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AGENCY: I nternal Revenue Service (IRS), Treasury.

ACTI ON: Fi nal regul ations.

SUMVARY: This docunent contains final regulations that relate to
the treatnment of corporate subsidiaries of S corporations and
interpret the rules added to the Internal Revenue Code by section
1308 of the Smal | Business Job Protection Act of 1996. These
regul ati ons provide the public with guidance needed to conply
with applicable law and will affect S corporations and their

shar ehol ders.

DATES: Effective Date: These regul ations are effective January

20, 2000.

Applicability Date: For dates of applicability, see

881.1361-4(a)(3)(iii), 1.1361-4(a)(5)(i), 1.1361-5(c)(2), 1.1361-
6, 1.1362-8(e), and 301.6109-1(i)(4).

FOR FURTHER | NFORMATI ON CONTACT: Jeanne M Sullivan (202)622-3050
(not a toll-free nunber) or David J. Sotos (202)622-3050
(Subchapter S); Mchael N. Kaibni (202)622-7550 (Subchapter C)

(not toll-free nunbers).



SUPPLEMENTARY | NFORMATI ON:
Paper wor k Reducti on Act

The coll ections of information contained in these final
regul ati ons have been reviewed and approved by the O fice of
Managenent and Budget in accordance with the Paperwork Reduction
Act (44 U.S.C. 3507) under control nunber 1545-1590.

Responses to these collections of information are required to
determ ne the manner in which a corporate subsidiary of an S
corporation wll be treated under the Internal Revenue Code.

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless the
collection of information displays a valid control nunber
assigned by the Ofice of Managenent and Budget.

The estimated annual burden per respondent/recordkeeper
varies from45 mnutes to 1 hour, depending on individual
circunstances, with an estinmated average of 57 m nutes.

Comments concerni ng the accuracy of this burden estimte and
suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: IRS Reports C earance Oficer
OP: FS: FP, Washi ngton, DC 20224, and to the O fice of Managenent
and Budget, Attn: Desk Oficer for the Departnent of the
Treasury, O fice of Information and Regul atory Affairs,

Washi ngt on, DC 20503.

Books or records relating to this collection of information

must be retained as long as their contents nmay becone material in

the adm nistration of any internal revenue law. Cenerally, tax
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returns and tax return information are confidential, as required
by 26 U.S.C. 6103.
Backgr ound

On April 22, 1998, the IRS published in the Federal Register
a notice of proposed rul emaki ng (REG 251698-96, 63 FR 19864)
concerning the treatnment of corporate subsidiaries of S
corporations. The regulations interpreted rules added to the
I nternal Revenue Code (Code) by section 1308 of the Smal
Busi ness Job Protection Act of 1996, Public Law 104-188, 110
Stat. 1755 (the Act), as anmended by section 1601 of the Taxpayer
Relief Act of 1997, Public Law 105-34, 111 Stat. 788 (the 1997
Act). The Act nodified section 1361 of the Code to permt an S
corporation (1) to own 80 percent or nore of the stock of a C
corporation, and (2) to elect to treat a wholly owned subsidiary
as a qualified subchapter S subsidiary (QSub). The 1997 Act nade
a technical correction to section 1361 to provide regul atory
authority to nmake exceptions to the general tax treatnment of an
el ection to be a QSub.

Witten comments were received in response to the notice of
proposed rul emaki ng, and a public hearing was held on Cctober 14,
1998. After consideration of all the comments, the proposed
regul ati ons under sections 1361, 1362, and 1374 are adopted, as
revised by this Treasury decision. The comments received and the
revisions are discussed below. In addition, regul ations under
section 6109 are adopted to provide additional guidance

consistent with the QSub provisions.
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On January 13, 1997, the I RS published Notice 97-4, 1997-1
C.B. 351, to provide a tenporary procedure for making a QSub
(formerly QSSS) election. Taxpayers should continue to follow
Notice 97-4 when making a QSub election until the QSub el ection
formis published.
Expl anati on of Provisions

1. Step Transaction Doctrine

a. QSub Election

The proposed regul ati ons provide that, when an S corporation
makes a valid QSub election with respect to a subsidiary, the
subsidiary is deened to have liquidated into the parent S
corporation imedi ately before the QSub election is effective.
The tax treatnment of this liquidation, alone or in the context of
any larger transaction (for exanple, a transaction that also
I ncl udes the acquisition of the subsidiary’s stock), generally is
determ ned under all relevant provisions of the Code and general
principles of tax law, including the step transaction doctri ne.
However, the proposed regulations include a special transition
rule that applies to certain elections effective prior to the
date that is 60 days after publication of final regulations in
the Federal Register. The transition rule suspends the
application of the step transaction doctrine with respect to the
acqui sition of stock followed by a QSub el ection in cases where
the S corporation and the subsidiary are related (as described in
section 267(b)) prior to the acquisition of the subsidiary’s

st ock.
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Comment at ors expressed concern over the application of the
step transaction doctrine to transactions that include the deened
| i quidation that occurs as the result of a QSub election. These
coment ators argued that applying step transaction to the
acqui sition of stock that precedes a QSub el ection can cause the
transaction to be recast as an asset acquisition under section
368 with results that may be inconsistent wth the expectations
of sonme taxpayers. Under step transaction principles, for
exanple, if, pursuant to a plan, a sharehol der contributes the
stock of one wholly owned S corporation (S2) to another wholly
owned S corporation (S1), and makes a QSub el ection for S2, the
transaction generally would be a reorgani zati on under section
368(a)(1) (D), with the possibility of gain recognition under
section 357(c). See generally, Rev. Rul. 67-274 (1967-2 C. B.
141). In the opinion of these commentators, the |egislative
hi story of the QSub provisions indicates that the deened
l'iquidation that is incident to a QSub el ection should be
respected as an independent, tax-free |iquidation under section
332, rather than recast under the principles of the step
transaction doctrine.

After consideration of all of the comments, Treasury and the
| RS believe that the proposed regul ations are consistent with the
| egi slative history of the QSub provisions, conformthe results
of the deened liquidation to the results that would obtain if an
actual liquidation occurred, and follow the approach taken in

ot her provisions of the tax law. (In regulations published on
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Novenber 29, 1999 (64 FR 66580), rules for elective changes in
the classification of an entity for Federal tax purposes also
provide that the tax treatnment of a change in the classification
of an entity by election is determ ned under all relevant
provi sions of the Internal Revenue Code and general principles of
tax law, including the step transaction doctrine.) Accordingly,
the final regulations provide that general principles of tax |aw,
I ncluding step transaction, apply to determ ne the tax
consequences of the transactions that include a QSub el ecti on.
The final regul ations provide exanples illustrating the results
of applying step transaction in the context of a Sub el ection.

The final regulations also provide for an extended
transition period during which step transaction will be
suspended. During the extended transition period, it is
antici pated that proposed regul ati ons published in the Federal
Regi ster on June 14, 1999, relating to the tax treatnent of
partially controlled subsidiaries under section 368(a)(1)(C (64
FR 31770), will be finalized. These regulations generally
reverse the IRS s position that the acquisition of assets of a
partially controlled subsidiary does not qualify as a tax-free

reorgani zati on under section 368(a)(1)(C). See Bausch & Lonb

Ooptical Co. v. Comm ssioner, 30 T.C. 602 (1958), aff’'d 267 F.2d

75 (2d Cr.), cert. denied, 361 U S. 835 (1959); Rev. Rul. 54-
396, 1954-2 C.B. 147. The regul ations provide that preexisting
ownership of a portion of a target corporation s stock by an

acquiring corporation generally will not prevent the solely for
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voting stock requirement in a “C’ reorganization from being
satisfied. See also Notice 2000-1, 2000-2 I.R B. 1, which
provi des that the proposed regul ati ons, when finalized, wll
provi de that the regulations generally will apply to transactions
occurring after Decenber 31, 1999, with an exception for
transactions pursuant to binding agreenments. The finalization of
these regulations will provide additional certainty as to the tax
consequences of making a QSUB el ection in situations where an S
corporation acquires the remai nder of a partially controlled
subsidiary in exchange for stock of the S corporation and
I medi ately thereafter elects QSUB status with respect to the
subsi di ary.
b. QSUB Term nation

Section 1361(b)(3)(C) provides that, if a QSUB el ection
term nates, the corporation is treated as a new corporation
acquiring all of its assets (and assumng all of its liabilities)
fromthe S corporation in exchange for stock of the new
corporation inmedi ately before the term nation. The proposed
regul ations provide that the tax treatnment of this transaction or
of a larger transaction that includes this transaction wll be
determ ned under the Code and general principles of tax |aw,
I ncluding the step transaction doctrine. The proposed
regul ati ons include exanples illustrating the application of the
step transaction doctrine in the context of the term nation of a

QSUB el ecti on.
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Comment ators recommended that step transaction not apply to
the termnation of a QSUB el ection. Those commentators argue
that the application of the step transaction doctrine causes
I nappropriate tax results in sonme situations. One exanple cited
Is the sale of 21 percent of the stock of a QSUB, thereby
termnating the QSUB el ection. Under step transaction
principles, the deened formati on of a new corporation that occurs
as a result of the QSub termnation fails to qualify under
section 351 because the S corporation parent is not in control of
the new corporation as defined in section 368(c) after the
di sposition. As a result of the failure to qualify under section
351, gain would be recognized on all of the QSub’'s assets.

Treasury and the IRS believe that it is appropriate to apply
the step transaction doctrine to the term nation of a QSub
el ection. Applying the step transaction principles to the control
requi rement of section 351 after the disposition of QSub stock is
conpleted is consistent with the legislative history of the QSub
termination provisions. S. Rep. No. 104-281, 104'" Cong., 2d
Sess. 52 n.59 (1996). Mbreover, in many cases, application of
the step transaction doctrine will provide a nore taxpayer
favorabl e result than giving separate effect to each step. This
may occur, for exanple, if 100 percent of the stock of a QSub is
sold. In that case, applying step transaction principles would
result in a fair market value basis for the former QSub’ s assets,
rather than a | ower carryover basis that would result (absent a

section 338 election) fromtreating the deened formation of the
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new cor poration as an i ndependent step qualifying under section
351. In order to assist taxpayers to understand the effect of
QSub termnations, the final regulations include two exanpl es
that illustrate the contrasting tax consequences of purchasing 21
percent of the stock of a QSub as opposed to the tax consequences
of contributing property to the QSub in exchange for 21 percent
of the former QSub’s stock. The final regul ations include
additional exanples illustrating the consequences of revoking the
QSub el ection prior to sale of the QSub’s stock and of nerging a
QSub into a disregarded entity prior to such sale.

2. “F” Reorgani zations During the Transition Peri od.

As noted above, commentators generally oppose applying the
step transaction doctrine to the acquisition of the stock of a
corporation followed i mediately by a QSub el ection. Sone
comment at ors, however, suggested that, for policy and ot her
reasons, during the transition period, the formation of a new
shell S corporation (Newco) by the sharehol ders of an existing S
corporation, followed by the contribution of the stock of the
existing S corporation to Newco, coupled with an i medi ate QSub
el ection for the existing corporation, should be characterized as
a reorgani zation under section 368(a)(1)(F) if all of the other
requi sites of that section are net. Treating the transaction as
an “F” reorgani zation (as opposed to a stock acquisition foll owed
by a section 332 |liquidation) can be beneficial to taxpayers.
For exanple, the existing S corporation’s taxable year does not

close if it undergoes an “F” reorganizati on.
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In I'ight of the underlying purpose of the transition rule as
a relief provision for the benefit of taxpayers, during the
extended transition period provided in the final regulations, the
IRS wi Il not chall enge taxpayers who, through application of the
step transaction doctrine to an acquisition of stock foll owed by
a QSub election, obtain tax treatnent simlar to that applied in
a valid reorgani zati on under section 368(a)(1)(F) if, wthout
regard to the transition rule, the transaction would properly
qualify as such a reorganization

3. Timng of Adoption of Plan of Liquidation

Under section 332(a), no gain or loss shall be recognized on
the receipt by a corporation of property distributed in conplete
|'i qui dati on of another corporation if the requirenents of section
332(b) are satisfied. Those requirenents include the adoption of
a plan of liquidation at a tinme when the corporation receiving
the distribution owms 80 percent or nore of the stock of the
|'i quidating corporation. A QSub election results in a
constructive |liquidation for Federal tax purposes. Formally
adopting a plan of liquidation for the QSub, however, is
potentially inconpatible with the QSub provisions of the Code,
which allow the state-law entity to continue to exist while
l'iquidating only for Federal tax purposes. |In order to provide
tax treatnment for the constructive liquidation incident to a QSub
el ection that is conpatible with the requirenments of section 332,

t he proposed regul ations include a provision that the making of a
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QSub el ection satisfies the requirenent of adopting a plan of
| i qui dation

One comment ator asked that the regul ations provide a safe
harbor with respect to the timng of the adoption of the plan of
|'i qui dation for purposes of section 332. The commentator argued
that, where the acquisition of stock foll owed by the deened
| i qui dati on does not constitute a reorgani zation (after
appropriate application of step-transaction principles), the
regul ati ons shoul d provide that, for purposes of applying section
332 to the liquidation incident to a QSub election, the S
corporation will be deened to adopt a plan of liquidation for its
subsidiary as of the effective date of the election, which should
not precede the acquisition by the S corporation of 100 percent
of the stock of the subsidiary.

The tim ng of the adoption of the plan of liquidation is
I mportant in the context of section 332 because only |iquidating
distributions to a corporation that owns 80 percent or nore of
the stock of the subsidiary when the plan is adopted qualify for
tax-free treatnent. A QSub el ection cannot be effective until
the parent S corporation owns 100 percent of the subsidiary.
Thus, the constructive liquidation incident to a QSub el ection
cannot commence before that |evel of ownership is attained.
Furthernore, providing certainty with respect to the deened
timng of the adoption of the plan of liquidation facilitates the
efficient adm ni stration and use of the QSub provisions.

Accordingly, to provide tax treatnment of a QSub election that is
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conpatible wwth the requirenments of section 332, the fina
regul ati ons provide that, for purposes of satisfying the
requi renent of section 332(b) that the parent corporati on own
stock in the subsidiary neeting the requirenents of section
1504(a)(2) on the date of adoption of the plan of |iquidation of
the subsidiary, the plan of liquidation is deenmed adopted
I mmedi ately before the deened |iquidation incident to a QSub
el ection unless a formal plan of liquidation that contenplates
the filing of the QSub election is adopted on an earlier date.
(Al'though no simlar rule is contained in the rules for elective
changes in the classification of an entity for Federal tax
pur poses, Treasury and the IRS intend to anend those regul ations
to include such a rule.) However, if as a result of the
application of general tax principles the transactions that
I nclude the QSub el ection are treated as an asset acquisition,
section 332 is not applicable and this rule has no rel evance.

4. | nsol vent Subsi di ari es

In general, section 332 does not apply to the |iquidation of
an insolvent corporation, because the parent corporation does not
receive at |east partial paynment for the stock of its subsidiary.
See, e.g., 81.332-2(b) and Rev. Rul. 68-602 (1968-2 C. B. 135).
One comment at or recomrended that a QSub el ecti on nade for an
I nsol vent subsidiary be eligible for tax-free treatnent under
section 332. The conmmentator argued that the legislative history
of the QSub provisions makes it clear that a QSub el ection shoul d

qualify as a liquidation under section 332 unless regul ations
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provi de otherw se and that taxpayers may be unaware of the harsh
results of making a QSub election for an insolvent corporation.

Treasury and the IRS do not agree that the |egislative
hi story indicates that section 332 applies to the |liquidation of
an insolvent corporation. 1In order to assist taxpayers, an
exanple illustrates the effect of a QSub el ection for an
I nsol vent corporation.

5. Definition of Stock of the QSub

Comment ators recommended that, for purposes of determ ning
whet her a subsidiary is wholly owed by the parent S corporation,
arrangenents that are not considered to be stock under the one-
cl ass-of -stock rules of 81.1361-1(l) should be disregarded. The
coment ators noted that applying the principles of these
regul ati ons woul d provide certainty with respect to the
subsidiary’s eligibility to be a QSub and avoid difficult
debt/equity determ nations.

The final regul ations adopt the position recommended by the
commentators. The final regulations provide that, for purposes
of determ ni ng whether the deened |iquidation of the subsidiary
qual i fies under section 332, the deened exercise of an option
under 81.1504-4 and any instrunment, obligation, or arrangenent
t hat woul d not be considered stock under the one-cl ass-of-stock
rules of 81.1361-1(l) are disregarded in determning if the stock
ownership requirenents of section 332(b) are net. For exanple,
an option that would not be treated as stock under 81.1361-1, but

that would be treated as exerci sed under 81.1504-4, is
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disregarded. Simlarly, if a QSub election termnates, in
determ ning the applicability of section 351, the determ nation
of whether stock ownership of the newy forned corporation
satisfies the control requirenent of section 368(c) is nade
W thout regard to instrunents, obligations, or other arrangenents
that are not treated as stock for purposes of the 100 percent
stock ownership requirenent for the election.

The rul e regarding options under 81.1504-4 is included for
pur poses of applying section 332 because section 332 explicitly
I ncorporates the affiliation rules of section 1504. See 81.1504-
4(a)(1) (the option rules apply to all provisions under the Code
and the regulations to which affiliation within the nmeaning of
section 1504(a) is relevant). The affiliation rules are not
rel evant for purposes of applying the rules regarding the 100
percent stock ownership requirenment in section 1361(b)(3)(B)(i).
Accordingly, the rule concerning the treatnent of stock in
appl ying the 100 percent stock ownership requirenent does not
refer to the option rules under 81.1504-4.

6. Section 1374 and Excess Loss Accounts

Commentary on the proposed regulations identified certain
di screpancies in the treatnent of tiered groups of corporations
when QSub el ections are nade for sone or all of the nmenbers of
the group and certain unintended inplications of the sentence
added to 81.1374-8(b) in the proposed regul ations.
a. Section 1374
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Section 1374(d)(8) and 81.1374-8(a) generally provide that,
If an S corporation acquires assets in a transaction in which the
S corporation’s basis in the assets is determned (in whole or in
part) by reference to a C corporation’s basis in the assets (or
any other property) (a section 1374(d)(8) transaction), section
1374 applies to the net recognized built-in gain attributable to
the assets acquired in such a transaction. Section 1.1374-8(b)
provi des that, for purposes of the tax inposed under section
1374(d)(8), a separate determi nation of tax is nmade with respect
to the assets the S corporation acquires in one section
1374(d)(8) transaction fromthe assets the S corporation acquires
I n anot her section 1374(d)(8) transaction and fromthe assets the
corporation held when it becane an S corporation.

A corporation’s section 1374 attributes (loss carryforwards,
credits, and credit carryforwards as provided in 81.1374-1(c))
may be used only to reduce the section 1374 tax inposed on the
di sposition of assets held by the S corporation at the tine it
converted fromC status. Likew se, section 1374 attributes
acquired in one section 1374(d)(8) transaction nmay be used only
to reduce tax on the disposition of assets acquired in that
transaction. This results in separate section 1374 pools for
pur poses of calculating the tax inposed by section 1374.

One commentator noted that 81.1374-8(b) of the proposed
regul ations inplies that a QSub election for two or nore
corporations results in a section 1374(d)(8) transaction for each

subsidiary and that this inplication is contrary to the genera
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timng rules of 81.1361-4(b)(1). Those general timng rules
provide that the deened liquidation of a tiered group of C
corporations that elect S and QSub status effective on the sane
day occurs at the close of the day before the effective date of
the elections, while the parent is a C corporation. As a result
of the operation of the general timng rules, there is a single
section 1374 pool when the parent corporation’s S election is
effective. Moreover, the commentator noted that a literal
readi ng of 81.1374-8(b) of the proposed regul ati ons nmay cause the
assets of an S corporation that is acquired by a C corporation to
beconme subject to section 1374 when the acquiring C corporation
I mmedi ately makes an S election for itself and a QSub el ection
for the acquired S corporation. Finally, the conmentator
requested that the final regul ations provide that when an S
corporation acquires a tiered group of corporations and nakes
QSub el ections effective on the sane date for sonme or all of the
corporations, the assets deened acquired by the S corporation
will be treated as acquired in a single section 1374(d)(8)
transaction, consistent with the apparent intent of the general
timng rules of 81.1361-4(b)(1) of the proposed regul ati ons.
b. Excess |oss accounts

Section 1.1502-19 of the Incone Tax Regul ati ons provides
rules requiring, in certain instances, a nenber (X) of a
consol i dated group of corporations to include in incone its
excess | oss account (ELA) in the stock of another nenber (Y) of

the group. An ELA reflects X' s negative adjustnments wth respect
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to Y's stock to the extent the negative adjustnents exceed X s
basis in the stock. An ELA nust be included in X' s incone if X
Is treated as disposing of Y's stock. See 81.1502-19(b)(1). A
merger or liquidation of X into an S corporation or an S el ection
by X is treated as a disposition that triggers incone recognition
With respect to an ELA in Y stock. 1In contrast, X s incone or
gain in certain cases is subject to any nonrecognition or
deferral rules applicable, including section 332. As a result,
If Yliquidates into X in a transaction subject to section 332,
there is no inconme recognition with respect to an ELAin Y's
stock. See 81.1502-19(b)(2)(i).

Under the general timng rules of 81.1361-4(b)(1), if the
common parent elects S status, the deened |iquidations of the
subsidiary nenbers of the consolidated group for which QSub
el ections are made (effective on the sane date as the S el ection)
occur as of the close of the day before the QSub el ections are
effective, while the S electing parent corporation is still a C
corporation. As a result, there is no triggering of incone with
respect to ELAs in the stock of the subsidiary corporations if
the liquidations qualify under section 332. In contrast, if a
consolidated group of corporations is acquired by an S
corporation and the acquiring S corporation nmakes QSub el ections
for the parent and nenbers of the consolidated group, a deened
|'i qui dati on of the parent prior to the deened |iquidation of

ot her nmenbers of the consolidated group may be a di sposition that
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triggers incone recognition with respect to ELAs in the
subsi di ari es’ stock.
c. Modifications adopted in the final regul ations

The final regul ations renove the proposed anendnent to
81.1374-8(b). Furthernore, an anendnent to the general timng
rul es under 81.1361-4(b)(1) for acquired S corporations clarifies
that an acquired S corporation liquidates into an acquiring
corporation as of the beginning of the day of acquisition, after
the parent’s S election, if any, is effective. There is no
section 1374(d)(8) transaction when an S corporation acquires
assets fromanother S corporation, if the acquired S corporation
has no C corporation history. The nodification to the timng
rule also clarifies that there is no period during which an
acquired S corporation is a C corporation if the QSub election is
made effective as of the tine of the acquisition.

As noted in the commentary, the order of the deened
liquidations for a tiered group of corporations for which QSub
el ections are nade (effective on the sane date) is significant
for purposes of section 1374 and under 81.1502-19. In many
situations, it is preferable to have the deened |i qui dations
occur in order fromthe |lowest tier subsidiary to the highest
tier subsidiary, a bottomup liquidation order. As a result of
that ordering, the final liquidation of the highest tier
subsidiary results in a single section 1374 pool for the group.
In addition, in the case of a consolidated group of corporations,

because the deened |iquidation of the conmon parent follows the
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deened liquidation of its subsidiaries, there is no
deconsol i dation for purposes of 81.1502-19 and no triggering of
ELAs. In other circunstances, however, a top to bottom
liquidation of a tiered group of subsidiaries nmay be preferable.
Therefore, the final regulations allow the S corporation to
specify the order of the deened |iquidations when QSub el ections
are made (effective on the sanme day) for a tiered group of
subsidiaries. In default of an election, the deened |iquidations
occur in succession on the effective date of the el ection,
beginning with the | owest tier subsidiary.
7. Timng

One commentator noted a potential |ack of coordination in
the regulations that determne the timng of the term nation of
the S election of an acquired S corporation and the deened
l'iquidation incident to a QSub election for that S corporation.
The conmment at or acknow edged that the intent of the proposed
regulations is to provide that an acquired S corporation for
which a QSub election is nmade effective i nmedi ately on
acqui sition should have no intervening C period.

O her timng issues can arise with respect to the
termnation of a QSub election. The regulations provide rules
that govern the timng of the deened |liquidation incident to a
QSub election and of the termnation of a QSub el ection. The
regul ati ons al so provide exanples illustrating those rules. The
regul ati ons generally are intended to provide that a corporation

may nove between S and QSub status wi thout an intervening C
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period, if the appropriate election is made effective as of the
termnation of the previous S or QSub el ection. The regul ations
are coordinated with provisions under section 338 and 881.1362-2
and 1.1502-76 that have differing timng provisions.

8. | nadvertent QSub El ecti on and | nadvertent Term nation Relief

One commentator requested that the regul ations provide
I nadvertent invalid QSub election relief simlar to the relief
that is avail able under section 1362(f) for inadvertent invalid S
el ections and inadvertent S term nations. The proposed
regul ations include a provision indicating that inadvertent QSub
termnation relief nmay be avail abl e under standards established
by the Conm ssioner for inadvertent termnation of an S el ection
under 81.1362-4.

The QSub provisions include no section anal ogous to section
1362(f) that allows the IRS to determne that a corporation is a
QSub during a period when the corporation does not satisfy the
requi renment of section 1361(b)(3)(B)(i). For exanple, if the
parent corporation inadvertently transfers one share of QSub
stock to another person, the Sub election term nates. The
subsidiary is not eligible to have a Sub el ection in effect for
t he period during which the parent does not own 100 percent of
its stock. If the QSub election term nates because of the
I nadvertent termnation of the parent’s S el ection, however,
relief may be avail abl e under section 1362(f). A favorable
determ nati on under that section causes the subsidiary to

continue to satisfy the requirenents of section 1361(b)(3)(B)(ii)



- 21 -
during the period when the parent is accorded relief for
I nadvertent termnation of its S election. Mreover, if the
parent fails to make a tinely QSub el ection, relief may be
avai |l abl e under the procedures applicable under 8301.9100-1 and
§301. 9100- 3.

The final regulations do not include the provision relating
to the inadvertent termnation of a QSub el ection. The renova
of that provision is not intended to suggest that relief under
section 1362(f) is not available in appropriate circunstances
(such as those discussed above), but is intended to avoid
confusion with respect to the scope of the IRS s statutory
authority under section 1362(f).

9. Odering Rule for Term nati on of QSub El ecti ons

Comment ators requested that the final regulations provide an
ordering rule for the sinultaneous term nation of QSub el ections
as the result of the termnnation of an upper-tier subsidiary’s
QSub el ection. The final regulations provide that the
term nations occur in succession, beginning wth the upper-tier
subsidiary, and include exanples to illustrate the effect of
si mul taneous QSub term nati ons.

10. Banki ng Provi si ons

Consi stent with the proposed regul ati ons, the final
regul ati ons provide that any special rules applicable to banks
under the Code continue to apply separately to banks as if the
deened liquidation incident to a QSub el ection had not occurred

(the banking provisions). Comentators requested that the
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banki ng provisions be retroactive to the effective date of the
Act, by election. As authorized by section 1601 of the 1997 Act,
and as first announced in Notice 97-5 (1997-1 C.B. 352), the
final regulations provide that the banking provisions apply to
t axabl e years begi nning after Decenber 31, 1996. This rule
applies to all taxpayers and is not subject to an election. The
banki ng provisions also include a reference to other published
gui dance for section 265(b); see Rev. Rul. 90-44 (1990-1 C. B. 54,
57) .

11. Taxpayer ldentifying Nunbers

The regul ations provide clarification regardi ng enpl oyer
i dentification nunbers (EINs) for QSubs. The regulations restate
the general rules that (1) when an entity’'s classification
changes as a result of an election, it retains its EIN, and (2)
unl ess regul ati ons or published gui dance provi de ot herw se, a
di sregarded entity (including a QSub) nust use its owner’s EIN
for Federal tax purposes.

Notice 99-6 (1999-3 I.R B. 12) provides guidance that, under
limted circunstances, a disregarded entity nmay use its own EIN
If a QSub wi shes to use its own EIN in accordance with Notice 99-
6 but did not have an EIN prior to becoming a QSub, it nust apply
for a new EIN

If a subsidiary’s QSub el ection term nates, the new
corporation forned as a result of that termnation nust use its
own EIN for Federal tax purposes. |f the new corporation had an

EIN before the effective date of its QSub election or during its
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QSub status, it should use that EIN. Oherw se, the new
corporation nust apply for a new EIN

12. Effective Date and Transition rules

The regul ations generally apply to taxable years that begin
on or after January 20, 2000; however, taxpayers nmay elect to
apply the regulations in whole, but not in part (aside fromthose
sections with special dates of applicability), for taxable years
begi nning on or after January 1, 2000, provided the corporation
and all affected taxpayers apply the regulations in a consistent
manner. To nmake the el ection, the corporation and all affected
taxpayers nust file a return or an anmended return that is
consistent with these rules for the taxable year for which the
el ection is nade. For purposes of this section, affected
t axpayers neans all taxpayers whose returns are affected by the
el ection to apply the regul ations. The rules relating to the
treatnment of banks apply to all taxable years beginning after
Decenber 31, 1996; see 81.1361-4(a)(3)(iii). The provision
relating to transitional relief fromthe step transaction applies
to certain QSub el ections effective on or before the end of
cal endar year 2000; see 81.1361-4(a)(5)(i). Section 1.1361-
5(c)(2), relating to automatic consent for an S or QSub el ection
made for a corporation whose QSub el ection has termnated within
the five-year period described in section 1361(b)(3)(D), applies
to certain QSub el ections effective after Decenber 31, 1996.
Section 301.6109-1(i), relating to EINs, applies on or after
January 20, 2000.



Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required. It
has al so been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regulations. It is hereby certified that the collection
of information in these regulations will not have a significant
I npact on a substantial nunber of small businesses. This
certification is based upon the fact that the econom c burden
I nposed on taxpayers by the collection of information and
recor dkeepi ng requirenents of these regulations is insignificant.
For exanple, the estimated average annual burden per respondent
Is | ess than one hour. Furthernore, nost taxpayers will only
have to respond to the requests for information contained in
881.1361-3 and 1.1361-5 one tine in the life of the corporation.
Therefore, a Regulatory Flexibility Analysis is not required
under the Regul atory Flexibility Act (5 U S.C. chapter 6).
Pursuant to section 7805(f) of the Internal Revenue Code, the
notice of proposed rul emaki ng precedi ng these regul ati ons was
submtted to the Chief Counsel for Advocacy of the Small Business

Adm ni stration for comment on its inpact on small business.



Drafting Information

The principal authors of these regulations are Jeanne M
Sullivan and David J. Sotos of the Ofice of the Assistant Chief
Counsel (Passthroughs & Special Industries); and M chael N.
Kai bni of the O fice of the Assistant Chief Counsel (Corporate).
However, other personnel fromthe IRS and Treasury Depart nent
participated in their devel opnent.
Li st of Subjects
26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.

26 CFR Part 301

Enpl oynent taxes, Estate taxes, Excise taxes, Gft taxes,
I ncome taxes, Penalties, Reporting and recordkeeping
requirenents.

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR parts 1, 301, and 602 are anended as
fol | ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. Amend 81.1361-0 as follows:

1. Revi se the introductory text.

2. Renove the entry for 81.1361-1(d)(3).
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3. Add entries for 881.1361-2, 1.1361-3, 1.1361-4, 1.1361-5,
and 1.1361-6.
The revisions and additions read as foll ows:

§1.1361-0 Table of contents.

This section lists captions contained in 881.1361-1, 1.1361-2,
1.1361-3, 1.1361-4, 1.1361-5, and 1.1361-6.

* * % * *

81.1361-2 Definitions relating to S corporation subsidiaries.

(a) In general.

(b) Stock treated as held by S corporation.
(c) Straight debt safe harbor

(d) Exanples.

81.1361-3 QSub el ecti on.

Time and manner of making el ection.

I n general .

Manner of making el ection.

Ti me of making el ection.

Ef fective date of election.

Exanpl e.

Extension of tinme for making a QSub el ection.
Revocation of QSub el ection.

Manner of revoking QSub el ecti on.

Ef fective date of revocation

Revocation after term nation.

Revocation before QSub el ection effective.

ANASNAN AN AN AN AN AN AN S S N
AWNFRPRTOOUOIRRWNED
o e A S e e e N

81.1361-4 Effect of QSub el ection.

Separ at e exi stence i gnored.
I n general .

Li qui dati on of subsidiary.
I n general .

Exanpl es

N

St ock ownership requirenents of section 332.
Treat ment of banks.
I n general .

) Exanpl es.

Treatment of stock of QSub.
Transitional relief.



(1) General rule.

(i1) Exanpl es.

(b) Timng of the |iquidation.

(1) In general.

(2) Application to elections in tiered situations.
(3) Acquisitions.

(1) In general.

(i1) Special rules for acquired S corporations.

(4) Coordination with section 338 el ection.

(c) Carryover of disallowed | osses and deducti ons.
(d) Exanples.

81.1361-5 Term nation of QSub el ection.

(a) In general.

(1) Effective date.

(2) Information to be provided upon term nation of QSub el ection
by failure to qualify as a QSub

(3) QSub joins a consolidated group.

(4) Exanples.

(b) Effect of term nation of QSub el ection.

(1) Formation of new corporation.

(1) In general.

(i1) Termnation for tiered QSubs.

(2) Carryover of disallowed | osses and deducti ons.
(3) Exanples.

(c) Election after QSub term nation.

(1) In general.

(2) Exception.

(3) Exanples.

81.1361-6 Effective date.

Par. 3. Anmend 81.1361-1 as foll ows:

1. Revise paragraph (b)(21)(i).

2. Renove paragraph (d)(21)(i).

3. Redesignate paragraphs (d)(2)(ii), (d)(21)(iii), (d)y(1)(iv),
and (d)(1)(v) as paragraphs (d)(1)(i), (d)(1)(ii), (d(1)(iii),
and (d)(21)(iv), respectively.

4. Revise newy designated paragraph (d)(1)(i).

5. Renove paragraph (d)(3).

6. Revise the first sentence of paragraph (e)(1).

The revisions read as foll ows:
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81.1361-1 S corporation defined.

* * % * *

(b) * * *

(1) * * =

(i) Mre than 75 shareholders (35 for taxable years begi nning
bef ore January 1, 1997);

(d) * * *

(1) * * =

(1) For taxable years beginning on or after January 1, 1997, a
financial institution that uses the reserve nethod of accounting
for bad debts described in section 585 (for taxable years
begi nning prior to January 1, 1997, a financial institution to
whi ch section 585 applies (or would apply but for section 585(c))
or to which section 593 applies);

* * % * *

(e) * * %

(1) General rule. A corporation does not qualify as a snal
busi ness corporation if it has nore than 75 sharehol ders (35 for
taxabl e years beginning prior to January 1, 1997). * * *

Par. 4. Add 881.1361-2, 1.1361-3, 1.1361-4, 1.1361-5, and
1.1361-6 to read as foll ows:

81.1361-2 Definitions relating to S corporation subsidiaries.

(a) In general. The termqualified subchapter S subsidiary

(@Sub) neans any donestic corporation that is not an ineligible
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corporation (as defined in section 1361(b)(2) and the regul ations
t hereunder), if--
(1) 100 percent of the stock of such corporation is held by an
S corporation; and
(2) The S corporation properly elects to treat the subsidiary
as a (Sub under 81.1361-3.

(b) Stock treated as held by S corporation. For purposes of

satisfying the 100 percent stock ownership requirenent in section
1361(b)(3)(B) (i) and paragraph (a)(1) of this section--

(1) Stock of a corporation is treated as held by an S
corporation if the S corporation is the owner of that stock for
Federal incone tax purposes; and

(2) Any outstanding instrunments, obligations, or arrangenments
of the corporation which would not be considered stock for
pur poses of section 1361(b)(1)(D) if the corporation were an S
corporation are not treated as outstanding stock of the QSub.

(c) Straight debt safe harbor. Section 1.1361-1(1)(5)(iv) and

(v) apply to an obligation of a corporation for which a QSub
election is made if that obligation would satisfy the definition
of straight debt in 81.1361-1(1)(5) if issued by the S
cor porati on.

(d) Exanples. The followi ng exanples illustrate the
application of this section:

Exanple 1. X, an S corporation, owns 100 percent of Y, a
corporation for which a valid QSub election is in effect for the
taxabl e year. Y owns 100 percent of Z, a corporation otherw se

eligible for QSub status. X may elect to treat Z as a QSub under
section 1361(b)(3)(B)(ii).
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Exanple 2. Assune the sane facts as in Exanple 1, except that
Y is a business entity that is disregarded as an entity separate
fromits owner under 8301.7701-2(c)(2) of this chapter. X may
elect to treat Z as a (Sub.

Exanple 3. Assune the sane facts as in Exanple 1, except that
Y owns 50 percent of Z, and X owns the other 50 percent. X may
elect to treat Z as a (Sub.

Exanple 4. Assune the sane facts as in Exanple 1, except that
Yis a Ccorporation. Although Y is a donestic corporation that
Is otherwse eligible to be a QSub, no QSub el ection has been
made for Y. Thus, X is not treated as holding the stock of Z.
Consequently, X may not elect to treat Z as a (Sub.

Exanple 5. Individuals A and B own 100 percent of the stock of
corporation X, an S corporation, and, except for C s interest
(descri bed bel ow), X owns 100 percent of corporation Y, a C
corporation. |Individual C holds an instrunment issued by Y that
I's considered to be equity under general principles of tax | aw
but woul d satisfy the definition of straight debt under 81.1361-

1(1)(5) if Y were an S corporation. In determ ning whether X
owns 100 percent of Y for purposes of making the QSub el ection,
the instrunment held by Cis not considered outstanding stock. In

addi tion, under 81.1361-1(1)(5)(v), the QSub election is not
treated as an exchange of debt for stock with respect to such

I nstrunment, and 81.1361-1(1)(5)(iv) applies to determ ne the tax
treatnment of paynments on the instrunent while Y's QSub el ection
Is in effect.

81.1361-3 (QSub el ection.

(a) Tinme and manner of neking election--(1) In general. The

corporation for which the QSub election is made nust neet all the
requi renents of section 1361(b)(3)(B) at the tine the election is
made and for all periods for which the election is to be
effective.

(2) Manner of making election. Except as provided in section

1361(b)(3) (D) and 81.1361-5(c) (five-year prohibition on re-
el ection), an S corporation may elect to treat an eligible
subsidiary as a QSub by filing a conpleted formto be prescribed

by the IRS. The election formnust be signed by a person
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authorized to sign the S corporation’s return required to be
filed under section 6037. Unless the election form provides
ot herw se, the election nust be submtted to the service center
where the subsidiary filed its nost recent tax return (if
applicable), and, if an S corporation forns a subsidiary and
makes a valid QSub el ection (effective upon the date of the
subsidiary’s formation) for the subsidiary, the election should
be submtted to the service center where the S corporation filed
Its nost recent return.

(3) Tine of nmeking election. A QSub election nay be made by

the S corporation parent at any tinme during the taxable year.

(4) Effective date of election. A Qub election wll be

effective on the date specified on the election formor on the
date the election formis filed if no date is specified. The
effective date specified on the formcannot be nore than two
nont hs and 15 days prior to the date of filing and cannot be nore
than 12 nonths after the date of filing. For this purpose, the

definition of the termnonth found in 81.1362-6(a)(2)(ii) (0

applies. If an election formspecifies an effective date nore
than two nonths and 15 days prior to the date on which the
election formis filed, it will be effective two nonths and 15
days prior to the date it is filed. |If an election form
specifies an effective date nore than 12 nonths after the date on
which the election is filed, it will be effective 12 nonths after

the date it is fil ed.
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(5) Exanple. The follow ng exanple illustrates the
application of paragraph (a)(4) of this section:

Exanple. X has been a cal endar year S corporation engaged in a
trade or business for several years. X acquires the stock of Y, a
cal endar year C corporation, on April 1, 2002. On August 10, 2002,
X makes an election to treat Y as a QSub. Unless otherw se
specified on the election form the election will be effective as
of August 10, 2002. |If specified on the election form the
el ection may be effective on sonme other date that is not nore than
two nonths and 15 days prior to August 10, 2002, and not nore than
12 nonths after August 10, 2002.

(6) Extension of tinme for making a QSub el ection. An extension

of time to make a QSub el ection may be avail abl e under the
procedures applicable under 88301.9100-1 and 301.9100-3 of this
chapter.

(b) Revocation of (QSub election--(1) Manner of revoking QSub

el ection. An S corporation may revoke a QSub el ecti on under
section 1361 by filing a statenent with the service center where
the S corporation's nost recent tax return was properly filed. The
revocation statenent nust include the nanes, addresses, and

t axpayer identification nunbers of both the parent S corporation
and the QSub, if any. The statenent nust be signed by a person
authorized to sign the S corporation's return required to be filed
under section 6037.

(2) Effective date of revocation. The revocation of a QSub

el ection is effective on the date specified on the revocation
statenent or on the date the revocation statenent is filed if no
date is specified. The effective date specified on the revocation
statenent cannot be nore than two nonths and 15 days prior to the

date on which the revocation statenent is filed and cannot be nore
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than 12 nonths after the date on which the revocation statenent is
filed. If a revocation statenent specifies an effective date nore
than two nonths and 15 days prior to the date on which the
statenent is filed, it will be effective two nonths and 15 days
prior to the date it is filed. |If a revocation statenent specifies
an effective date nore than 12 nonths after the date on which the
statenment is filed, it will be effective 12 nonths after the date
it is filed.

(3) Revocation after termnation. A revocation may not be nade

after the occurrence of an event that renders the subsidiary
ineligible for QSub status under section 1361(b)(3)(B).

(4) Revocation before QSub election effective. For purposes of

Section 1361(b)(3)(D and 81.1361-5(c) (five-year prohibition on
re-election), a revocation effective on the first day the QSub

el ection was to be effective will not be treated as a term nation
of a Sub el ection.

81.1361-4 Effect of QSub el ecti on.

(a) Separate existence ignored--(1) In general. Except as

ot herwi se provided in paragraph (a)(3) of this section, for Federal
tax purposes--

(i) A corporation which is a Qub shall not be treated as a
separate corporation; and

(i) Al assets, liabilities, and itens of incone, deduction,
and credit of a Sub shall be treated as assets, liabilities, and

Items of inconme, deduction, and credit of the S corporation.
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(2) Liquidation of subsidiary--(i) In general. |If an S

corporation nakes a valid QSub election wth respect to a
subsidiary, the subsidiary is deened to have liquidated into the S
corporation. Except as provided in paragraph (a)(5) of this
section, the tax treatnent of the |liquidation or of a |arger
transaction that includes the liquidation wll be determ ned under
the Internal Revenue Code and general principles of tax |aw,
I ncluding the step transaction doctrine. Thus, for exanple, if an
S corporation fornms a subsidiary and nmakes a valid QSub el ection
(effective upon the date of the subsidiary’s formation) for the
subsidiary, the transfer of assets to the subsidiary and the deened
| i qui dati on are disregarded, and the corporation will be deened to
be a QSub fromits inception

(i1) Exanples. The follow ng exanples illustrate the
application of this paragraph (a)(2)(i) of this section:

Exanple 1. Corporation X acquires all of the outstandi ng stock
of solvent corporation Y froman unrel ated individual for cash and
short-termnotes. Thereafter, as part of the sane plan, X
I medi ately makes an S election and a QSub election for Y. Because
X acquired all of the stock of Y in a qualified stock purchase
Wi thin the neaning of section 338(d)(3), the liquidation described
I n paragraph (a)(2) of this section is respected as an i ndependent
step separate fromthe stock acquisition, and the tax consequences
of the liquidation are determ ned under sections 332 and 337.

Exanple 2. Corporation X, pursuant to a plan, acquires all of
t he outstanding stock of corporation Y fromthe shareholders of Y
solely in exchange for 10 percent of the voting stock of X Prior
to the transaction, Y and its sharehol ders are unrelated to X
Thereafter, as part of the sane plan, X immedi ately nakes an S
el ection and a QSub election for Y. The transaction is a
reorgani zation described in section 368(a)(1)(C), assum ng the
ot her conditions for reorganization treatnent (e.g., continuity of
busi ness enterprise) are satisfied.

Exanple 3. After the expiration of the transition period
provided in paragraph (a)(5)(i) of this section, individual A
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pursuant to a plan, contributes all of the outstanding stock of Y
to his wholly owned S corporation, X, and inmmedi ately causes X to
make a QSub election for Y. The transaction is a reorganization
under section 368(a)(1)(D), assum ng the other conditions for
reorgani zation treatnent (e.g., continuity of business enterprise)
are satisfied. |If the sumof the amount of liabilities of Y
treated as assuned by X exceeds the total of the adjusted basis of
the property of Y, then section 357(c) applies and such excess is
considered as gain fromthe sale or exchange of a capital asset or
of property which is not a capital asset, as the case may be.

(ii1) Adoption of plan of liquidation. For purposes of

satisfying the requirenent of adoption of a plan of |iquidation
under section 332, unless a formal plan of |iquidation that
contenpl ates the QSub election is adopted on an earlier date, the
maki ng of the QSub el ection is considered to be the adoption of a
plan of liquidation inmedi ately before the deened |iquidation
described in paragraph (a)(2)(i) of this section.

(iv) Exanple. The follow ng exanple illustrates the application
of paragraph (a)(2)(iii) of this section:

Exanple. Corporation X owns 75 percent of a solvent corporation
Y, and individual A owns the remaining 25 percent of Y. As part of
a plan to nake a QSub election for Y, X causes Y to redeem A’ s 25
percent interest on June 1 for cash and nakes a QSub election for Y
effective on June 3. The nmaking of the QSub election is considered
to be the adoption of a plan of liquidation imediately before the
deened |iquidation. The deened |iquidation satisfies the
requi renments of section 332.

(v) Stock ownership requirenents of section 332. The deened

exercise of an option under 81.1504-4 and any instrunents,
obligations, or arrangenments that are not considered stock under
81.1361-2(b)(2) are disregarded in determning if the stock
ownership requirenents of section 332(b) are net with respect to
t he deened |iquidation provided in paragraph (a)(2)(i) of this

secti on.
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(3) Treatnent of banks--(i) 1In general. |[If an S corporationis

a bank, or if an S corporation nmakes a valid QSub election for a
subsidiary that is a bank, any special rules applicable to banks
under the Internal Revenue Code continue to apply separately to the
bank parent or bank subsidiary as if the deened |iquidation of any
QSub under paragraph (a)(2) of this section had not occurred
(except as other published gui dance may apply section 265(b) and
section 291(a)(3) and (e)(1)(B) not only to the bank parent or bank
subsidiary but also to any QSub deened to have |iquidated under
paragraph (a)(2) of this section). For any QSub that is a bank,
however, all assets, liabilities, and itens of incone, deduction,
and credit of the QSub, as determ ned in accordance with the
speci al bank rules, are treated as assets, liabilities, and itens
of income, deduction, and credit of the S corporation. For

pur poses of this paragraph (a)(3)(i), the term bank has the sane

meani ng as in section 581.
(i1) Exanples. The follow ng exanples illustrate the
application of this paragraph (a)(3):

Exanple 1. X, an S corporation, is a bank as defined in section
581. X owns 100 percent of Y and Z, corporations for which valid
QSub elections are in effect. Y is a bank as defined in section
581, and Zis not a financial institution. Pursuant to paragraph
(a)(3)(i) of this section, any special rules applicable to banks
under the Internal Revenue Code continue to apply separately to X
and Y and do not apply to Z. Thus, for exanple, section 265(b),
whi ch provides special rules for interest expense deductions of
banks, applies separately to X and Y. That is, X and Y each nust
make a separate determ nation under section 265(b) of interest
expense allocable to tax-exenpt interest, and no deduction is
al lowed for that interest expense. Section 265(b) does not apply
to Z except as published gui dance nmay provi de ot herw se.

Exanple 2. X, an S corporation, is a bank hol ding conpany and
thus is not a bank as defined in section 581. X owns 100 percent
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of Y, a corporation for which a valid QSub election is in effect.
Y is a bank as defined in section 581. Pursuant to paragraph
(a)(3)(i) of this section, any special rules applicable to banks
under the Internal Revenue Code continue to apply to Y and do not
apply to X. However, all of Y s assets, liabilities, and itens of
I ncome, deduction, and credit, as determ ned in accordance with the
speci al bank rules, are treated as those of X. Thus, for exanple,
section 582(c), which provides special rules for sales and
exchanges of debt by banks, applies only to sales and exchanges by
Y. However, any gain or loss on such a transaction by Y that is
considered ordinary inconme or ordinary |oss pursuant to section
582(c) is treated as ordinary incone or ordinary |oss of X

(iii) Effective date. This paragraph (a)(3) applies to taxable

years begi nning after Decenber 31, 1996.

(4) Treatnent of stock of QSub. Except for purposes of section

1361(b)(3)(B) (i) and 81.1361-2(a)(1), the stock of a QSub shall be
di sregarded for all Federal tax purposes.

(5) Transitional relief--(i) General rule. If an S corporation

and anot her corporation (the related corporation) are persons
specified in section 267(b) prior to an acquisition by the S
corporation of sonme or all of the stock of the related corporation
foll owed by a QSub election for the related corporation, the step
transaction doctrine will not apply to determ ne the tax
consequences of the acquisition. This paragraph (a)(5) shall apply
to Sub el ections effective before January 1, 2001.

(i1) Exanples. The follow ng exanples illustrate the application
of this paragraph (a)(5):

Exanple 1. |Individual A owns 100 percent of the stock of X, an S
corporation. X owns 79 percent of the stock of Y, a solvent
corporation, and A owmns the remaining 21 percent. On May 4, 1998,
A contributes its Y stock to X in exchange for X stock. X nakes a
Q@Sub el ection with respect to Y effective imediately follow ng the
transfer. The |iquidation described in paragraph (a)(2) of this
section is respected as an independent step separate fromthe stock

acqui sition, and the tax consequences of the |iquidation are
determ ned under sections 332 and 337. The contribution by A of
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the Y stock qualifies under section 351, and no gain or loss is
recogni zed by A X, or Y.

Exanple 2. Individual A owns 100 percent of the stock of two
solvent S corporations, X and Y. On May 4, 1998, A contributes the
stock of Yto X. X nakes a (Sub election with respect to Y
I medi ately following the transfer. The |iquidation described in
paragraph (a)(2) of this section is respected as an i ndependent
step separate fromthe stock acquisition, and the tax consequences
of the liquidation are determ ned under sections 332 and 337. The
contribution by A of the Y stock to X qualifies under section 351,
and no gain or loss is recognized by A, X, or Y. Y is not treated
as a C corporation for any period solely because of the transfer of
Its stock to X, an ineligible sharehol der. Conpare Exanple 3 of
81.1361-4(a)(2)(ii).

(b) Timng of the liquidation--(1) In general. Except as

ot herwi se provided in paragraph (b)(3) or (4) of this section, the
| i qui dati on described in paragraph (a)(2) of this section occurs at
the close of the day before the QSub election is effective. Thus,
for exanple, if a C corporation elects to be treated as an S
corporation and makes a QSub el ection (effective the sane date as
the S election) wth respect to a subsidiary, the |iquidation
occurs imredi ately before the S election becones effective, while
the S electing parent is still a C corporation.

(2) Application to elections in tiered situations. Wen QSub

el ections for a tiered group of subsidiaries are effective on the
sane date, the S corporation may specify the order of the
liquidations. |If no order is specified, the liquidations that are
deened to occur as a result of the QSub elections will be treated
as occurring first for the lowest tier entity and proceed
successively upward until all of the Iiquidations under paragraph
(a)(2) of this section have occurred. For exanple, S, an S

corporation, owns 100 percent of C, the commobn parent of an
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affiliated group of corporations that includes X and Y. C owns al
of the stock of X and X owns all of the stock of Y. S elects under
81.1361-3 to treat C, X and Y as (Subs effective on the sane date.
If no order is specified for the elections, the follow ng
l'i qui dati ons are deened to occur as a result of the elections, wth
each successive |liquidation occuring on the sane day i medi ately
after the preceding liquidation: Y is treated as liquidating into
X, then X is treated as liquidating into C, and finally Cis
treated as liquidating into S.

(3) Acquisitions. (i) In general. |If an S corporation does not

own 100 percent of the stock of the subsidiary on the day before
the QSub election is effective, the liquidation described in

par agraph (a)(2) of this section occurs imediately after the tine
at which the S corporation first owns 100 percent of the stock.

(ii) Special rules for acquired S corporations. Except as

provided in paragraph (b)(4) of this section, if a corporation (Y)
for which an el ection under section 1362(a) was in effect is
acquired, and a QSub election is nade effective on the day Y is
acquired, Y is deenmed to liquidate into the S corporation at the
begi nning of the day the termnation of its S election is
effective. As a result, if corporation X acquires Y, an S
corporation, and makes an S election for itself and a QSub el ection
for Y effective on the day of acquisition, Y liquidates into X at

t he beginning of the day when X's S election is effective, and
there is no period between the termnation of YYs S election and

the deened liquidation of Y during which Y is a C corporation. Y's
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taxabl e year ends for all Federal income tax purposes at the close
of the preceding day. Furthernore, if Y owms Z, a corporation for

which a QSub election was in effect prior to the acquisition of Y

by X, and X nmakes QSub el ections for Y and Z, effective on the day
of acquisition, the transfer of assets to Z and the deened

| i quidation of Z are disregarded. See 881.1361-4(a)(2) and 1.1361-
5(b) (1) (1).

(4) Coordination with section 338 election. An S corporation

that makes a qualified stock purchase of a target may nmake an

el ection under section 338 with respect to the acquisition if it
neets the requirenments for the election, and may make a QSub

el ection with respect to the target. |If an S corporation nmakes an
el ection under section 338 with respect to a subsidiary acquired in
a qualified stock purchase, a QSub el ection made with respect to
that subsidiary is not effective before the day after the
acquisition date (within the neaning of section 338(h)(2)). If the
QSub election is effective on the day after the acquisition date,
the |iquidation under paragraph (a)(2) of this section occurs

I medi ately after the deened asset purchase by the new target
corporation under section 338. |If an S corporation nakes an

el ection under section 338 (w thout a section 338(h)(10) election)
With respect to a target, the target nust file a final or deened
sale return as a C corporation reflecting the deened sale. See

§1. 338-10T(a) .

(c) Carryover of disallowed | osses and deductions. If an S

corporation (S1) acquires the stock of another S corporation (S2),
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and S1 nmakes a QSub election with respect to S2 effective on the
day of the acquisition, see 81.1366-2(c)(1) for provisions relating
to the carryover of |osses and deductions wth respect to a forner
shar ehol der of S2 that nay be available to that sharehol der as a
shar ehol der of SI.

(d) Exanples. The followi ng exanples illustrate the application
of this section:

Exanple 1. X, an S corporation, owns 100 percent of the stock of
Y, a Ccorporation. On June 2, 2002, X nakes a valid QSub el ection
for Y, effective June 2, 2002. Assune that, under general
principles of tax law, including the step transaction doctrine, X's
acquisition of the Y stock and the subsequent QSub el ecti on woul d
not be treated as related. The |iquidation described in paragraph
(a)(2) of this section occurs at the close of the day on June 1,
2002, the day before the QSub election is effective, and the plan
of liquidation is considered adopted on that date. Y's taxable
year and separate existence for Federal tax purposes end at the
cl ose of June 1, 2002.

Exanple 2. X, a C corporation, owns 100 percent of the stock of
Y, another C corporation. On Decenber 31, 2002, X nmakes an
el ection under section 1362 to be treated as an S corporation and a
valid QSub election for Y, both effective January 1, 2003. Assune
that, under general principles of tax law, including the step
transaction doctrine, X' s acquisition of the Y stock and the
subsequent (QSub el ection would not be treated as related. The
| i qui dati on described in paragraph (a)(2) of this section occurs at
the cl ose of Decenber 31, 2002, the day before the QSub election is
effective. The QSub election for Y is effective on the sane day
that Xs S election is effective, and the deenmed |iquidation is
treated as occurring before the S election is effective, when X is
still a C corporation. Y's taxable year ends at the cl ose of
Decenber 31, 2002. See 81.381(b)-1

Exanple 3. On June 1, 2002, X, an S corporation, acquires 100
percent of the stock of Y, an existing S corporation, for cash in a
transaction neeting the requirenents of a qualified stock purchase
(@QSP) under section 338. X inmmediately nakes a QSub el ection for Y
effective June 2, 2002, and al so nmakes a joint election under
section 338(h)(10) with the shareholder of Y. Under section 338(a)
and 81.338(h)(10)-1T(d)(3), Y is treated as having sold all of its
assets at the close of the acquisition date, June 1, 2002. Y is
treated as a new corporation which purchased all of those assets as
of the beginning of June 2, 2000, the day after the acquisition
date. Section 338(a)(2). The QSub election is effective on June
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2, 2002, and the liquidation under paragraph (a)(2) of this section
occurs imredi ately after the deened asset purchase by the new
cor porati on.

Exanple 4. X, an S corporation, owns 100 percent of Y, a
corporation for which a QSub election is in effect. On May 12,
2002, a date on which the QSub election is in effect, X issues Y a
$10, 000 note under state law that nmatures in ten years with a
market rate of interest. Y is not treated as a separate
corporation, and X s issuance of the note to Y on May 12, 2002, is
di sregarded for Federal tax purposes.

Exanple 5. X, an S corporation, owns 100 percent of the stock of
Y, a Ccorporation. At a tinme when Y is indebted to X in an anount
that exceeds the fair market value of Y s assets, X makes a QSub
el ection effective on the date it is filed with respect to Y. The
| i qui dati on described in paragraph (a)(2) of this section does not
qual i fy under sections 332 and 337 and, thus, Y recognizes gain or
| oss on the assets distributed, subject to the limtations of
section 267.

81.1361-5 Term nation of QSub el ecti on.

(a) In general--(1) Effective date. The term nation of a QSub

el ection is effective--

(i) On the effective date contained in the revocation statenent
If a QSub election is revoked under 81.1361-3(b);

(it) At the close of the last day of the parent's |ast taxable
year as an S corporation if the parent's S election term nates
under 81.1362-2; or

(iii) At the close of the day on which an event (other than an
event described in paragraph (a)(1)(ii) of this section) occurs
that renders the subsidiary ineligible for QSub status under
section 1361(b)(3)(B).

(2) Information to be provided upon termnation of QSub el ection

by failure to qualify as a QSub. |If a QSub election term nates

because an event renders the subsidiary ineligible for QSub status,

the S corporation nust attach to its return for the taxable year in
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which the term nation occurs a notification that a QSub el ection
has term nated, the date of the term nation, and the nanes,
addresses, and enpl oyer identification nunbers of both the parent
corporation and the QSub.

(3) QSub joins a consolidated group. If a QSub election

term nates because the S corporation becones a nenber of a
consolidated group (and no el ection under section 338(g) is nade)
the principles of 81.1502-76(b)(1)(ii)(A)(2) (relating to a specia
rule for S corporations that join a consolidated group) apply to
any QSub of the S corporation that al so beconmes a nenber of the
consolidated group at the sane tine as the S corporation. See
Exanpl e 4 of paragraph (a)(4) of this section.

(4) Exanples. The followi ng exanples illustrate the application
of this paragraph (a):

Exanple 1. Term nation because parent's S election termnates.
X, an S corporation, owns 100 percent of Y. A QSub electionis in
effect wwth respect to Y for 2001. Effective on January 1, 2002, X

revokes its S election. Because X is no |longer an S corporation, Y
no longer qualifies as a QSub at the close of Decenber 31, 2001.

Exanple 2. Termnation due to transfer of (Sub stock. X, an S
corporation, owns 100 percent of Y. A QSub election is in effect
wWith respect to Y. On Decenber 10, 2002, X sells one share of Y
stock to A, an individual. Because X no |onger owns 100 percent of
the stock of Y, Y no longer qualifies as a QSub. Accordingly, the
QSub election nmade with respect to Y termnates at the cl ose of
Decenber 10, 2002.

Exanple 3. No termnation on stock transfer between QSub and
parent. X, an S corporation, owns 100 percent of the stock of Y,
and Y owns 100 percent of the stock of Z. QSub elections are in
effect wwth respect to both Y and Z Y transfers all of its Z
stock to X. Because X is treated as owning the stock of Z both
before and after the transfer of stock solely for purposes of
determ ni ng whet her the requirenents of section 1361(b)(3)(B)(i)
and 81.1361-2(a)(1) have been satisfied, the transfer of Z stock
does not termnate Z's Sub el ection. Because the stock of Zis
di sregarded for all other Federal tax purposes, no gain is
recogni zed under section 311.
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Exanple 4. Termination due to acquisition of S parent by a
consolidated group. X, an S corporation, owns 100 percent of Y, a
corporation for which a QSub electionis in effect. Z, the conmon
parent of a consolidated group of corporations, acquires 80 percent
of the stock of X on June 1, 2002. Z does not nmake an el ection
under section 338(g) wth respect to the purchase of X stock. X s S
el ection termnates as of the close of the precedi ng day, May 31,
2002. Y s (Sub election also termnates at the close of May 31,
2002. Under 81.1502-76(b)(1)(ii)(A)(2) and paragraph (a)(3) of this
section, X and Y beconme nenbers of Z's consolidated group of
corporations as of the beginning of the day June 1, 2002.

Exanple 5. Termnation due to acquisition of QSub by a
consolidated group. The facts are the sane as in Exanple 4, except
that Z acquires 80 percent of the stock of Y (instead of X) on June
1, 2002. In this case, Y s Sub election term nates as of the close
of June 1, 2002, and, under 81.1502-76(b)(1)(ii)(A) (1), Y becones a
menber of the consolidated group at that tine.

(b) Effect of termnation of QSub election--(1) Formation of

new corporation--(i) In general. |If a QSub election term nates

under paragraph (a) of this section, the forner QSub is treated as a
new corporation acquiring all of its assets (and assuming all of its
liabilities) inrediately before the termnnation fromthe S
corporation parent in exchange for stock of the new corporation.

The tax treatnent of this transaction or of a larger transaction
that includes this transaction will be determ ned under the Internal
Revenue Code and general principles of tax law, including the step
transaction doctrine. For purposes of determ ning the application
of section 351 with respect to this transaction, instrunents,
obligations, or other arrangenents that are not treated as stock of
the QSub under 81.1361-2(b) are disregarded in determ ning contro
for purposes of section 368(c) even if they are equity under general
principles of tax |aw.

(ii) Termnation for tiered QSubs. |f QSub elections term nate

for tiered QSubs on the sane day, the formation of any higher tier
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subsidiary precedes the formation of its |ower tier subsidiary. See

Exanple 6 in paragraph (b)(3) of this section.

(2) Carryover of disallowed |osses and deductions. |[If a QSub
term nates because the S corporation distributes the QSub stock to
sone or all of the S corporation’s shareholders in a transaction to
whi ch section 368(a)(1)(D) applies by reason of section 355 (or so
much of section 356 as relates to section 355), see 81.1366-2(c)(2)
for provisions relating to the carryover of disallowed | osses and
deductions that may be avail abl e.

(3) Exanples. The followi ng exanples illustrate the application
of this paragraph (b):

Exanple 1. X, an S corporation, owns 100 percent of the stock of
Y, a corporation for which a QSub election is in effect. X sells 21
percent of the Y stock to Z, an unrelated corporation, for cash,
thereby term nating the QSub election. Y is treated as a new
corporation acquiring all of its assets (and assumng all of its
liabilities) in exchange for Y stock inmedi ately before the
termnation fromthe S corporation. The deened exchange by X of
assets for Y stock does not qualify under section 351 because X is
not in control of Y within the neaning of section 368(c) immediately
after the transfer as a result of the sale of stock to Z
Therefore, X nust recognize gain, if any, on the assets transferred
to Y in exchange for its stock. X s losses, if any, on the assets
transferred are subject to the limtations of section 267.

Exanple 2. (i) X, an S corporation, owns 100 percent of the
stock of Y, a corporation for which a QSub election is in effect.
As part of a plan to sell a portion of Y, X causes Y to nerge into
T, alimted liability conmpany wholly owned by X that is disregarded
an as entity separate fromits owner for Federal tax purposes. X
then sells 21 percent of T to Z, an unrelated corporation, for cash.
Followi ng the sale, no entity classification election is nmade under
8301. 7701-3(c) of this chapter to treat the limted liability
conpany as an associ ation for Federal tax purposes.

(i1) The nerger of Y into T causes a termnation of Y s QSub
el ection. The new corporation (Newco) that is forned as a result of
the termnation is immediately nerged into T, an entity that is
di sregarded for Federal tax purposes. Because, at the end of the
series of transactions, the assets continue to be held by X for
Federal tax purposes, under step transaction principles, the
formati on of Newco and the transfer of assets pursuant to the nerger
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of Newco into T are disregarded. The sale of 21 percent of Tis
treated as a sale of a 21 percent undivided interest in each of T s
assets. Imediately thereafter, X and Z are treated as contributing
their respective interests in those assets to a partnership in
exchange for ownership interests in the partnership.

(iii) Under section 1001, X recognizes gain or |loss fromthe
deened sale of the 21 percent interest in each asset of the [imted
liability conpany to Z. Under section 721(a), no gain or loss is
recogni zed by X and Z as a result of the deened contribution of
their respective interests in the assets to the partnership in
exchange for ownership interests in the partnership.

Exanple 3. Assune the sane facts as in Exanple 1, except that,
I nstead of purchasing Y stock, Z contributes to Y an operating asset
I n exchange for 21 percent of the Y stock. Y is treated as a new
corporation acquiring all of its assets (and assumng all of its
liabilities) in exchange for Y stock inmmedi ately before the
term nation. Because X and Z are co-transferors that control the
transferee immediately after the transfer, the transaction qualifies
under section 351.

Exanple 4. X, an S corporation, owns 100 percent of the stock of
Y, a corporation for which a Sub election is in effect. X
distributes all of the Y stock pro rata to its sharehol ders, and the
distribution term nates the QSub el ection. The transaction can
qualify as a distribution to which sections 368(a)(1) (D) and 355
apply if the transaction otherw se satisfies the requirenents of
t hose secti ons.

Exanple 5. X, an S corporation, owns 100 percent of the stock of
Y, a corporation for which a Sub electionis in effect. X
subsequently revokes the QSub election. Y is treated as a new
corporation acquiring all of its assets (and assumng all of its
liabilities) imrediately before the revocation fromits S
corporation parent in a deenmed exchange for Y stock. On a
subsequent date, X sells 21 percent of the stock of Y to Z, an
unrel ated corporation, for cash. Assunme that under general
principles of tax law including the step transaction doctrine, the
sale is not taken into account in determ ning whether Xis in
control of Y inmediately after the deened exchange of assets for
stock. The deened exchange by X of assets for Y stock and the
deened assunption by Y of its liabilities qualify under section 351
because, for purposes of that section, X is in control of Y within
t he neaning of section 368(c) imedi ately after the transfer.

Exanple 6. (i) X, an S corporation, owns 100 percent of the
stock of Y, and Y owns 100 percent of the stock of Z. Y and Z are
corporations for which QSub elections are in effect. X subsequently
revokes the QSub el ections and the effective date specified on each
revocati on statenent is June 26, 2002, a date that is less than 12
nonths after the date on which the revocation statenents are fil ed.
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(ii) I'mrediately before the QSub el ections termnate, Y is
treated as a new corporation acquiring all of its assets (and
assuming all of its liabilities) directly fromX in exchange for the
stock of Y. Zis treated as a new corporation acquiring all of its
assets (and assumng all of its liabilities) directly fromY in
exchange for the stock of Z.

Exanple 7. (i) The facts are the sane as in Exanple 6, except
that, prior to June 26, 2002 (the effective date of the
revocations), Y distributes the Z stock to X under state | aw.

(ii1) I'mediately before the QSub el ections termnate, Y is
treated as a new corporation acquiring all of its assets (and
assuming all of its liabilities) directly from X in exchange for the
stock of Y. Zis also treated as a new corporation acquiring all of
Its assets (and assumng all of its liabilities) directly fromX in
exchange for the stock of Z.

Exanple 8. Merger of parent into QSub. X, an S corporation,
owns 100 percent of the stock of Y, a corporation for which a QSub
election is in effect. X nerges into Y under state |aw, causing the
QSub election for Y to termnate, and Y survives the nerger. The
formati on of the new corporation, Y, and the nerger of X into Y can
qualify as a reorgani zation described in section 368(a)(1)(F) if the
transaction otherw se satisfies the requirenents of that section.

Exanple 9. Transfer of 100 percent of QSub. X, an S
corporation, owns 100 percent of the stock of Y, a corporation for
which a QSub electionis in effect. Z, an unrelated C
corporation, acquires 100 percent of the stock of Y. The deened
formation of Y by X (as a consequence of the term nation of Y's
QSub election) is disregarded for Federal income tax purposes.
The transaction is treated as a transfer of the assets of Y to Z
followed by Z's transfer of these assets to the capital of Y in
exchange for Y stock. Furthernore, if Zis an S corporation and
makes a (Sub el ection for Y effective as of the acquisition, Z's
transfer of the assets of Y in exchange for Y stock, followed by
the i Mmediate |iquidation of Y as a consequence of the QSub
el ection are disregarded for Federal incone tax purposes.

(c) Election after QSub term nation--(1) In general. Absent

t he Conm ssioner's consent, and except as provided in paragraph
(c)(2) of this section, a corporation whose QSub el ection has
term nated under paragraph (a) of this section (or a successor
corporation as defined in paragraph (b) of this section) may not
make an S el ection under section 1362 or have a QSub el ection

under section 1361(b)(3)(B)(ii) made with respect to it for five
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t axabl e years (as described in section 1361(b)(3)(D)). The
Comm ssioner may permt an S election by the corporation or a new
QSub election with respect to the corporation before the five-year
period expires. The corporation requesting consent to nake the
el ection has the burden of establishing that, under the rel evant
facts and circunstances, the Conm ssioner should consent to a new
el ection.

(2) Exception. 1In the case of S and QSub el ections effective
after Decenber 31, 1996, if a corporation’s QSub el ection
term nates, the corporation may, w thout requesting the
Comm ssioner’s consent, nmake an S el ection or have a QSub el ection
made with respect to it before the expiration of the five-year
peri od described in section 1361(b)(3)(D and paragraph (c) (1) of
this section, provided that--

(i) Immrediately followng the term nation, the corporation (or
Its successor corporation) is otherwse eligible to make an S
el ection or have a Sub el ection made for it; and

(ii) The relevant election is nmade effective i medi ately
following the term nation of the QSub el ection.

(3) Exanples. The followi ng exanples illustrate the
application of this paragraph (c):

Exanple 1. Term nation upon distribution of Sub stock to
sharehol ders of parent. X, an S corporation, owns Y, a Sub. X
distributes all of its Y stock to X' s sharehol ders. The
di stribution term nates the QSub el ection because Y no | onger
satisfies the requirenments of a QSub. Assuming Y is otherw se
eligible to be treated as an S corporation, Y s sharehol ders may

elect to treat Y as an S corporation effective on the date of the
stock distribution without requesting the Conm ssioner’s consent.

Exanple 2. Sale of 100 percent of QSub stock. X, an S
corporation, owns Y, a QSub. X sells 100 percent of the stock of
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Y to Z, an unrelated S corporation. Z may elect to treat Y as a
QSub effective on the date of purchase w thout requesting the
Conmi ssi oner’ s consent.

81.1361-6 FEffective date.

Except as provided in 881.1361-4(a)(3)(iii), 1.1361-4(a)(5)(i),
and 1.1361-5(c)(2), the provisions of 881.1361-2 through 1.1361-5
apply to taxable years beginning on or after January 20, 2000;
however, taxpayers may elect to apply the regulations in whole,
but not in part (aside fromthose sections wth special dates of
applicability), for taxable years beginning on or after January 1,
2000, provided all affected taxpayers apply the regulations in a
consi stent manner. To make this election, the corporation and al
affected taxpayers nust file a return or an anended return that is
consistent with these rules for the taxable year for which the
el ection is made. For purposes of this section, affected taxpayers
means all taxpayers whose returns are affected by the election to
apply the regul ati ons.

Par. 5. Anmend 81.1362-0 by adding an entry for 81.1362-8 to
read as follows:

§1.1362-0 Table of contents.

* * % * *

81.1362-8 Dividends received fromaffiliated subsidiaries.

a) In general.

b) Determ nation of active or passive earnings and profits.
1) In general.

2) Lower tier subsidiaries.

3) De mnims exception.

4) Special rules for earnings and profits accunulated by a C
orporation prior to 80 percent acquisition.

5) &G oss receipts safe harbor.

c) Allocating distributions to active or passive earnings and
rofits.

1) Distributions fromcurrent earnings and profits.
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Di stributions fromaccunul ated earnings and profits.
Adjustnments to active earnings and profits.

Speci al rules for consolidated groups.

Exanpl es.

Ef fective date.

NN NAN AN
DO PR~WN
N N N N

Par. 6. Section 1.1362-2 is anended by adding a sentence to the
end of the paragraph (c)(5)(ii)(C) to read as follows:

8§1.1362-2 Term nation of el ection.

* * % * *

(C) * * %
(5) * * %
(II) * * %

(G * * * See 81.1362-8 for special rules regarding the
treatnment of dividends received by an S corporation froma C
corporation in which the S corporation holds stock neeting the
requi renents of section 1504(a)(2).

Par. 7. Section 1.1362-8 is added to read as foll ows:

8§1.1362-8 Dividends received fromaffiliated subsidi ari es.

(a) 1n general. For purposes of section 1362(d)(3), if an S

corporation holds stock in a C corporation neeting the

requi renents of section 1504(a)(2), the term passive investnent

I ncone does not include dividends fromthe C corporation to the
extent those dividends are attributable to the earnings and
profits of the C corporation derived fromthe active conduct of a
trade or business (active earnings and profits). For purposes of
appl ying section 1362(d)(3), earnings and profits of a C
corporation are active earnings and profits to the extent that the

earnings and profits are derived fromactivities that woul d not
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produce passive investnent incone (as defined in section
1362(d)(3)) if the C corporation were an S corporation.

(b) Determnation of active or passive earnings and

profits--(1) 1In general. An S corporation nmay use any reasonabl e
met hod to determ ne the anmount of dividends that are not treated
as passive investnent inconme under section 1362(d)(3)(E).

Par agraph (b)(5) of this section describes a nethod of determ ning
t he anmount of dividends that are not treated as passive investnent
I ncome under section 1362(d)(3)(E) that is deened to be reasonabl e

under all circunstances.

(2) Lower tier subsidiaries. |If a C corporation subsidiary
(upper tier corporation) holds stock in another C corporation
(lower tier subsidiary) nmeeting the requirenents of section
1504(a)(2), the upper tier corporation’ s gross receipts
attributable to a dividend fromthe |ower tier subsidiary are
considered to be derived fromthe active conduct of a trade or
busi ness to the extent the |lower tier subsidiary s earnings and
profits are attributable to the active conduct of a trade or
busi ness by the subsidiary under paragraph (b)(1), (3), (4), or
(5) of this section. For purposes of this section, distributions
by the lower tier subsidiary will be considered attributable to
active earnings and profits according to the rule in paragraph (c)
of this section. This paragraph (b)(2) does not apply to any
menber of a consolidated group (as defined in 81.1502-1(h)).

(3) De mnims exception. |If less than 10 percent of a C

corporation's earnings and profits for a taxable year are derived

fromactivities that woul d produce passive investnent incone if
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the C corporation were an S corporation, all earnings and profits
produced by the corporation during that taxable year are
consi dered active earnings and profits.

(4) Special rules for earnings and profits accunmulated by a C

corporation prior to 80 percent acquisition. A C corporation may

treat all earnings and profits accunul ated by the corporation in
all taxable years ending before the S corporation held stock
nmeeting the requirenments of section 1504(a)(2) as active earnings
and profits in the sane proportion as the C corporation’s active
earnings and profits for the three taxable years ending prior to
the tine when the S corporation acquired 80 percent of the C
corporation bears to the C corporation’s total earnings and
profits for those three taxable years.

(5 Goss receipts safe harbor. A corporation may treat its

earnings and profits for a year as active earnings and profits in
the sane proportion as the corporation’s gross receipts (as
defined in 81.1362-2(c)(4)) derived fromactivities that woul d not
produce passive investnent incone (if the C corporation were an S
corporation), including those that do not produce passive

I nvest ment i nconme under paragraphs (b)(2) through (b)(4) of this
section, bear to the corporation's total gross receipts for the
year in which the earnings and profits are produced.

(c) Allocating distributions to active or passive earnings and

profits--(1) Distributions fromcurrent earnings and profits.
Di vidends distributed by a C corporation fromcurrent earnings and

profits are attributable to active earnings and profits in the
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same proportion as current active earnings and profits bear to
total current earnings and profits of the C corporation.

(2) Distributions fromaccunul ated earnings and profits.

Di vidends distributed by a C corporation out of accumul ated
earnings and profits for a taxable year are attributable to active
earnings and profits in the same proportion as accunul ated active
earnings and profits for that taxable year bear to total

accunul ated earnings and profits for that taxable year imediately
prior to the distribution.

(3) Adjustnents to active earnings and profits. For purposes

of applying paragraph (c)(1) or (2) of this section to a

di stribution, the active earnings and profits of a corporation
shal | be reduced by the anount of any prior distribution properly
treated as attributable to active earnings and profits fromthe
same taxabl e year

(4) Special rules for consolidated groups. For purposes of

appl ying section 1362(d)(3) and this section to dividends received
by an S corporation fromthe conmmon parent of a consolidated group
(as defined in 81.1502-1(h)), the followi ng rules apply --

(i) The current earnings and profits, accunul ated earni ngs and
profits, and active earnings and profits of the commobn parent
shal | be determ ned under the principles of 81.1502-33 (relating
to earnings and profits of any nenber of a consolidated group
owni ng stock of another nenber); and

(ii) The gross receipts of the comon parent shall be the sum
of the gross receipts of each nenber of the consolidated group

(including the cormmon parent), adjusted to elimnate gross
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recei pts frominterconpany transactions (as defined in 81.1502-
13(b) (1) (1)) .
(d) Exanples. The followi ng exanples illustrate the principles
of this section:

Exanple 1. (i) X, an S corporation, owns 85 percent of the one
cl ass of stock of Y. On Decenber 31, 2002, Y declares a dividend
of $100 ($85 to X), which is equal to Y's current earnings and
profits. 1In 2002, Y has total gross receipts of $1,000, $200 of
whi ch woul d be passive investnent incone if Y were an S
cor poration.

(ii) One-fifth ($200/%$1,000) of Y' s gross receipts for 2002 is
attributable to activities that woul d produce passive investnent
i ncone. Accordingly, one-fifth of the $100 of earnings and
profits is passive, and $17 (1/5 of $85) of the dividend fromY to
X is passive investnent incone.

Exanple 2. (i) The facts are the sane as in Exanple 1, except
that Y owns 90 percent of the stock of Z. Y and Z do not join in
the filing of a consolidated return. In 2002, Z has gross
recei pts of $15, 000, $12,000 of which are derived fromactivities
that woul d produce passive investnent inconme. On Decenber 31
2002, Z declares a dividend of $1,000 ($900 to Y) from current
earnings and profits.

(ii) Four-fifths ($12,000/15,000) of the dividend fromZ to Y
are attributable to passive earnings and profits. Accordingly,
$720 (4/5 of $900) of the dividend fromZ to Y is considered gross
receipts froman activity that woul d produce passive investnent
i ncome. The $900 dividend to Y gives Y a total of $1,900 ($1, 000
+ $900) in gross receipts, $920 ($200 + $720) of which is
attributable to passive investnent incone-producing activities.
Under these facts, $41 ($920/1,900 of $85) of Y's distribution to
X is passive investnent incone to X

(e) Effective date. This section applies to dividends received

I n taxabl e years beginning on or after January 20, 2000; however,
taxpayers may elect to apply the regulations in whole, but not in
part, for taxable years beginning on or after January 1, 2000,
provided all affected taxpayers apply the regulations in a

consi stent manner. To make this election, the corporation and al

affected taxpayers nust file a return or an anended return that is
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consistent with these rules for the taxable year for which the

el ection is made. For purposes of this section, affected taxpayers
means all taxpayers whose returns are affected by the election to
apply the regul ati ons.

81.1368-0 [ Arended]

Par. 8. Anend 81.1368-0 in the entry for 81.1368-2(d)(2) by
revi sing "Reorgani zations" to read "Liquidations and
reorgani zati ons".

81.1368-2 [ Arended]

Par. 9. Amend 81.1368-2 in paragraph (d)(2) by revising
"Reorgani zations" to read "Liquidations and reorgani zations" in
t he heading and by revising "section 381(a)(2)" to read "section
381(a)" in the first sentence.

Par. 10. Anend 81.1374-8 by adding one sentence to the end of
par agraph (b) to read as foll ows:

81.1374-8 Section 1374(d)(8) transactions.

* * % * *

(b) Separate determnation of tax. * * * |f an S corporation

makes QSub el ecti ons under section 1361(b)(3) for a tiered group
of subsidiaries effective on the sane day, see 81.1361-4(b)(2).
PART 301- - PROCEDURE AND ADM NI STRATI ON

Par. 11. The authority citation for part 301 continues to read
in part as foll ows:

Authority: 26 U.S.C. 7805 * * *

Par. 12. Section 301.6109-1 is anended as foll ows:

1. Paragraph (i) is redesignated as paragraph (j) and the first

sentence of newy designated paragraph (j)(1) is anended by
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renmovi ng the | anguage “paragraph (i)” and addi ng “paragraph (j)” in
its place.
2. A new paragraph (i) is added.
The addition reads as foll ows:

8301. 6109-1 Identifyi ng nunbers.

* * % * *

(i) Special rule for qualified subchapter S subsidiaries

(QBubs)--(1) CGeneral rule. Any entity that has an enpl oyer

identification nunber (EIN) will retain that EINif a QSub
election is nade for the entity under 81.1361-3 or if a QSub
el ection that was in effect for the entity term nates under
81.1361-5.

(2) EINwhile QSub election in effect. Except as otherw se

provided in regul ations or other published guidance, a QSub nust
use the parent S corporation’s EIN for Federal tax purposes.

(3) EIN when Sub election termnates. |If an entity' s QSub

election termnates, it may not use the EIN of the parent S
corporation after the termnation. |If the entity had an EIN prior
to becomng a QSub or obtained an EIN while it was a QSub in
accordance wth regul ati ons or other published guidance, the
entity nust use that EIN. If the entity had no EIN, it nust
obtain an EIN upon term nation of the QSub el ection.

(4) Effective date. The rules of this paragraph (i) apply on

January 20, 2000.
Part 602--0OvB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT
Par. 13. The authority citation for part 602 continues to read

as foll ows:



Authority: 26 U. S.C. 7805.

Par. 14. In 8602.101, paragraph (b) is anmended by adding
entries for 881.1361-3, 1.1361-5, and 1.1362-8 to the table in
nunerical order to read as foll ows:

8602. 101 OMB Control nunbers.

* * % * *




(b) * * %

CFR part of section where Current OVB
identified and descri bed control No.

1. 1361- 3. . . 1545- 1590

1. 1361- 5. . . 1545- 1590* * *
1. 1362- 8. . . o 1545- 1590

/' s/ Robert E. Wenzel
Deputy Conm ssioner Internal Revenue Service

Approved: January 14, 2000

/'s/ Jonat han Tal i snman

Acting Assistant Secretary of the Treasury



