leSubchapter S Banks — Sections
- 1362 and 265

t Notice 97-5

BACKGROUND

| Section 1315 of the Small Busines
r Job Protection Act of 1996 (the Act)
~ P.L. 104-188, amended § 1361(b)(2)
.nthe Internal Revenue Code to alloy
banks (as defined in § 581) that do n
“use the reserve method of accountil
'for bad debts to qualify as small bus
@ness corporations (and therefore qual
to elect S corporation status), effectiv
>Ifor tax years beginning after Decembt
t 31, 1996.
an  section 1308(b) of the Act added ne
>, § 1361(b)(3) to allow an S corporatiol
" to own a qualified subchapter S subsi
" jary (QSSS). A subsidiary qualifies as
heQSSS if (1) the subsidiary would b
eligible to elect subchapter S status if i
estock were owned directly by the shar
c-holders of its S corporation parent; (2
ethe S corporation parent owns 100 pe
pcent of the subsidiary’s stock; and (¢
f the parent elects to treat the subsidia
sas a QSSS. If the QSSS election
made the subsidiary is not treated as
separate corporation, and all the asse
liabilities, and items of income, deduc
ion, and credit of the subsidiary ar
Mtreated as the assets, liabilities, al
Nitems of income, deduction, and cred
'®f the parent S corporation.
This notice provides guidance on th
X effect of the QSSS election unde
§ 1361(b)(3) on banks affiliated witt
1enonbanks; the application of the S co
t'poration passive investment incon
1. rules of § 1362(d)(3); the application c
yrthe interest expense disallowance rul
of § 265; and an automatic change
amethod of accounting for bad debt

[S

INBANKS AFFILIATED WITH

NONBANKS
es

—2 The Department of the Treasury ar
orthe Internal Revenue Service are co
cerned that the interaction of § 131
and § 1308(b) of the Act creates unir
tended and inappropriate results f
_ banks that are affiliated with nonban
IS entities. Treasury and the IRS belie\
f that the special provisions of the Coc
Jhthat apply to banks should apply only t
Nthe specific state-law entity that quall
(Clfies as a bank under § 581 of the Cod
asuch special bank treatment should r
apply to nonbanks, even if the nonbar
is affiliated with a bank and the parer
elects to treat the subsidiary as a QSS



Treasuy intends to work with Congress
on appropria¢ technic& correctiors to
the Act to clarify the tax treatmen of
banls affiliated with nonbanks It is
anticipatel tha any technicé corrections
will be effective as of the effective date
of the Act. In the interim, banls (includ-
ing banks for which QSSS electiors are
madg shoul continte to comply with
applicabé information reportirg and fil-
ing requiremerg of the Code (e.g.,
8§ 6049 (Returrs Regardily Payment of
Interest)).

PASSIVE INVESTMENT INCOME

Unde 8§ 1362(d)(3)(A) the Selection
of a corporation with accumulatd earn-
ings and profits terminate if the passive
investmen income of the corporation
constituts more than 25 percen of its
gross receips for ead of three consecu-
tive tax years In general § 1362(d)(3)
defines “passiwe investmem incomé’ as
gross receipts derivad from royalties,
rents dividends interest annuities and
sales or exchangs of stok or securities.
Passie investmem income does nat in-
clude gros receips directly derived
from the active ard regula condu¢ of a
lending or finance business provided
the corporatim mees the requirements
of § 542(c)(§ (lending or finance com-
pary excludael from the definition of
personé holding company).

Similarly, 8§ 1.1362-2(c)(5)(iii)(B)1)-
(i) provides tha passie investmet in-
come does nat include gros receipts
directly derived in the ordinay course
of a trade or busines of lending or
financing Unde § 1.1362-2(c)(5)(iii)-
(B)(2), gross receips directly derived in
the ordinay course of a trade or busi-
nes of lending or financing include
gain (as well as interes income from
loars originated in a lending business;
howeve, interes earne from the in-
vestmen of idle funds in short-term
securitiess does not constitue gros re-
ceips directly derived in the ordinary
coure of business.

The Servie will trea income earned
by an S corporatimm on the following
bankirg asset as gross receips directly
derived from the active and regular
condud of a bankirg business—

* All loars and REMIC regula inter-
ess owned or considerd to be
owned by the bark regardles of
whethe the loan originatel in the
banKs business For thes pur-
poses,~ securities~ described- in
8§ 165(g)(2)(G are nat considered
loans.

* Asses required to be held to con-
dua a bankirg busines (such as
Federd Reserve Bank, Federd
Home Loan Bank or Feder& Agri-
culturd Mortgage Bark stodk or
participation certificates issuel by a
Federh Intermedia¢ Credi Bank
which represeh nonvotirg stod in
the bank).

* Asset pledgel to a third pary to
secue deposis or busines for the
bark (sud as assets pledgel to
qualify as a depositoy for federal
taxes or stae funds).

* Investmen asses$ (othea than assets
specified in the precediy para-
graph$ tha are held by the bark to
satisfy reasonald liquidity needs
(including funds needé to meet
anticipatel loan demands).

As a result income and gain from
thee asset will not be considerd sub-
ject to the passie investmen income
limitation applicabé to S corporations.

INTEREST EXPENSE
DISALLOWANCE

Sectim 265(a)(3 denies taxpayers
(including bankg a deductiam for inter-
eg on indebtednes incurred or contin-
ued to purchas or carly obligatiors the
interes on which is wholly exemp from
federa income taxes.

Sectio 265(h denies banks and other
financid institutiors a deduction for the
portion of a banks interes expeng that
is allocabk to tax-exemp interes and
not otherwie disalloweal by § 265(a).
The portion of a bankKs intere$ expense
tha is allocabk to tax-exemp interes is
an amoun tha beas the sarre ratio to
the interes expene as (1) the banKs
avera@ adjustel bases of tax-exempt
obligatiors acquirel after Augug 7,
1986 beas to (2) the avera@ adjusted
base for all asset of the bank.

Section 1366(a)(} requires Scorpora-
tion shareholdes to determire their tax
liability by taking into accoun their pro
ratan share~ of- the- corporation’s
nonseparatgl computel income or loss
ard their shae of the items of income
(including tax-exemp income) loss de-
duction or credi the separat treatment
of which could affect the liability for
tax of any shareholde

Becaus § 265(h provides a special
disallowane rule for banks the Service
will apply & 265() only at the bank
levd in determinirg the amount if ary,
of the banKs interes expens tha is
disallowed To the extert indebtedness
ard tax-exemp obligatiors are taken
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into accoun in applying § 265(b at the
bark level, they are not taken into
accout agah in applying § 265(9 at
the shareholdelevel.

AUTOMATIC CHANGE IN METHOD
OF ACCOUNTING

The Servie will isswe further guid-
ane granting permissiom for an auto-
matic chang in methal of accounting
for banlks tha chang from the reserve
methal of accountiy for bad debts.
This guidane will permt changs to be
effective as of the banKs first taxable
yea beginnirg after Decembe 31,
1996 A bark tha wishes to be an S
corporation effective Januay 1, 1997,
mug file the chang in metha of
accountilg and the S electicn by March
15, 1997.

The principd authos of this notice
are Martin Sclréffer and Deare Burke of
the Office of Assistam Chief Counsel
(Passthrough and Specid Industries).
For further information regarding this
notice conta¢ Martin Scréffer or Deane
Burke at (202 622-30® (nat a toll-free
call).




