Subchapter S Corporation
Subsidiaries

Notice 97-4
PURPOSE

Section 1308 of the Smal Business
Jab Protection Act of 1996 Puh L. No.
104-188 110 Stat 175 (the Act) modi-
fied § 1361 of the Internd Revenue

Cocke to permt an S corporation (1) to
own 80 percem or more of the stok of
a C corporation and (2) to eled to own
a qualified sulchapter S subsidiary
(QSSS).

To help taxpayes comply with the
law, the Departmenh of the Treasuy and
the Internd Revene Servie interd to
isste regulatiors interpretirg 8§ 138 of
the Act. This notice solicits comments
from taxpayes ard practitiones regard-
ing the issues listed belon. Howeve,
arny otha commen$ concernig the
changs mack by § 1308 of the Act will
be considerd in developilg regulatory
guidance This notice al provides tem-
poraly guidan@ on the manne in which
a QSSS electilm mud be mack ard the
effective dae of the election.

BACKGROUND

Prior law prohibited a subchapte S
corporation from owning 80 percen or
more of the stok of anothe corpora-
tion. Furthermore an S corporation
could not hawe a corporatio as ashare-
holda. Congres modified thes con-
strains by enactig 8 1308 of the Act,
effective for taxabk yeas beginning
after Decembe 31, 1996 The Act added
newv 88 1361(b)(3) 1362(d)(3)(F) and
1504(b)(§ to the Code while removing
§ 1361(b)(2)(A ard 1361(c)(6).

By removirg 8§ 1361(b)(2)(A) the
Act permits an S corporatiom to own 80
percem or more of a C corporation At
the same time, new § 1504(b)(§ pre-
vens an S corporatiom from joining in
the filing of a consolidatd retum with
its affiliated C corporations but does
not prevert the C corporation subsidiary
from filin g a consolidatd retum with its
afiliated C corporationsSee H.R. Conf.
Rep No. 737, 104h Cong, 2d Sess.
224 (1996).

Unde prior law, the S electim of a
corporation with C earning and profits
terminatel if tha S corporatio received
passie income including dividends in
exces of 25 percet of gros receipts
for- 3- consecutie- years— Sectimn
1363(d)(3)(F modifies tha generh rule
by excluding dividends from passive
investmen income to the extert that the
dividends are attributabk to the active
condut¢ of a trade or busines of a C
corporatio in which the S corporation
has an 80 percem or greate ownership
interest Howeve, neithe the Act nor
the legislative histoly provides rules for
determinirg the attribution of dividends
to an active trace or business.
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New § 1361(b)(3)(B) defines the
tem ‘“‘qualified subchapte S subsid-
iary” as a domestt corporation tha is
not an ineligible corporation if (1) an S
corporatimm holds 100 percem of the
stok of the corporation and (2) tha S
corporatio elecs to trea the subsidiary
as a QSSS Sectim 1361(b)(3)(A pro-
vides tha a corporatio tha is a QSSS
is nat treatal as a separa¢ corporation,
ard all assets liabilities, and items of
income deduction and credi of the
QSSS are treatal as assets liabilities,
ard items of income deduction and
credt of the paren S corporation.

The statutoy provisiors do nat pro-
vide guidane on how the corporation
makes the election the effective dat of
the election or how the comminglirg of
assetsliabilities, and othe items occurs
after the election is made The legisla-
tive histoly, howeve, indicates that
when the paren corporation makes the
election the subsidiay will be deemed
to hawe liquidated unde 88§ 332 and
337 immediatey before the election is
effective See S. Rep No. 281, 104th
Cong, 2d Sess 53 (1996)(Sena Re-
port); H.R. Rep No. 586, 104h Cong.,
2d Sess 89 (1996(Hous Report).
Wher the S corporatimn acquires the
stok of the subsidiay in a qualified
stok purchase the corporatim may
make an electim unde § 338 with
respet to the subsidiay.

Section 1361(b)(3)(G provides that
ary QSSS tha ceass to med the
requiremert of 8 1361(b)(3)(B will be
treatel as a new corporatiom acquiring
all of its asset (and assumig all of its
liabilities) immediatey before the cessa-
tion from its S corporation parert in a
deemd exchang for the subsidiarys
stock.- Upon- the~ termination,
§ 1361(b)(3)(D provides that the
former QSSS (ard any successocorpo-
ration) is nat eligible to make eithe a
QSSS electim or an electilm to be
treatel as an S corporatiomn befor its
fifth taxabk yea tha begirs after the
first taxabk yea for which the termina-
tion is effective unles the Secretary
consers to the election.

REQUES FOR COMMENTS

The Servie ard Treasuy invite com-
mens from the public on issue that
shoutl be addresse in proposé regula-
tions implementig § 1308 of the Act.
The Servie is particulary interesté in
receivig commens on the following:

1) The attribution of dividends re-
ceived by an S corporatiom from an 80


National Tax Services, Inc.
Scroll down to read the 
beginning of this document


percenm or greate owneal C corporation
betwea earning ard profits attributable
to the active condu¢ of a trade or
busines or to passie investmers of the
C corporation particulary in situations
wher the C corporatio is amembe of
an dffiliated groy tha files a consoli-
dated return;

2) Issues arising upan the formation
of a QSSS including those arising from
the operation of 88 332 amd 337 or
§ 338;

3) Issues arising upon the termination
of a QSSS and

4) Issues arising when a QSSS elec-
tion is mace for a subsidiay tha is a
membe of a consolidatd group Writ-
ten commens shoull be sent to the
following address:

Internd Revene Service

CC:DOM:CORP (NT 97—4;

CC:DOM:P&SI:1)

P.O. Box 7604 Ben Franklin Station

Washington DC 20044
In the alternative commens may be
hard deliveral betwe@ the hours of
8:00 a.m and 5:00 p.m. to the courig’s
desk at 1111 Constitution Avenue NW.,
Washington DC, or submittel electroni-
cally via the IRS internd site at http://
www.irs.ustreas.gov/prod/tax_regs/
comments.html.

TEMPORARY QSSS ELECTION
PROCEDURE

The legislative histary suppating
§ 1308 of the Act indicates tha when a
parent corporation makes an electin to
trea a subsidiay as aQSSS$ the subsid-
iary will be deemd to haw liquidated
unde 88 332 and 337 immediatey be-
fore the electian is effective See Senate
Repot at 53, Hous Repot at 89. When
a corporation liquidates unde 8§ 332,
tha corporatim mug file a Corporate
Dissolutilm or Liquidation Fom 966
within 30 days of the adoptimm of a
liquidating plan or resolution In addi-
tion, tha corporatimn mug file areturn
for the shot period endirg on the date
that it goes out of existence.

The Servie armd Treasuy interd to
isste regulatiors describig the manner
in which a QSSS election mug be made
ard the effective dae of the election.
Until regulatiors are issued howeve,
taxpayes shoutl follow the procedures
listed in this notice to satis the elec-
tion requirements.

To make the QSSS election the pa-
ernt corporatim shoutl file a Form 966
with the Servie Cente. When complet-
ing the form, the parent corporation

shoutl follow the instructiors applicable
to tha form with the following modifi-
cations:

1. At the top of the Form 966, print
“FILED PURSUANT TO NO-
TICE 97-4"

2. In the box labeled ‘“Employer
identification numbe’* (EIN), enter
the subsidiarys EIN (if appli-
cable) If the subsidiay was nat in
existene prior to the time of elec-
tion and does not haw an EIN,
there will be no neal to obtan a
taxpaye identification numbe for
the subsidiay. In this case insert
“QSSS' in the box. (If the parent
corporatim chooss to obtan an
EIN for the newly-formed QSSS,
the paren shoutl chek “‘Other”
when askel the “Type of entity’
on the SS—4 ard specify tha the
entity is aQSSS.)

3. In Box 4 on Fom 966, ente the
desirel effective dak for the elec-
tion. The electilm may be effective
on the date Form 966 is filed or up
to 75 days prior to the filing of
Fom 966, provided tha dake is
not before the effective dae of
§ 1338 of the Act ard tha the
subsidiay otherwise qualified as a
QSS for the entire periad for
which the retroactie electim is in
effect For the® purposesthe re-
quiremet that Form 966 be filed
within 30 days of the dak in Box
4 is ignored.

4. In Box 7c on Form 966, ente the
nane of the parent The parents
EIN shout be included in Box 7d.

5. In Box 10 on Fom 966 enter
“§ 1361(b)(3)(B)’

6. Form 966 mugd be signa by a
corporae officer authorizel to sign
the PARENT's tax return.

Banks and bark holding companies
shoutl consut Notice 97-5 1997-2
I.R.B., before filing an election under
the procedurs listed above.

DRAFTING INFORMATION

The principd autha of this notice is
Deanm L. Walton of the Office of
Assistan Chief Counsé (Passthroughs
ard Specid Industries) For further in-
formation regardimg this notice contact
Ms. Walton at (202) 622-30® (not a
toll-free call).




