Section 1288.—Treatment of SUMMARY: This document contains The collections of information con-
Original Issue Discounts on Tax final regulations that relate to the treattained in these final regulations have been
Exempt Obligations ment of corporate subsidiaries of S corpaeviewed and approved by the Office of
rations and interpret the rules added to thHdanagement and Budget in accordance

The adjusted applicable federal short-term, midinternal Revenue Code by section 1308 afith the Paperwork Reduction Act (44
Lir?ébiﬂir'og%gg”g rateRS argsletzfg(;? g’r the m4°9”7‘fhe Small Business Job Protection Act of).S.C. 3507) under control number 1545-
y - oee Rev Rl — P01 996, These regulations provide the pult590. Responses to these collections o

lic with guidance needed to comply withinformation are required to determine the

Section 1361.—S Corporation applicable law and will affect S corpora-manner in which a corporate subsidiary of

. tions and their shareholders. an S corporation will be treated under the
Defined . Internal Revenue Code.
DATES: Effective Date These regula- An agency may not conduct or sponsor.
26 CFR 1.351-2: Definitions relating to S tions are effective January 20, 2000. . . ’
corporation subsidiaries. and a person is not required to respond to
Applicability Date For dates of applic- a collection of information unless the col-
ability, see 881.1361-4(a)(3)(iii), lection of information displays a valid
T.D. 8869 1.1361-4(a)(5)(i), 1.1361-5(c)(2),control number assigned by the Office of
1.1361-6, 1.1362-8(e), andManagement and Budget.
DEPARTMENT OF THE TREASURY 301.6109-1(i)(4). The estimated annual burden per re-
Internal Revenue Service FOR FURTHER INFORMATION CON- spondent/recordkeeper varies from 45

26 CFR Parts 1, 301, and 602 TACT: Jeanne M. Sullivan (202)622_m|nuFes to 1 hour, de_pendlng on individ-
ual circumstances, with an estimated av-

3050 (not a toll-free number) or David J'era o of 57 minutes
Sotos (202)622-3050 (Subchapter S); Cgomments conce.rnin the accuracy of
Michael N. Kaibni (202)622-7550 (Sub- 9 y

i this burden estimate and suggestions fol
AGENCY: Internal Revenue Servicechapter C) (not toll-free numbers). reducing this burden should be sent to the

(IRS), Treasury. SUPPLEMENTARY INFORMATION:  Internal Revenue ServiceAttn: IRS Re-
ACTION: Final regulations. P K Reduction A ports Clearance Officer, OP:FS:FP, Wash-
aperwork Reduction Act ington, DC 20224, and to th@ffice of

Subchapter S Subsidiaries



Management and Budget Attn: Desk a. QSub Election with the legislative history of the QSub pro-
Officer for the Department of the Trea- The proposed regulations provide that/isions, conform the results of the deemec
sury, Office of Information and Regula-\yhen an S corporation makes a valid QSdf§luidation to the results that would obtain
tory Affairs, Washington, DC 20503. election with respect to a subsidiary, th& an actual liquidation occurred, and follow

Books or records relating to this collecsubsidiary is deemed to have liquidatef® approach taken in other provisions of
tion of information must be retained asnto the parent S corporation immediatelyhe tax law. In T.D. 8844, (1999-50 I.R.B.
long as their contents may become matebefore the QSub election is effective. Th€61) published on November 29, 1999 (64
ial in the administration of any internaltax treatment of this liquidation, alone or i R 66580), rules for elective changes in the
revenue law. Generally, tax returns anghe context of any larger transaction (foplassification of an entity for Federal tax
tax return information are confidential, agxample, a transaction that also includgdrposes also provide that the tax treatmer

required by 26 U.S.C. 6103. the acquisition of the subsidiary’s stock),Of a cha_nge_ in the cla_lssification of an entity
generally is determined under all relevar®®y €lection is determined under all relevan
Background provisions of the Code and general princiProvisions of the Internal Revenue Code

: . ples of tax law, including the step transaca"d general principles of tax law, including
On April 22, 1998, the IRS published, ', ine However, the proposed regdhe Step transaction doctrine.) Accordingly,

REG-251698-96, 1998-20 |.R-B. 14 (6%,i5q include a special transition rule thaihe final regulations provide that general

FR 19864) concerning the treatment 0.I:?pplies to certain elections effective prior t@rinciples of tax law, including step trans-

corporate subsidiaries of S corporation§he date that is 60 days after publication giction, apply to determine the tax conse
The regulations interpreted rules added {0, "o 1ations in thecederal Register duences of the transactions that include
the Internal Revenue Code (Code) by Seqs . 4o ition rule suspends the applicatidRSub election. The final regulations pro-
tion 1308 of the Small Business Job Proggye gtep transaction doctrine with respedde examples illustrating the results of ap-

tection Act of 1996, Public Law 104-188,, ., acquisition of stock followed by aPlying step transaction in the context of a

110 Stat. 1755 (the Act), as amended l%Sub election in cases where the S corp&Sub election.

section 1601 of the Taxpayer Relief AC"ation and the subsidiary are related (as de-

of 1997, Public Law 105-34, 111 Stat, . . . : ~ The final regulations also provide for an
788 (the 1997 Act). The Act modiﬁedscnbed in section 267(b)) prior to the ac

Uisition of the subsidiary’s stock extended transition period during which
section 1361 of the Code to permit an g Y ' step transaction will be suspended. During

corporation (1) to own 80 percent or more Commentators expressed concerm ovgfe extended transition period, it is antici-
of the stock of a C corporation, and (2) t"€ application of the step transaction dogsated that proposed regulations publishe
elect to treat a wholly owned subsidianfine to transactions that include then the Federal Register on June 14, 199¢
as a qualified subchapter S subsidiar§féemed liquidation that occurs as the resi|ating to the tax treatment of partially
(QSub). The 1997 Act made a technicdlf @ QSub election. These commentatogyntrolled subsidiaries under section
correction to section 1361 to provide reg2'gued that applying step transaction to thgsg(a)(1)(C) (64 FR 31770), will be final-
ulatory authority to make exceptions tgcauisition of stock that precedes a QSubed. These regulations generally revers
the general tax treatment of an election t8/eCtion can cause the transaction to be fgre |RS's position that the acquisition of as-
be a QSub. cast as an asset acquisition under sectiggts of a partially controlled subsidiary does
Written comments were received in reS00 With results that may be inconsisterfor qualify as a tax-free reorganization
sponse to the notice of proposed rulemal!th the expectations of some taxpayerginder section 368(a)(1)(C). SBausch &
ing, and a public hearing was held on odUnder step transaction principles, for ex omp Optical Co. v. Commission&0 T.C.
tober 14, 1998. After consideration of alff™PI€: If. pursuant to a plan, a shareholdgj (1958), aff'd 267 F.2d 75 (2d Cir.),
the comments, the proposed regulatio contributes t_he stock of one wholly owneg gt denied, 361 U.S. 835 (1959); Rev.
under sections 1361, 1362, and 1374 ange corporation (S2) to another whollyry| 54-396, 1954-2 C.B. 147. The regu
adopted, as revised by this Treasury deckr. ned S corporation (S1), and makes @jons provide that preexisting ownership
sion. The comments received and the r&2>uUP election for S2, the transaction genegt 4 portion of a target corporation’s stock
visions are discussed below. In additiorf? Would be a reorganization under seqyy an acquiring corporation generally wil
regulations under section 6109 ar jon 368(a)(1)(D), with the possibility of not prevent the solely for voting stock re-
adopted to provide additional guidancd@n recognition under section 357(c). Segyirement in a “C” reorganization from
consistent with the QSub provisions. generally, Rev. Rul. 67-274 (1967-2 C.Byeing satisfied. See also Notice 2000-1
On January 13, 1997, the IRS pub-141)' In the opinion of these commentaznpo—2 |.R.B. 288, which provides that the
lished Notice 97-4, 19971 C.B. 351, wQors, the legislative history of the QSub proproposed regulations, when finalized, will

Qisions indicates that the deemed liquid i 1 i
rovide a temporarv procedure for maks: JICAtes IG%rovide that the regulations generally will
b porary p tion that is incident to a QSub electiorypp)y to transactions occurring after De-

ing a QSubh(folr(;nerIy.QSSS)f ellleCtionshould be respected as an independent, t&¥mber 31, 1999, with an exception for
tice 97—4 when making a QSub electio

- - - ©"1%han recast under the principles of the st§fents. The finalization of these regulations
until the QSub election form is publishedyansaction doctrine. will provide additional certainty as to the
Explanation of Provisions After consideration of all of the com-tax consequences of making a QSUB elec

ments, Treasury and the IRS believe thaibn in situations where an S corporation
1. Step Transaction Doctrine the proposed regulations are consisteatcquires the remainder of a partially con-



trolled subsidiary in exchange for stock oformer QSub’s assets, rather than a lowéion

the S corporation and immediately therecarryover basis that would result (absent a Under section 332(a), no gain or loss

after elects QSUB status with respect to theection 338 election) from treating theshall be recognized on the receipt by a

subsidiary. deemed formation of the new corporatiomorporation of property distributed in

b. QSUB Termination as an independent step qua_lifying undeqomplete quuio_lation of anothe_r corpora-
Section 1361(b)(3)(C) provides that, ifsectlon 351. In order to assist taxpayetson if the requirements of section 332(b)

. : to understand the effect of QSub terminaare satisfied. Those requirements include
a QSUB election terminates, the corpora-: . ; . : S
. < . ions, the final regulations include two exthe adoption of a plan of liquidation at a
tion is treated as a new corporation ac- . : : . o

. . . mples that illustrate the contrasting takme when the corporation receiving the
quiring all of its assets (and assuming a

of its liabilities) from the S corporation i consequences of purchasing 21 percent distribution owns 80 percent or more of

. _the stock of a QSub as opposed to the télxe stock of the liquidating corporation.
exchange for stock of the new corporatloréonse uences of contributing property té QSub election results in a constructive
immediately before the termination. Th q g property

. . She QSub in exchange for 21 percent diquidation for Federal tax purposes. For-
proposed regulations provide that the t ) ) . S
) . e former QSub’s stock. The final regumally adopting a plan of liquidation for
treatment of this transaction or of a larger

. . . - Jations include additional examples illusthe QSub, however, is potentially incom-
transaction that includes this transactiof)_.. . . : .

: ) ating the consequences of revoking thpatible with the QSub provisions of the
will be determined under the Code an

eneral princioles of tax law. includin Sub election prior to sale of the QSub’€ode, which allow the state-law entity to
g P P ' 9stock and of merging a QSub into a disrezontinue to exist while liquidating only

the step transaction doctrine. The pro- : :
. : : arded entity prior to such sale. for Federal tax purposes. In order to pro-
posed regulations include examples illusy .-, . . . o
. o 2. “"F" Reorganizations During the Tran- vide tax treatment for the constructive lig-
trating the application of the step transac-... . T :
. . . sition Period uidation incident to a QSub election that
tion doctrine in the context of the

termination of a QSUB election. As noted above, commentators geners compatible with the requirements of

Commentators recommended that SteaIIy oppose applylng '_[he step transactiosection 332, _th_e proposed regulgtlons in-
. L ﬁoctrlne to the acquisition of the stock otlude a provision that the making of a
transaction not apply to the termination o

: a corporation followed immediately by aQSub election satisfies the requirement of
a QSUB election. Those commentator . . SN
6Sub election. Some commentatorsggdopting a plan of liquidation.

argue that the z_appl|cat|on .Of the St.e?mwever, suggested that, for policy and One commentator asked that the regu-
transaction doctrine causes inappropriate, ; L . . )

tax results in some situations. One exarr?—ther reasons, during the transition pdations provide a safe harbor with respect
: riod, the formation of a new shell S cor+to the timing of the adoption of the plan of

Fs)':gcckltg?althShSIE’,Satlr?e(r)efzbmté)ri:(i:r?:ttinOf tt:g)oration (Newco) by the shareholders diquidation for purposes of section 332.
QSUB election ’Underyste transa?:tior?n existing S corporation, followed by theThe commentator argued that, where the
rincioles. the d.eemed formgtion of a neV(\;ontribution of the stock of the existing Sacquisition of stock followed by the
Eor oliatio'n that occurs as a result of th(éorporation to Newco, coupled with andeemed liquidation does not constitute a
QSﬂb termination fails to qualify under|mmediate QSub election for the existingeorganization (after appropriate applica-

. . corporation, should be characterized asteoon of step-transaction principles), the
section 351 because the S corporation o : : .
: . reorganization under section 368(a)(1)(Regulations should provide that, for pur-
parent is not in control of the new corpo- o g . . L
ration as defined in section 368(c) afte'rf all of the other requisites of that sectiorposes of applying section 332 to the liqui-
are met. Treating the transaction as aation incident to a QSub election, the S

:geqisl?fssl:t:](:jrgr Qsczgﬁsgétlofgg}ﬁ ]:f;gldlrgF re_zo_r_ganization (as oppose_d to a st_ockorpora_tion Wi_II be d_eemed_t(_) adopt a
be recognized on all of the Q,Sub’s assetgf:qu!smon followed by _a_sect|on 332 lig-plan of I|q_U|dat|on for its subS|d_|ary as_of
Treasury and the IRS believe that it iU|dat|on) can be bene_ﬂmal to taxpayersthe effective date of the ele<_:t|_qn, which
appropriate to apply the step transactio\?:or example, the existing S_cprporanon’should not_ precede the acquisition by the
doctrine to the termination of a QSubpaxable year dpes_not close if it undergoes corporan_or_] of 100 percent of the stock
election. Applying the step transactior F reorganization. : of the su_bs_|d|ary. :
principles to the control requirement of In !|ght of the underlymg purpose of the '_I'hg tlmlng_of_the adopt|_0n of the plan
section 351 after the disposition of QSullt%ransn_lon rule as a relief provision for theof I|quu_jat|0n is important in th_e cpnte_xt
stock is completed is consistent with th ene_fl_t of ta>_<payers,_ dun_ng the_extended_f s_ectl(_)n 332 because _only liquidating
legislative history of the QSub termina?ra.nsmon period prowded in the final regu-distributions to a corporation that owns 80
tion provisions. S. Rep. No. 104_281Iat|ons, the IRS will not_ Chz_illenge taxpay-p_er_cent or more of the_ stock of the sgb-
104" Cong., 2d Sess. 52 n.59 (1996)t_ers Who_, through_ application of_thg stegidiary when the plan is adopted qughfy
Moreover in' many cases, application 0}ransacnon doctrine to an acq_wsmon (_)for tax-free trea_tment._ A QSub election
the step t’ransaction doctri’ne will provid stock followed b_y a QSub electlon_, ob_talrcannqt be effective until the parent S cor-
a more taxpayer favorable result than gistgx_treatment S|_m|la_r to that applied in ap_oratlon owns 100 percer_wt of th_e s_ub-
ing separate effect to each step. This m valid reorg_am_zatlon under sect|0n_3|d!ary. Thus, the constrgcnve liquidation
oceur, for example, if 100 percent of the’ 8(a)(1)(F) if, without _regard to the transiincident to a QSub election cannot com-
stock’of a QSub is,sold In that case ait;l_on rule, the transaction would properlymence before that level of ownership is
. o ' “gualify as such a reorganization. attained. Furthermore, providing cer-
plying step transaction principles WOU|£

result in a fair market value basis for the" Timing of Adoption of Plan of Liquida- tainty with respect to the deemed timing



of the adoption of the plan of liquidationcorporation, arrangements that are nstome or all of the members of the grour
facilitates the efficient administration andconsidered to be stock under the onend certain unintended implications of the
use of the QSub provisions. Accordinglyclass-of-stock rules of §1.1361-1(l)sentence added to §1.1374-8(b) in the
to provide tax treatment of a QSub elecshould be disregarded. The commentgroposed regulations.
tion that is compatible with the require-tors noted that applying the principles of. Section 1374
ments of section 332, the final regulationghese regulations would provide certainty Section 1374(d)(8) and 8§1.1374-8(a)
provide that, for purposes of satisfyingwith respect to the subsidiary’s eligibilitygenerally provide that, if an S corporation
the requirement of section 332(b) that thto be a QSub and avoid difficult debt/eqacquires assets in a transaction in whicl
parent corporation own stock in the subuity determinations. the S corporation’s basis in the assets i
sidiary meeting the requirements of sec- The final regulations adopt the positiordetermined (in whole or in part) by refer-
tion 1504(a)(2) on the date of adoption ofecommended by the commentators. Thence to a C corporation’s basis in the as
the plan of liquidation of the subsidiary,final regulations provide that, for purposesets (or any other property) (a section
the plan of liquidation is deemed adoptedf determining whether the deemed liqui1374(d)(8) transaction), section 1374 ap-
immediately before the deemed liquidadation of the subsidiary qualifies undeplies to the net recognized built-in gain at-
tion incident to a QSub election unless aection 332, the deemed exercise of an opibutable to the assets acquired in such
formal plan of liquidation that contem-tion under §1.1504—4 and any instrumentransaction. Section 1.1374-8(b) pro-
plates the filing of the QSub election isobligation, or arrangement that would novides that, for purposes of the tax im-
adopted on an earlier date. (Although nbe considered stock under the one-clasposed under section 1374(d)(8), a sepe
similar rule is contained in the rules forof-stock rules of §1.1361-1(l) are disrerate determination of tax is made with
elective changes in the classification of agarded in determining if the stock ownerrespect to the assets the S corporation a
entity for Federal tax purposes, Treasurghip requirements of section 332(b) argquires in one section 1374(d)(8) transac
and the IRS intend to amend those regulaset. For example, an option that wouldion from the assets the S corporation ac
tions to include such a rule.) However, ihot be treated as stock under 81.1361-fuires in another section 1374(d)(8)
as a result of the application of general talgut that would be treated as exercisetlansaction and from the assets the corpc
principles the transactions that include thander §1.1504—4, is disregarded. Simration held when it became an S corpora
QSub election are treated as an asset darly, if a QSub election terminates, in detion.
quisition, section 332 is not applicablegermining the applicability of section 351, A corporation’s section 1374 attributes
and this rule has no relevance. the determination of whether stock ownerfloss carryforwards, credits, and credit
4. Insolvent Subsidiaries ship of the newly formed corporation satisearryforwards as provided in
In general, section 332 does not applfies the control requirement of sectior§1.1374-1(c)) may be used only to reducc
to the liquidation of an insolvent corpora-368(c) is made without regard to instruthe section 1374 tax imposed on the dis
tion, because the parent corporation do@sents, obligations, or other arrangemenisosition of assets held by the S corpora
not receive at least partial payment for ththat are not treated as stock for purposes twbn at the time it converted from C status.
stock of its subsidiary. See, e.g.the 100 percent stock ownership requird-ikewise, section 1374 attributes ac-
8§1.332-2(b) and Rev. Rul. 68-602nent for the election. quired in one section 1374(d)(8) transac:
(1968-2 C.B. 135). One commentator The rule regarding options underion may be used only to reduce tax on the
recommended that a QSub election madgl.1504—4 is included for purposes of apdisposition of assets acquired in that
for an insolvent subsidiary be eligible forplying section 332 because section 33Ransaction. This results in separate sec
tax-free treatment under section 332. Thexplicitly incorporates the affiliation rulestion 1374 pools for purposes of calculat-
commentator argued that the legislativef section 1504. See §1.1504-4(a)(1) (thieg the tax imposed by section 1374.
history of the QSub provisions makes ibption rules apply to all provisions under One commentator noted that
clear that a QSub election should qualifghe Code and the regulations to which a81.1374-8(b) of the proposed regulation:s
as a liquidation under section 332 unlesiliation within the meaning of section implies that a QSub election for two or
regulations provide otherwise and thal504(a) is relevant). The affiliation rulesmore corporations results in a sectior
taxpayers may be unaware of the harsh rare not relevant for purposes of applyind374(d)(8) transaction for each subsidiary
sults of making a QSub election for an inthe rules regarding the 100 percent stocnd that this implication is contrary to the
solvent corporation. ownership requirement in sectiongeneral timing rules of §1.1361-4(b)(1).
Treasury and the IRS do not agree thdt361(b)(3)(B)(i). Accordingly, the rule Those general timing rules provide that
the legislative history indicates that seceoncerning the treatment of stock in apthe deemed liquidation of a tiered group
tion 332 applies to the liquidation of anplying the 100 percent stock ownershipf C corporations that elect S and QSuk
insolvent corporation. In order to assistequirement does not refer to the optiostatus effective on the same day occurs ¢
taxpayers, an example illustrates the efules under §1.1504—4. the close of the day before the effective
fect of a QSub election for an insolven6. Section 1374 and Excess Loss Adate of the elections, while the parent is ¢
corporation. counts C corporation. As a result of the opera-
5. Definition of Stock of the QSub Commentary on the proposed regulation of the general timing rules, there is a
Commentators recommended that, falions identified certain discrepancies irsingle section 1374 pool when the paren
purposes of determining whether a sulthe treatment of tiered groups of corporacorporation’s S election is effective.
sidiary is wholly owned by the parent Sions when QSub elections are made fdvloreover, the commentator noted that €



literal reading of 81.1374—8(b) of the pro-corporation and the acquiring S corpora?. Timing
posed regulations may cause the assetstimin makes QSub elections for the parent One commentator noted a potential
an S corporation that is acquired by a @nd members of the consolidated group,lack of coordination in the regulations
corporation to become subject to sectiodeemed liquidation of the parent prior tdhat determine the timing of the termina-
1374 when the acquiring C corporatiorihe deemed liquidation of other memberson of the S election of an acquired S cor-
immediately makes an S election for itselbf the consolidated group may be a dispgoration and the deemed liquidation inci-
and a QSub election for the acquired Sition that triggers income recognition withdent to a QSub election for that S
corporation. Finally, the commentator rerespect to ELASs in the subsidiaries’ stock.corporation. The commentator acknowl-
quested that the final regulations provide. Modifications adopted in the final reg-edged that the intent of the proposed regu:
that when an S corporation acquires alations lations is to provide that an acquired S
tiered group of corporations and makes The final regulations remove the pro-corporation for which a QSub election is
QSub elections effective on the same dafgsed amendment to §1.1374-8(b). Fumade effective immediately on acquisi-
for some or all of the corporations, the aghermore, an amendment to the genertbn should have no intervening C period.
sets deemed acquired by the S corporatioiming rules under 8§1.1361-4(b)(1) for Other timing issues can arise with re-
will be treated as acquired in a single seacquired S corporations clarifies that agpect to the termination of a QSub elec-
tion 1374(d)(8) transaction, consistenacquired S corporation liquidates into ation. The regulations provide rules that
with the apparent intent of the generahcquiring corporation as of the beginningiovern the timing of the deemed liquida-
timing rules of §1.1361-4(b)(1) of theof the day of acquisition, after the parent'sion incident to a QSub election and of the
proposed regulations. S election, if any, is effective. There is ndermination of a QSub election. The reg-
b. Excess loss accounts section 1374(d)(8) transaction when an 8lations also provide examples illustrat-
Section 1.1502-19 of the Income Taxorporation acquires assets from anothémg those rules. The regulations generally
Regulations provides rules requiring, irS corporation, if the acquired S corporaare intended to provide that a corporation
certain instances, a member (X) of a cortion has no C corporation history. Thanay move between S and QSub status
solidated group of corporations to includemodification to the timing rule also clari- without an intervening C period, if the ap-
in income its excess loss account (ELA) ifies that there is no period during whictpropriate election is made effective as of
the stock of another member (Y) of thean acquired S corporation is a C corpordhe termination of the previous S or QSub
group. An ELA reflects X’s negative ad-tion if the QSub election is made effectiveelection. The regulations are coordinated
justments with respect to Y’s stock to thes of the time of the acquisition. with provisions under section 338 and
extent the negative adjustments exceed X's As noted in the commentary, the orde§81.1362—-2 and 1.1502-76 that have dif-
basis in the stock. An ELA must be in-of the deemed liquidations for a tieredering timing provisions.
cluded in X's income if X is treated as disgroup of corporations for which QSub8. Inadvertent QSub Election and Inad-
posing of Y's stock. See §1.1502—-19(b)(1)elections are made (effective on the sameertent Termination Relief
A merger or liquidation of X into an S cor-date) is significant for purposes of section One commentator requested that the
poration or an S election by X is treated asE74 and under §1.1502-19. In many situegulations provide inadvertent invalid
disposition that triggers income recognitiorations, it is preferable to have the deeme@Sub election relief similar to the relief
with respect to an ELA in Y stock. In con-liquidations occur in order from the lowesthat is available under section 1362(f) for
trast, X’s income or gain in certain cases iser subsidiary to the highest tier subinadvertent invalid S elections and inad-
subject to any nonrecognition or deferrasidiary, a bottom-up liquidation order. As avertent S terminations. The proposed reg-
rules applicable, including section 332. Asesult of that ordering, the final liquidationulations include a provision indicating
a result, if Y liquidates into X in a transac-of the highest tier subsidiary results in @hat inadvertent QSub termination relief
tion subject to section 332, there is no insingle section 1374 pool for the group. Imay be available under standards estab
come recognition with respect to an ELAinraddition, in the case of a consolidatetished by the Commissioner for inadver-
Y’s stock. See §1.1502-19(b)(2)(i). group of corporations, because the deemeéent termination of an S election under
Under the general timing rules ofliquidation of the common parent follows§1.1362—4.
81.1361-4(b)(1), if the common parenthe deemed liquidation of its subsidiaries, The QSub provisions include no sec-
elects S status, the deemed liquidations tfere is no deconsolidation for purposes dfon analogous to section 1362(f) that al-
the subsidiary members of the consoli§1.1502-19 and no triggering of ELAs. Inows the IRS to determine that a corpora-
dated group for which QSub elections arether circumstances, however, a top to botion is a QSub during a period when the
made (effective on the same date as thet@n liquidation of a tiered group of sub-corporation does not satisfy the require-
election) occur as of the close of the dagidiaries may be preferable. Therefore, thment of section 1361(b)(3)(B)(i). For ex-
before the QSub elections are effectivdinal regulations allow the S corporation teample, if the parent corporation inadver-
while the S electing parent corporation ispecify the order of the deemed liquidatently transfers one share of QSub stock
still a C corporation. As a result, there isions when QSub elections are made (efe another person, the QSub election ter-
no triggering of income with respect tofective on the same day) for a tiered grouminates. The subsidiary is not eligible to
ELAs in the stock of the subsidiary corpoof subsidiaries. In default of an electionhave a QSub election in effect for the pe-
rations if the liquidations qualify underthe deemed liquidations occur in succesiod during which the parent does not own
section 332. In contrast, if a consolidatedion on the effective date of the election]00 percent of its stock. If the QSub elec-
group of corporations is acquired by an 8eginning with the lowest tier subsidiary. tion terminates because of the inadvertent



termination of the parent’s S electionyegarding employer identification num-301.6109-1(i), relating to EINs, applies on
however, relief may be available undebers (EINs) for QSubs. The regulationsr after January 20, 2000.
section 1362(f). A favorable determinatestate the general rules that (1) when an
tion under that section causes the sulentity’s classification changes as a resuftPecial Analyses
sidiary to continue to satisfy the requireof an election, it retains its EIN; and (2) |t has been determined that this Trea.
ments of section 1361(b)(3)(B)(ii) duringunless regulations or published guidancgury decision is not a significant regula-
the period when the parent is accorded rgrovide otherwise, a disregarded entit¥Ory action as defined in Executive Order
lief for inadvertent termination of its S(including a QSub) must use its owner’s ,ggg. Therefore, a regulatory assess
election. Moreover, if the parent fails toEIN for Federal tax purposes. ment is not required. It has also been de
make a timely QSub election, relief may Notice 99-6 (1999-3 I.R.B. 12) pro-iarmined that section 553(b) of the Ad-
be available under the procedures applicaides guidance that, under limited cirininistrative Procedure Act (5 U.S.C.
ble under §301.9100-1 and §301.9100—-&umstances, a disregarded entity may UsRapter 5) does not apply to these regula
The final regulations do not include thets own EIN. If a QSub wishes to use it§jons. It is hereby certified that the collec-
provision relating to the inadvertent terown EIN in accordance with Notice 99—, of information in these regulations
mination of a QSub election. The rebut did not have an EIN prior to becomingyi| not have a significant impact on a
moval of that provision is not intended taa QSub, it must apply for a new EIN. substantial number of small businesses
suggest that relief under section 1362(f) is If a subsidiary’s QSub election termi-tis certification is based upon the fact
not available in appropriate circumstancesates, the new corporation formed as a @4t the economic burden imposed on tax
(such as those discussed above), but is isult of that termination must use its OWMhavers by the collection of information
tended to avoid confusion with respect t&IN for Federal tax purposes. If the newgq recordkeeping requirements of thes
the scope of the IRS’s statutory authoritgorporation had an EIN before the eﬁecfegulations is insignificant. For example,
under section 1362(f). tive date of its QSub election or during it§he estimated average annual burden pe
9. Ordering Rule for Termination of QSub status, it should use that EIN. Oﬂ}'espondent is less than one hour. Furthet
QSub Elections erwise, the new corporation must appIYnore, most taxpayers will only have to re-
Commentators requested that the findbr a new EIN. spond to the requests for information con-
regulations provide an ordering rule forl2. Effective Date and Transition rules  i4ined in §51.1361-3 and 1.1361-5 one
the simultaneous termination of QSub The regulations generally apply to taXtime in the life of the corporation. There-
elections as the result of the terminatioable years that begin on or after Janual%re’ a Regulatory Flexibility Analysis is
of an upper-tier subsidiary’s QSub elec20, 2000; however, taxpayers may elect tQ,; required under the Regulatory Flexi-
tion. The final regulations provide thatapply the regulations in whole, but not irbility Act (5 U.S.C. chapter 6). Pursuant
the terminations occur in succession, begpart (aside from those sections with specigl saction 7805(f) of the Internal Revenue
ginning with the upper-tier subsidiary,dates of applicability), for taxable Y82l ode, the notice of proposed rulemaking
and include examples to illustrate the efbeginning on or after January 1, 20p6b- preceding these regulations was submit
fect of simultaneous QSub terminations. vided the corporation and all affected taXoq to the Chief Counsel for Advocacy of
10. Banking Provisions payers apply the regulations in a consistefil e small Business Administration for
Consistent with the proposed regulamanner. To make the election, the corporay mment on its impact on small business
tions, the final regulations provide thation and all affected taxpayers must file a
any special rules applicable to bankseturn or an amended return that is consi®rafting Information
under the Code continue to apply sepdent with these rules for the taxable year for
rately to banks as if the deemed liquidawhich the election is made. For purposes , X
tion incident to a QSub election had nobf this section, affected taxpayers mearfons are Jeanne M. Sullivan and David J
occurred (the banking provisions). Comall taxpayers whose returns are affected byPtos Of the Office of the Assistant Chief
mentators requested that the banking préhe election to apply the regulations. Th&ounsel (Passthroughs & Special Indus
visions be retroactive to the effective dateules relating to the treatment of bank&i€s); and Michael N. Kaibni of the Of-
of the Act, by election. As authorized byapply to all taxable years beginning aftefice Of the Assistant Chief Counsel (Cor-
section 1601 of the 1997 Act, and as firdbecember 31, 1996; seePorate). However, other personnel from
announced in Notice 97-5 (1997—1 C.B§1.1361—4(a)(3)(iii). The provision relat-t"€ IRS and Treasury Department partici-
352), the final regulations provide that théng to transitional relief from the stepPted in thelr*divelogmint.
banking provisions apply to taxable yeargransaction applies to certain QSub elec-
beginning after December 31, 1996. Thions effective on or before the end of CalAdoption of Amendments to the
rule applies to all taxpayers and is noéndar year 2000; see §1'1361_4(3)(5)(ihegulations
subject to an election. The banking proviSection 1.1361— 5(c)(2), relating to auto-
sions also include a reference to othanatic consent for an S or QSub election Accordingly, 26 CFR parts 1, 301, and
published guidance for section 265(b)made for a corporation whose QSub ele&02 are amended as follows:
see Rev. Rul. 90-44 (1990-1 C.B. 54tjon has terminated within the five-year pe-
57). riod described in section 1361(b)(3)(D)PART 1—INCOME TAXES
11. Taxpayer ldentifying Numbers applies to certain QSub elections effective Paragraph 1. The authority citation for
The regulations provide clarificationafter December 31, 1996.

The principal authors of these regula-

Sectiolart 1 continues to read in part as follows:



Authority: 26 U.S.C. 7805 * * * (1) In general. (d) ***
Par. 2. Amend 81.1361-0 as follows: (2) Application to elections in tiered situ- (1) * * *

1.Revise the introductory text. ations. (i) For taxable years beginning on or
2.Remove the entry for (3) Acquisitions. after January 1, 1997, a financial institu-
81.1361-1(d)(3). (i) In general. tion that uses the reserve method of ac-
3.Add entries for 881.1361-2,(ii) Special rules for acquired S corporacounting for bad debts described in sec-
1.1361-3, 1.1361-4, 1.1361-5, antions. tion 585 (for taxable years beginning
1.1361-6. (4) Coordination with section 338 elecprior to January 1, 1997, a financial insti-
The revisions and additions read as fokion. tution to which section 585 applies (or
lows: (c) Carryover of disallowed losses andvould apply but for section 585(c)) or to
81.1361-0 Table of contents deductions. which section 593 applies);
This section lists captions contained irfd) Examples. *okok ok k
§8§1.1361-1, 1.1361-2, 1.1361-3 . ) e)***
1.1361-4, 1.1361-5, and 1.1361—6, 31.1361-5 Termination of QSub election. (1) General rule A corporation does
*oK Kk ok (a) In general. not quf'ilify as a small business corpora-
(1) Effective date. tion if it has more than 75 shareholders

81.1361-2 Definitions relating to S

corporation subsidiaries. (2) Information to be provided upon ter{3% for taxable years beginning prior to

mination of QSub election by failure toJ2nuary 1, 1997). **

(@) In general. qualify as a QSub. rrmEr

(b) Stock treated as held by S corporg3) QSub joins a consolidated group. Par. 4. Add 881.1361-2, 1.1361-3,
tion. (4) Examples. 1.1361-4, 1.1361-5, and 1.1361-6 to
(c) Straight debt safe harbor. (b) Effect of termination of QSub elec-réad as follows:

(d) Examples. _ tion. , _ §1.1361-2 Definitions relating to S
§1.1361—3 QSub election . _ (;) Formation of new corporation. corporation subsidiaries.

(a) Time and manner of making election(i) In general.

(1) In general. (ii) Termination for tiered QSubs. (a) In general The termqualified sub-
(2) Manner of making election. (2) Carryover of disallowed losses andhapter S subsidiarfQSub) means any
(3) Time of making election. deductions. domestic corporation that is not an ineli-
(4) Effective date of election. (3) Examples. gible corporation (as defined in section
(5) Example. (c) Election after QSub termination. 1361(b)(2) and the regulations thereun-
(6) Extension of time for making a QSub(1) In general. der), if—

election. (2) Exception. (1) 100 percent of the stock of such
(b) Revocation of QSub election. (3) Examples. corporation is held by an S corporation;
(1) Manner of revoking QSub election. _ and

(2) Effective date of revocation. §1.1361-6 Effective date. (2) The S corporation properly elects
3) Revocatipn after termination. _ Par. 3. Amend §1.1361—1 as follows: tO treat the subsidiary as a QSub undel
4 _Revocatlon before QSub election ef- 1  Reavise paragraph (b)(1)(). §1.1361-3.

fective. (b) Stock treated as held by S corpora-

2. Remove paragraph (d)(1)(i). ) - MY
3. Redesignate paragraphs (d)(l)(ii)t,'on' For purposes of satisfying the 100

1.1361-4 Effect of QSub election. : ; :
8 Q (d)(1) (i), (d)(1)(iv), and (d)(1)(v) as Percent stock ownership requirement in

(a) Separate existence ignored. paragraphs (d)(1)(), (d)(1)(i), (d)(1)(ii), Section 1361(b)(3)(B)(i) and paragraph
(1) Ingeneral. and (d)(1)(iv), respectively. (a)(1) of this section—

(2) Liquidation of subsidiary. 4. Revise newly designated paragraph (1) Stock of a corporation is treated as
(i) In general. (d)(2)(). held by an S corporation if the S corpora-
(i) Examples 5. Remove paragraph (d)(3). tion is the owner of that stock for Federal
(ili)Adoption of plan of liquidation. 6. Revise the first sentence of para'COMe tax purposes; and _
(iv) Example. graph (e)(1). (2) Any outstanding instruments, oblig-
(v) Stock ownership requirements of sec- The revisions read as follows: ations, or arrangements of the corporation
tion 332. which would not be considered stock for
(3) Treatment of banks. §1.1361-1 S corporation defined. purposes of section 1361(b)(1)(D) if the
() In general. ek xx corporation were an S corporation are not
(if) Examples treated as outstanding stock of the QSub.
iii) Eff t'p d t (b)*=* (c) Straight debt safe harbor Section
(iii)Effective date. (1) ***

1.1361-1(1)(5)(iv) and (v) apply to an

4) Treatment of stock of QSub. ;
@ Q (i) More than 75 shareholders (35 folyp|igation of a corporation for which a

(5) Transitional relief.

() General rule. taxabl.e years beginning before January g election is made if that obligation
(i) Examples. }227*)* would satisfy the definition of straight

(b) Tlmlng of the quuidation. debt in §11361—1(|)(5) if issued by the S



corporation. poration forms a subsidiary and makes statement must be signed by a person at
(d) Examples The following exam- valid QSub election (effective upon thethorized to sign the S corporation’s return
ples illustrate the application of this seceate of the subsidiary’s formation) for therequired to be filed under section 6037.
tion: subsidiary, the election should be submit- (2) Effective date of revocationThe
Example 1 X, an S corporation, owns 100 per-ted to the service center where the S corevocation of a QSub election is effective
gg:t;f:{ 2;;;??;?“;2 fgx";’g;ghyzg’f‘"ci(%%\;’nbsel%%'poration filed its most recent return. on the date specified on the revocatior
percent of Z, & corporation otherwise eligible for (3) Time of making electionA QSub statement or on the date the revocatiol
QSub status. X may elect to treat Z as a QSub und@lection may be made by the S corporastatement is filed if no date is specified.
section 1361(b)(3)(B)(ii). tion parent at any time during the taxabl&he effective date specified on the revo-
Example 2 Assume the same facts a&xample  year. cation statement cannot be more than tw
éé%xgj‘;tstg? gn;iyaszgjrr;;sﬂim'?t’str(‘)‘;"/\tm'zrd;i‘f@:r (4) Effective date of electionA QSub months and 15 days prior to the date or
§301.7701-2(C)(2) of this chapter. X may elect t(Se_lecnon will be effectlve on the date specwhich the revocation statement is filed
treat Z as a QSub. ified on the election form or on the dateand cannot be more than 12 months afte
Example 3 Assume the same facts agEkample the election form is filed if no date isthe date on which the revocation state-
1, except that Y owns 50 percent of Z, and X owngpecified. The effective date specified oment is filed. If a revocation statement
the other 50 percent. X may elect to treat Z as gha form cannot be more than two monthspecifies an effective date more than twc
Qséfémple4Assume the same facts aEkample and 15 days prior to the date of filing andnonths and 15 days prior to the date or
1, except that Y is a C corporation. Although Y is &annot be more than 12 months after thehich the statement is filed, it will be ef-
domestic corporation that is otherwise eligible to belate of filing. For this purpose, the definfective two months and 15 days prior to
a QSub, no QSub election has been made for itjon of the term month found in the date it is filed. If a revocation state-
g‘)‘:;'eXu('asmrl“’t;riztego?zIzgt'i')”t?e;htezsggzk(;;uzt?1.1362—6(a)(2)(ii)(C) applies. If anment specifies an effective date more thar
Exa?nple Sy’Individ):JalsAand B own 100 Ioercente'Iection form specifies an effective datd2 months after the date on which the
of the stock of corporation X, an S corporation, andNOre than two months and 15 days priostatement is filed, it will be effective 12
except for C’s interest (described below), X owns 10t0 the date on which the election form isnonths after the date it is filed.
percent of corporation Y, a C corporation. Individuafiled, it will be effective two months and (3) Revocation after terminationA re-
C holds an instrument issued by Y that is considerefis yays prior to the date it is filed. If anvocation may not be made after the occur

to be equity under general principles of tax law but . . .
auiy 9 princip election form specifies an effective dateence of an event that renders the sub

would satisfy the definition of straight debt under - ] o
§1.1361-1(I)(5) if Y were an S corporation. In deterMOre than 12 months after the date osidiary ineligible for QSub status under
mining whether X owns 100 percent of Y for pur-which the election is filed, it will be effec- section 1361(b)(3)(B).

poses of making the QSub election, the instrumenive 12 months after the date it is filed. (4) Revocation before QSub election ef-
zﬁi'gnbigdsr”;lt iggi'df(rl;a(‘é)‘z\‘/‘)tszﬁgd('}”guitcg';cﬂ'gnaig' (5) Example The following example fective For purposes of Section

not treated as an exchange of debt for stock with ralustrates _the appllcanon of paragrapflSGl_(t_))_(S)(D) and §1._1361—5(c) (f|v_e-year
spect to such instrument, and §1.1361-1(1)(5)(iv) ag@)(4) of this section: prohibition on re-election), a revocation ef-

plies to determine the tax treatment of payments on Example. X has been a calendar year S corporgfective on the first day the QSub election
the instrument while Y's QSub election is in effect. tion engaged in a trade or business for several yeaj§,s 1o pe effective will not be treated as :
X acquires the stock of Y, a calendar year C corpor%- L .
ermination of a QSub election.

§1.1361-3 QSub election. tion, on April 1, 2002. On August 10, 2002, X
makes an election to treat Y as a QSub. Unless oth-

(a) Time and manner of making elecerwise specified on the election form, the electio 1.1361-4 Effect of QSub election.

tion—(1) In general The corporation for will be effective as of August 10, 2002. If specified . .
(@) 9 b n the election form, the election may be effective (a) Separate existence ignoreq1) In

which the QSub election is made MUS, ¢;ne other date that is not more than two mont@€neral Except as otherwise provided in

meet all the requirements of sectioRng 15 days prior to August 10, 2002, and not mogaragraph (a)(3) of this section, for Fed-
1361(b)(3)(B) at the time the election ighan 12 months after August 10, 2002. eral tax purposes—

made and for all periods for which the (6) Extension of time for making a () A corporation which is a QSub shall
election is to be effective. QSub election An extension of time to not be treated as a separate corporatiot
(2) Manner of making electionExcept make a QSub election may be availablgnd
as provided in section 1361(b)(3)(D) andinder the procedures applicable under (ji All assets, liabilities, and items of
§1.1361-5(c) (five-year prohibition on re-§8§301.9100-1 and 301.9100-3 of thifncome, deduction, and credit of a QSuk
election), an S corporation may elect teahapter. shall be treated as assets, liabilities, an
treat an eligible subsidiary as a QSub by (b) Revocation of QSub electief(1) items of income, deduction, and credit of
filing a completed form to be prescribedvianner of revoking QSub electio’An S the S corporation.
by the IRS. The election form must becorporation may revoke a QSub election (2) Liquidation of subsidiary-(i) In
signed by a person authorized to sign thender section 1361 by filing a statemengeneral If an S corporation makes a
S corporation’s return required to be filedwith the service center where the S corparalid QSub election with respect to a sub-
under section 6037. Unless the electioration’s most recent tax return was properl¥jdiary, the subsidiary is deemed to have
form provides otherwise, the electiorfiled. The revocation statement must intiquidated into the S corporation. Except
must be submitted to the service centelude the names, addresses, and taxpaygy provided in paragraph (a)(5) of this
where the subsidiary filed its most recentlentification numbers of both the parent Section, the tax treatment of the liquida-
tax return (if applicable), and, if an S corcorporation and the QSub, if any. Thejon or of a larger transaction that includes



the liquidation will be determined underillustrates the application of paragraphmation under section 265(b) of interest expense allo-

the Internal Revenue Code and generé&h)(2)(iii) of this section: cable to tax-exempt interest, and no deduction is al-

principles of tax law, including the step Example Corporation X owns 75 percent of aIowed for that interest expense. Section 265(b) does

transaction doctrine. Thus. for eXamplesolvent corporation Y, and individual A owns the re10t @Pply to Z except as published guidance may

if an S tion f bsidi aining 25 percent of Y. As part of a plan to make Brovide otherwise. o
IT an S corporation rTorms a subsidiary an@Sub election for Y, X causes Y to redeem As 25 Example 2 X, an S corporation, is a bank hold-

makes a valid QSub election (effectivgercent interest on June 1 for cash and makes company and thus is not a bank as defined in
upon the date of the subsidiary’s forma@sub election for Y effective on June 3. The mak$ection 581. X owns 100 percent of Y, a corporation

tion) for the subsidiary, the transfer of asing of the QSub election is considered to be thgjr "I\('hiChda;.'a"g QSub ?'ecg‘;”lis g‘ eﬁeCt't tY 's a
idi :adoption of a plan of liquidation immediately before?a"K as delined in section Sol. Fursuant to para.
sets to the subsidiary and the deemed “9{ e b N Y raph (a)(3)(i) of this section, any special rules ap-

. . . e deemed liquidation. The deemed liquidation safl
uidation are disregarded, and theg .o requirements of section 332. plicable to banks under the Internal Revenue Code
corporation will be deemed to be a QSub (v) Stock ownership requirements ofontinue to apply to Y and do not apply to X. How-
from its inception. / . ever, all of Y's assets, liabilities, and items of in-

i E | The followi section 332 The deemed exercise of atome, deduction, and credit, as determined in accor-

(”)_ xamples he Tollowing exam- qgntion under §1.1504—4 and any instrudance with the special bank rules, are treated a
ples illustrate the application of this paraments obligations, or arrangements thaitose of X. Thus, for example, section 582(c),
graph (a)(2)(i) of this section: are not considered stock undeWhich provides special rules for sales and exchanges

Example 1 Corporation X acquires all of the . . f debt by banks, applies only to sales and ex-
outstanding stock of solvent corporation Y from argjf']f361,_2(b)(2) are d|sregarQed n d_eteg_hanges gy Y. Howe\?gr, any ga);n or loss on such a
unrelated individual for cash and short-term notedNining if the stock ownership require-yansaction by Y that is considered ordinary income
Thereafter, as part of the same plan, X immediatefnents of section 332(b) are met with reer ordinary loss pursuant to section 582(c) is treated
makes an S election and a QSub election for Y. Bgpect to the deemed liquidation provideds ordinary income or ordinary loss of X.
cause X acquired all of the stock of Y in a qualified, paragraph (a)(2)(i) of this section. (iii) Effective date This paragraph

stock purchase within the meaning of section . : -
338(d)(3), the liquidation described in paragraph (3) Treatment of banks(i) In gen- (a)(3) applies to taxable years beginning

(a)(2) of this section is respected as an independe®fal. If an S corporation is a bank, or ifafter December 31, 1996.
step separate from the stock acquisition, and the t&1 S corporation makes a valid QSub (4) Treatment of stock of QSubEx-
consequences of the liquidation are determinegd|ection for a subsidiary that is a bankgept for purposes of section

under sections 332 and 337. any special rules applicable to bank4361(b)(3)(B)(i) and §1.1361-2(a)(1), the

Example 2 Corporation X, pursuant to a plan, . :
acquires all of the outstanding stock of corporatiorllmder the Internal Revenue Code continuock of a QSub shall be dlsregarded for

Y from the shareholders of Y solely in exchange fof0 apply separately to the bank parent all Federal tax purposes.

10 percent of the voting stock of X. Prior to thebank subsidiary as if the deemed liquida- (5) Transitional relief—(i) General
transaction, Y and its shareholders are unrelated tfon of any QSub under paragraph (a)(2ule. If an S corporation and another cor-
X. Thereafter, as part of the same plan, X immedinf this section had not occurred (except d@oration (the related corporation) are per-

ately makes an S election and a QSub election for Y. . . o . . .
The transaction is a reorganization described in seE’-ther pUb“Shed gwdance may appIy sesons SpeCIfled in section 267(b) prior to an

tion 368(a)(1)(C), assuming the other conditions foliON 265(b) and section 291(a)(3) andcquisition by the S corporation of some or
reorganization treatment (e.g., continuity of businesé)(1)(B) not only to the bank parent orll of the stock of the related corporation
enterprise) are satisfied. bank subsidiary but also to any QSuffollowed by a QSub election for the related

Example 3 After the expiration of the transition yaemed to have liquidated under para:orporation, the step transaction doctrine

period provided in paragraph (a)(5)(i) of this sec- . . - . )
tion, individual A, pursuant to a plan, contributes alﬁJraph (a)(2) of this SeCt'on)' For anyNI” not apply to determine the tax conse

of the outstanding stock of Y to his wholly owned SQSUb that is a bank, however, all assetguences of the acquisition. This paragrapt
corporation, X, and immediately causes X to make Habilities, and items of income, deduc{a)(5) shall apply to QSub elections effec-
QSub election for Y. The transaction is a reorganition, and credit of the QSub, as detertive before January 1, 2001.

zation under section 368(a)(1)(D), assuming thenined in accordance with the special (i) Examples The following exam-

other conditions for reorganization treatment (e.g [ . e .
L . i o es illustrate the application of this para-
continuity of business enterprise) are satisfied. IPank rules, are treated as assets, liabif! PP P

the sum of the amount of liabilities of Y treated adl€S, _and items of income: deduction, ang@raph (2)(5): o
assumed by X exceeds the total of the adjusted basisedit of the S corporation. For purposes Example 1 Individual Aowns 100 percent of the
of the property of Y, then section 357(c) applies angf this paragraph (a)(3)(i), the terbank stock of X, an S corporation. X owns 79 percent of
such excess is considered as gai ; T . the stock of Y, a solvent corporation, and A owns the
gain from the sale 9hg the same meaning as in section 581 in:
exchange of a capital asset or of property which is .. E | The followi remaining 21 percent.' On May 4, 1998, A con-
not a capital asset, as the case may be. (||). xamples The following exam- trlbll.(Jtes its \; stt?ckl tot.X in e;;::hange ftotr sttofcf:k.t_x
(iii) Adoption of plan of liquidation ples illustrate the application of this paramakes a QSub election with respect to Y effective
L. .graph (a)(3): immediately following the transfer. The liquidation
For purposes of satisfying th? require Example 1 X, an S corporation, is a bank as dedescribed in paragraph (a)(2) of this section is re-
ment of aqutlon of a plan of liquidation . i, section 581. X owns 100 percent of Y an¢Pected as an independent step separate from th
under section 332, unless a formal plan gf corporations for which valid QSub elections aretock acquisition, and the tax consequences of the

liquidation that contemplates the QSuln effect. Y is a bank as defined in section 581, anfiduidation are determined under sections 332 and

election is adopted on an earlier date, theis not a financial institution. Pursuant to para337- The contribution by A of the Y stock qualifies

. i . . ; ; ; ; nder section 351, and no gain or loss is recognizec
makina of the OSub election is ConSIdgraph (a)(3)(i) of this section, any special rules ap?
9 Q _plicable to banks under the Internal Revenue Cod® A X, or Y.

ered to be the adoption of a plan of liquig .- 1 apply separately to X and Y and do not EXample 2 Individual Aowns 100 percent of the

dation immediately before the deemedpply to z. Thus, for example, section 265(h)Stock of two solvent S corporations, X and Y. On
liquidation described in paragraphwhich provides special rules for interest expense aday 4, 1998, A contributes the stock of Y to X. X
(2)(2)(i) of this section. ductions of banks, applies separately to X and Ynakes a QSub election with respect to Y immedi-

(iv) Example The following example Thatis, X and Y each must make a separate detern@t€!y following the transfer. The liquidation de-



scribed in paragraph (a)(2) of this section is rerations Except as provided in paragraphiespect to S2 effective on the day of the

Sfeckted as é_*t’_‘ i”deP;rt‘seT step separate frorf“t‘(‘tﬁ)(4) of this section, if a corporation (Y)acquisition, see §1.1366—2(c)(1) for pro-
stock acquisiiion, and fe fax consequences o 'fc?)r which an election under sectionvisions relating to the carryover of losses
liquidation are determined under sections 332 an

337. The contribution by A of theYstocktquuaI—1362(a) was in_effect is acqui_red, and and deductions with respect to a_former
ifies under section 351, and no gain or loss is reco§dSub election is made effective on thshareholder of S2 that may be available t
nized by A, X, or Y. Y is not treated as a C corporaglay Y is acquired, Y is deemed to liqui-that shareholder as a shareholder of S1.
tion for o ;’(erio"_SO:?'}élbecsusehofdthe "g”Sfer %ate into the S corporation at the begin- (d) Examples The following exam-
'S(:me t;f §’1a1n3'6nle_'f('a)?2)s(“;’"e olaer Omparehing of the day the termination of its Sples illustrate the application of this sec-
(b) Timing of the liquidatioA-(1) In e'e_C“OQ Is eﬁ_ec“"f(" Assa result, if Corpofj"’g;am o1 X anS cororation. ouns 100 oer
general Except as otherwise provided ir{atlon acauires L an _corporatlon, an nt of trrl)e stock’ of Y, a Cpcor ora’tion On Ju?le 2
- - gnakes an S election for itself and a Qsuff T poration. © 2,
paragraph (b)(3) or (4) of this section, th lection for Y effecti the d f 2002, X makes a valid QSub election for Y, effective
liquidation described in paragraph (a)(2f €cton 1or ¥ eftective on the day of at-,e 5 2002, Assume that, under general principle
of this section occurs at the close of thg_UISItI(;nhY ngdar;[es IQ:{O;( alt th_e be_Q'”f‘of tax law, including the step transaction doctrine,
day before the QSub election is eﬁ‘ectiven'ng of the day w _en S . election Is efx’s acqwsn_lon of the Y stock and the subsequent
. . fective, and there is no period between th@Sub election would not be treated as related. Th
Thus, for example, if a C corporation e ) A o . )
. termination of Y’'s S election and thehqwdatlon described in paragraph (a)(2) of this sec
elects to be treated as an S Corporatlc}ﬁ d liquidai £V duri hich Ytion occurs at the close of the day on June 1, 2002
and makes a QSub election (effective th_‘éeeme Iquiaation O, uring whic the day before the QSub election is effective, and the
same date as the S election) with respelct® C corporation. Y's taxable year endgjan of liquidation is considered adopted on that
for all Federal income tax purposes at theate. Y’s taxable year and separate existence fc

to a subsidiary, the liquidation occurs im- .
mediately bef)c/Jre theqS election become ose of the preceding day. Furthermoreederal tax purposes end at the close of June !
if Y owns Z, a corporation for which a 2002

effective, while the S electing parent id Sub elect i effect prior to th Example 2 X, a C corporation, owns 100 per-
still a C corporation. Q u_ e ection was In ettect prior 10 & ot the stock of Y, another C corporation. On
H H H H H ’ ecembper , y makes an election under sec
(2) Application to elections in tiered 2cauisition of Y by X, and X makes QSubpecember 31, 2002, X mak lection und
situations When QSub elections for aelecnons for Y and Z, effective on the dayion 1362 to be treated as an S corporation and .
tiered group of subsidiaries are effectiv@f acquisition, the transfer of assets to Zald QSub election for ¥, both effective January 1,
on the same date. the S corporation m d the deemed quuidation of Z are disrez_oos. Assume that, under general principles of tax

law, including the step transaction doctrine, X’s ac-
specify the order of the liquidations. If n arded. See §81.1361-4(a)(2) anfgiion of the Y stock and the subsequent QSutk

order is specified, the liquidations that aré—-1361—5(b)(]_-)(|)-_ ) ) election would not be treated as related. The liqui-
deemed to occur as a result of the QSu (4) Coordination with section 338 dation dest;]ribeld in paragraphb(a)(Z) of this sr(]ecti(;)r
. . . . ection An S corporation that makes &occurs at the close of December 31, 2002, the da
elections will bg treatgd as occurring ﬁrs{eualified stock url?:hase of & target mabefore the QSub election is effective. The QSub
for the lowest tier entity and proceed suc? K lecti P d . 3?38 . glection for Y is effective on the same day that X's S
cessively upward until all of the liquida-Ma¥€ an € ection under section WitQiection is effective, and the deemed liquidation is
tions under paragraph (a)(2) of this sedespect to the acquisition “_c it meets th@eated as occurring before the S election is effec
tion have occurred. For example, S, an kequirements for the election, and mayive, when X is still a C corporation. Y’s taxable

; i i ds at the close of December 31, 2002. S
corporation, owns 100 percent of C, ihdhake a QSub election with respect to thgear ends at the close of December €

common parent of an affiliated group ofarget. If an S corporation makes an eleé?-381(0)-1.

. d ti 338 with tt Example 3 On June 1, 2002, X, an S corpora-
corporations that includes X and Y. lon under section WIth TeSpect 10 g4, acquires 100 percent of the stock of Y, an exist

owns all of the stock of X and X owns alSubsidiary acquired in a qualified stockng s corporation, for cash in a transaction meeting
of the stock of Y. S elects underpurchase, a QSub election made with rehe requirements of a qualified stock purchase
§1.1361-3 to treat C X and Y as QSub pect to that subsidiary is not effective belQSP) under section 338. X immediately makes

it Sub election for Y effective June 2, 2002, and alsc
effective on the same date. If no order i r_e .the day after the aC.qUISItlon dat%akes a joint election under section 338(h)(10) with
specified for the elections, the following within the meaning of_sectlon 338(h)(2))the shareholder of Y. Under section 338(a) and
liquidations are deemed to occur as a ré. the QSub election is effective on theg: 338(h)(10)-1T(d)(3), Y is treated as having sold
sult of the elections. with each successiv%ay after the acquisition date, the liquidaall of its assets at the close of the acquisition date
liquidation occuring,on the same day impon under paragraph (a)(2) of this sectiodune 1, 2002. Y is treated as a new corporatior

- . L7 ccurs immediately after the deemedhich purchased all of those assets as of the begir
mediately after the preceding |I‘.']U|d<’:1'[|0n-O Y ning of June 2, 2000, the day after the acquisition

Y is treated as liquidating into X, then XE_lsset purChase_ by the new target corporgy. ~section 338(a)(2). The QSub election is effec
is treated as liquidating into C, and ﬁna||>}'0n under section 338. If an S corporasgye on June 2, 2002, and the liquidation under para
C is treated as liquidating into S tion makes an election under section 33@aph (a)(2) of this section occurs immediately after

(3) Acquisitions (i) In general .If ans (without a section 338(h)(10) e|ecti0n)the deemed asset purchase by the new corporation.

X ith respect to a target, the target must Example 4 X, an S corporation, owns 100 per-
corporation does not own 100 percent of P 9 9 ent of Y, a corporation for which a QSub election is

the stock of the subsidiary on the day pdlle a f'm_il or deem_ed sale return as a (' efrecq on May 12, 2002, a date on which the
fore the QSub election is effective, th&orporation reflecting the deemed saleysub election is in effect, X issues Y a $10,000 note
liquidation described in paragraph (a)(z)See §1.338—10T(a)._ under state law that matures in ten years with a mar
of this section occurs immediately after (C) Carryover of disallowed losses andket ra}te of |nterest: Y is not treated as a separate co
the time at which the S corporation ﬁrspleductions If an S corporation (S1) ac-poration, and X’s issuance of the note to Y on May

. the stock of ther S ti 12, 2002, is disregarded for Federal tax purposes.
owns 100 percent of the stock. quires the stock ol anothér > corporation g, .56 5 x an s corporation, owns 100 per-

(i) Special rules for acquired S Corpo—(sz)’ and S1 makes a QSub election Witfknt of the stock of Y, a C corporation. At a time



when Y is indebted to X in an amount that exceed®Sub stock X, an S corporation, owns 100 per-uity under general principles of tax law.
the ff_;\ir market‘ value of Y’s as‘se‘ts, _X makes a QSutent of Y. AQSub election is in effect with respect (ii) Termination for tiered QSubsIf
election eff_ectl_ve on the da_te it is filed with respecto Y. On Decemk_)er_ 1_0, 2002, X sells one share Sub elections terminate for tiered
to Y. The liquidation described in paragraph (a)(2) stock to A, an individual. Because X no longer .
of this section does not qualify under sections 338wns 100 percent of the stock of Y, Y no longei@SUDS on the same day, the formation of
and 337 and, thus, Y recognizes gain or loss on thpialifies as a QSub. Accordingly, the QSub elecany higher tier subsidiary precedes the
assets distributed, subject to the limitations of se¢ion made with respect to Y terminates at the clostpormation of its lower tier subsidiary. See
tion 267. of December 10, 2002. Example @n paragraph (b)(3) of this sec-
o ] Example 3. No termination on stock transfertion
81.1361-5 Termination of QSub electiorbetween QSub and parent, an S corporation, : .
owns 100 percent of the stock of Y, and Y owns (2) Carryover of disallowed losses and
(a) In general—(1) Effective date 100 percent of the stock of Z. QSub elections ardeductions If a QSub terminates because
The termination of a QSub election is efin effect with respect to both Y and Z. Y transfer¢ghe S corporation distributes the QSub
fective— all of its Z stock to X. Because X is treated agiock to some or all of the S corporation’s

. . . ._owning the stock of Z both before and after th . . .
() On the effective date contained in . cter of stock solely for purposes of determine_shareholders in a transaction to which

the revocation statement if a QSub eleGng whether the requirements of sectiors€ction 368(a)(1)(D) applies by reason of

tion is revoked under §1.1361-3(b); 1361(b)(3)(B)(i) and §1.1361-2(a)(1) have beesection 355 (or so much of section 356 as
(i) At the close of the last day of thesatisfied, the transfer of Z stock does not terminatee|ates to  section 355), see

parent’s last taxable year as an S corpora$ QSub election. Because the stock of Z is disg1 1366-2(c)(2) for provisions relating to

. . , . . regarded for all other Federal tax purposes, n .
tion if the parent's S election termlnate%a?n s recognized under section s the carryover of disallowed losses and de-

under 81.1362-2; or Example 4. Termination due to acquisition of lUctions that may be availabl_e.
(iii) At the close of the day on which parent by a consolidated groupx, an S corpora- ~ (3) Examples The following exam-
an event (other than an event described fign, owns 100 percent of Y, a corporation forples illustrate the application of this para-

paragraph (a)(1)(ii) of this section) occurd/hich a QSub election is in effect. Z, the commoryranh (p):
that renders the subsidiary ineligible foP2"e o & consolidated group of corporations, ac= gyample 1 X, an S corporation, owns 100 per-

) quires 80 percent of the stock of X on June ; ;
QSub status under section 1361(b)(3)(B) Leent of the stock of Y, a corporation for which a

. ) 2002. Z does not make an election under sectiqhgyp election is in effect. X sells 21 percent of
(2) Information to be provided upon338(g) with respect to the purchase of X stockna v stock to Z. an unrelated corporation, for

termination of QSub election by failure toX’s S election terminates as of the close of the pres,qp thereby terminating the QSub election. Y is

qualify as a QSublIf a QSub election ter- ¢€ding day, May 31, 2002. Y's QSub election alsgeateq as a new corporation acquiring all of its as-

minates because an event renders the s@?frminates at the close of May 31, 2002. Undeéets (and assuming all of its liabilities) in ex-

o T 1502-76(b)(1)(i)(A)(2) and paragraph (a)(3)change for Y stock immediately before the termi-
sidiary ineligible for QSub status, the S this section, X and Y become members of Zv%atiogn from the S corporatizn. The deemed

corporation must attach to its return foronsolidated group of corporations as of the beginsychange by X of assets for Y stock does not qual-
the taxable year in which the terminatiorting of the day June 1, 2002. ify under section 351 because X is not in control

occurs a notification that a QSub election Example 5. Termination due to acquisition Ofy¢ v yithin the meaning of section 368(c) immedi-

i .. QSub by a consolidated grouprhe facts are the ey after the transfer as a result of the sale of
has terminated, the date of the termmagame as irExample 4 except that Z acquires 80 Y

; - stock to Z. Therefore, X must recognize gain, if
t|?n, ar_léj thi_ names, adgress?st,) aﬁdheaé'rcent of the stock of' Y (instead of X) on June Tny o the assets transferred to Y in exchange for
ployer identification numbers of both the2002. In this case, Y's QSub election terminategs stock. X's losses, if any, on the assets trans-

parent corporation and the QSub. as of the close of June 1, 2002, and, undggeq are subject to the limitations of section 267.

(3) QSub joins a consolidated graup 81:1502-76(b)(1)(i)(A)(1), Y becomes a member  gyample 2 (i) X, an S corporation, owns 100
If a QSub election terminates because 1194 the consolidated group at that time. percent of the stock of Y, a corporation for which a
(b) Effect of termination of QSub elec-gsub election is in effect. As part of a plan to sell

S corporation becomes a member of & ) X _ . :
lidated d lecti d ion—(1) Formation of new corporatiea-  a portion of Y, X causes Y to merge into T, a lim-
ggztslgr: g;%(gg;rlosu%gne) ?ﬁ:;ﬁ:;&gg o {) In general If a QSub election termi- ited liability company wholly owned by X that is
: . fisregarded an as entity separate from its owner
§1.1502—76(b)(1)(i)(A)(2) (relating to anates under paragraph (a) of this secuoﬁ,

he f Sub i d or Federal tax purposes. X then sells 21 percent
special rule for S corporations that join at_ e former QSub is treated as a new COMOBF T to 7, an unrelated corporation, for cash. Fol-

: ration acquiring all of its assets (and assunwing the sale, no entity classification election is
consolidated group) apply to any QSub af- Y ; 9 ' y .
gre P) apply yQ ing all of its liabilities) immediately before made under §301.7701-3(c) of this chapter to treat
the S corporation that also becomes

’ t%e termination from the S corporation parme limited liability company as an association for

member of the consolidated group at the . ederal tax purposes.
i ; ent in exchange for stock of the new corpo-

same time as the S corporation. $ee

. . . (i) The merger of Y into T causes a termina-
ample 4of paragraph (a)(4) of this Sec_rat|on. The tax treatment of this transactio,, of yv's QSub election. The new corporation
tion.

or of a larger transaction that includes thigvewco) that is formed as a result of the termina-
(4) Examples The following exam-

transaction will be determined under the Inton is immediately merged into T, an entity that is
. o i ternal Revenue Code and general princip|@§regarded for Federal tax purposes. Because, a
ples illustrate the application of this Para . .« law. including the step transactiofin€ €nd of the series of transactions, the assets
graph (a): . ’ 9 p trans, continue to be held by X for Federal tax purposes,
Example 1. Termination because parent’s §10Ct_“ne_' For purp.oses of d?termmmg thGnder step transaction principles, the formation of
election terminates X, an S corporation, owns application of section 351 with respect tqyewco and the transfer of assets pursuant to the
100 percent of Y. A QSub election is in effect withthis transaction, instruments, obligations, anerger of Newco into T are disregarded. The sale
respect to Y for 2001. Effective on January lother arrangements that are not treated fs?1 percent 01_‘ Tis tre_ated as a sale of a 21 per-
2002, X revokes its S election. Because X is n@iqck of the QSub under §1.1361-2(b) al@nt'undlwded interest in each of T's assets. Im-
longer an S corporation, Y no longer qualifies as %isre arded in determinin trol f _medlately thereafter, X and Z are treated as con-
QSub at the close of December 31, 2001. 9 ] 9 co-n rol for purtributing their respective interests in those assets
Example 2. Termination due to transfer ofP0S€S Of section 368(c) even if they are egs a partnership in exchange for owstep inter-



ests in the partnership. assets (and assuming all of its liabilities) directhfective immediately following the termi-
| (|||f) Un(t:I:r jectlond 10?1, f)(threczolgnlzes gta_lrl orfr(tJrE Xin Fxcsha'\r;lge for t?e stoctklotf Z(.gsujg < nation of the QSub election.
oss from the deemed sale of the 21 percent interest Example 8. Merger of parent into , an .
in each asset of the limited liability company to Zcorporation, owns 100 percent of the stock of Y, a cor- (3) Examples The_ fOI!OWIﬂg e_xam-
Under section 721(a), no gain or loss is recognizegbration for which a QSub election is in effect. xPI€S illustrate the application of this para-
by X and Z as a result of the deemed contribution aherges into Y under state law, causing the QSub elegfaph (c):
their respective interests in the assets to the partndien for Y to terminate, and Y survives the merger. Example 1. Termination upon distribution of
ship in exchange for ownership interests in the parffhe formation of the new corporation, Y, and theQSub stock to shareholders of pareit, an S cor-
nership. merger of X into Y can qualify as a reorganization deporation, owns Y, a QSub. X distributes all of its Y
Example 3 Assume the same facts a€kample scribed in section 368(a)(1)(F) if the transaction othstock to X’s shareholders. The distribution termi-
1, except that, instead of purchasing Y stock, Z corerwise satisfies the requirements of that section.  nates the QSub election because Y no longer sati
tributes to Y an operating asset in exchange for 21 Example 9. Transfer of 100 percent of QS fies the requirements of a QSub. Assuming Y is oth-
percent of the Y stock. Y is treated as a new corp@n S corporation, owns 100 percent of the stock of rwise eligible to be treated as an S corporation, Y
ration acquiring all of its assets (and assuming all a corporation for which a QSub election is in effectshareholders may elect to treat Y as an S corporatio
its liabilities) in exchange for Y stock immediately Z, an unrelated C corporation, acquires 100 perceaffective on the date of the stock distribution without
before the termination. Because X and Z are cmf the stock of Y. The deemed formation of Y by Xrequesting the Commissioner’s consent.
transferors that control the transferee immediatelfas a consequence of the termination of Y’s QSub Example 2. Sale of 100 percent of QSub stock
after the transfer, the transaction qualifies under seefection) is disregarded for Federal income tax puiX, an S corporation, owns Y, a QSub. X sells 100
tion 351. poses. The transaction is treated as a transfer of tpercent of the stock of Y to Z, an unrelated S corpo-
Example 4 X, an S corporation, owns 100 per-assets of Y to Z, followed by Z's transfer of these as-ation. Z may elect to treat Y as a QSub effective or
cent of the stock of Y, a corporation for which asets to the capital of Y in exchange for Y stock. Furthe date of purchase without requesting the Com
QSub election is in effect. X distributes all of the Ythermore, if Z is an S corporation and makes a QSubissioner’s consent.
stock pro rata to its shareholders, and the distribelection for Y effective as of the acquisition, Z's
tion terminates the QSub election. The transactiomansfer of the assets of Y in exchange for Y stoci81.1361—6 Effective date.
can qualify as a distribution to which sectionsfollowed by the immediate liquidation of Y as a con-
368(a)(1)(D) and 355 apply if the transaction othersequence of the QSub election are disregarded for Except as provided in
wise satisfies the requirements of those sections. Federal income tax purposes. 881.1361—4(a)(3)(iii), 1.1361—-4(a)(5)(i),
Example 5 X, an S corporation, owns 100 per- (C) Election after qub terminatieA  and 1.1361—5(C)(2), the pl’OViSiOﬂS of

cent of the stock of Y, a corporation for which feai )
QSub election is in effect. X subsequently revok:gl) In general Absent the Commissioner's§g1.1361-2 through 1.1361-5 apply to tax:

the QSub election. Y is treated as a new corporatio(ﬁonsem’ and exc_ept as provided in p_al‘able years beginning on or after January 2(
acquiring all of its assets (and assuming all of its liadraph (c)(2) of this section, a corporatior2000; however, taxpayers may elect tc
bilities) immediately before the revocation from itswhose QSub election has terminated undgpply the regulations in whole, but not in
S corporation parent in a deemed exchange for Maragraph (a) of this section (or a successpart (aside from those sections with specia

stock. On a subsequent date, X sells 21 percent ebr oration as defined i . e
the stock of Y to Z, an unrelated corporation, for " d in paragraph (b) afates of applicability), for taxable years be-

cash. Assume that under general principles of tagbls SeCtIO!”l) may not make an S eIeCt'QQinning on or after January 1, 2000, pro-
law including the step transaction doctrine, the sal#Nder section 1362 or have a QSub electiaided all affected taxpayers apply the regu
is not taken into account in determining whether xunder section 1361(b)(3)(B)(ii) made withlations in a consistent manner. To make
is in control of Y immediately after the deemed exrespect to it for five taxable years (as dehis election, the corporation and all af-

change of assets for stock. The deemed exchange oy ; ; .
< of assets for ¥ stock and the desmed assumptié)é“bed in section 1361(b)(3)(D)). Thefected taxpayers must file a return or ar

by Y of its liabilities qualify under section 351 be- Commissioner may permit an S election bymended return that is consistent with thes

cause, for purposes of that section, X is in control dN€ corporation or a new QSub electiofules for the taxable year for which the
Y within the meaning of section 368(c) immediatelywith respect to the corporation before thelection is made. For purposes of this sec

after the transfer. five-year period expires. The corporationion, affected taxpayers means all taxpayer

Example € (i) X, an S corporation, owns 100 raquesting consent to make the election h i
percent of the stock of Y, and Y owns 100 percent otf q 9 @hose returns are affected by the electior

the stock of Z. Y and Z are corporations for which he burden of eStapl'Sh'ng that, under the apply the regulations.
QSub elections are in effect. X subsequently rd€levant facts and circumstances, the Com- Par. 5. Amend §1.1362—-0 by adding ar
vokes the QSub elections and the effective dataissioner should consent to a new electiogntry for §1.1362—8 to read as follows:

specified on each revocation statement is June 26, (2) Exception In the case of S and
2002, a date that is less than 12 months after the d%&Sub elections effective after Decembe$l-1362—0 Table of contents.

on which the revocation statements are filed. . . .
(ii) Immediately before the QSub elections termi-31’ 1996, if a corporation’s QSUb eleCt'ODf * ok ok ok

nate, Y is treated as a new corporation acquiring aiffminates, the corporation may, without

of its assets (and assuming all of its liabilities) difequesting the Commissioner’s conseng1.1362—8 Dividends received from
rectly from X in exchange for the stock of Y. Z ismake an S election or have a QSub elegffiliated subsidiaries.

treated as a new corporation acquiring all of its a%ion made with respect to it before the ex-

sets (and assuming all of its liabilities) directly from . . . . .
vin éxchange for t?]e stock of Z. ) y piration of the five-year period described@) In general.

Example 7 (i) The facts are the same asEie- 1IN Section 1361(b)(3)(D) and paragrapr) Determination of active or passive

ample 6 except that, prior to June 26, 2002 (the ef{(c)(1) of this section, provided that— earnings and profits.
fective date of the revocations), Y distributes the Z (j) Immediately following the termina- (1) In general.

stock fo X under state law. _tion, the corporation (or its successor co2) Lower tier subsidiaries.

(i) Immediately before the QSub elections termi- . . . . 3) De minimis exception
nate, Y is treated as a new corporation acquiring aﬁoratlon) is otherwise eligible to make ar{ ) P '

of its assets (and assuming all of its liabilities) di=> €lection or have a QSub election madé) Special rules for eamings_and p_mﬂts
rectly from X in exchange for the stock of Y. z isfor it; and accumulated by. a _C corporation prior to
also treated as a new corporation acquiring all of its (ji) The relevant election is made ef-80 percent acquisition.



(5) Gross receipts safe harbor. method of determining the amount of divition), including those that do not produce
(c) Allocating distributions to active or dends that are not treated as passive invegassive investment income under para-

passive earnings and profits. ment income under section 1362(d)(3)(Eyraphs (b)(2) through (b)(4) of this sec-
(1) Distributions from current earningsthat is deemed to be reasonable under &lbn, bear to the corporation’s total gross
and profits. circumstances. receipts for the year in which the earnings
(2) Distributions from accumulated earn- (2) Lower tier subsidiaries If a C cor- and profits are produced.

ings and profits. poration subsidiary (upper tier corporation) (c) Allocating distributions to active or
(3) Adjustments to active earnings antholds stock in another C corporation (lowepassive earnings and profitg(1) Distri-
profits. tier subsidiary) meeting the requirements dfutions from current earnings and profits
(4) Special rules for consolidated groupssection 1504(a)(2), the upper tier corporabividends distributed by a C corporation
(d) Examples. tion’s gross receipts attributable to a divifrom current earnings and profits are at-
(e) Effective date. dend from the lower tier subsidiary are contributable to active earnings and profits in

Par. 6. Section 1.1362-2 is amendesidered to be derived from the activéahe same proportion as current active
by adding a sentence to the end of theonduct of a trade or business to the exteaarnings and profits bear to total current
paragraph (c)(5)(ii)(C) to read as follows:the lower tier subsidiary’s earnings ancekarnings and profits of the C corporation.

profits are attributable to the active conduct (2) Distributions from accumulated

§81.1362-2 Termination of election. of a trade or business by the subsidiargarnings and profits Dividends distrib-

* ok Kk under paragraph (b)(1), (3), (4), or (5) ofited by a C corporation out of accumu-
(C) *** this section. For purposes of this sectiohated earnings and profits for a taxable
(5) *** distributions by the lower tier subsidiaryyear are attributable to active earnings
(ii) * * * will be considered attributable to activeand profits in the same proportion as ac-

(C) *** See §1.1362-8 for special earnings and profits according to the rule ioumulated active earnings and profits for
rules regarding the treatment of dividengRaragraph (c) of this section. This parathat taxable year bear to total accumulatec
received by an S corporation from a @raph (b)(2) does not apply to any membezarnings and profits for that taxable year

corporation in which the S corporationOf a consolidated group (as defined immmediately prior to the distribution.

holds stock meeting the requirements §1.1502-1(h)). (3) Adjustments to active earnings and
section 1504(a)(2). (3) De minimis exceptionlf less than profits. For purposes of applying para-
I——— 10 percent of a C corporation’s earninggraph (c)(1) or (2) of this section to a dis-

Par. 7. Section 1.1362—8 is added t8"d profi_ts_ for a taxable year are derivettibution, the _active earnings and profits
from activities that would produce pas-of a corporation shall be reduced by the
sive investment income if the C corporaamount of any prior distribution properly
81.1362-8 Dividends received from tion were an S corporation, all earningsreated as attributable to active earnings
affiliated subsidiaries. and profits produced by the corporatiormnd profits from the same taxable year.
. during that taxable year are considered (4) Special rules for consolidated

(@) In general For purposes of sectionyive earnings and profits. groups For purposes of applying section
1362(d)(3), if an S corporation holds stock 4y gpecial rules for earnings and1362(d)(3) and this section to dividends
in a C corporation meeting the requirépofits accumulated by a C corporationreceived by an S corporation from the
ments of section 1504(a)(2), the tepas- oy 1o 80 percent acquisitionA C cor- common parent of a consolidated group
sive investment inconaoes not include 5 ation may treat all earnings and profitgas defined in §1.1502—1(h)), the follow-
dividends from the C corporation to the Xz ymulated by the corporation in all taxing rules apply —
tent those dividends are attributable o thgy|e years ending before the S corporation (i) The current earnings and profits, ac-
earnings and profits of the C corporatioe|q stock meeting the requirements ofumulated earnings and profits, and ac-
derived from the active conduct of a trad@gcion 1504(a)(2) as active earnings artive earnings and profits of the common
or business (active earnings and profitsfits in the same proportion as the Qarent shall be determined under the prin-
For purposes of applying section,gmaration's active earnings and profitgiples of §1.1502-33 (relating to earnings
1362(d)(3), eamings and profits of & C COfyy the three taxable years ending prior tand profits of any member of a consoli-
poration are active earnings and profits ifhe time when the S corporation acquiredated group owning stock of another
the extent that the eamings and profits i) percent of the C corporation bears tmember); and
derived from activities that would not proe ¢ corporation’s total earnings and (i) The gross receipts of the common
duce passive investment income (as dejiofits for those three taxable years.  parent shall be the sum of the gross re-
fined in section 1362(d)(3)) if the C corpo- 5y Gross receipts safe harhoi cor-  ceipts of each member of the consolidated
ration were an S corporation. _poration may treat its earnings and profitgroup (including the common parent), ad-

(b) Determination of active or passivet,r 5 year as active earnings and profits jjusted to eliminate gross receipts from in-
earnings and profits(1) Ingeneral AnS  he same proportion as the corporation®rcompany transactions (as defined in
corporation may use any reasonablg,,ss receipts (as defined in §1.136281.1502—13(b)(1)(i)).
method to determine the amount of divip¢)(4)) derived from activities thatwould (d) Examples The following exam-

dends that are not treated as passive inVesh; hroduce passive investment incomples illustrate the principles of this sec-

ment income under section 1362(d)(3)(E)it the ¢ corporation were an S corporation:
Paragraph (b)(5) of this section describes a

read as follows:



Example 1 (i) X, an S corporation, owns 85 per-ganizations”. election that was in effect for the entity
cent of the one class of stock of Y. On December 31, terminates under §1.1361-5.
2002, Y declares a dividend of $100 ($85 to X)§1.1368—2 [Amended] (2) EIN while QSub election in effect
which is equal to Y’s current earnings and profits. . . .
In 2002, Y has total gross receipts of $1,000, $200 of Par. 9. Amend §1.1368-2 in paragrapﬁxcept as OtherW_'Se prow_ded in regula-
which would be passive investment income if Y(d)(2) by revising “Reorganizations” tOtIOHS or other published guidance, a QSul
were an S corporation. read “Liquidations and reorganizations'm”St use the parent S corporation’s EIN

(i) One-fifth ($200/$1,000) of Y’s gross receipts. . LY . .~ for Federal tax purposes.
for 2002 is attributable to activities that would pro-In the heading and by revising SeCt'Orf puTp .
(3) EIN when QSub election

duce passive investment income. Accordingly, one381(a)(2)” to read “section 381(a)” in the / D !
fifth of the $100 of earnings and profits is passivefirst sentence. term!nates _|f an entity’s QSub election

and $17 (1/5 of $85) of the dividend from Yto Xis  pgr 10. Amend §1.1374-8 by addinéermmates, it may not use the EIN of the
passive investment income. one sentence to the end of paragraph (BR'€Nt S corporation after the termination

Example 2 (i) The facts are the same a&am- ; i ;
ple 1, except that Y owns 90 percent of the stock of A0 read as follows: Ifthe entity had-an EIN prior to _be<_:om|ng
a QSub or obtained an EIN while it was a

Y and Z do not join in the filing of a consolidated re-

turn. In 2002, Z has gross receipts of $15,00031.1374—8 Section 1374(d)(8) QSub in accordance with regulations or

$12,000 of which are derived from activities thattransactions. other published guidance, the entity mus

would produce passive investment income. On De- use that EIN. If the entity had no EIN, it

(nggetg ‘:’(;f ri%oiﬁrfegfg;;?: a dividend of $1,0007 * ** o . must obtain an EIN upon termination of
gs and profits. (b) Separate determination of tax the QSub election.

(i) Four-fifths ($12,000/15,000) of the dividend = |f an S corporation makes QSub elec-

from Z to Y are attributable to passive earnings an . .
profits. Accordingly, $720 (4/5 of $900) of the divi- ﬂons under section 1361(b)(3) for a t'ere‘ﬁ

dend from Z to Y is considered gross receipts frordfOUp Of subsidiaries effective on the

(4) Effective date The rules of this
aragraph (i) apply on January 20, 2000.

an activity that would produce passive investmer8ame day, see 81.1361-4(b)(2). Part 602—OMB CONTROL NUMBERS
income. The $900 dividend to Y gives Y a total of UNDER THE PAPERWORK

$1,900 ($1,000 + $900) in gross receipts, $926ART 301—PROCEDURE AND REDUCTION ACT

($200 + $720) of which is attributable to passive inADMINISTRATION

vestment income-producing activities. Under these Par. 13. The authority citation for part
facts, $41 ($920/1,900 of $85) of Y's distribution o Par. 11. The authority citation for partgns <ontinues to read as follows:

X s passive investment income to X. 301 continues to read in part as follows: A thority: 26 U.S.C. 7805

(e) Effective date This section applies Authority: 26 U.S.C. 7805 * * *
to dividends received in taxable years be- p5r. 12.  Section 301.6109—1 i
ginning on or after January 20, 2000; howsmended as follows:

ever, taxpayers may elect to apply the régu- 1 paragraph (i) is redesignated 3herical order to read as follows:
lations in w_holg, but not in part, for taxab"eparagraph (j) and the first sentence ofg05 101 OMB Control numbe.rs
years beg_mnmg on or after January 1new|y designated paragraph (j)(1) is  « « '
2000, provided all affected taxpayers apply mended by removing the language () * * *

the regulations in a consistent manner. T‘baragraph ()" and adding “paragraph

Par. 14. In 8602.101, paragraph (b) is
Samended by adding entries for §§1.1361—3
1.1361-5, and 1.1362-8 to the table in nu

make this election, the corporation and ak'j)” in its place. Robert E. Wenzel,
affected taxpayers must file a return or an' 5 A pew paragraph (i) is added. Deputy Commissioner
amended return that is consistent with these The addition reads as follows: of Internal Revenue Service.

rules for the taxable year for which the

election is made. For purposes of this se€301.6109-1 Identifying numbers. Approved January 14, 2000.

tion, affected taxpayers means all taxpayers, . . Jonathan Talisman,

whose returns are affected by the election i i

to apply the regations Y (i) Special rule for qualified subchapter Acting Assistant Secretary of the
' S subsidiaries (QSubs)(1) General Treasury.

81.1368-0 [Amended] rule. Any entity that has an employer(Filed by the Office of the Federal Register on Janu.

. identification number (EIN) will retain ary 20, 2000, 1:19 p.m., and published in the issue o

Par. 8. Amend 81.1368-0 in the entryhat EIN if a QSub election is made forthe Federal Register for January 25, 2000, 65 F.R

for §1.1368-2(d)(2) by revising “Reorga-he entity under §1.1361-3 or if a QSul§843)
nizations” to read “Liquidations and reor-

CFR part or section where Current OMB
identified and described control No.

* % % % %

113603 . o e 1545-1590
113605 . o e 1545-1590 * * *
113608 . . ot e 1545-1590

* k k %k %




