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ternal Revenue Service, 1111 Constitution The collections of information in theseauthority regarding the consequences of
Avenue, NW, Washington, DC. Alterna-proposed regulations are in §81.1361an election to be a QSSS.

tively, taxpayers may submit comment(a)(1), 1.1361-3(b)(1), 1.1361-5(a)(2) ) .

electronically via the Internet by selectingand 1.1362—8. The collections of infor-EXplan":ltlon of Provisions
the “Tax Regs” option on the IRS Homemation are required to determine the mary, arview

Page, or by submitting comments directiyier in which a corporate subsidiary of an
to the IRS Internet site at http://www.irs.S corporation will be treated under the In
ustreas.gov/prod/tax_regs/comments.htmiernal Revenue Code.

Prior law prohibited an S corporation
from owning 80 percent or more of the
stock of another corporation. The Act re-

These collections of information are re; ;
o - ! ) pealed section 1362(b)(2)(A) of the Inter-
FOR FURTHER INFORMATION CON quired to obtain a benefit. The likely req,5; Revenue Code (Code), thereby allow-

TACT: Concerning the regulations,s;,ngents and/or recordkeepers are smaly an S corporation to own 80 percent or
Deanna L. Walton, (202) 622-3050 (Subp,ginesses or organizations, businesses b e of the stock of a C corporation. The
chapter S) or Lee A. Dean, (202) 6224her for-profit institutions, and farms. Act also added section 1504(b)(8) to the
7540 (Subchapter C); concerning submis:giimated total annual reporting/recordzode to prevent an S corporation from
sions, Michael Slaughter, (202) 622'719(1)<eeping burden: 10,110 hours o R i o Lt
(not toll-free numbers). . joining e g of a consolidated re
Estimated average annual burden per gy with its affiliated C corporations. A

SUPPLEMENTARY INFORMATION: ~ Spondent/recordkeeper: 57 minutes ¢ corporation subsidiary of an S corpora-
_ Estimated number of respondents/recorql-om however, may file a consolidated re-
Paperwork Reduction Act keepers: 10,660 turn with its affiliated C corporations.

Estimated annual frequency of responses;
The collections of information contained q y P 8ee H.R. Conf. Rep. No. 737, 104th

On occasion
in this notice of proposed rulemaking Cong., 2d S_ess. 224 (1996). _

Management and Budgetfor review in and a person is not required to respond tgyym gualified subchapter S subsidiary as

accordance with the Paperwork Reducq collection of information unless it dis-any domestic Corporation that is not an in-

tion Act of 1095 (44 U.S.C. 3507(d)). e & VAl eontrol numoer assigned Bjigiple corporation if, (1) an S corpora-
Comments on the collections of infor-- % l|<ce ° ana(ljgemtlerl'g ant u ge”t. tion holds 100 percent of the stock of the
mation should be sent to tl@ffice of O0KS O records refaling 1o a cole€Ceorporation, and (2) that S corporation

Management and BudgetAtin: Desk tion of information must be retained asjects to treat the subsidiary as a QSSS.

Officer for the Department of the Trea.ONd as their contents may become mategy cept as otherwise provided in regula-

sury, Office of Information and Regula-Ial " thel adm|g|strat|(|)|n (;f anytmternaltions’ a corporation for which a QSSS
tory Affairs, Washington, DC 20503, with revenue avx; enerally, tax ffz U”?SI andlection is made is not treated as a sepa-
Copies to thdnternal Revenue Service’ tax return information are confidential, a%ate corporation, and all assets, ||ab|||t|es,

Attn: IRS Reports Clearance Officer,reqUIred by 26 U.S.C. 6103, and items of income, deduction, and
T:FP, Washington, DC 20224. Commentgackground cre.(':il't of the QSSS are'treated as assets, li-
on the collections of information should abilities, and items of income, deduction,

be received by June 22, 1998. Comments This document contains proposednd credit of the parent S corporation.
are specifically requested concerning: amendments to the Income Tax RegulaFhe legislative history accompanying sec-
Whether the proposed collections of intions (26 CFR Part 1) relating to S corpotion 1361(b)(3) indicates that, when the
formation are necessary for the proper pefations and their subsidiaries under se@arent corporation makes the election, the
formance of the functions of the Internations 1361 and 1362 of the Internakubsidiary is deemed to have liquidated
Revenue Service, including whether th&evenue Code (Code). Section 1308 afnder sections 332 and 337 immediately
collections will have a practical utility; ~ the Small Business Job Protection Act dbfefore the election is effective. See S.
The accuracy of the estimated burde®996, Public Law 104-188, 110 StatRep. No. 281, 104th Cong., 2d Sess. 53
associated with the proposed collection§755 (the Act), modified section 1361 0f(1996); H.R. Rep. No. 586, 104th Cong.,
of information (see below); the Code to permit an S corporation (1) t@d Sess. 89 (1996). However, the legisla-
How the quality, utility, and clarity of own 80 percent or more of the stock of &ve history accompanying the technical
the information to be collected may be en€ corporation, and (2) to elect to treat @orrection made by the 1997 Act indicates
hanced; wholly owned subsidiary as a qualifiedthat regulations may provide exceptions
How the burden of complying with thesubchapter S subsidiary (QSSS). In Nde that general rule. See S. Rep. No. 33,
proposed collections of information maytice 97—-4 (1997-2 1.R.B. 24), the IRS an105th Cong., 1st Sess. 320 (1997).
be minimized, including through the ap-ounced its intention to issue regulations Section 1361(b)(3)(C) provides that
plication of automated collection tech-under section 1308 of the Act and reany QSSS that ceases to meet the require-
nigues or other forms of information tech-quested comments on certain issues. Seunents of section 1361(b)(3)(B) will be
nology; and tion 1601 of the Taxpayer Relief Act oftreated as a new corporation acquiring all
Estimates of capital or start-up costs anti997, Public Law 105-34, 111 Stat. 78®f its assets (and assuming all of its liabil-
costs of operation, maintenance, and pugthe 1997 Act), made a technical corredties) immediately before the cessation
chase of services to provide information. tion to section 1361 to provide regulatonfrom its S corporation parent in exchange
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for the subsidiary’s stock. Sectionprospective effective date for a QSS& C corporation for any period solely be-
1361(b)(3)(D) provides that a QSSStlection or revocation, so long as the dateause of the transfer.
whose election has terminated (or a suselected is not more than 12 months after Generally, the proposed regulations
cessor corporation) may not make an 8e date the election or revocation isreat the liquidation as occurring at the
election or have a QSSS election madmade. close of the day before the QSSS election
with respect to it before its fifth taxable The proposed regulations provide thais effective. Under this rule, if a parent
year that begins after the first taxable yeavhen an S corporation makes a validorporation makes an S election effective
for which the termination is effective, un-QSSS election with respect to a suben the same date as a QSSS election with
less the Secretary consents to the electicsidiary, the subsidiary is deemed to haveespect to a subsidiary, the deemed liqui-
Under current and prior law, the S eleclquidated into the parent. The tax treatelation occurs at a time when the parent
tion of a corporation with subchapter Onent of this liquidation, alone or in thecorporation is still a C corporation. A
corporation earnings and profits termicontext of any larger transaction (for exQSSS election satisfies the requirement of
nated if that S corporation received pasample, a transaction that also includes thedopting a plan of liquidation under sec-
sive investment income, including divi-acquisition of the subsidiary’s stock), istion 332.
dends, in excess of 25 percent of grogenerally determined under all relevant Following the deemed liquidation, the
receipts for three consecutive years. Seprovisions of the Code and general princiQSSS is not treated as a separate corpora-
tion 1362(d)(3)(E) modifies that generaples of tax law, including the step transacion (except as otherwise provided in the
rule by excluding dividends from passiveion doctrine. However, a special transiregulations), and all assets, liabilities, and
investment income to the extent that thon rule applies to certain electionstems of income, deduction, and credit are
dividends are attributable to the activeffective prior to the date that is 60 daysreated as those of the S corporation. Ac-
conduct of a trade or business of a C cogfter publication of final regulations in thecordingly, all such items must be reported
poration in which the S corporation has afrederal Register. The transition rule in- on the S corporation’s return required to
80 percent or greater ownership interesglicates the recognition of special concernse filed under section 6037. A special
Neither the Act nor the legislative historythat may have arisen as a result of transagrle applies for the calculation of these
provides rules for determining the attributions entered into by taxpayers relying ofitems where either an S corporation or its
tion of dividends to an active trade otthe legislative history to the Act and with-QSSS is a bank (as defined in section

business. out applying the step transaction doctringg1). This special rule was first an-
_ to the acquisition of the subsidiary’s stoclounced in Notice 97-5 (1997-2 I.R.B.
QSSS Formation followed by a QSSS election. The IRS reg5). Until these proposed regulations are

Under the proposed regulations, an uests comments concerning other tranfinalized, taxpayers should continue to
corporation makes a QSSS election withctions occurring during the transitionakgliow Notice 97—5.
respect to an eligible subsidiary by filingperiod for which relief from the effect of
a form to be developed by the IRS prior tgpplication of the step transaction doctrin@SSS Termination
the time these regulations become finafjay be warranted. The QSSS status of a corporation con-
This proposes to change the temporary Special rules may apply when a QSS8nues until it terminates. The regulations
election procedure provided in Notice 97-election is made following the transfer ofspecify the date of termination for spe-
4, which provides that a parent S corporasne S corporation’s stock to another Sific terminating events. Section 1361(b)-
tion files a completed Form 966, Corpocorporation. For example, if an S corpo(3)(D) provides that, if a QSSS election
rate Dissolution and Liquidation (with ration acquires the stock of another S coterminates, the corporation is treated as a
some modifications), to make a QSS®oration in a transaction in which the achew corporation acquiring all of its assets
election. Until these proposed regulationguiring S corporation’s basis in the stockand assuming all of its liabilities) from
are finalized, taxpayers should continugeceived is determined by reference to th&e S corporation in exchange for stock of
to use the temporary election procedure iiansferor’s basis and makes a QSSS eldbe new corporation immediately before
Notice 97-4 to make QSSS elections.  tion with respect to the other corporatiothe termination. The tax treatment of this

The proposed regulations also provideffective on the day of acquisition, anytransaction or of a larger transaction that
that the effective date of a QSSS electiolvsses disallowed under section 1366(dhcludes this transaction will be deter-
may be up to 2 months and 15 days priawith respect to a former shareholder ofmined under the Code and general princi-
to the day the QSSS election is madehe QSSS will be available to that shareples of tax law, including the step transac-
This is a slight change from the 75 dayolder as a shareholder of the acquiring ®n doctrine. Examples are provided to
retroactive period provided in Notice 97—-corporation. Furthermore, when stock inllustrate situations in which the forma-
4, but is consistent with the general timan S corporation is transferred to anothdion of the new corporation will qualify as
period for making S elections. Unlike theS corporation and a QSSS election ig nonrecognition transaction under sec-
S election, however, a QSSS electiomade with respect to the subsidiary effedion 351. The proposed regulations also
does not need to be made within 2 month#/e on the day of acquisition, the S elecprovide that, under certain circumstances,
and 15 days of the beginning of a taxabléon of the former corporation terminategelief may be available under the stan-
year. A similar retroactive period is pro-at the same moment as the QSSS electidards established under section 1362(f)
vided for revocations of QSSS status. Ibecomes effective. This rule ensures th&or the inadvertent termination of an S
addition, a taxpayer may choose #he former S corporation is not treated aslection.
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Section 1361(b)(3)(D) provides that gpassive investment income-producing adhe collections of information and record-
corporation whose QSSS election has tefivities with the corporation’s total grosskeeping requirements of these regula-
minated (or a successor corporation) maeceipts in the year the earnings and profions is insignificant. For example, the
not make an S election or have a QSS& are produced. If less than 10 percemistimated average annual burden per re-
election made with respect to it for fiveof the C corporation’s earnings and profitspondent is less than one hour. Further-
taxable years following the terminationfor a taxable year are derived from activimore, most taxpayers will only have to
without the consent of the Secretary. Thees that would produce passive investespond to the requests for information
proposed regulations provide that, withment income, all earnings and profits proeontained in §81.1361-3(b)(1) and
out requesting the Secretary’s consent,duced by the corporation during thel.1361-5(a)(2) one time in the life of the
corporation may make an election to béaxable year are considered active eargorporation. Therefore, a Regulatory
treated as an S corporation or may haveiags and profits. Flexibility Analysis under the Regulatory
QSSS election made with respect to it be- The proposed regulations also provid€lexibility Act (5 U.S.C. chapter 6) is not
fore the expiration of the five-year periodthat a C corporation may treat all earninggequired.
under certain circumstances. Consent &nd profits accumulated by the corpora- ) )
not required if an otherwise valid S election prior to the time an S corporationComments and Public Hearing
tion or QSSS election is made for the forheld stock meeting the requirements of
mer QSS_S (or |_ts successor corpora_t|or$)ect!on'1504(a)(2) as actlvel earnings a opted as final regulations, considera-
effective immediately following the dis- profits in the same proportion as the C. . . :

o . _ . . _tion will be given to any written com-
position of its stock. Thus, the proposedorporation’s active earnings and profits : -

. : . . nents (preferably a signed original and
regulations allow corporations to moveor the three taxable years ending prior tQ. . . .
) . . ._eight (8) copies) that are timely submit-

freely between QSSS and S corporatiothe time when the S corporation acquweﬁ .
: . . . . ed to the IRS. All comments will be
status, provided there is no intervenin®0 percent of the C corporation bear to the

. ) o . . . available for public inspection and
period for which the corporation is treatedC corporation’s total earnings and profits P P

. .._copying.
as a C corporation. for those three taxable years. Provisions A public hearing will be scheduled in

also address the allocation of distributiong, '\ .o /'b o one Building, 1111 Con-
from current or accumulated earnings and

Before these proposed regulations are

C Corporation Subsidiaries

The proposed regulations also prOVidﬁrofits. Stitution Avenue: NW, Washington, DC_.
rules relating to certain C corporation The IRS recognizes that persons outside
subsidiaries held by S corporationsProposed Effective Date the Washington, DC, area also may wish
Under section 1362(d)(3)(E), dividends to testify at the public hearing through

received by an S Corporation from a C The reQUIationS are pr9posed to be efeleconferencing. Requests to include
corporation in which the S corporationf€Ctive on the date that final regulationseleconferencing sites must be received
has an 80 percent or greater ownershﬁe pUb“Shed n t.hGede.raI Rengter- by June 22, 1998. If the IRS receives
interest are not treated as passive invedtoWever, the IRS is considering whethegufficient indications of interest to war-
ment income for purposes of Sectiongertaln. provisions should be madeant teleconferencing to a particular City,
1362 and 1375 to the extent the dividend§troactive. The IRS requests commentgnd if the IRS has teleconferencing facili-
are attributable to the earnings and profit§®ncerning whether certain provisionsies available in that city on the date the
of the C corporation derived from the acShould be made effective for taxable yearsublic hearing is to be scheduled, the IRS
tive conduct of a trade or business. ThEeginning on or after January 1, 1997.  will try to accommodate the requests.
proposed regu|ations provide guidanc . The IRS will pUbllSh the time and date
for attributing dividends to the active%peual Analyses of the public hearing and the locations of
conduct of a trade or business. Special It has been determined that this noticBnY teleconferencing sites in an an-
rules apply to dividends distributed byof proposed rulemaking is not a signifi-nouncement in theederal Register.
the common parent of a consolidatedant regulatory action as defined in E%
group. 12866. Therefore, a regulatory assess-
Under the proposed regulations, earrment is not required. Pursuant to section The principal authors of these proposed
ings and profits of a C corporation de7805(f) of the Internal Revenue Codefegulations are Deanna L. Walton, Office
rived from the active conduct of a trade othis notice of proposed rulemaking willof the Assistant Chief Counsel (Pass-
business are the earnings and profits dfe submitted to the Chief Counsel fothroughs and Special Industries); and Lee
the corporation derived from activitiesAdvocacy of the Small Business Admin-A. Dean, Office of the Assistant Chief
that would not produce passive investistration for comment on its impact onCounsel (Corporate). However, other
ment income under section 1362(d)(3) ismall business. It is hereby certified thapersonnel from the IRS and Treasury De-
the C corporation were an S corporatiorthe collections of information containedPartment participated in their develop-
The proposed regulations provide a safi@ these regulations will not have a sigment.
harbor under which the corporation mayificant economic impact on a substantialg
determine the amount of the active earmumber of small businesses. This certifi-
ings and profits by comparing the corpoeation is based on the fact that the eco- Accordingly, 26 CFR part 1 is pro-
ration’s gross receipts derived from nonnomic burden imposed on taxpayers bposed to be amended as follows:

1998-20 |.R.B. 17 May 18, 1998
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PART 1—INCOME TAXES (c) Carryover of disallowed losses and (e) * * *

o deductions. (1) General rule. A corporation does
Paragraph 1. The authority citation fogy gxamples. not qualify as a small business corpora-
part 1 continues to read in part as follows: o __tion if it has more than 75 shareholders
Authority: 26 U.S.C. 7805 * * * 81.1361-5 Termination of QSSS elect|on(35 for taxable years beginning prior to
1. Revise the introductory text. (1) Effective date.
* * * * *
2. Remove the entry for §1.1361~2) |nformation to be provided upon ter-
1(d)(3). _ mination of QSSS election by failure Par. 4. Add §§ 1.1361-2, 1.1361-3,
3. Add entries for §§1.1361-2, 1o qualify as a QSSS. 1.1361-4, 1.1361-5, and 1.1361-6 to
1.1361-3, 1.1361-4, 1.1361-5, an@g) Examples. read as follows:
1.1361-6. (b) Effect of termination of QSSS elec- _— ,
The revisions and additions read as fol- ~ tjon. §1.1361-2 Definitions relating to S
lows: (1) Formation of new corporation. corporation subsidiaries.
§1.1361-0 Table of contents. (2) Caryover of disallowed losses and (a) In general. The termqualified sub-
eductions. chapter S subsidiaryQSSS) means any
This section lists captions contained it3) Examples. o domestic corporation that is not an ineli-
§§1.1361-1, 1.1361-2, 1.1361-3(c) Inadvertent terminations. gible corporation (as defined in section
1.1361-4, 1.1361-5, and 1.1361-6.  (d) Election after QSSS termination.  1361(h)(2) and the regulations thereun-
(1) In general. der), if—
xR owox 2) Exception. ’
( p (1) 100 percent of the stock of such
§1.1361-2 Definitions relating to S (3) Examples. corporation is held by an S corporation;
corporation subsidiaries. §1.1361—6 Effective date. and
(2) The S corporation properly elects
(&) In general. Par. 3. Amend §1.1361-1 as follows: to treat the subsidiary as a QSSS under
(b) Stock treated as held by S corpora- 1. Revise paragraph (b)(1)(i). §1.1361-3.
tion. 2. Remov_e paragraph (d)(2)(i). _ (b) Stock treated as held by S corpora-
(c) Examples. 3. Redesignate paragraphs (d)(1)(iikion. For purposes of satisfying the 100

(d)(1)(iii), (d)(1)(iv), and (d)(1)(v) as percent stock ownership requirement in

§1.1361-3 QSSS election. paragraphs (d)(1)(), ()(1)(ii), (d)(1)Gi), section 1361(b)(3)(B)(i) and paragraph

(a) Time and manner of making election@nd (d)(1)(iv), respectively. (a)(1) of this section, stock of a corpora-
(1) In general. 4. Revise newly designated paragrapfion is treated as held by an S corporation
(2) Time of making election. (d)(D)(). if the S corporation is the owner of that
(3) Effective date of election. 5. Remove paragraph (d)(3). stock for federal income tax purposes.
(4) Examp|e_ 6. Revise the first sentence of para- (C) Examp|es_The fo”owing examp|es
(5) Extension of time for making a Qssgraph (e)(1). illustrate the application of this section:
election The revisions read as follows:

. . Example 1. Xan S corporation, owns 100 per-
(b) Revocation of Q_SSS election. ) 81.1361-1 S corporation defined. cent ofY, a corporation for which a valid QSSS elec-
(1) Manner of revoking QSSS election. tion is in effect for the taxable yeaY.owns 100 per-
(2) Effective date of revocation. FoRox X cent ofZ, a corporation otherwise eligible for QSSS
(3) Revocation after termination. (b) * * * status. X may elect to treaf as a QSSS under sec-

tion 1361 (b)(3)(B)(ii).

(1) * % %

1.1361—4 Effect of OSSS election. : Example 2. Assume the same facts asgixample
8 Q () More than 7'5 ghareholders (35 fOR, except thaty is a business entity that is disre-
(a) Separate existence ignored. taxable years beginning before January garded as an entity separate from its owner under
(1) In general 1997); §301.7701-2(c)(2) of this chapteX may elect to

R o L x Kk ok k% treatZ as a QSSS.

(2) Liquidation of subsidiary. . Example 3. Assume the same facts adixample
(3) Treatment of banks. (d) 1, except thatY owns 50 percent df, andX owns
() In general. (1) *** the other 50 percentX may elect to treak as a
(i) Examples. (i) For taxable years beginning on 0QSSS.
(4) Treatment of stock of QSSS. after January 1, 1997, a financial institu- Examplﬁ 4Assume the same faCtT Eﬁ"?ﬂmp'e
(5) Transitional relief tion that uses the reserve method of a(éiexce‘.Jtt alvis a C corporation. AlthougHis a

) : . . . omestic corporation that is otherwise eligible to be
(i) General rule. counting for bad debts described N S€G; @sss, no QSSS election has been madd.for
(i) Examples. tion 585 (for taxable years beginningrhus, x is not treated as holding the stock :f
(b) Timing of the liquidation. priQr to Janu_ary 1, 1997, a financigl instiConsequentlyX may not elect to treat as a QSSS.
(1) In general. tution to which section 585 applies (or

would apply but for section 585(c)) or toS1-1361-3 QSSS election.

(2) Acquisitions. ; . o
(3) Coordination with section 338 elec-Which section 593 applies); (a) Time and manner of making elec-

tion. ok ok K tion—(1) In general. Except as provided
May 18, 1998 18 1998-20 I.R.B.



in section 1361(b)(3)(D) and 8§1.1361-and 15 days prior to August 10, 1998, and not morghall be treated as assets, liabilities, and
5(d) (five-year prohibition on re-elec-than 12 months after August 10, 1998. items of income, deduction, and credit of

tion), an S corporation may elect to treat (5) Extension of time for making athe S corporation.

an eligible subsidiary as a QSSS by ﬁ"anSSS electionAn extension of time to (2) Liquidation of subs_idiary. If an S_

a completed form to be prescribed by th, 50 5 QSSS election may be availabferPoration makes a vaI|_d .QSSS election
Internal Revenue Service. The electiofy,jer the procedures applicable undé’{'t_h respect to a subS|d|:_;1ry: the s_ub-
form must be signed by a person autho§§301_9100_1 and 301.9100-3 of thi%'ld'ary is deemed to have I|qU|dat<_ed into

rized to sign the S corporation’s return reéhapter. the S corporation. Exc_ept as_prowded in
quired to be filed under section 6037 and (b) Revocation of QSSS electiofil) paragraph (a)(5)_of _thls_ section, the tax
must be submitted to the service centqlianner of revoking QSSS electiohn S treatmeqt of the I_|qU|dat|on or qf a Iarger

where the subsidiary filed its most recen(gomoration may revoke a QSSS electioff@nsaction tha; includes the liquidation

tax return (if applicable). If an S corporay,nqer section 1361 by filing a stateme ill be determined under the_ In_ternal

tion forms a subsidiary and makes a valii, the service center where the S corpdicenue Code and general principles of
QSSS election (effective upon the date qhyions most recent tax return was propiaX 1aW. including the step transaction

the subsidiary's formation) for the sub-gyy fiaq  The revocation statement muspoctring. Thus, for example, if an S cor-
sidiary, the election should be submitteq}, |, de the names, addresses, and tagoration forms a subsidiary and makes a

to the service center where the S cOrporgyer jdentification numbers of both the'alid QSSS election (effective upon the
tion f"e‘?' IS most rgcent fet‘%f”- parent S corporation and the QSSS. Thdeate .Of. the sub5|d|z_irys formation) for_ th?
(2) Time of making electionA QSSS  giatement must be signed by a person aEHb.S'd'ary' there will be no deemed liqui-
election may be made by the S CorPOrgnyrized to sign the S corporation’s returi auon Of the new subsidiary. Instead, the
tion parent at any time during the taxabl@ejired to be filed under section 6037, cOrPoration will be deemed to be a QSSS
year. (2) Effective date of revocationThe f_rom its |ncept|on._ For purposes of sec-
(3) Effective date of electiord QSSS  (ayncation of a QSSS election is effectivé®” 332, the making of a QSSS election
election will be effective on the date specpy, the date specified on the revocatio atisfies the requirement of adopting a
ified on the election form or on the dat&tatement or on the date the revocatiop@n ©f liquidation. _
the election form is filed if no date isstatement is filed if no date is specified, (3) Treatment of banks(i) In general.
specified. The effective date specified ofrhe effective date specified on the revoll @n S corporation is a bank, or if an S
the form can not be more than 2 monthgation statement can not be more than PTPoration makes a valid QSSS election
and 15 days prior to the date of filing angnonths and 15 days prior to the date o%f a subsidiary that is a bank, any special
can not be more than 12 months after thghich the revocation statement is filed!€S @pplicable to banks under the Inter-
date of flllng For this purpose, the deﬁnand can not be more than 12 months aftQPl Revenue Code continue to apply Sepa-
ition of the term “month” found in the date on which the revocation statd @€y to the bank parent or bank sub-
§1.1362-6(a)(2)(ii)(C) applies. If anment is filed. If a revocation statemengidiary as if the deemed liquidation of any
election form specifies an effective datepecifies an effective date more than 5SS under paragraph (a)(2) of this sec-
more than 2 months and 15 days prior tmonths and 15 days prior to the date of®" had not occurred. For any QSSS that
the date on which the election form isyhich the statement is filed, it will be ef-1S @ bank, however, all assets, liabilities,
filed, it will be effective 2 months and 15fective 2 months and 15 days prior to th@"d itéms of income, deduction, and credit
days prior to the date it is filed. If an elecdate it is filed. If a revocation statemenPf the QSSS, as determined in accordance
tion form specifies an effective date morepecifies an effective date more than 1%ith the special bank rules, are treated as
than 12 months after the date on whicmonths after the date on which the stat@SSets, liabilities, and items of income, de-
the election is filed, it will be effective 12 ment is filed, it will be effective 12 duction, and credit of the S corporation.
months after the date it is filed. The cormonths after the date it is filed. For purposes of this paragraph (a)(3)(i),
poration for which the QSSS election is (3) Revocation after terminatioAre- the term “bank” has the same meaning as
made must meet all the requirements afocation may not be made after the occuf? Section 581. _
section 1361(b)(3)(B) at the time the elecrence of an event that renders the sub- (i) Examples. The following exam-
tion is made and for all periods for whichsidiary ineligible for QSSS status undeples illustrate the application of this para-

the election is to be effective. section 1361(b)(3)(B). graph (a)(3):

(4) Example. The fOHOWing example ; Example 1. Xan S corporation, is a bank as de-
illustrates the application of paragrapf?l'l%l_‘l Effect of QSSS election. fined in section 581X owns 100 percent &f andZ,
(a)(3) of this section: (a) Separate existence ignoreql) In corporations for which valid QSSS elections are in

: h ._effect. Yis a bank as defined in section 581, @risl
Example. Xhas been a calendar year S corporageneral' Except as oth_erW|se_prOV|ded Mot a financial institution. Pursuant to paragraph
tion engaged in a trade or business for several yeaRaragraph (a)(3) of this section, for fed(a)(3)(i) of this section, any special rules applicable
X acquires the stock of a calendar year C corpora- eral tax purposes— to banks under the Internal Revenue Code continue
tion, on April 1, 1998. On August 10, 1998, (i) Acorporation which is a QSSS shallo apply separately td andY and do not apply tZ.
malfes an el_e_ctlon to tredias a_QSSS. Unless otr_l- not be treated as a separate Corporatio-H’,usj for example_, section 265(b), which prpwdes
erwise specified on the election form, the election special rules for interest expense deductions of
will be effective as of August 10, 1998. If specifiedanq . . banks, applies separatelyXandY. That is, X and
on the election form, the election may be effective (i) All assets, liabilities, and ittms of y gach must make a separate determination under
on some other date that is not more than 2 montfiecome, deduction, and credit of a QSSS&ection 265(b) of interest expense allocable to tax-
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exempt interest, and no deduction is allowed for thdiquidation are determined under sections 332 an52) in a transaction in which the basis of
interest expense. 337. The contribution b of theY stock toX qual-  the S2 stock is determined in whole or in
Example 2. Xan S corporation, is a bank hold-ifies under section 351, and no gain or loss is recog- ) :
ing company and thus is not a bank as defined imized byA, X, orY. Yis not treated as a C corpora-gEJart by reference to the tranSferor S _baSIS‘
section 581.X owns 100 percent of, a corporation tion for any period solely because of the transfer @nd S1 makes a_QSSS election with re-
for which a valid QSSS election is in effect.is a its stock toX, an ineligible shareholder. SeeSpect to S2 effective on the day of the ac-

bank as defined in section 581. Pursuant to pargi.1362—2(b)(4). quisition, any loss or deduction disal-

graph (a)(3)(i) of this section, any special rules ap- lowed under section 1366(d) with respect
licabl ki he | IR imi iquidati . )
plicable to banks under the Intemal Revenue Code (p) Timing of the liquidatioa-(1) In to a former shareholder of S2 is available

continue to apply to Y and do not applyXo How-  general. Except as otherwise provided i
ever, all ofY's assets, liabilities, and items of in- 9 P P "o that shareholder as a shareholder of S1.

come, deduction, and credit, as determined in acc&-aragraphs (b)(2) or (b)(3) Qf this SeCtlon'l'hus, a loss or deduction of a shareholder
dance with the special bank rules, are treated 48€ ||qu'da_-t'0n qescr'bed in paragraphys 55 gisallowed prior to or during the
those ofX. Thus, for example, section 582(c), which(@)(2) of this section occurs at the close %xable year of the transaction is treated

provides special rules for sales and exchanges fife day before the QSSS election is eﬁe%{s incurred by S1 with respect to that

debt by banks, applies only to sales and exchangﬁ%e Thus. for example. if a C corpora- ) A
by Y. However, any gain or loss on such a transa%-on' elects 'to be treatped’as an S C(frporshareholder if the shareholder is a share-

tion by Y that is considered ordinary income or ordi- ) ’ flolder of S1 after the transaction.
nary loss pursuant to section 582(c) is treated as ¢iOn and makes a QSSS election (effective (d) Examples. The following exam-
dinary income or ordinary loss ¥f the same date as the S election) with I‘(Eﬂes illustrate the application of this sec-

spect to a subsidiary, the liquidation ocCgq -

(4) Treatment of stock of QSSEx- curs immediately before the S election be-

cept for purposes of section 1361(b)éomes effective, while the S electing Example 1. Xan S corporation, owns 100 per-

(3)(B)(i) and §1.136_1—2(a)(1), the Stocﬁ)arem is still a C corporation. cent of the stock o, a C corporation. On June 2,
of a QSSS shall be disregarded for all fed- (2) Acquisitions. If an S corporation 1998, X makes a valid QSSS election fareffective
eral tax purposes. q tQUI ! IlOO. ¢ of tf? ¢ : K June 2, 1998. Assume that, under general principles
. . . oes not own ercent o e stocC i i i i
(5) Transitional rellef—(|) General p fo tax law, including the step transaction doctrine,

le. Ifan S i d h the subsidiary on the day before the QSS& acquisition of theY stock and the subsequent
ruie. Ifan > corporation and another Cor'e|ecti0n is effective, the liquidation de-QSSS election would not be treated as related. The

poration (the reI.ated cgrporatlon) are perécribed in paragraph (a)(2) of this sectiofiuidation described in paragraph (a)(2) of this sec-
sons specified in section 267(b) prior tQ . . . lon occurs at the close of the day on June 1, 1998,
an acquisition by the S corporation OPC(.:UI’S |mmed|ately.afte.r the time a{he day before the QSSS election is effective, and
some or all of the stock of the related COI‘WhICh the S corporation first owns 100e plan of liquidation is considered adopted on that
poration followed by a QSSS election fOIpercent of the stock. date. Y's taxable year and separate existence for fed-

the related corporation, the step transac- (8) Coordination with section 338 eral tax purposes end at the close of June 1, 1998.

: : Example 2. Xa C corporation, owns 100 percent
: - ; . _election. An S corporation that makes a )
tion doctrine will not apply to determine P of the stock ofY, another C corporation. On Decem-

the tax consequences of the acquisitiorq,ua”ﬁed StOCk_ purchase of a target mf”‘Mer 31, 1998X makes an election under section
This paragraph (a)(5) shall apply to stgake an election under section 338 With362 to be treated as an S corporation and a valid
Lespect to the acquisition if it meets th@SSs election fov, both effective January 1, 1999.

requirements for the election, and mayssume that, under general principles of tax law, in-

” " X ; ; uding the step transaction doctrii¥és acquisition
tions in theFederal Register. make a QSSS eIectlon'Wlth respect to ﬂ% the Y stock and the subsequent QSSS election
target. If an S corporation makes an eleg;,

(i) Examples. The following exam- * _ : uld not be treated as related. The liquidation de-
ples illustrate the application of this parallon under section 338 with respect to @cribed in paragraph (a)(2) of this section occurs at
graph (a)(5): subsidiary acquired in a qualified stockhe close of December 31, 1998, the day before the

purchase, a QSSS election made with rQ_SSS glection is effective. The QSSS e.Iect.ioronr
Example 1.Individual A owns 100 percent of the spect to that subsidiary is not effective bel? et.ﬁed“’e dotr;thz same ddlf"‘y Fgéf S e.'etCt'O’: 'Z ef-
stock of X, an S corporationX owns 79 percent of L ective, and the deemed liquidation is treated as oc-
the stock ofY, a solvent corporation, adowns the fore the day after the acquisition dat%umng before the S election is effective, wheis

remaining 21 percent. On May 4, 1998 con- (within the meaning of section 338(h)(2))still a C corporation. Y's taxable year ends at the
tributes itsY stock toX in exchange foX stock. X  If the QSSS election is effective on thelose of December 31, 1998. See §1.381(b)-1.
makes a QSSS election with respeciteffective  day after the acquisition date, the liquida- Example 3.On June 1, 1998, an S corpora-
immediately following the transfer. The liquidation tjon under paragraph (a)(2) of this sectijohon: acquires 100 percent of the stock/pén exist-

described in paragraph (a)(2) of this section is re- . - Ing S corporation, for cash in a transaction meeting
spected as an independent step separate from AgCU"S immediately after the deemeg,e requirements of a qualified stock purchase
stock acquisition, and the tax consequences of th'T!iSSEt purChasel by the new target corporg@sp) under section 338 immediately makes a
liquidation are determined under sections 332 andon under section 338. If an S corporaQSsS election fov effective June 2, 1998, and also
337. The contribution b of the Y stock qualifies  tion makes an election under section 33’9%3@; aJ'C;:ntIde|eCti$n bnddef section 3338352)(10) w(;th
g;ieg(siit\l(on 39%-andno gan orloss s recogmze{%ithom a section 338(h)(10) eleCtion)t§16328?r:;}(lg)—i:/ios éreatr;dearsshe;\t:ﬁg sold S}I) oa;ri]ts

Example 2.Individual A owns 100 percent of the V_V'th rgspect to a target, the target Musksets at the close of the acquisition date, June 1,
stock of two solvent S corporations,andY. on file a final or deemed sale return as a @998. Yis treated as a new corporation which pur-
May 4, 1998 A contributes the stock of to X. X corporation reflecting the deemed salechased all of those assets as of the beginning of June
mtall<esf :I:tl ststslett:tion ;Nith _rrehsp?_ctw(t_tcnjnrpedi-d See §1.338-1(e). 21%::9982, thihday gfstesr tTe t:?1cql.1isit]ifon t(.jate. ?ectiozn
erived In paragraph ()(2) of tis section is re., (¢) Carryover of disallowed losses and;gec™ | %eee SO S oe
spected as an independent step separate from QQFIUC’[IOHS. If an S corporation (S1) aC- this section occurs immediately after the deemed
stock acquisition, and the tax consequences of tiglires the stock of another S corporatiogsset purchase by the new corporation.
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Example 4. Xan S corporation, owns 100 per-100 percent of the stock &f Yno longer qualifies QSSS election is in effeci sells 21 percent of the
cent ofY, a corporation for which a QSSS election isas a QSSS. Accordingly, the QSSS election madéstock toZ, an unrelated corporation, for cash,
in effect. On May 12, 1998, a date on which thavith respect tor terminates at the close of Decem-thereby terminating the QSSS electioriis treated
QSSS election is in effeck issuesY a $10,000 note ber 10, 1998. as a new corporation acquiring all of its assets (and
under state law that matures in ten years with a mar- Example 3. No termination on stock transfer beassuming all of its liabilities) in exchange f@r
ket rate of interestY is not treated as a separate cortween QSSS and parent, & S corporation, owns stock immediately before the termination from the S
poration, andX’s issuance of the note ¥on May 100 percent of the stock &fandY owns 100 per- corporation. The deemed exchangeXopf assets
12,1998, is disregarded for federal tax purposes. cent of the stock af. QSSS elections are in effectfor Y stock does not qualify under section 351 be-

Example 5. Xan S corporation, owns 100 per-with respect to botly andZ. Ytransfers all of it¥ causeX is not in control ofY within the meaning of
cent of the stock o¥, a C corporation. At a time stock toX. Becaus&is treated as owning the stock section 368(c) immediately after the transfer as a re-
whenY is indebted tX in an amount which exceeds of Z both before and after the transfer of stock solelgult of the sale of stock @& Therefore X must rec-
the fair market value of's assetsX makes a QSSS for purposes of determining whether the requireegnize gain, if any, on the assets transferred ito
election effective on the date it is filed with respectnents of section 1361(b)(3)(B)(i) and §1.1361-exchange for its stockX’s losses, if any, on the as-
to Y. The liquidation described in paragraph (a)(22(a)(1) have been satisfied, the transfeZaftock sets transferred are subject to the limitations of sec-
of this section does not qualify under sections 33@oes not terminat&'s QSSS election. Because thetion 267.
and 337 and, thu¥, recognizes gain or loss on thestock ofZ is disregarded for all other federal tax pur- Example 2. Assume the same facts asixample
assets distributed, subject to the limitations of segoses, no gain is recognized under section 311. 1, except that, instead of purchasvgtock,Z con-
tion 267. tributes toY an operating asset in exchange for 21

(b) Effect of termination of QSSS elecpercent of thef stock. Yis treated as a new corpora-
§1.1361-5 Termination of QSSS electionion—(1) Formation of new corporation. tion acquiring all of its assets (and assuming all of

If a QSSS election terminates under paréf—s liabilities) in exchange fo¥ stock immediately

(a) In general—(1) Effective date. fgraph (a) of this section, the former QSS%efore the termination. BecauXeandZ are co-

The termination of a QSSS election is ef: . —._transferors that control the transferee immediately
fective — IS tregted as a new corporgtlon acquirngker the transfer, the transaction qualifies under sec-
() On the effective date contained inaII of its assets (and assuming all of its lition 351.
. . abilities) immediately before the termina- Example 3. Xan S corporation, owns 100 per-
the revocation statement if a QSSS ele

net %_On from the S corporation parent in excent of the stock of, a corporation for which a
tion is revoked under §1.1361-3(b); P P

. QSSS election is in effecX distributes all of they
(i) At the close of the last day of theChange for stock of the new Corporatlor]'tock pro rata to its shareholders, and the distribu-
parent’s last taxable year as an S corpor

The tax treatment _Of this tra'nsaction Or Qfion terminates the QSSS election. The transaction
tion if th ts S election terminat & larger transaction that includes thisan qualify as a distribution to which sections
lon 1M the parénts > election terminates, . hsaction will be determined under th@68(a)(1)(D) and 355 apply if the transaction other-
under §1.1362-2; or

(iif) At the close of the day on which ciples of tax law, including the step trans- Exa][n[r)]le 4. Xkanys corporation, 0\;vns lr?ohper—
tion doctrine cent of the stock of, a corporation for which a
paragraph (a)(l)(ii) of this section) occurs QSSS election is in effectX subsequently revokes
that renders the SUbSId!ary ineligible fordeductions.lf a QSSS terminates becausecquiring all of its assets (and assuming all of its lia-
QSSS status under section 1361(b)(3)(|3}he S corporation distributes the QSS4lities) immediately before the revocation from its
§ corporation parent in a deemed exchangeYfor
term-matlon of QSSS election by Tallure t%harehOIders in a transaction to whic e stock ofY to Z, an unrelated corporation, for
qualify as a QSSSf a QSSS election ter- ; ; ’ P :
. section 368(a)(1)(D) applies by reason ofash. Assume that under general principles of tax
minates because an event renders the syh-
sidiary ineligible for QSSS status, the %elates to section 355), any loss or dedufnot taken into account in determining whetkés
corporation must attach to its return fOIEion disallowed under section 1366(djn control of Y immediately after the deemed ex-
the taxable year in which the termination change of assets for stock. The deemed exchange by
has t inated. the date of the t .~ poration immediately before the distribu+y v of its liabilities qualify under section 351 be-
1as terminated, the date of the 1ermingg, , s ajjocated between the S corporasause, for purposes of that sectixis in control of
tion, and the names, addresses, and ebn and the former QSSS with respect & within the meaning of section 368(c) immediately
pargnt éorpothlonTa;]ndftr:F QSSS. lowed loss or deduction allocated to the S (¢) |nadvertent terminations.Relief
|( )-” e f]s' e|- 0 pwmfg ﬁxam- corporation is an amount that bears th§om the consequences of an inadvertent
ples illustrate the application of this paragame ratio to each item of disallowed 10Sgrmination of a QSSS election may be
Example 1. Termination because parents S eledd0lder’s stock in the S corporation bearBy the Commissioner for the inadvertent
tion terminates. Xan S corporation, owns 100 per-to the total value of the shareholder'sgymination of an S election under
cent ofY. AQSSS election is in effect with respectstock in both the S corporation and th%l 13624
vokes its S election. BecauXeis no longer an S immediatelv after the distribution !
corporation,Y no longer qualifies as a QSSS at thd y e (1) In general. Absent the Commis-
close of December 31, 1998. (3) Examples. The following exam- gjoner's consent, and except as provided
stock. Xan S corporation, owns 100 percentYof raph (b): . . .
A QSSS election is in effect with respect¥dor graph (b) poration whose QSSS election h_as terml
1998. On December 10, 1998sells one share &f Example 1. Xan S corporation, owns 100 per-Nateéd under paragraph (a) of this section

Internal Revenue Code and general prirwise satisfies the requirements of those sections.
an event (other than an event described
(2) Carryover of disallowed losses antthe QSSS election is treated as a new corporation
(2) Information to be provided upon .
stock to some or all of the S corporation tock. On a subsequent daxesells 21 percent of
ction 355 (or so much of section 356 daw including the step transaction doctrine, the sale
R ~with respect to a shareholder of the S co -
occurs a notification that a QSSS electio P ¥ of assets folY stock and the deemed assumption
ployer identification numbers of both thethe shareholder. The amount of the disafiter the transfer.
graph (a): i o .
or deduction as the value of the shareyjlaple under the standards established
to Y for 1998. Effective on January 1, 1999re- ; ; . . .
former QSSS, in each case as determlned(d) Election after QSSS terminatien
Example 2. Termination due to transfer of QSsples illustrate the application of this para;, paragraph (d)(2) of this section, a cor-
stock to A, an individual. Becau¥eno longer owns cent of the stock o¥, a corporation for which a (Or a successor corporation as defined in
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81.1362-5(b)) may not make an S elec- 1. Add an entry for §1.1362—2(b)(4).
tion under section 1362 or have a QSSS 2. Add entries for §1.1362-8.
election under section 1361(b)(3)(B)(ii) The additions read as follows:

made with respect to it for five taxable

years (as described in section 1361(bR1-1362-0 Table of contents.

(3)(D)). The Commissioner may permit
an S election by the corporation or a new

QSSS election with respect to the corpds1.13622 Termination of election.

ration before the 5-year period expires.
The corporation requesting consent to

make the election has the burden of estab-(b) ** *

(4) Termination when stock transferred
to another S corporation.If all of the
stock of an S corporation (S1) is trans-
ferred to another S corporation (S2) and a
QSSS election for S1 is made effective as
of the day of the transfer, S1's S election
terminates at the same time as the deemed
liquidation under §1.1361-4(a)(2). Ac-
cordingly, S1 is not treated as a C corpora-
tion for any period solely because of the
transfer of S1 stock to S2, an ineligible S

* * * * *

* * * * *

lishing that, under the relevant facts and (4) Termination when stock transferre¢torporation shareholder. See, however,

circumstances, the Commissioner shouli another S corporation.

consent to a new election.
(2) Exception.If a corporation’s QSSS

election terminates by reason of a dispos'§1.1362_8 Dividends received from
affiliated subsidiaries.

tion of the corporation’s stock, the corpo
ration may, without requesting the Com-
missioner’s consent, make an S electiofa)
or have a QSSS election made with rgb)
spect to it before the expiration of the
five-year period described in section(1)
1361(b)(3)(D) and paragraph (d)(1) of2)
this section, provided that — 3)

(i) Immediately following the disposi- (4)
tion of its stock, the corporation (or its
successor corporation) is otherwise eligi-
ble to make an S election or have a QSSS)
election made for it; and (©)

(i) The relevant election is made ef-
fective immediately following the dispo- (1)
sition of the stock of the corporation.

(3) Examples. The following exam- (2)
ples illustrate the application of this para-

graph (d): 3)

§1.338-1(e)(3) if an election under section
338 (without an election under section
338(h)(10)) is made. This paragraph (b)(4)
is effective on the date final regulations are
published in thé&ederal Register.

(C) * k%
In general. (5) ***

Determination of active or passive (i) * * *

earnings and profits. (C) *** See §1.1362-8 for special

In gene_ral. L rules regarding the treatment of dividends
Lowe_r t_|er sub3|d|_ar|es. received by an S corporation from a C
De minimisexception. corporation in which the S corporation

Special rules for earnings an.d profit§10|ds stock meeting the requirements of
accumulated by a C corporation priol . i 1504(a)(2)

to 80 percent acquisition.

Gross receipts safe harbor. Xk ok ox %
Allocating distributions to active or
passive earnings and profits.
Distributions from current earnings
and profits. §1.1362-8 Dividends received from
Distributions from accumulated earnyssiliated subsidiaries.

ings and profits.

Adjustments to active earnings and (&) In general. For purposes of section

* * * * *

Par. 7. Add §1.1362-8 to read as fol-
lows:

Example 1. Termination upon distribution of profits. 1362(d)(3), if an S corporation holds
QSSS stock to shareholders of parent.aiXS cor- (4) Special rules for consolidated groupsstock in a C corporation meeting the re-
poration, ownsY, a QSSS.X distributes all of itsy ) Examples. quirements of section 1504(a)(2), the

stock toX's shareholders. The distribution termi-(€)
nates the QSSS election beca¥seo longer satis-
fies the requirements of a QSSS. Assun¥ig oth-

erwise eligible to be treated as an S corporaifan,
shareholders may elect to tréeas an S corporation

requesting the Commissioner’s consent.

Effective date. term “passive investment income” does

Par. 6. Amend 8§1.1362-2 as follows: not include dividends from the C corpora-
1. Amend paragraph (b)(1) by adding &on to the extent those dividends are at-
sentence to the end of the paragraph.
effective on the date of the stock distribution without 2. Add paragraph (b)(4).
3. Amend paragraph (c)(5)(ii)(C) byconduct of a trade or business (“active

tributable to the earnings and profits of
the C corporation derived from the active

Example 2. Sale of 100 percent of QSSS stocgdding a sentence to the end of the par@arnings and profits”). For purposes of

X, an S corporation, owng, a QSSS.X sells 100
percent of the stock of to Z, an unrelated S corpo-
ration. Z may elect to treat as a QSSS effective on
the date of purchase without requesting the Co
missioner’s consent.

§1.1361-6 Effective date.

Except as provided in §1.1361-4(a)-
(5)(i), the provisions of §81.1361-2
through 1.1361-5 apply to taxable year
beginning on or after the date that finals
regulations are published in tiederal
Register.

Par. 5. Amend §1.1362-0 as follows:

May 18, 1998

graph.
The additions read as follows:

n51.1362—2 Termination of election.

(b) * % %

(1) *** See paragraph (b)(4) of this
section for a special rule applying to the
ermination of an S election caused by thg
ransfer of the corporation’s stock to ans
other S corporation.

applying section 1362(d)(3), earnings and
profits of a C corporation are active earn-
ings and profits to the extent that the earn-
ings and profits are derived from activi-
ties that would not produce passive
investment income (as defined in section
1362(d)(3)) if the C corporation were an S
corporation.

(b) Determination of active or passive
arnings and profits—(1) In general. An
S corporation may use any reasonable
method to determine the amount of divi-
dends that are not treated as passive in-

* * * * *

* * * * *
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vestment income under section 1362(d2(c)(4)) derived from activities that would (d) Examples. The following exam-
(3)(E). Paragraph (b)(5) of this sectiomot produce passive investment incomples illustrate the principles of this sec-
describes a method of determining théf the C corporation were an S corporation:
amount of dividends that are not treatetlon), including those that do not produce _ .

. . . . . . Example 1 (i) X, an S corporation, owns 85 per-
as passive investment income under sepassive investment income under paray < ihe one class of stockysf On December 31
tion 1362(d)(3)(E) that is deemed to b@raphs (b)(2) through (b)(4) of this sec199g,v declares a dividend of $100 ($85 X9,

reasonable under all circumstances. tion, bear to the corporation’s total grosshich is equal to’s current earnings and profits. In
(2) Lower tier subsidiarieslf a C cor- receipts for the year in which the earning998.Y has total gross receipts of $1,000, $200 of
poration subsidiary (upper tier corporaand profits are produced. which would be passive investment incomeYif

. . . . S . were an S corporation.
tion) holds stock in another C corporation (c) Allocating distributions to active or (i) One-fifth ($200/$1,000) O¥'s gross receipts

(lower tier subsidiary) meeting the repassive earnings and profitg(1) Distri-  for 1908 is attributable to activities that would pro-
guirements of section 1504(a)(2), théutions from current earnings and profitsduce passive investment income. Accordingly, one-
upper tier corporation’s gross receipts abividends distributed by a C corporatiorfifth of the $100 of earnings and profits is passive,
tributable to a dividend from the lowerfrom current earnings and profits are atd"d $17 (1/5 of $85) of the dividend frorito X is
tier subsidiary are considered to be ddributable to active garnings and profits.i af;\;in'gl\éei?)en%gcfargg are the same asHr-
rived from the active conduct of a trade othe same proportion as current actiVgmpie 1,except thaty owns 90 percent of the stock
business to the extent the lower tier sukearnings and profits bear to total currenif z. Y andz do not join in the filing of a consoli-
sidiary’s earnings and profits are attributearnings and profits of the C corporationdated return. In 1998 has gross receipts of
able to the active conduct of a trade or (2) Distributions from accumulated $15:000, $12,000 of which are derived from activi-

. . . . . - ties that would produce passive investment income.
business by the subsidiary under paraarnings and profits.Dividends distrib- 5. .cmper 31, 1992 declares a dividend of

graph (b)(1), (b)(3), (b)(4), or (b)(5) ofuted by a C corporation out of accumus; 000 ($900 to Y) from current earnings and profits.
this section. For purposes of this sectiohated earnings and profits for a taxable (i) Four-fifths ($12,000/15,000) of the dividend
distributions by the lower tier subsidiaryyear are attributable to active earningfom Zto Y are attributable to passive earnings and
will be considered attributable to activeand profits in the same proportion as ad©fits. Accordingly, $720 (4/5 of $900) of the divi-

. . . . . . dend fromZ to Y is considered gross receipts from
earnings and profits acgordlng.to the rqleumulated active earnings and profits fof activity that would produce passive investment
in paragraph (c) of this section. Thighat taxable year bear to total accumulatggtome. The $900 dividend togivesY a total of
paragraph (b)(2) does not apply to angarnings and profits for that taxable yea$1,900 ($1,000 + $900) in gross receipts, $920
member of a consolidated group (as demmediately prior to the distribution. ($200 + $720) of which is attributable to passive in-
fined in §1.1502—1(h)). (3) Adjustments to active earnings angestment income-producing activities. Under these

(3) De minimis exceptionlf less than profits. For purposes of applying para-faas’ $41 ($920/1,900 of $85) WS distribution to

. . ) : X is passive investment incomeXo

10 percent of a C corporation’s earninggraph (c)(1) or (c)(2) of this section to a

and profits for a taxable year are derivedistribution, the active earnings and prof- (e) Effective date.This section applies
from activities that would produce pasiits of a corporation shall be reduced by th® dividends received in taxable years be-
sive investment income if the C corporaamount of any prior distribution properlyginning on or after the date that final reg-
tion were an S corporation, all earningsreated as attributable to active earningslations are published in thieederal
and profits produced by the corporatiormnd profits from the same taxable year. Register.

during that taxable year are considered (4) Special rules for consolidated

active earnings and profits. groups. For purposes of applying sectionS1-1368-0 [Amended]

(4) Special rules for earnings and1362(d)(3) and this section to dividends p5. g Amend §1.1368-0 in the entry
profits accumulated by a C corporationreceived by an S corporation from thg,, §1.1368-2(d)(2) by revising “Reorga-
prior to 80 percent acquisitionA C cor- common parent of a consolidated grou;,ations” to read “Liquidations and reor-
poration may treat all earnings and profit¢as defined in 81.1502—1(h)), the fOIIOW'ganizations”.
accumulated by the corporation in all taxing rules apply—
able years ending before the S corporation (i) The current earnings and profits, ac§1.1368—-2 [Amended]
held stock meeting the requirements afumulated earnings and profits, and ac- ,
section 1504(a)(2) as active earnings artive earnings and profits of the common Par- 9. Amend §“1.1368—2_|n p_arag,],raph
profits in the same proportion as the @arent shall be determined under the prii)(2) by revising “Reorganizations” to
corporation’s active earnings and profitgiples of §1.1502—33 (relating to earning&€@d “Liquidations and reorganizations
for the three taxable years ending prior tand profits of any member of a consolil" the hefldmg an? by revising section
the time when the S corporation acquiredated group owning stock of anothep81(&)(2)" to read “section 381(a)" in the
80 percent of the C corporation bears tmember); and first sentence. ,
the C corporation’s total earnings and (i) The gross receipts of the common Par- 10. Amend 81.1374-8 by adding
profits for those three taxable years.  parent shall be the sum of the gross rdWo sentences to the end of paragraph (b)

(5) Gross receipts safe harboA cor-  ceipts of each member of the consolidate réad as follows:
poration may treat its earnings and profitgroup (including the common parent), ad§1_1374_8 Section 1374(d)(8)
for a year as active earnings and profits ijusted to eliminate gross receipts from ing.o o4 ctions.
the same proportion as the corporation®rcompany transactions (as defined in
gross receipts (as defined in §1.136281.1502-13(b)(1)(i)). ¥k ok ox
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(b) Separate determination of tax.*

* |If a C corporation elects to be treate:
as an S corporation, and also makes
QSSS election under section 1361(b)(:
(effective on the same date as the S ele
tion) with respect to a subsidiary, the as
sets held by the QSSS at the time of tt
QSSS election will be treated as asse
held by the parent when it became an
corporation. The preceding sentence a
plies to QSSS elections made after tf
date final regulations are published i
the Federal Register.

* * * * *

Michael P. Dolan,
Deputy Commissioner of
Internal Revenue.

(Filed by the Office of the Federal Register or
April 21, 1998, 8:45 a.m., and published in the
issue of the Federal Register for April 22, 1998, 6
F.R. 19864)



