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The constructive stock ownership rules in Internal
Revenue Code section 318(a) treat stock that is owned
(actually and, sometimes, constructively) by one person
or entity as if it were owned by another person or entity
when the first party bears a specified relationship to the
second party. (A person will also be deemed to own,
under section 318(a)(4), stock that he has an option to
acquire.) Those rules apply most notably in determining
whether a distribution by a corporation in redemption of
a portion of its stock will be treated, regarding the
redeemed shareholder, as a distribution to which section
301 applies (and therefore as a dividend if the distribution is paid out of earnings and profits) or as an amount
conveyed in partial or full payment in exchange for the
redeemed stock. For noncorporate shareholders, exchange, rather than distribution, treatment is more desirable because, in those cases, the amount included in the
recipient’s gross income is only the amount received from
the corporation minus the basis of the stock surrendered
in the transaction — rather than the entire amount
received from the corporation, were distribution treatment to apply. The tax rates imposed on each kind of
income should be identical, at least through the end of
2008, because qualified dividend income is now taxed at
the same rate as net capital gains (see section 1(h)(11)).
For a redemption to qualify as an exchange, the redeemed shareholder, as a result of the redemption and
any other transactions that are part of an integrated plan
to reduce the redeemed shareholder’s proportionate interest in the corporation, must sustain a sufficient (as
judged against the standards in section 302(b)) reduction
of his proportionate interest in the corporation.
Section 318(a)(1) provides that an individual will be
considered as owning the stock owned directly or indirectly by his spouse, children, grandchildren, and parents. Moreover, section 302(c)(1) says that, except as
provided in section 302(c)(2)(A) and (C) — which addresses, for purposes of determining whether a redemption meets the requirements of section 302(b)(3), the
possibility of waiving the application of the family attribution rules — section 318(a) shall apply in determining
the ownership of stock.1 An exception to that rule is

1
The application of the family attribution rules can be
waived, for purposes of determining whether a redemption
qualifies as a complete termination of interest under section
302(b)(3), if the redeemed shareholder (1) retains no interest in
the corporation, or its parent or subsidiary or a successor
corporation (see Rev. Rul. 76-496, 1976-2 C.B. 93) to the redeeming corporation, including an interest as an officer, director, or

contained in the First Circuit Court of Appeals decision in
Robin Haft Trust v. Commissioner, 510 F.2d 43 (1st Cir.
1975), when there exists demonstrable ‘‘family hostility,’’
but it was unequivocally rejected by the IRS in Rev. Rul.
80-26, 1980-1 C.B. 66. The ruling says Haft Trust was
wrongly decided because the court treated the attribution
rules as nothing more than a presumption of continuing
influence and, because of the family hostility, disregarded
those rules in testing the redemption under scrutiny for
dividend equivalence. That interpretation, the ruling
states, is contrary to both the legislative history of section
318 as well as the language and rationale of the Supreme
Court’s decision in United States v. Davis, 397 U.S. 301
(1970). The ruling says that the facts and circumstances of
a case, including the presence of hostility, can never
contradict the purely mechanical determination, under
section 318(a), of how much stock a shareholder owns.

Losses on Sales of Property Between Related Parties
Closely related to the provisions discussed in the
preceding section are the provisions of section 267(a),
which provide that no deduction shall be allowed regarding
any loss from the sale or exchange of property between
persons specified in section 267(b). Among the persons
specified are (1) members of a family, (2) the grantor and
fiduciary of any trust, and (3) the fiduciary of a trust and
the fiduciary of another trust, but only if the same person
is the grantor of each of those trusts. To its credit, the IRS,
in LTR 9017008 (Jan. 24, 1990), declined to disallow a
deduction for a loss sustained by a taxpayer on the sale of
stock to his son-in-law. Section 267(c)(4) provides that the
members of one’s family encompass only one’s brothers
and sisters (whether by the whole or half blood), one’s
spouse, one’s ancestors, and finally, one’s lineal descendants. A son-in-law is not a member of the taxpayer’s
family because he is not, with respect to his father-in-law,
a lineal descendant. The quality of the relationship between the father-in-law and the son-in-law was not
considered in determining whether they were members
of the same family. See also Simister v. Commissioner, 4
T.C. 470 (1944) (a loss sale of property by a father to his
daughter and son-in-law in which the buyers acquired
the property as tenants in common was governed by
section 267’s predecessor only to the extent of the portion
of the loss attributable to the sale to the daughter; the
portion of the loss attributable to the sale to the son-inlaw (the court stated that tenants in common hold, unless

employee other than an interest as a creditor; (2) does not
acquire any such interest, other than stock acquired by bequest
or inheritance, within the 10-year period beginning on the date
of the redemption; and (3) files an agreement in which he
promises to notify the IRS of the acquisition of a prohibited
interest that occurs within the 10-year period. An entity can now
waive the family attribution rules when both it and each related
person meet the foregoing requirements and each related person agrees to become jointly and severally liable for any tax
deficiency arising from the failure of the entity (or any related
party with respect to that entity) to comply with the waiver
conditions. A related party is a person to whom stock is
attributed under section 318(a)(1) when that stock is further
attributed to the entity — a partnership, estate, trust, or corporation — under section 318(a)(3).

(Footnote continued in next column.)
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There’s Room for Judgment in
Assessing ‘Relatedness’
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Judgment Has Often Come Into Play
It would seem that there is no room to exercise
judgment in the application of section 267(a) or section
318(a). If the parties to a covered transaction are merely
described in either section, then, despite the quality of
their relationship, or the capacity in which those parties
may be operating, any loss from the sale of property is
disallowed. Under the attribution rules, the redemption
of stock is more likely to be treated as a distribution.2
That said, the courts and, ironically, the IRS have been
willing to look beyond the words of the statute and
exercise a substantial degree of judgment regarding the
application of these provisions. For example, in Rev. Rul.
59-171, 1959-1 C.B. 65, the IRS ruled that losses sustained
from sales of property between the fiduciaries, acting in
their individual capacities regarding their own property
and not as fiduciaries, of a common grantor of several
trusts would be allowed as deductions even though section 267(b)(5) bars the deduction of those losses when the
parties to the transaction are the fiduciary of a trust and
the fiduciary of another trust if the same person is the
grantor of both trusts. The loss was allowed even though
the parties to the transaction were described in section
267(b)(5); that section should not operate when the
fiduciaries of the common grantor are dealing with
personal funds. Congress, the ruling concluded, intended
to prohibit only transactions between fiduciaries of a
common grantor when those fiduciaries are acting in that
capacity. Similarly, in LTR 9017008, the IRS, after finding
that a father-in-law and son-in-law were not members of

2

See Miller v. Commissioner, 75 T.C. 182 (1980), in which a
brother sought to deduct the loss he had sustained from the sale
of property to his brother. The relationship between the brothers
was acrimonious. However, the court held that the deduction
was not allowed because the absolute prohibition in section
267(a) denies that deduction. The seller’s interpretation of the
term ‘‘brother’’ — that it required not only a blood relationship
but also a large dose of ‘‘affinity’’ — was rejected. Congress, the
court said, made its prohibition absolute, in the belief that that
approach would be fair to most taxpayers. Congress, the court
believed, intended an absolute prohibition against recognizing
losses in transactions between related parties. That a ‘‘family
hostility’’ exception to the application of the attribution rules in
section 318 has been recognized (in Robin Haft Trust) is, the court
said, irrelevant to the application of section 267.
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a family, allowed the father-in-law to deduct a loss from
the sale of property to the son-in-law even though the
father-in-law had also created and funded a trust for the
benefit of his grandchildren (the son-in-law’s children)
for which the son-in-law functioned as the trustee. Section 267(b)(4), which disallows the deduction of losses
incurred from the sale of property between the grantor
and fiduciary of any trust, was ruled inapplicable because
section 267(b)(4) was not intended to operate when each
party (the grantor and the fiduciary of the trust) is acting
for his individual personal account. Because the son-inlaw purchased the property, and the father-in-law sold
the property in each party’s individual capacity, the
relationship they had — which was described in section
267(b)(4) but was not germane to the transaction — was
ignored.
In Wanvig v. United States, 423 F.2d 769 (7th Cir. 1970),
the court, in analyzing a provision identical to section
267(c)(4), concluded that an individual’s family — comprising siblings (whether whole or half blood), spouse,
ancestors, and lineal descendants — included adoptive
siblings and ancestors.3 The taxpayer’s compensatory
options awarded to him by his employer were denied
favored status because the taxpayer owned (after taking
into account the stock owned by family members) an
excessive amount of the corporation’s stock. The taxpayer argued that only in section 318(a)(1) is it expressly
provided that a legally adopted child is treated as a child
by blood and that the absence of such a directive in the
provision being evaluated must mean one’s family did
not include adoptive siblings or ancestors. The court
disagreed and held that the statute inferentially included
those adoptive relatives because to hold otherwise would
be inconsistent with the congressional purpose of including within an individual’s stockholdings stock that is
likely to be controlled by the taxpayer. A substantial and
decisive amount of judgment was exercised. The court
considered the likelihood that the taxpayer would exert
control over the attributed shares in deciding that no
distinction should be drawn between natural and adoptive siblings and ancestors. Outside section 318(a)(1)(B),
which provides that adoptive children are equivalent to
children by blood, whether an adoptive relative is
equivalent to a natural relative has never been conclusively resolved. For example, in De Boer v. Commissioner,
16 T.C. 662 (1951), in holding that a sale of property at a
loss to the taxpayer’s stepgrandson was not covered by
the predecessor of section 267 because the stepgrandson
was not a lineal descendant of the taxpayer, the court
seemed to rely heavily on the fact that the grandson had
not been legally adopted by the taxpayer. The implication
is that the case might have been decided in favor of the

3

See section 422(b)(6), defining the term ‘‘incentive stock
option.’’ The individual to whom the option is granted, at the
time of the grant, must not own stock possessing more than 10
percent of the total combined voting power of all classes of
stock. According to section 424(d)(1), the individual will be
considered owning the stock owned by the members of his
family — his brothers and sisters (whether whole or half blood),
his spouse, his ancestors, and his lineal descendants. That is the
same definition of family that is used in section 267(c)(4).
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the governing instrument provides otherwise, an equal
share or interest in the common property) was not
disallowed because one’s son-in-law, not being a lineal
descendant, cannot be regarded as a member of one’s
family). See also Rev. Rul. 71-50, 1971-1 C.B. 106 (taxpayer
sustained a loss from the sale of stock to his stepmother,
and the loss was not precluded by section 267(a) because
one’s stepmother is not a member of one’s family; she is
not, with respect to her stepson, an ancestor). See also
Rev. Rul. 77-439, 1977-2 C.B. 85 (section 267(a) does not
disallow a loss from the sale of property between an
estate and the executor of that estate (who, in this case,
was a child of the decedent); the sale is not between
related parties described in section 267(b), but between
an estate and an individual). See Estate of Hanna v.
Commissioner, 320 F.2d 54 (6th Cir. 1963).
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4
See Rev. Rul. 72-380, 1972-2 C.B. 201. An individual who has
waived family attribution, for the purpose of qualifying her
redemption under section 302(b)(3), does not violate the waiver
conditions by accepting an appointment under a decedent’s will
as the executor of an estate that includes stock in the redeeming
corporation that, as the executor, the redeemed shareholder is
thereby entitled to vote. Section 302(c)(2)(A)(ii) provides for the
reacquisition of a complete and direct stock interest by reason of
the death of another shareholder, and although a former shareholder who becomes an executor of an estate does not technically
acquire that status by bequest or inheritance, it is reasonable to
conclude, the ruling says, that the acquisition under identical
circumstances of that lesser interest — represented by an
executor’s right to vote stock in an estate — should also come
within the exception provided by the bequest or inheritance
clause in section 302(c)(2)(A)(ii). See also Rev. Rul. 79-334, 1979-2
C.B. 127. Compare Rev. Rul. 71-426, 1971-2 C.B. 173, and Rev.
Rul. 81-233, 1981-2 C.B. 83. See also Bittker and Eustice, Federal
Income Taxation of Corporations and Shareholders, para. 9.04(2)(c).
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States, 404 F.2d 411 (6th Cir. 1968). See also Rev. Rul. 60-18,
1960-1 C.B. 145 (a residuary legatee can never shed his
beneficiary status). In Rev. Rul. 67-24, 1967-1 C.B. 75, the
stock of a corporation was owned in equal shares by Mr.
A and the estate of D. The will, executed by D, provided
that the residue of the estate was to be placed in trust for
the benefit of Mr. A, but only when the administration of
the estate was concluded. The corporation redeemed all
of the stock held by the estate, and the question was
whether the redemption qualified under section 302(b)(3)
for exchange treatment because it constituted a complete
redemption of all the stock owned by the shareholder.
That status, however, depended on whether Mr. A’s stock
could be attributed to the estate. The ruling concludes
that that attribution was entirely proper. The residuary
testamentary trust created by D’s will was a trust under
section 318, even though the residue of the estate (its
corpus) had not, as of the date of the redemption, been
transferred to the trust. Accordingly, the extant trust was
regarded as a beneficiary of the estate, and the stock it
owned under section 318(a)(3)(B) by attribution from its
beneficiary, Mr. A, was further attributed, under section
318(a)(3)(A), to the estate. Thus, the estate owned, both
before and after the redemption, 100 percent of the
corporation’s stock. A redemption of stock from a sole
shareholder, including a constructive sole shareholder, is
always a distribution to which section 301 applies. See
reg. section 1.302-2(b). Thus, here, the IRS exercised
judgment in concluding that an inert trust was nevertheless for section 318 purposes a fully functioning trust
through which stock could be attributed to the redeemed
shareholder.
Those examples indicate that a degree of judgment can
sometimes inform whether and to what extent the tax
law’s affinity provisions apply. Although, as a matter of
fairness, the use of judgment to evaluate the quality of
relationships is good (because those provisions, after all,
are premised on the notion that persons bearing specified
relationships will act in concert; otherwise they should
not be regarded as related), judgment also makes the
administration of the tax laws more challenging because
of the lack of clear guidelines as to when it can and should
be exercised. The Supreme Court, in United States v.
Davis, said the attribution rules apply when determining
whether a redemption is, under section 302(b)(1), not
essentially equivalent to a dividend. Contrary to popular
belief, it didn’t rule out the introduction of judgment into
the process. The attribution rules are only one factor in
determining dividend equivalence, and the notion that
those rules always apply mechanistically is belied not
only by Davis but also by the exceptions to the application of the affinity rules depicted above. What is needed
is objective guidance on when the application of the
affinity provisions of the law can be disregarded, or at
least modified, to reflect that the parties described in
those provisions are unlikely to act with a ‘‘community of
interest’’ or, because they are acting with respect to the
transaction in different capacities, that they also bear
specified relationships to each another is not relevant and
should not control the outcome.
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government if the stepgrandson had been legally
adopted by the taxpayer. Then, apparently, the court
would have held that the parties to the sale transaction
were members of a family. A contrary implication, however, can be derived from Rev. Rul. 71-50, in which
section 267(a) was ruled inapplicable to a sale of stock at
a loss by a taxpayer to his stepmother. One’s stepmother
is not a member of one’s family; she is not an ancestor.
The ruling is silent on whether the stepmother had
legally adopted the stepson. That leads one to conclude
that the issue is irrelevant and that adoption would have
made the stepmother the taxpayer’s ‘‘parent’’ but still not
his ancestor.
The option attribution rules provide that if any person
has an option to acquire stock, that stock will be considered owned by that person. However, the IRS has ruled
that those option attribution rules do not operate when
the option pertains to a corporation’s own stock — when
the corporation has an option to acquire its stock owned
by a shareholder. The attribution rules do not apply, the
IRS ruled in Rev. Rul. 69-562, 1969-2 C.B. 47, because a
corporation does not acquire voting rights or other rights
as a shareholder when it acquires its own stock through
the exercise of an option. Therefore, the corporation
should not be considered, under section 318(a)(4), to be
the owner of its stock that it has an option to acquire for
the purpose of making another shareholder of the corporation (who, in the ruling, owned at least 50 percent of
the value of its stock) the constructive owner of that
optioned stock under section 318(a)(2)(C).4
Under section 318(a)(3)(A), stock owned by a beneficiary of an estate is attributed in full to the estate. (A
beneficiary of an estate is a person entitled to receive
property of a decedent. A person ceases to be a beneficiary, so that his stock is no longer attributed to the estate,
when all of the property to which he is entitled has been
received by him and there is only a remote possibility
that it will become necessary for the estate to seek the
return of property, or a payment from him, to satisfy
claims against the estate or expenses of administration.
See reg. section 1.318-3(a) and Estate of Webber v. United

