size relative to the preferred. The stock dividend is not taxable.

But if the distribution of stock were the other way around—more preferred to the holders of preferred—
then it would be taxable because the preferred class would have increased its interest in the assets of the 
corporation by the preference of the additional shares.

Second, a stock distribution to some shareholders and a cash distribution to other shareholders can both 
be taxable even if both classes of stock are common. For example, suppose a corporation pays a pro rata 
stock dividend on class A common in year 1 and a regular cash dividend on class B common in year 2. The 
stock dividend will be taxable because the regulation presumes a linkage between the two events if they 
occur within 36 months of each other. Therefore, the stock dividend is treated like it was an alternative to 
a cash dividend.

Third, stock rights are treated as stock in Section 305. Convertible debt is a stock right. That means that 
normal interest payments on convertible debt can be treated as if they were cash dividends paid on stock. 
In turn, that means that the rule described immediately above can apply if within 36 months the corporation 
makes a stock distribution on some other class of stock. 

Fourth, any distribution of stock that is preferred will be taxable. Therefore, it is very important to know 
what stock is preferred. Preferred stock must participate, but it is not clear exactly how it must participate. 
Therefore, taxpayers may be able to modify the characteristics of preferred and avoid this rule.

In conclusion, any corporation planning to make a stock distribution should carefully review the  
Section 305 regulations—because its application can be unexpected.

For more information, contact Jack Cummings at 919.862.2302.
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If you would like to receive future Federal Tax Advisories electronically, please forward your contact information to 
FederalTax.Advisory@alston.com.  Be sure to put “subscribe” in the subject line.

Click here for Alston & Bird’s Tax Blog.

If you have any questions or would like additional information, please contact your Alston & Bird attorney or any of the following:

WWW.ALSTON.COM  

© ALSTON & BIRD LLP 2017

ATLANTA: One Atlantic Center n 1201 West Peachtree Street n Atlanta, Georgia, USA, 30309-3424 n 404.881.7000 n Fax: 404.881.7777
BEIJING: Hanwei Plaza West Wing n Suite 21B2 n No. 7 Guanghua Road n Chaoyang District n Beijing, 100004 CN n +86 10 8592 7500 
BRUSSELS: Level 20 Bastion Tower n Place du Champ de Mars n B-1050 Brussels, BE n +32 2 550 3700 n Fax: +32 2 550 3719
CHARLOTTE: Bank of America Plaza n 101 South Tryon Street n Suite 4000 n Charlotte, North Carolina, USA, 28280-4000 n 704.444.1000 n Fax: 704.444.1111
DALLAS: 2828 North Harwood Street n 18th Floor n Dallas, Texas, USA, 75201 n 214.922.3400 n Fax: 214.922.3899
LOS ANGELES: 333 South Hope Street n 16th Floor n Los Angeles, California, USA, 90071-3004 n 213.576.1000 n Fax: 213.576.1100
NEW YORK: 90 Park Avenue n 15th Floor n New York, New York, USA, 10016-1387 n 212.210.9400 n Fax: 212.210.9444
RESEARCH TRIANGLE: 4721 Emperor Blvd. n Suite 400 n Durham, North Carolina, USA, 27703-85802 n 919.862.2200 n Fax: 919.862.2260
SILICON VALLEY: 1950 University Avenue n 5th Floor n East Palo Alto, California, USA, 94303-2282 n 650.838.2000 n Fax: 650.838.2001
WASHINGTON, DC: The Atlantic Building n 950 F Street, NW n Washington, DC, USA, 20004-1404 n 202.239.3300 n Fax: 202.239.3333

George Abney
404.881.7980
george.abney@alston.com

John F. Baron
704.444.1434 
john.baron@alston.com

Henry J. Birnkrant 
202.239.3319 
henry.birnkrant@alston.com

James E. Croker, Jr. 
202.239.3309 
jim.croker@alston.com

Jasper L. Cummings, Jr. 
919.862.2302 
jack.cummings@alston.com

Scott Harty
404.881.7867
scott.harty@alston.com

Brian D. Harvel
404.881.4491 
brian.harvel@alston.com

L. Andrew Immerman 
404.881.7532 
andy.immerman@alston.com

Stefanie E. Kavanagh
202.239.3914
stefanie.kavanagh@alston.com 

Brian E. Lebowitz 
202.239.3394 
brian.lebowitz@alston.com

Clay A. Littlefield
704.444.1440 
clay.littlefield@alston.com

Ashley B. Menser 
919.862.2209 
ashley.menser@alston.com

Matthew Moseley
202.239.3828
matthew.moseley@alston.com

Danny Reach 
704.444.1272
danny.reach@alston.com

Heather Ripley
212.210.9549 
heather.ripley@alston.com

Michael Senger
404.881.4988
michael.senger@alston.com

Federal Tax Group
Sam K. Kaywood, Jr.
Co-Chair
404.881.7481 
sam.kaywood@alston.com

Edward Tanenbaum
Co-Chair
212.210.9425 
edward.tanenbaum@alston.com

mailto:FederalTax.Advisory%40alston.com?subject=SUBSCRIBE
http://www.alstontax.com/
http://www.alston.com
http://www.alston.com/professionals/george-abney/
http://www.alston.com/professionals/john-baron/
http://www.alston.com/professionals/henry-birnkrant/
http://www.alston.com/professionals/james-croker/
http://www.alston.com/professionals/jasper-l-jack-cummings/
http://www.alston.com/professionals/brian-harvel/
http://www.alston.com/professionals/leon-andrew-immerman/
http://www.alston.com/professionals/brian-lebowitz/
http://www.alston.com/professionals/clay-littlefield/
http://www.alston.com/professionals/ashley-menser/
http://www.alston.com/professionals/matthew-moseley/
http://www.alston.com/professionals/danny-reach/
http://www.alston.com/professionals/heather-ripley/
http://www.alston.com/professionals/sam-kaywood/
http://www.alston.com/professionals/edward-tanenbaum/

