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USING S CORPORATIONS AS ACQUISITION VEHICLES

PART ONE: INTRODUCTION

INTRODUCTION

This Outline considers various methods in which S corporations can be used to acquire
and hold active businesses. PART ONE contains introductory material. PART TWO
addresses the use of S corporations as acquisition vehicles.

RECENT LEGISLATION AFFECTING THE USE OF S CORPORATIONS

The Internal Revenue Code of 1986, as amended, (the “Code”), as introduced by the Tax
Reform Act of 1986 (P.L. No. 99-514, 99" Cong., 2d. Sess. 1986) (hereinafter, the “1986
Act” or “TRA ’86), discourages the use of C corporations as a means of acquiring and
holding active businesses. Instead, the Code encourages the use of S corporations (as
well as partnerships and other pass-through entities) as the new means of acquiring and
holding active businesses. As indicated below, the bias toward S corporations created by
the 1986 Act was initially mitigated to a certain extent by the enactment of the Omnibus
Budget Reconciliation Act of 1993 (P.L. No. 103-66, 103" Cong., 1% Sess., 1993)
(hereinafter, the “1993 Act”). However, the Economic Growth and Tax Relief
Reconciliation Act of 2001 (H.R. 1836, 107" Cong., 1% Sess., 2001) (hereinafter, the
“2001 Act”) will almost restore the original bias toward S corporations created by the
1986 Act. Thus, it still remains more expensive to operate an active trade or business in a
C corporation than in almost any other form of business entity.

A. Factors That Encourage the Use of S Corporations
1. Noncorporate Rate Compared to the Corporate Rate
a. The 1986 Act reversed the historical relationship between

corporate and noncorporate tax rates. For the first time since 1913,
the top corporate rate of 34 percent exceeded the current 31
percent rate generally applicable to noncorporate taxpayers.

b. The 1993 Act once again reversed this relationship (with the
maximum individual income tax rate of 39.6 percent after taking
into account the surtax on high-income taxpayers exceeding the
maximum corporate income tax rate of 35 percent). The spread,
however, between the noncorporate rate and the corporate rate was
not as great as in the past.

C. The 2001 Act will gradually eliminate the spread between the top
noncorporate rate and the corporate rate over five years. In tax
years starting in 2006, the top noncorporate rate will equal the
corporate rate, i.e. the top noncorporate rate will be 35% in 2006.

2. The Capital Gains Preference
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a. Currently, the net capital gain of a corporation is taxed at the same
rate as ordinary income, and is subject to tax at graduated rates up
to 35 percent. Section 1201(a)!. The maximum capital gains tax
rate for individual investors is 20 percent for investments held for
one year or longer. Section 1(h). Gain from the sale of
collectibles, certain small business stocks, and from the sale of real
estate attributable to straight-line depreciation continue to be taxed
at the 28 percent rate. 1d.

b. Leqgislative history

Q) The 1986 Act repealed the capital gains preference.
However, with the enactment of the 1993 Act, long term
capital gains became taxable at a significantly lower rate
(28 percent) than ordinary income (39.6 percent).
Although the capital gains repeal was not confined to C
corporations, C corporations and their shareholders were
affected by this change because of the concurrent repeal of
General Utilities discussed below.

(i)  The Taxpayer Relief Act of 1997, P.L. No. 105-34 (“TRA
’97), reduced the capital gains tax rate for individuals (the
maximum tax rate becoming 20 percent) for capital assets
held for more than eighteen months. The maximum 28
percent rate continued to apply for capital assets held for
more than one year but not more than eighteen months.
TRA 97 further reduced the capital gains tax rates for
individuals for capital assets held more than five years,
although this reduction takes effect in taxable years
beginning after December 31, 2000. Finally, TRA *97
authorized the Internal Revenue Service (the “Service”) to
issue regulations (including regulations requiring reporting)
for sales and exchanges of capital gain assets subject to the
reduced tax rates in the case of sales and exchanges by
pass-through entities (including S corporations) and of
interests in such entities.

@ The Service issued final regulations regarding the
sale and exchange of interests in pass-through
entities on September 20, 2000, which are effective
for transfers of interests in partnerships, S

! This Outline generally uses “Section” to refer to provisions of the Code and to portions
of this Outline, and uses “section” to refer to provisions of Public Laws and legislation.
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corporations, and trusts occurring on or after
September 21, 2000. Treas. Reg. § 1.1(h)-1.

The regulations state, “When stock inan S
corporation held for more than one year is sold or
exchanged, the transferor may recognize ordinary
income (e.g., under sections 304, 306, 341, 1254),
collectibles gain, and residual long-term capital gain
or loss.” Treas. Reg. § 1.1(h)-1(a). Generally, the
regulations require a selling S shareholder to apply
the 28% capital gains rate to the portion of the
capital gain recognized on the sale or exchange of S
stock allocable to certain collectibles owned by the
S corporation or deemed to be owned by the S
corporation through the operation of a special tiered
entity rule. Treas. Reg. § 1.1(h)-1(b), -1(d). The
operation of the rules in these regulations could
convert a small, long-term capital gain on the sale
of S stock into a long-term capital loss and a long-
term capital gain attributable to the deemed sale of
certain collectibles. See Treas. Reg. § 1.1(h)-1(f),
ex. 4.

In the summer of 1998, the Congress approved the Internal
Revenue Service Restructuring and Reform Act of 1998
(the “IRS Reform Act”), P.L. 105-206, which eliminated
the eighteen month holding period. Now, individuals must
hold an asset for only twelve months in order to qualify for
the 20 percent capital gains tax rate.

Repeal of the “General Utilities” Doctrine

Perhaps the most significant change to arise from the 1986 Act was the
repeal of the General Utilities doctrine.

a.

Any liquidating sale or distribution of corporate assets triggers the
corporate tax on all of the inside appreciation of such assets, not

just the recapture items. In addition, the same appreciation is

taxable to the corporation’s shareholders (to the extent reflected in
stock appreciation). Thus, any appreciation in the corporation’s
assets could be taxed at up to a 48 percent combined tax rate (i.e.,
35 percent in the corporation, plus 20 percent to the noncorporate
distributee), instead of the 20 percent rate applicable to
noncorporate taxpayers.
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A transitional rule was provided for long term capital gain realized
by certain small, closely-held corporations liquidated before 1989.
See P.L. 99-514, section 633(d).

4, The Alternative Minimum Tax

a.

The 1986 Act greatly increased the burden of the alternative
minimum tax (“AMT”). While the reach of the AMT has been
significantly expanded with respect to both individuals and C
corporations, C corporations were saddled with a greater portion of
the increased burden. For example, the adjusted current earnings
(“ACE”) adjustment is imposed only on C corporations, not on
partnerships or S corporations.

TRA ’97 effectively repealed the corporate AMT for small
business corporations (generally, C corporations that meet certain
maximum gross receipts requirements). This repeal is effective for
tax years beginning after December 31, 1997.

5. Former C Corporations Taxed on Built-In Gain

a.

To protect the revenue expected from the repeal of the General
Utilities doctrine, the 1986 Act limited the ability of C
corporations to elect S corporation status for the purpose of
avoiding the corporate level tax on the disposition of their
appreciated property.

In general, under Section 1374, a corporate level tax is imposed on
the S corporation’s built-in gains (existing at the effective date of
the S election) recognized with respect to any asset during the 10
year period beginning with the first day of the corporation’s first
taxable year as an S corporation.

The Section 1374 tax generally does not apply to corporations that
have always been S corporations. Thus, newly-formed
corporations may pay a high price if they operate as C
corporations, even if only for a short period of time.

Section 1374 is discussed in greater detail below in PART TWO.
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Types of Pass-Through Entities

A great deal of new interest has arisen with respect to the use of S corporations
and partnerships to operate new businesses, to hold existing businesses, and to
acquire target businesses. Indeed, all types of pass-through entities are being re-
examined as potential tools for acquiring and holding income producing activities.

1.

In addition to S corporations and partnerships, the Code explicitly
recognizes other types of pass-through entities. These include such
special purpose pass-through entities as trusts, estates, regulated
investment companies (“RICs”), real estate investment trusts (“REITS”),
real estate mortgage investment conduits (“REMICs”), financial asset
securitization investment trusts (“FASITs”), and cooperatives.

a.

Special purpose pass-through entities are designed to serve specific
investment functions.

Most of these entities are allowed to deduct distributions (or
deemed distributions) of income. Such deductions help ensure that
only one level of tax is paid on income generated within such
entities. Losses generally do not pass-through.

Unfortunately, because of certain restrictions placed upon such
entities, these special purpose pass-through entities generally
appear ill-suited to the conduct of many active trades or businesses
and, therefore, for use as acquisition vehicles.

The Code also provides — though not expressly — for the existence of what
may be thought of as “practical” pass-through entities. These entities are
C corporations that shelter essentially all of their income (i.e., sheltered C
corporations).

a.

One example of a sheltered C corporation would be a personal
service C corporation that pays most of its income to its owner-
employees as reasonable compensation. Since such compensation
is deductible, this type of corporation would pay little or no
corporate level tax. Instead, all the corporation’s income is taxed
to its shareholder-employee.

A second example is a C corporation that has substituted a large
portion of debt for equity in its capital structure. Leveraging as a
means of integrating the corporate and shareholder levels of tax
(i.e., the “practical” pass-through effect) may offer the greatest
flexibility for many C corporations.

Q) Leveraging can arise from actual cash borrowings.
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@) A corporation can engage in a leveraged buy-out:
the borrowed money is used to acquire a target
business, the interest due on the debt shelters
income used to pay the debt.

(b) Alternatively, the corporation can engage in a
leveraged recapitalization: the borrowed money is
used to cash-out shareholders.

(i) Leveraging effects can also be created without cash
borrowing. For example, a corporation can distribute its
own debt obligations to its shareholders.

C. While sheltering corporate income from double tax has long been
the goal of the owners of closely-held C corporations, the benefits
of such shelter for larger corporations are now sufficiently great to
warrant rethinking the role of the sheltered C corporation. Clearly,
the 1986 Act encouraged the use of this pass-through entity as an
acquisition vehicle.

S corporations, partnerships, single-member limited liability companies
(“LLCs”) and sheltered C corporations appear to be the most viable types
of pass-through entities for purposes of acquiring and conducting an active
trade or business. Although the use of partnerships, single-member LLCs
and C corporations as acquisition vehicles is beyond the scope of this
Outline, the use of S corporations as an acquisition vehicle will be covered
in detail.
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Taxpayers’ Reaction to the ’86 Act

Taxpayers responded quickly to the Code’s new anti-C corporation bias. During
the final weeks of 1986, 200,000 C corporations made S elections. In the first two
weeks of 1987 there were approximately 220,000 S corporation filings, compared
to 70,000 in all of 1985. See Leonard, A Pragmatic View of Corporate
Integration, 35 Tax Notes 889, 895-896 (June 1, 1987); see also, Brooks, A
Proposal to Avert the Revenue Loss from Disincorporation, 36 Tax Notes 425
(July 27, 1987). In 1986, a total of 826,214 corporate income tax returns were
filed by S corporations. In 1987, the total increased to 1,127,905. Of the 301,691
increase in the number of 1120S returns for 1987, nearly 43 percent was
attributable to regular corporations that converted to S Corporation status. IRS
Statistics of Income Bulletin, p. 85 (Fall 1990). In 1988, the total number of
1120S returns increased to 1,257,191. Not surprisingly, for the same year, the
total number of returns filed by C corporations dropped for the first time since the
end of World War 1l. IRS Statistics of Income Bulletin, p. 47 (Fall 1991).

Congress Responds to the Taxpayers

1. The Omnibus Budget Reconciliation Act of 1987, P.L. 100-203
(hereinafter “OBRA *87”), amended a number of provisions that apply to
S corporation shareholders.

2. The Technical and Miscellaneous Revenue Act of 1988, P.L. 100-647
(hereinafter “TAMRA”), in large part, provided technical corrections to
the 1986 Act and other recently enacted tax legislation. See also Staff,
Joint Comm. on Taxation, Description of the Technical Corrections Act of
1988 (1988) (hereinafter “TCA 88 Gen. Expl.”).

3. The Revenue Reconciliation Act of 1989, P.L. 101-239 (hereinafter “RRA
’89”), made a number of minor modifications to the rules affecting S
corporations.

4. The Omnibus Budget Reconciliation Act of 1990, P.L. 101-508
(hereinafter “OBRA ’90”), increased the maximum tax rate on individuals
from 28 percent to 31 percent, though the maximum tax rate on capital
gains remained at 28 percent.

5. As previously noted, the 1993 Act included a number of changes that,
although not directly involving subchapter S of the Code, will nevertheless
affect S corporations and their shareholders.

6. As discussed below, the Small Business Job Protection Act of 1996, P.L.
104-188 (hereinafter the “1996 Small Business Act”), contains numerous
and significant changes to the Code’s S corporation provisions that should
make the use of S corporations even more popular.
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Also as discussed below, TRA *97 made additional changes to the rules
affecting S corporations.

The Community Renewal Tax Relief Act of 2000 (P.L. 106-554, 106"
Cong., 2" Sess., Dec. 21, 2000) (hereinafter the “Renewal Act of 2000”)
expanded the type of permitted beneficiaries of an electing small business
trust.

The Installment Tax Correction Act of 2000 (P.L. 106-573, 106" Cong.,
2" Sess., Dec. 28, 2000) (hereinafter the “Installment Act of 2000”)
retroactively repealed the repeal of the instaliment sale method for accrual
method taxpayers. As a result, the installment sale method applies to
accrual method taxpayers as if it was never repealed.

As previously noted, the 2001 Act provided gradual tax rate reductions for
noncorporate taxpayers. Lower noncorporate tax rates make S
corporations and their pass-through tax regime more attractive.

E. American Bar Association (“ABA”) Tax Section Task Force

1.

In 1991, the ABA Tax Section Task Force on Taxable and Tax-Free
Acquisitions Involving S Corporations prepared a Report on Taxable and
Tax-free acquisitions involving S corporations (“Task Force Report”),
reprinted in 45 Tax Lawyer 435 (1992).

The Task Force Report includes a number of recommendations pertaining
to the use of S corporations in the acquisition context, which are discussed
in detail in PART TWO of this outline.

COMPARISON OF S CORPORATIONS WITH C CORPORATIONS AND

PARTNERSHIPS AS ACQUISITION VEHICLES

S corporations have advantages and disadvantages which may encourage or discourage
their use as an acquisition vehicle. In many cases, the choice of entity will depend on the
individual preferences of each taxpayer and his advisor. Some, but not all, of these
advantages are outlined below.

A. Advantages

1.

Compared with C Corporations

S corporations offer many of the advantages of partnerships, but within a
corporate framework.

a. S corporations pass-through separately stated items of income,
loss, deduction or credit and nonseparately stated income or loss to
the shareholders. Thus, in general, only a single tax is imposed on
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S corporation income and the single tax is determined under
noncorporate tax rates.

S corporation shareholders may withdraw earnings with greater
ease.

S corporations are not subject to the accumulated earnings tax or
the personal holding company tax.

S corporations are not subject to the corporate alternative
minimum tax. However, TRA ’97 effectively extends this benefit
to small business corporations (generally, small C corporations that
meet certain maximum gross receipts requirements), effective for
taxable years beginning after December 31, 1997.

S corporations may also use the cash method of accounting (unless
the entity is viewed as a “tax shelter”).

S corporations may generate passive income, which can be used by
shareholders to offset their passive losses under Section 469.

Former C corporations, now S corporations, that incurred a passive
activity loss carryover in a C year may dispose of their entire
interest in the passive activity during an S year and, thus, trigger a
flow-through passive activity loss deductible against passive and
ordinary income of the shareholder. See St. Charles Investment
Co.v. Comm’r, 232 F.3d 773 (10th Cir. 2000).

Unlike certain closely-held C corporations, the at risk rules of
Section 465 do not apply at the entity level.

S corporations generally can avoid reasonable compensation issues
as to shareholder salaries, and can generally avoid the golden
parachute rules under Section 280G.

Like C corporations, S corporations generally may issue incentive
stock options and non-qualified stock options as long as they are
not “deep in the money.”

Compared with Partnerships

Like partnerships, S corporations offer pass-through treatment for
most income items. They also offer:

Q) Certainty of entity classification (i.e., partnership vs.
corporation), although similar certainty is largely provided
to partnerships under the “check-the-box” entity
classification regulations. See Treas. Reg. § 301.7701-3;



B. Disadvantages
1.

-10 -

(i) Limited liability and continuity of life; and

(ili)  Ease of disposition (stock is probably easier to sell than a
partnership interest).

S corporation shareholders do not receive deemed distributions
upon reduction in corporate liabilities, as is the case with partners.

No constructive termination exists if 50 percent or more of the
stock of an S corporation is sold, distributed, or exchanged within
a 12 month period.

Distributions of property result in fair market value basis (although
gain is recognized at the corporate level and passed through to
shareholders).

S corporations may take advantage of the reorganization provisions
of the Code.

Capital gain from the sale or exchange of S corporation stock and
from the distribution of property or money to a shareholder is not
partially recharacterized as ordinary income when the S
corporation owns unrealized receivables and inventory items.

Unlike partnerships, the determination of whether cancellation of
indebtedness income (“COD income”) may be excluded from
gross income is made at the entity level under Section 108. Unlike
partners in a partnership, the tax attributes of an S corporation
shareholder are not relevant for purposes of applying Section 108
to an S corporation’s COD income. Thus, COD income of an
insolvent S corporation, which is excludable from gross income
under Section 108, flows through to shareholders untaxed and
increases their bases in S stock. The increase in stock basis
enables shareholders to utilize previously suspended S corporation
losses and deductions.

S corporations are subject to strict eligibility requirements that can hinder
financing ability and structural flexibility. For example, S corporations
are limited both in the number and type of permissible shareholders, and
may not have more than one class of stock. These restrictions may limit
the S corporation’s ability to raise capital.

In contrast to partnerships, special allocations of income or loss are
generally not permitted.

S corporations cannot create outside stock basis by incurring inside debt.
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A general partner may increase the basis in its partnership interest when
the partnership borrows from third parties. However, an S corporation
shareholder generally cannot increase its stock basis when the S
corporation borrows from third parties.

Gain on appreciated S corporation assets is locked inside the corporation.
Gain will be recognized when assets are distributed or sold. In addition, S
corporations may be subject to a corporate level tax under Sections 1374
and 1375.

Excessive net passive income may trigger a corporate level tax under
Section 1375 and may terminate a corporation’s S election.

A corporation using the LIFO method of accounting may be required
under Section 1363(d) to recapture LIFO benefits upon conversion to S
status.

S corporations may be subject to state income and franchise taxes.

Most S corporations will be required to use a calendar year unless an
election under Section 444 is made.

In contrast to C corporations, debt held by S corporations does not
automatically qualify for business debt classification for purposes of the
bad debt deduction under Section 166. Thus, the S corporation’s bad debt
deductions might only generate short term capital losses, instead of
ordinary losses. Furthermore, S corporations may not be able to claim a
bad debt deduction when the underlying debt is only partially worthless.

SUMMARY OF OTHER RELEVANT PROVISIONS

The following Section of this PART ONE contains a brief description of some of the
various Code provisions relevant to the use of S corporations in acquisitions. The
discussion herein is intended merely to describe the general outline of each Section.

A. Investment Interest Deduction Limitation — Section 163(d)

1.

Noncorporate taxpayers may not deduct investment interest paid or
accrued during the taxable year in excess of net investment income for the
taxable year. Section 163(d)(1). Any excess carries over to the
succeeding taxable year. Section 163(d)(2).

Investment interest is any interest otherwise allowable as a deduction for
the taxable year which is paid or accrued on indebtedness “properly
allocable to” property held for investment (other than qualified residence
interest and interest taken into account for purpose of the passive loss
limitation). See Section 163(d)(3). See also Treas. Reg. 8 1.163-8T(b)(3)
and (6).
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Net investment income is the excess of investment income over
investment expenses. Section 163(d)(4)(A). As a result of changes made
by the 1993 Act, investment income no longer includes net capital gain
attributable to the disposition of the investment property, except to the
extent the taxpayer elects to have such gain taxed as ordinary income. See
Section 163(d)(4)(B)(iii). Investment expenses means deductions, other
than for interest, that are directly connected with the production of
investment income. Section 163(d)(4)(C). However, investment income
and investment expenses do not include any income or expenses taken into
account under Section 469 in computing income or loss from a passive
activity. Section 163(d)(4)(D).

B. Acquisitions to Avoid Tax — Section 269

1.

If a “person,” including a trust, estate, company, partnership, or
corporation, acquires 50 percent or more of the stock (by voting power or
value) of a corporation, and the principal purpose for such acquisition was
to evade or avoid federal income tax by securing the benefit of an
allowance not otherwise available, then the Secretary may disallow or
reallocate, wholly or partially, such allowance.

If any corporation acquires property of another corporation, not controlled
immediately before such acquisition by such acquiring corporation or its
stockholders, in a carryover basis transaction, and the principle purpose
for such acquisition was to evade or avoid federal income tax by securing
the benefit of an allowance not otherwise available, then the Secretary
may disallow or reallocate, wholly or partially, such allowance.

a. An “allowance” is anything in the federal tax law which has the
effect of diminishing tax liability. Treas. Reg. § 1.269-1(a).

b. A purpose is a “principal purpose” if it exceeds in importance any
other purpose. Treas. Reg. § 1.269-3(a).

Section 269 will apply to a transaction where giving effect to the form of
the transaction would distort the tax liability of the taxpayer in light of
Congress’s original purpose for the particular allowance. Treas. Reg. §
1.269-2(b).

Section 269 does not apply to disallow any deduction, credit, or other
allowance resulting from a corporation electing S status because
enjoyment of these allowances by shareholders of S corporations is
consistent with the intent of Congress to allow shareholders of S
corporations to be taxed directly on the corporation’s earnings and to
report corporate income as their own for tax purposes. Rev. Rul. 76-363,
1976-2 C.B. 90.
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C. Limitation on the Use of the Cash Method of Accounting — Section 448

1.

C corporations, partnerships with C corporation partners, and “tax
shelters” (as defined in Section 461(i)(3)) may not use the cash method of
accounting.

Exceptions are made for:

a. small businesses (i.e., businesses which meet a $5 million gross
receipts test),

b. certain personal service corporations, and
C. certain farming businesses.

S corporations do not fall within the purview of Section 448 unless they
meet the definition of a “tax shelter.” See Section 448(d)(3).

D. At Risk Rules — Section 465

1.

Certain persons are limited in their ability to deduct amounts not at risk in
an activity. These persons are:

a. individuals (including individual partners and S corporation
shareholders), and

b. closely held C corporations (i.e., C corporations more than 50
percent of the value of which is owned by 5 or fewer individuals at
any time during the last half of the taxable year).

A taxpayer is at risk in an activity to the extent of the amount of money
and the adjusted basis of property contributed to the activity.

In addition, a taxpayer is at risk with respect to amounts borrowed for use
in an activity, but only if the lender is not a person with an interest in the
activity (other than as a creditor), the lender is not related to a person
(other than the taxpayer) with an interest in the activity (other than as a
creditor), and

a. the taxpayer is personally liable with respect to the borrowed
amounts, or

b. the taxpayer has pledged property not used in the activity as
security for the borrowed amounts (to the extent of the net fair
market value of the taxpayer’s interest in the property).

With respect to the activity of holding real estate, a taxpayer will be
considered at risk with respect to certain qualified nonrecourse financing.
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Losses disallowed in one taxable year because of the at risk limitation are
treated as deductions allowable with respect to the same activity in the
next taxable year.

Query: Does the decision in St. Charles Investment Co. v. Commissioner,
232 F.3d 773 (10" Cir. 2000), provide substantial authority under Section
6662 to a former closely-held C corporation that has previously suspended
losses, by operation of the at risk rules, when it passes those losses to its
shareholders after electing S status? See discussion at Part One: V. D.
below.

The at risk rules should be applied after the basis limitation rules, but
before the passive activity loss rules.

E. Passive Loss Limitation — Section 469

1.

Certain persons are limited in their ability to currently deduct losses from
passive activities, including S corporation shareholders. Generally, an S
corporation shareholder may deduct losses from all passive activities only
to the extent of income from all passive activities. The excess is deemed a
“passive activity loss” that is disallowed for the taxable year.

a. Income from passive activities does not include portfolio income
earned by the taxpayer.

b. Portfolio income generally includes gross income from interest,
dividends, annuities, or royalties not derived in the ordinary course
of a trade or business, reduced by non-interest expenses directly
allocable to such gross income, and any interest expense properly
allocable to such gross income.

C. The character of each item of gross income and deduction
allocated to a taxpayer from an S corporation is determined by
reference to the participation of the taxpayer in the activity that
generated such item. See Temp. Treas. Reg. § 1.469-2T(e)(1).

A “passive activity” is any activity which involves the conduct of any
trade or business and in which the taxpayer does not “materially
participate” (i.e., is not involved on a regular, continuous, and substantial
basis).

a. Temporary regulations dealing with the passive loss rules provide
seven tests for determining material participation in an activity.
Under Temp. Treas. Reg. § 1.469-5T(a)(1), an individual who
participates in an activity for more than 500 hours during the
taxable year will be treated as materially participating.
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b. The material participation tests are applied to each shareholder
each year.
3. A passive activity loss from one taxable year is treated as a deduction

allocable to the same passive activity in the next taxable year. In addition,
any passive activity loss that arises in a prior year or the current year is
generally deductible when the taxpayer disposes of his/her entire interest
in the activity to an unrelated person. See Section 469(g).

a. Under temporary regulations, the character of the gain or loss on
the disposition of S corporation stock must be determined by
allocating the gain or loss among the S corporation’s trade or
business, rental, and investment activities. Thus, the gain or loss
on S corporation stock is treated as gain or loss from the
disposition of interests in which the S corporation has an interest.
See Temp. Treas. Reg. § 1.469-2T(e)(3).

b. If all of a taxpayer’s stock in an S corporation is sold under the
installment sale method, allocable passive activity losses are not
fully deductible in the year of sale. Instead, the losses are
deductible over the same period that installment gain is recognized.

4. The character of passive and portfolio income earned by an S corporation
and items of deduction pass through the corporation to its shareholders.

5. The passive loss restrictions will apply after the basis limitation rules of
Section 1366(d) and the at risk rules are applied.

F. Estate Freezes

1. The Repeal of Section 2036(c)

a. Section 2036(c), added to the Code by OBRA *87, imposed the
estate tax on the value of property transferred in a typical “estate
freeze” transaction by including the value of the transferred
interest in the transferor’s gross estate for estate tax purposes if:

Q) The transferor held a substantial interest in the enterprise,
and such person,

(i) “In effect,” transfers after December 17, 1987, a
disproportionately large share of the potential appreciation
in that interest to another person and retains a
disproportionately large share of the income, or rights in,
the enterprise.

b. However, Section 2036(c) also created a number of problems,
chiefly because of the broad scope and the vagueness of the statute.
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As a result, in OBRA ’90, Congress repealed Section 2036(c)
effective for transfers after December 17, 1987 and adopted
Sections 2701-2704, which are more narrowly drafted to minimize
the potential abuses of estate freeze transactions.

2. Sections 2701-2704

a.

Sections 2701-2704 are intended to assure that the parties to a
transfer of an interest in a corporation or partnership more
accurately value the interest being transferred for gift tax purposes.

The new estate freeze rules include:

Q) Special valuation rules in the case of transfers of certain
interests in corporations or partnerships (Section 2701);

(i) Special valuation rules in the case of transfers of interests
in trusts (Section 2702);

(iii))  Rules concerning the valuation of certain rights and
restrictions (Section 2703); and

(iv)  Rules concerning the treatment of certain lapsing rights and
restrictions (Section 2704).
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V. RECENT DEVELOPMENTS RELATING TO S CORPORATIONS

A

The Small Business Job Protection Act of 1996

President Clinton signed the 1996 Small Business Act into law in August 1996. It
contained many of the provisions included in other legislation that was proposed
but not enacted over several years prior to 1996. See The S Corporation Reform
Act of 1995, S. 758 and H.R. 2039, 104™ Cong.; The Tax Simplification and
Technical Corrections Act of 1993, H.R. 3419, 103" Cong.; and The S
Corporation Reform Act of 1993, H.R. 4056, 103" Cong. The 1996 Small
Business Act made numerous changes to the tax treatment of S corporations that
are discussed throughout this outline. The changes, which generally became
effective for taxable years beginning after December 31, 1996, included the
following:

1. Number of Permitted Shareholders

The 1996 Small Business Act increased the number of shareholders an S
corporation may have from 35 to 75. Section 1361(b)(1)(A).

2. Authority of the IRS to Validate Certain Invalid Elections

a. The 1996 Small Business Act granted the Service statutory
authority to waive the effect of an invalid election caused by an
inadvertent failure to qualify as a small business corporation or to
obtain the required shareholder consents (or both). Section
1362(f).

b. In addition, the 1996 Small Business Act authorized the Service to
treat a late S election as timely where it determines that there was
reasonable cause for the failure to make the election timely. The
legislative history to this provision states that a standard similar to
the one currently set forth in Treas. Reg. 8 1.9100-1 should be
adopted for this purpose. Section 1362(b)(5).

C. These provisions apply with respect to elections for taxable years
beginning after December 31, 1982.

d. The Service subsequently issued Rev. Proc. 97-40, 1997-2 C.B.
488, to provide procedures by which taxpayers can request relief
for a late S election. That Revenue Procedure has since been
superseded by Rev. Proc. 98-55, 1998-2 C.B. 645. Under Rev.
Proc. 98-55, (i) a valid S election must be filed within twelve
months of the original due date for the election (but in no event
later than the due date for the tax return (excluding extensions) for
the first year the corporation intended to be an S corporation) and
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(i) the corporation must have had reasonable cause for failing to
make a timely election.

Rev. Proc. 98-55 also provides procedures by which taxpayers can
request relief for late qualified subchapter S subsidiary (“QSub”)
elections, qualified subchapter S trust (“QSST”) elections, and
electing small business trust (“ESBT”) elections.

3. Treatment of Distributions by S Corporations During Loss Years

a.

As discussed more fully below, the 1996 Small Business Act
clarified the S corporation distribution rules so that basis
adjustments for distributions made by an S corporation during a
taxable year are taken into account before applying the loss
limitation for the year. (The loss limitation is discussed below at
PART TWO: IV. B.) Thus, distributions during a year reduce the
adjusted basis for purposes of determining the allowable loss for
the year. Conversely, the loss does not reduce the adjusted basis
for purposes of determining the tax status of such distributions.
This provision conformed the S corporation rules regarding
distributions to the partnership rules.

The 1996 Small Business Act also provided that in determining the
amount of the accumulated adjustment account for purposes of
determining the tax treatment of distributions made by an S
corporation having accumulated earnings and profits, net negative
adjustments for the year are disregarded. Section 1368(e)(1)(C).
(The accumulated adjustment account is discussed below at PART
TWO: IV.C)

4, ESBTs Eligible to Hold the Stock of an S Corporation

a.

The 1996 Small Business Act allowed stock in an S corporation to
be held by an “electing small business trust” (“ESBT”). Section
1361(e).

An ESBT is a trust

Q) whose beneficiaries are all (i) individuals, (ii) estates, (iii)
charitable organizations described in Section 170(c)(2)-(5)
that hold a contingent remainder interest (although the
requirement that such organizations hold only a contingent
remainder interest has since been deleted for tax years
beginning after December 31, 1997), or (iv) charitable
organizations described in Section 170(c)(1) that hold a
contingent interest and do not meet the definition of a
“potential current beneficiary”;
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(i) in which no interest in the trust was acquired by purchase;
and

(iii)  that made an election to be so treated. Section 1361(e) and
section 1302 of the 1996 Small Business Act.

The intent of this provision was to facilitate family financial
planning by allowing an individual to establish a trust to hold S
corporation stock and to “spray” current or accumulated income
among the beneficiaries of the trust.

TRA *97 clarifies that a charitable remainder annuity trust and a
charitable remainder unitrust (as defined in Section 664(d)) cannot
be an electing small business trust (effective for taxable years
beginning after December 31, 1996). Section 1361(e)(1)(B).

The Renewal Act of 2000 provided that a permitted ESBT
beneficiary includes a charitable organization described in Section
170(c)(1), such as a state, as long as the charitable organization
merely holds a contingent interest in the ESBT and it does not
meet the definition of a “potential current beneficiary” of the
ESBT. Section 1361(e)(1)(A)(i). This provision is effective for
tax years beginning after December 31, 1996.

The Service issued Notice 97-49, 1997-2 C.B. 304, to provide
guidance on the use of ESBTs. Notice 97-49 is discussed below in
PART TWO: Section Il.A.4.a.(ix).

The Service issued Notice 97-12, 1997-1 C.B. 385, to provide the
procedures for making an ESBT election.

The Service issued Rev. Proc. 98-23, 1998-1 C.B. 662, to provide
procedures for the conversion of a qualified subchapter S trust
(“QSST”) to an ESBT and vice versa.

Finally, the Service issued proposed regulations on December 29,
2000 that covered the ESBT issues previously covered by Notice
97-49, Notice 97-12 and Rev. Proc. 98-23. The preamble to the
proposed regulations states that the preceding documents will be
superseded on the date final regulations are published. See Prop.
Treas. Reg. 88 1.641(c)-1, 1.1361-1, 1.1362-6, 1.1362-7, 1.1377-1,
1.1377-3, 65 Fed. Reg. 82963, 82966 (Dec. 29, 2000).

Treatment of S Corporations as Shareholders in C Corporations

The 1996 Small Business Act repealed Section 1371(a)(2), which
treated an S corporation in its capacity as a shareholder of another
corporation as an individual.
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b. Thus, the 1996 Small Business Act made clear that the liquidation
of a C corporation into an S corporation is governed by the
generally applicable subchapter C rules. Moreover, an S
corporation also is eligible to make a Section 338 election
(assuming all the requirements are otherwise met).

C. In the 1996 Small Business Act, Congress amended Section 1361
of the Code to allow an S corporation to own 80 percent or more of
the stock of a C corporation. Sections 1361 and 1362, and section
1308 of the 1996 Small Business Act.

d. Although an S corporation may now own an 80 percent interest or
greater in the stock of a C corporation, the S corporation is still
prevented from filing a consolidated return with its C corporation
subsidiaries. However, if an S parent owns an 80 percent interest
or greater in the stock of a C corporation that, in turn, holds an 80
percent interest or greater in the stock of another C corporation, the
two C corporations can elect to file a consolidated return.

e. Issues raised by an S corporation’s ownership of a C corporation
subsidiary are discussed throughout this Outline. See, e.q., PART
TWO: Sections I1.B.2.b and I11.D (discussing the application of
the passive investment income rules).

Qualified Subchapter S Subsidiaries

a. Introduction

Q) If an S corporation (the “S parent”) owns 100 percent of the
stock of a C corporation that would qualify for S status if
its stock were held directly by the S parent’s shareholders,
the S parent may elect to treat such subsidiary as a
“qualified subchapter S subsidiary” (a “QSub”). See
Section 1361(b)(3)(B).

(i) When an S corporation makes a valid QSub election, the
separate existence of the QSub is ignored and the
subsidiary is treated for federal tax purposes as a division
of the S corporation. Upon making the QSub election, the
subsidiary is considered to have liquidated into the S
parent.

(ii)  Note, however, that section 1601 of TRA *97 contained a
technical correction to the 1996 Small Business Act’s QSub
rules. That technical correction authorizes the Service to
issue regulations providing instances under which a QSub
may be treated as a separate corporation. The legislative
history to the technical correction specifically states the
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expectation that such regulations would treat a bank that
has elected QSub treatment as a separate legal entity for
purposes of those Code provisions that apply specifically to
banks (e.q., Section 582). This technical correction is
effective for taxable years beginning after December 31,
1996.

@) A corporation that elects to be treated as an S
corporation may also elect QSub status for certain
foreign subsidiaries if the corporation made an
election under Section 1504(d) to treat the foreign
subsidiaries as domestic corporations. See PLR
200120033.

QSub regqulations

(i)

(i)

On April 21, 1998, the Service issued proposed QSub
regulations under Sections 1361 and 1362. These
regulations were issued as final regulations on January 20,
2000 (the “final QSub regulations”). See T.D. 8869, 65
Fed. Reg. 3843-3856 (January 25, 2000).

The final QSub regulations generally apply to tax years that
begin on or after January 20, 2000. However, taxpayers
may elect to apply the regulations in whole, but not in part
(aside from those sections with special dates of
applicability), for taxable years beginning on or after
January 1, 2000, provided the corporation and all affected
taxpayers apply the regulations in a consistent manner.

Electing QSub status

(i)

(i)

The preamble to the final QSub regulations provides that
taxpayers should follow the QSub election procedures set
forth in Notice 97-4, 1997-1 C.B. 351, rather than the QSub
election procedures set forth in the final QSub regulations
until the QSub election form is published. T.D. 8869, 65
Fed. Reg. at 3844. The Service issued the new Qsub
election form, Form 8869, on May 20, 2000. Thus,
taxpayers should follow the Qsub election procedures set
forth in the final Qsub regulations. See I.R.S.
Announcement 2000-83, 2000-21 1.R.B. 348 (May 20,
2000).

The final QSub regulations provide that a QSub election
can be made at any time of the taxable year. Treas. Reg.
8 1.1361-3(a)(3). Note that, in contrast, an S election must
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be made no later than the 15" day of the third month of the
taxable year for which the election is to be effective.

The QSub election may be effective retroactively up to two
months and 15 days prior to the day the QSub election is
made, or on any day not more than 12 months after the date
of the election. Treas. Reg. § 1.1361-3(a)(4). Note that
this time period is a change from that in Notice 97-4, which
provides that the election cannot be made effective more
than 75 days before the filing date. The change to 2
months and 15 days in the final QSub regulations conforms
the QSub election time period to that of the subchapter S
election.

An extension to file a QSub election may be available
under Treas. Reg. 88§ 301.9100-1 and 301.9100-3, which
provide that the Commissioner has the discretion to grant a
reasonable extension of time. Treas. Reg. § 1.1361-3(a)(6).
An example of such an extension being granted can be seen
in PLR 9834101. In that ruling, a company was formed to
facilitate the consolidation and reorganization of business
operations that had previously been conducted by three
subsidiaries, A, B, and C. The company’s shareholders
filed an election to be treated as an S corporation. The
shares of A, B, and C were contributed to the company
under Section 351, but the company failed to file elections
to treat the subsidiaries as QSubs. The company
subsequently formed subsidiary D, for which it also failed
to file an election to treat D as a QSub. The Service
determined that the requirements of Treas. Reg.

§ 301.9100-3 — which require that the Commissioner be
satisfied that the taxpayer acted reasonably and in good
faith, and that granting relief will not prejudice the interests
of the government — had been met. See also PLR
200026014; PLR 200021023; PLR 199931025.

d. The effect of a QSub election

(i)

Under the final QSub regulations, when an S corporation
makes a valid QSub election, the subsidiary is deemed to
have liquidated into the S parent. Treas. Reg.

8 1.1361-4(a)(2)(i).

@) In general, the liquidation into the S parent takes
place at the close of the business day before the
QSub election becomes effective. Treas. Reg.
8 1.1361-4(b)(1).
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If the S parent does not own 100 percent of the
stock of the subsidiary on the day prior to the QSub
election becoming effective, the liquidation occurs
directly after the time at which the S parent first
owns 100 percent of the stock. Treas. Reg.

8§ 1.1361-4(b)(3)(i).

If an S corporation makes QSub elections for a
tiered group of subsidiaries that are effective on the
same date, the S corporation may specify the order
of the liquidations. If no order is specified, the
liquidations are deemed to occur in order from the
lowest tier subsidiary to the highest tier subsidiary,
i.e., a bottom-up liquidation order. Treas. Reg.

8 1.1361-4(b)(2).

1) A bottom-up liquidation order effectively
causes the S parent to acquire all of the
assets of the subsidiaries in the liquidating
chain in a single transaction subject to
Section 1374(d)(8); a top-down liquidation
order effectively causes the S parent to
acquire separately the assets of each
subsidiary in the liquidating chain in
multiple transactions subject to Section
1374(d)(8), limiting the S parent’s ability to
utilize tax attributes of one liquidating
subsidiary against tax attributes of another
liquidating subsidiary in a Section 1374
context.

i) A bottom-up liquidation order helps avoid
the triggering of income from an excess loss
account held by an upper-tier subsidiary in
respect of stock in a lower-tier subsidiary.
See Treas. Reg. § 1.1502-109.

Although a QSub election may be made for an
insolvent corporation, Section 332 will not apply to
the deemed liquidation. Thus, the QSub election
may trigger gain or loss recognition to the QSub
and the S parent. See Treas. Reg. 8§ 1.1361-4(d) ex.
5.

The final QSub regulations provide that the tax treatment of
the deemed liquidation (or of a larger transaction that
includes the liquidation) is to be determined under general
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principles of tax law, including the step transaction
doctrine. Treas. Reg. 8 1.1361-4(a)(2)(i).

Thus, if an S corporation forms a subsidiary and makes a
valid QSub election for that subsidiary effective the same
day, the transfer of assets to the subsidiary and the deemed
liquidation are disregarded and the subsidiary is deemed to
be a QSub from its inception. Id.

Note that there are special rules for banks. If, in a valid
QSub election, the S parent or the subsidiary is a bank, any
special rules in the Code that are applicable to banks
continue to apply separately to the bank parent or bank
subsidiary as if the deemed liquidation had not taken place.
Treas. Reg. 8 1.1361-4(a)(3).

The stock of a QSub will be disregarded for all federal tax
purposes, except for purposes of the special rules for banks
and for purposes of determining that 100 percent of the
stock of the subsidiary is held by the S parent under Treas.
Reg. 8 1.1361-2(a)(1). Treatment of a QSub as a
disregarded entity applies for all federal tax purposes, and
is not limited to federal income tax purposes. See Notice
99-6, 1999-3 I.R.B. 12 (addressing the payment of
employment taxes for QSub employees, as discussed
below).

The final QSub regulations contain a special transition rule
that applies if (1) an S corporation acquires stock of an
already related corporation (as defined by Section 267(b))
and (2) thereafter makes a QSub election for that
corporation. See Treas. Reg. 8 1.1361-4(a)(5). Under the
special transition rule, the step transaction doctrine will not
apply to the stock acquisition and the subsequent QSub
election if the QSub election is effective before January 1,
2001. Id.

@) The final QSub regulations give the following as an
example of a situation in which the special
transitional relief would apply: Individual A owns
100 percent of the stock of X, an S corporation. X
owns 79 percent of the stock in Y, a solvent
corporation. A owns the remaining 21 percent of Y
stock. On May 4, 1998, A contributes its Y stock to
X in exchange for X stock. X makes a QSub
election with respect to Y effective immediately
following the transfer. The liquidation is respected
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as an independent step separate from the stock
acquisition, and the tax consequences of the
liquidation are determined under Section 332 and
337. The contribution by A of the Y stock qualifies
under Section 351, and no gain or loss is recognized
by A, X, or Y. Treas. Reg. § 1.1361-4(a)(5)(ii) ex.
1.

The Service announced in the preamble to the proposed
QSub regulations that special rules may apply when a
QSub election is made following the transfer of an S
corporation’s stock to another S corporation. The Service
gave the following example: If an S corporation were to
acquire the stock of another S corporation in a transaction
in which the acquiring S corporation's basis in the stock
received was determined by reference to the transferor's
basis, and the acquiring S corporation made a QSub
election with respect to the acquired corporation effective
on the day of acquisition, any losses disallowed under
Section 1366(d) with respect to a former shareholder of the
QSub would be available to that shareholder as a
shareholder of the acquiring S corporation. See 63 Fed.
Reg. 19864 (April 22, 1998). The final QSub regulations
adopt the special rule regarding Section 1366(d). See
Treas. Reg. 88 1.1361-4(c), 1.1366-2(c)(1).

In Notice 99-6, 1999-3 I.R.B. 12, the Service addressed
whether a QSub or the owner of the QSub should pay the
employment taxes of employees of the QSub. Until the
Service provides further guidance, Notice 99-6 provides
that the Service generally will accept reporting and
payment of employment taxes with respect to QSub
employees if made in one of two ways:

@ First, calculation, reporting, and payment of all
employment tax obligations are made by the owner
of the QSub (as though the QSub employees are
employed directly by the owner) and under the
owner’s name and taxpayer identification number;
or

(b) Second, separate calculation, reporting, and
payment of all employment tax obligations by the
QSub with respect to its employees are made under
its own name and its own taxpayer identification
number. However, if this second method is chosen,
the owner retains ultimate responsibility for the
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employment tax obligations incurred with respect to
the QSub employees. Cf. ILM 199922053
(concluding that the sole owner of a single member
limited liability company is personally liable for the
employment taxes incurred by the limited liability
company).

An owner of multiple QSubs may choose the first method
with respect to one QSub and the second method with
respect to its other QSub. If the owner uses the first
method with respect to a given QSub for a return period
that begins on or after April 20, 1999, the taxpayer must
continue to use the first method unless and until otherwise
permitted by the Commissioner.

e. Election procedure

(i)

Notice 97-4 — pre May 20, 2000 elections

(@)

(b)

(©

Notice 97-4, 1997-1 C.B. 351, provides a temporary
QSub election procedure. The preamble to the final
QSub regulations provides that taxpayers should
follow the election procedure in Notice 97-4, rather
than the election procedure in the final QSub
regulations, until the QSub election form is
published. T.D. 8869, 65 Fed. Reg. at 3844.

On May 20, 2000, the Service released the Qsub
election form, Form 8869. Thus, the temporary
Qsub election procedures in Notice 97-4 may not be
used on or after May 20, 2000.

Prior to May 20, 2000, the S parent should file a
Form 966 with the Service Center to make a Qsub
election. The S parent should follow the
instructions for that form with the following
modifications:

1) At the top of the form, the following
statement should be printed: “FILED
PURSUANT TO NOTICE 97-4.”

i) In the box “employer identification
number,” (“EIN”) the subsidiary’s EIN
should be entered. If the subsidiary does not
have an EIN because it was not in existence
prior to the election, enter “QSSS” (former
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ii)

abbreviation for qualified subchapter S
subsidiary) in the EIN box.

The effective date for the election should be
entered in Box 4. The election may be
effective on the date the form is filed or up
to 75 days prior to the filing of the form,
provided that date is not before the effective
date of section 1308 of the 1996 Small
Business Act and that the subsidiary
otherwise qualified as a QSub for the entire
period for which the retroactive election is
in effect. The requirement that Form 966 be
filed within 30 days of the date indicated in
Box 4 is ignored.

In Box 7¢ on the form, enter the name of the
parent. Include the parent’s EIN in Box 7d.

Enter “8 1361(b)(3)(B)” in Box 10.

A corporate officer authorized to sign the S
parent’s tax return must sign the form.

(i) Final QSub Regulations and Form 8869

i)

The final QSub regulations provide that a
QSub election may be effective retroactively
up to two months and 15 days prior to the
day the election is made, or on any day not
more than 12 months after the date of the
election. Treas. Reg. 8 1.1361-3(a)(4).

Note that this time period is a change from
the time period in Notice 97-4, which
provided that a QSub election cannot be
made effective more than 75 days before the
filing date. The change to two months and
15 days in the regulations conforms the
election time period to that of the subchapter
S election.

The final QSub regulations provide that a
QSub election is made by filing a completed
election form, Form 8869. The election
form must be signed by a person authorized
to sign the S corporation’s tax return. Treas.
Reg. § 1.1361-3(a)(2).
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iii) The final Qsub regulations and Form 8869
provide that Form 8869 should be filed at
the Service Center where the subsidiary filed
its most recent return. However, if the S
parent forms a subsidiary, and makes a valid
QSub election effective upon formation,
Form 8869 should be filed at the Service
Center where the S parent filed its most
recent return. See Treas. Reg. § 1.1361-
3(a)(2); see also Form 8869.

f. Termination of a QSub election

(i)

(i)

(iii)

A corporation's QSub status will continue until terminated.
Upon termination, the corporation will be treated as a new
corporation acquiring all of its assets, and assuming all of
its liabilities, from the S corporation in exchange for stock
of the new corporation immediately before the termination.
The tax treatment of a termination, or of any larger
transaction in which it occurs, will be determined under the
Code and general principles of tax law, including the step
transaction doctrine. Treas. Reg. 8 1.1361-5(b)(1)(i).

If the terminating event is a sale of more than 20 percent of
the stock of the QSub, the former S parent must recognize
any gain on all assets transferred, because the
nonrecognition provisions of Section 351 will not apply.
Treas. Reg. 8 1.1361-5(b)(3), ex. 1. This results from the
application of the step transaction rule — the former S
parent’s deemed contribution of assets to the “new
corporation” is stepped together with the sale of stock, so
that the former S parent is not treated as being in control
immediately after the contribution. As a result, the asset
contribution does not satisfy the requirements of Section
351(a), and the entire deemed asset contribution is taxable
to the former S parent. Treas. Reg. 8 1.1361-5(b)(1)(i).

The magnitude of the gain recognized in the above scenario
may be reduced by merging the QSub into a single member
LLC owned by the S parent and then selling more than 20
percent (for example, 21 percent) of the interest in the LLC.
In this structure, the former S parent should be treated as
selling an undivided 21 percent interest in all the assets of
the LLC to the buyer of the 21 percent interest in the LLC
followed by a Section 721 partnership formation
transaction by the buyer and the former S parent. In this
transaction, Section 1001 requires the S parent to recognize
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gain or loss from the deemed sale of only 21 percent of
each asset of the LLC, as opposed to 100 percent of each
asset in the prior scenario. Compare Treas. Reg. § 1.1361-
5(b)(3) ex. 2 with Treas. Reg. § 1.1361-5(b)(3) ex. 1; see
also Rev. Rul. 99-5, 1999-6 |.R.B. 8.

The termination of the election is effective on the date
included in the revocation statement (if the election is
revoked under Treas. Reg. § 1.1361-3(b)), at the close of
the last day of the parent’s last taxable year as an S
corporation if the parent’s S election terminates under
Treas. Reg. 8 1.1362-2, or at the close of the day on which
an event occurs that renders the subsidiary ineligible for
QSub status under Section 1361(b)(3)(B). Treas. Reg.

8 1.1361-5(a)(1).

@) Revocation under Treas. Reg. 8 1.1361-3(b)(1) is
accomplished by filing a statement with the service
center where the S parent’s most recent tax return
was properly filed. The statement must include the
names, addresses, and taxpayer identification
numbers of the S parent and the subsidiary, and
must be signed by a person authorized to sign the S
parent’s tax return.

(b) The revocation is effective on the date specified in
the statement, or if no date is specified, on the date
the statement is filed. The effective date of the
revocation may not be more than 2 months and 15
days prior to the date on which the statement is
filed. Also, the effective date may not be more than
12 months after the date on which the statement is
filed. Treas. Reg. § 1.1361-3(b)(2).

If a QSub terminates because the S parent distributes the
QSub stock to some or all of the S parent’s shareholders in
a transaction to which Section 368(a)(1)(D) applies by
reason of Section 355, any loss or deduction disallowed
under Section 1366(d) with respect to a shareholder of the
S parent immediately before the distribution is allocated
between the S parent and the former QSub with respect to
the shareholder. Treas. Reg. §8 1.1361-5(b)(2), 1.1366-
2(c)(2). Such allocation may be made according to any
reasonable method, including:
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@) a method based on the relative fair market value of
the shareholder’s stock in the S parent and the
former QSub immediately after the distribution;

(b) a method based on the relative adjusted basis of the
assets in the S parent and the former QSub
immediately after the distribution; or

(c) in the case of losses and deductions clearly
attributable to either the S parent or the former
QSub, any method that allocates such losses and
deductions accordingly. Treas. Reg. § 1.1366-

2(0)(2).

The QSub regulations do not contain a provision analogous
to Section 1362(f) that allows the IRS to determine that a
corporation is a QSub during a period when the corporation
does not satisfy the requirements of Section 1361(b)(3)(B).
For example, if the S parent inadvertently transfers one
share of QSub stock to another person, the QSub election
terminates. See Explanation of Provisions, 65 Fed. Reg., at
3847.

If the QSub election terminates because the S parent
inadvertently terminated its S election, Section 1362(f) may
provide relief to the QSub as a consequence of the S parent
obtaining relief under that provision. See Explanation of
Provisions, 65 Fed. Reg., at 3847-48.

A corporation whose QSub election has terminated
generally may not make an S election or have a QSub
election made with respect to it for five taxable years
following termination unless the Commissioner consents.
Section 1361(b)(3)(D); Treas. Reg. § 1.1361-5(c)(1). In the
case of QSub elections effective after December 31, 1996,
if a corporation’s QSub election terminates, the corporation
may, without requesting the Commissioner’s consent, make
an S election or have a QSub election made with respect to
it before the expiration of the five-year period if:

@) immediately following the termination, the
corporation (or its successor corporation) is
otherwise eligible to make an S election or have a
QSub election made for it, and
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(b) the relevant election is made effective immediately
following the termination of the QSub election.
Treas. Reg. 8 1.1361-5(c)(2).

(ixX) A corporation whose QSub election has been revoked
effective on the first day the Qsub election was to be
effective will not be treated as a termination of a QSub
election for purposes of the 5 year reelection rule in Section
1361(b)(3)(D). Treas. Reg. § 1.1361-3(b)(4).

x) If a corporation’s QSub election terminates, the new
corporation formed as a result of the termination must use
its own EIN for Federal tax purposes. If the new
corporation had an EIN before the effective date of its
QSub election or during its QSub status, it should use that
EIN. Otherwise, the new corporation must apply for a new
EIN. Treas. Reg. § 301.6109-1(i)(3).

Miscellaneous Provisions

a.

Section 1311 of the 1996 Small Business Act (amending Sections
1362 and 1375 of the Code) permitted an S corporation to reduce
any accumulated earnings and profits by the earnings and profits
accumulated in any taxable year beginning before January 1, 1983,
for which the corporation was an S corporation.

Section 1313 of the 1996 Small Business Act (amending Section
1367(b) of the Code) provided that a person acquiring S
corporation stock from a decedent will treat as income in respect of
a decedent (“IRD”) the pro rata share of any item of income of the
corporation that would have been IRD if that item had been
acquired directly from the decedent.

Section 1313 of the 1996 Small Business Act (amending Section
1361(b)(1)(B) of the Code) permitted certain tax-exempt
organizations to be eligible shareholders.

Section 1315 of the 1996 Small Business Act (amending
1361(b)(2) of the Code) permitted banks (as defined in Section
581) that are not using a reserve method of accounting for bad
debts to elect S status.

The 1996 Small Business Act expanded the definition of “straight
debt” (which is not treated as a second class of stock) to include
debt held by creditors, other than individuals, that are actively and
regularly engaged in the business of lending money. Section
1361(c)(5)(B), as amended by section 1304 of the 1996 Small
Business Act.
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f. The 1996 Small Business Act applied the present-law capital gains
presumption for land held by a noncorporate taxpayer to land held
by S corporations. The legislative history indicates that it is
expected that rules similar to the attribution rules for partnerships
will apply to S corporations. Section 1237(a), as amended by
section 1314 of the 1996 Small Business Act.

The Tax Relief Act of 1997

President Clinton signed the Tax Relief Act of 1997 (“TRA ’97”) into law on
December 2, 1997, and it became Public Law 105-134. TRA ’97 includes various
changes to the S corporation rules that are discussed throughout the outline.

Recent Court Decisions

1.

Gitlitz v. Commissioner

In Gitlitz v. Comm’r, 531 U.S. 206 (2001), the Supreme Court recently
settled a conflict between several Circuits and the Tax Court regarding the
treatment of COD income of an insolvent S corporation. In Gitlitz, two
shareholders each owned 50% of an insolvent S corporation. The S
corporation realized COD income in 1991. As a result of the S
corporation’s insolvency, the two shareholders treated the flow-through
COD income as excludable from their gross income and increased their
stock bases accordingly. The increase in stock basis allowed the
shareholders to utilize previously suspended S corporation losses and
deductions.

a. The Commissioner determined that the shareholders could not use
their allocable portion of flow-through COD income to increase
their stock bases. The Tenth Circuit agreed with the shareholders’
position, but also ruled that the required tax attribute reduction
under Section 108 for COD income excluded from gross income
should be applied prior to passing through any remaining COD
income to the shareholders.

b. The Supreme Court reversed the Tenth Circuit and held as follows:

Q) The plain language of Sections 61 and 108 establish that
excluded COD income is an “item of income,” which
passes through to shareholders and increases their bases in
S corporation stock; and

(i) Section 108 expressly directs that excluded COD income is
passed through to shareholders before Section 108 reduces
an S corporation’s tax attributes.
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The Supreme Court also noted: “[C]ourts have discussed the
policy concern that, if shareholders were permitted to pass through
the discharge of indebtedness before reducing any tax attributes,
the shareholders would wrongly experience a ‘double windfall’:
They would be exempted from paying taxes on the full amount of
the discharge of indebtedness, and they would be able to increase
basis and deduct their previously suspended losses. Because the
Code’s plain text permits the taxpayers here to receive these
benefits, we need not address this policy concern.” 1d. at 709-10.

Justice Breyer wrote the lone dissenting opinion. Justice Breyer
wrote that Section 108 required that the COD income exclusion
and the tax attribute reduction must be applied only at the
corporation level. Thus, excluded COD income should never flow
through to shareholders. Justice Breyer stated, “The arguments
from plain text on both sides here produce ambiguity, not certainty.
And other things being equal, we should read ambiguous statutes
as closing, not maintaining, tax loopholes....Here, other things are
equal, for, as far as | am aware, the Commissioner’s literal
interpretation of [Section 108] as exclusive would neither cause
any tax-related harm nor create any statutory anomaly.” Id. at 711.

Query: Does Gitlitz suggest that Treas. Reg. § 1.1366-1(a)(2)(viii)
may be invalid?

Q) Treas. Reg. 8 1.1366-1(a)(2) states, “The separately stated
items of the S corporation include, but are not limited to,
the following items- .... (viii) The corporation’s tax-exempt
income. For purpose of subchapter S, tax-exempt income
is income that is permanently excludible from gross income
in all circumstances in which the applicable provision of
the Internal Revenue Code applies. For example, income
that is excludible from gross income under section 101
(certain death benefits)...is tax-exempt income, while
income that is excludible from gross income under section
108 (income from discharge of indebtedness)...is not tax-
exempt income.”

(i)  Gitlitz involved a tax year (1991) prior to the effective date
of the above regulation. The above regulation applies to
taxable years of an S corporation beginning on or after
August 18, 1998. Treas. Reg. 8 1.1366-5. However,
Treasury published the regulation on December 21, 1999,
more than one year prior to the Supreme Court decision in
Gitlitz.
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The Court’s language may support the view that the
regulation is invalid. The Court wrote: “Second, the
Commissioner argues that excluded discharge of
indebtedness is not ‘tax-exempt’ income under §
1366(a)(1)(A), but rather ‘tax-deferred’ income....Implicit
in the Commissioner’s labeling of such income as ‘tax
deferred,” however, is the erroneous assumption that §
1366(a)(1)(A) does not include ‘tax deferred” income.
Section 1366 applies to “items of income.” This section...is
worded broadly enough to include any item of income,
even tax-deferred income.... Thus, none of the
Commissioner’s contentions alters our conclusion that
discharge of indebtedness of an insolvent S corporation is
an item of income for purposes of § 1366(a)(1)(A).”
Gitlitz, 531 U.S. at 707-08.

2. St. Charles Investment Co. v. Commissioner

a. Brief Facts:

(i)

(i)

In 1991, St. Charles was a closely held C corporation under
Section 469(j)(1). During 1988-1990, St. Charles engaged
in the real estate rental business. St. Charles’s real estate
rental business qualified as a passive activity under Section
469(c). In each of the years from 1988-1990, St. Charles’s
passive activities generated non-deductible passive activity
losses (PALS) under Section 469(a), which St. Charles
suspended and carried forward pursuant to Section 469(b).

On January 1, 1991, St. Charles converted to an S
corporation. In the same year, St. Charles sold several of
its rental properties which had suspended PALs. St.
Charles, pursuant to Section 469(g)(1)(A), claimed a
deduction on its 1991 tax return in the amount of the
suspended PALSs allocable to the sold rental properties. In
1995, St. Charles converted back to a C corporation.

b. Prior Determinations: The Commissioner disallowed the

deductions for 1991, arguing that Section 1371(b)(1) prohibits S
corporations from carrying forward PALSs created in its C years to
S years. The Tax Court agreed that Section 1371(b)(1) trumped
the application of the PAL carryover provision of Section 469(b).

C. Court of Appeals Holding: The U.S. Court of Appeals for the

Tenth Circuit reversed the Tax Court. The court held that Section
469(b) permits St. Charles to use its C year PALS to offset income
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in its 1991 S year (i.e., Section 1371(b)(1) does not limit Section
469(b)).

Reasoning of the Court of Appeals:

(i)

(i)

Although Congress enacted Section 1371(b)(1) to prevent
corporate losses incurred prior to S status from inuring to
the benefit of corporate shareholders after an S status
election is made, Section 469(b) provides that the only
exceptions to the PAL carryover rule are those exceptions
within Section 469. Because Section 1371(b)(1) is not an
express exception to Section 469(b), Section 1371(b)(1)
does not apply to suspended PALSs.

The Court rejected the argument that a windfall would be
created in favor of the shareholders of St. Charles by
allowing one taxpayer (the shareholders) to offset income
with the losses of a different taxpayer (the corporation),
stating “While we have sympathy for the Commissioner’s
position, we find that in this case the language of Section
469 is sufficiently unequivocal to require this result.”

Electing Small Business Trusts

1.

Proposed Treasury regulations under Sections 1361 and 641(c) were
issued on December 29, 2000. These proposed regulations significantly
affect the taxation of electing small business trusts. See PART TWO:
I1.4.a.(ix).

PART TWO: ACQUISITIONS AND DISPOSITIONS INVOLVING S CORPORATIONS

l. INTRODUCTION

A

This Part of the Outline will discuss acquisitions and dispositions involving S
corporations. Although the focus of this Part will be on transactions involving S
corporations, a brief review of the subchapter S provisions is necessary.

1.

Accordingly, the Outline will first review the eligibility requirements for
electing S status and the mechanics of filing an S election. The
consequences of such an election on the corporation and its shareholders
then will be briefly reviewed and analyzed.

Finally, using this material as a background, this Part of the Outline will
explore and analyze various transactions involving S corporations.
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The term “S corporation” as used herein means any qualifying corporation for
which an S election is in effect. See Section 1361(a)(1). The term “C
corporation” means a corporation which is not an S corporation. Section
1361(a)(2).

For those requiring a more detailed discussion of the topics discussed in this Part
of the Outline, several treatises and research materials are available. See Eustice
& Kuntz, Federal Income Taxation of S Corporations (Warren, Gorham &
Lamont (3d ed., 1993)); Starr, 730 T.M. S Corporations: Formation and
Termination; William R. Christian & Irving M. Grant, Subchapter S Taxation
(Warren, Gorham & Lamont (4" ed., 1998)).

THE S ELECTION

The benefits of subchapter S are available only if an S election is in effect. In planning
transactions involving S corporations, pressure is accordingly placed upon making or
preserving a valid S election. In this regard, compliance with the eligibility requirements
and the filing mechanics is absolutely essential. This Section will review the salient
features of these topics.

A.

Eligibility

An S election may only be made by a “small business corporation,” which is a
corporation meeting the following requirements.

1. Domestic Corporation

The corporation must be a “domestic” corporation. Section 1361(b)(1).
The regulations define a domestic corporation by reference to Treas. Reg.
8 301.7701-5 as a domestic corporation created or organized in the United
States or under the laws of the United States or of any state or territory.
Treas. Reg. § 1.1361-1(c).

2. Ineligible Corporation

The corporation must not be an “ineligible corporation.”

a. In general

Q) Section 1361(b)(2) defines an “ineligible corporation” as
any corporation which is:

@) a financial institution using the reserve method of
accounting for bad debts described in Section 585;

(b) an insurance company subject to taxation under
subchapter L;
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(c) a Section 936 corporation; or
(d) a DISC or former DISC.

(i) Prior to the enactment of the 1996 Small Business Act, the
list of ineligible corporations also included

@) a member of an affiliated group (determined under
Section 1504 without regard to Section 1504(b))
and

(b) banks (as defined in Section 581) that are not using
a reserve method of accounting for bad debts.

(iii))  Because the 1996 Small Business Act permits an S
corporation to be a member of an affiliated group, an S
corporation may own up to 100 percent of the stock of a C
corporation. The S corporation may not, however, be
included in a group filing a consolidated return. Thus, as
discussed above, if an S corporation holds 100 percent of
the stock of a C corporation that, in turn, holds 100 percent
of the stock of another C corporation, the two C
corporations may elect to file a consolidated return, but the
S corporation may not join in the election. See Section
1504(b)(8); H.R. Conf. Rep. No. 737, 104" Cong., 2d Sess.
244 (1996).

Member of an affiliated group prior to the 1996 Small Business
Act

As discussed in detail below, prior to the 1996 Small Business Act,
acquisitions and dispositions of S corporations and their assets
required special planning to ensure that the S corporation did not
become a member of an affiliated group. See Sections V. through
VII., below. As a practical matter, because Section 1361(b)(1)
prevents a small business corporation from having corporate
shareholders, the restriction on affiliation generally came into play
when an S corporation was the acquiring entity.

Q) A corporation will be a member of an affiliated group if it
owns at least 80 percent of the voting power of the stock of
another corporation, and at least 80 percent of the value of
the stock of such other corporation. Section 1504(a)(2).

@) In general, stock which is nonvoting,
nonparticipating, nonconvertible, limited and
preferred as to dividends, and which does not carry
an unreasonable redemption or liquidation premium
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will be disregarded for this purpose. Section
1504(a)(4).

(b) However, regulations issued under Section
1504(a)(5) treat other interests (such as options or
warrants) as "stock."

Prior to the 1996 Small Business Act, a small business
corporation could own stock in another corporation so long
as such ownership did not meet the 80 percent vote/value
test just described.

€)) This could be accomplished, for example, if the S
corporation owned only 79 percent of the voting
power of a target corporation.

(b) Affiliated status could be broken if voting preferred
stock in the subsidiary were held by unrelated
parties that entitled the preferred shareholders to a
21 percent vote on all matters. See PLR 8441009.

Prior to the 1996 Small Business Act, however, an
exception existed for stock in certain inactive subsidiaries.
Under Section 1361(c)(6) (repealed by section 1308(d)(1)
of the 1996 Small Business Act), a corporation was not
treated as a member of an affiliated group by reason of its
stock ownership in a subsidiary if the subsidiary had not
begun business at any time on or before the close of the
taxable year and the subsidiary did not have gross income
for such period.

€)) The determination of when a corporation begins
business was based on all the facts and
circumstances of the particular case. Treas. Reg.
§ 1.1361-1(d)(3)(ii).

(b) Mere organizational activities — such as obtaining a
corporate charter or incorporating to reserve a
corporate name — were not sufficient. Id.

(c) However, a corporation was considered to have
begun business if its activities had advanced to the
extent necessary to establish the nature of its
business operations, such as acquiring operating
assets necessary for the intended operation. Id.

(d) The election terminated on the first day that the
subsidiary either begins business or realizes gross
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income under its method of accounting. Treas. Reg.
8§ 1.1361-1(d)(3)(iii).

For purposes of determining whether a corporation
remained a small business corporation, transitory
ownership of stock in a subsidiary (i.e., stock meeting the
Section 1504(a) tests) could be disregarded.

(@)

(b)

(©)

(d)

In Rev. Rul. 72-320, 1972-1 C.B. 270, the Service
ruled that momentary ownership of all of the stock
in another corporation acquired in connection with a
divisive reorganization under Section 368(a)(1)(D)
did not terminate the S election of the transferor
corporation. The ruling specifically notes that the S
corporation never contemplated more than
"momentary" control of the newly-formed spun-off
corporation.

In Rev. Rul. 73-496, 1973-2 C.B. 313, the Service
disregarded a 30-day period during which an S
corporation controlled a subsidiary prior to the
liquidation of the subsidiary under former Section
334(b)(2).

These rulings provided needed flexibility in
planning the acquisition or division of a business by
an S corporation. However, the Tax Court, in Haley
Bros. Construction Corp. v. Commissioner, 87 T.C.
498 (1986), strongly stated in dictum that the
Service's 30-day rule was inconsistent with the
statute. The Court expressly reserved its opinion on
whether "momentary” ownership would terminate
an S election.

The Service, relying on both Rev. Rul. 72-320 and
Rev. Rul. 73-496, has continued to issue rulings that
ignore transitory stock ownership. See, e.g., PLR
9414016; PLR 9321006; PLR 9320009; PLR
9319041; PLR 9319018; PLR 9319016; PLR
9319002; PLR 9318024; PLR 9312025; PLR
9312019; PLR 9311022; PLR 9306017; PLR
9303021; TAM 9245004.

Importantly, old Section 1361(b)(2)(A) (repealed by
section 1308 of the 1996 Small Business Act) only
prevented an S corporation from being a member of an
affiliated group. An S corporation could, however, be a
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member of a controlled group, so long as there was no
overlap with the affiliated group definition (i.e., brother-
sister corporations were not prevented from making an S
election).

Number of Shareholders

A small business corporation may not have more than 75 shareholders.
Section 1361(b)(1)(A) (as amended by section 1301 of the 1996 Small
Business Act). Prior to enactment of the 1996 Small Business Act, the
limit was 35 shareholders. The Subchapter S Revision Act of 1982, P.L.
97-354 (the "SSRA"), had increased the number of permitted shareholders
from 25 to 35 in order to correspond to the private placement exemption
contained in federal securities laws. S. Rep. No. 97-640, 97th Cong., 2d
Sess. 7 (1986).

a.

For purposes of determining the number of shareholders, a
husband and a wife (and their estates) are treated as one
shareholder. Section 1361(c)(1). See Treas. Reg. 8 1.1361-
1(e)(2). For purposes of allocating income (loss) items under
Section 1366, a husband and wife should be treated as separate
shareholders.

The beneficial owner of stock will generally be treated as the
shareholder. The shareholder will be the person who would have
to include in gross income the dividends distributed with respect to
the S corporation stock. Treas. Reg. 8 1.1361-1(e)(1).

Q) Thus, where stock is owned by joint tenants or tenants in
common, each tenant is considered a shareholder.

(i) However, stock owned by a partnership will be treated as
being owned by the partnership and not the partners.

The attribution rules do not apply. Rev. Rul. 59-187, 1959-1 C.B.
224,

A corporation may have more than 75 shareholders during the
year, so long as there are not more than 75 at any one time. See
Rev. Rul. 78-390, 1978-2 C.B. 220.

In Rev. Rul. 77-220, 1977-1 C.B. 263, the shareholders attempted
to avoid the numerical restrictions by forming three corporations,
each having the then maximum number of 10 shareholders. The
three corporations in turn formed a partnership to conduct a
business.
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The Service initially ruled that solely for purposes of
determining whether an S election could be made, the three
separate corporations would be treated as one corporation.
As a single corporation, an S election could not be made
because the number of shareholders in such corporation
exceeded the maximum number permitted.

Subsequently (albeit 14 years later), in Rev. Rul. 94-43,
1994-2 C.B. 198 (July 5, 1994), the Service reversed its
position in Rev. Rul. 77-220, and concluded that the S
election of the three separate corporations should be
respected notwithstanding that the principal purpose for the
formation of the separate corporations was to avoid the
shareholder limitation. The Service concluded that
administrative simplicity in the administration of the S
corporation’s tax affairs is not affected by the corporation’s
participation in a partnership with other S corporation
partners.

Prior to the official revocation of Rev. Rul. 77-220, the
Service was in effect limiting its applicability. For
example, where valid business reasons support use of a
partnership, the S election of corporate partners should be
respected. See PLR 9409027; PLR 9017057; PLR
8916057; PLR 8823027; PLR 8823023; PLR 8819040;
PLR 8804015; PLR 8711020; PLR 8536017; PLR
8527081. See also Keyes, “Using Partnerships to Avoid S
Corporation Restrictions,” Journal of Small Business
Taxation (Nov/Dec 1988) at p. 102.

4, Type of Shareholder

a.

In general

Under Section 1361(b)(1)(B), the stock of a small business
corporation can be held only by certain types of shareholders.

(i)

(i)

An individual (other than a nonresident alien individual) is
a permissible shareholder. Section 1361(b)(1)(B) and (C).

An estate of an individual is a permissible shareholder.
Section 1361(b)(1)(B).

@) However, if the administration of the estate is
unduly extended, the Service may argue that the
estate is in reality a testamentary trust. See Old
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Virginia Brick Co. v. Commissioner, 367 F.2d 276
(4™ Cir. 1966).

(b) An estate also includes an estate of an individual in
bankruptcy. See Section 1361(c)(3).

A trust all of which is treated as owned by an individual
who is a citizen or resident of the United States (i.e., a
grantor trust) is permissible. Sections 1361(c)(2)(A)(i) and
1361(c)(2)(B)(i); Treas. Reg. 8§ 1.1361-1(h)(1)(i).

Prior to the 1996 Small Business Act, a grantor trust which
continues in existence after the death of the deemed owner
is permissible but only for a period of 60 days (two years if
the entire corpus is included in the deemed owner’s gross
estate). Old Section 1361(c)(2)(A)(ii). Treas. Reg.

§ 1.1361-1(h)(1)(ii). Section 1303 of the 1996 Small
Business Act amended this provision to provide a two-year
period for all such grantor trusts. Section 1361(c)(2)(A)(ii).

Prior to the 1996 Small Business Act, a trust to which stock
is transferred pursuant to the terms of a will is permissible,
but only for a period of 60 days from date of transfer. Old
Section 1361(c)(2)(A)(iii); Treas. Reg. § 1.1361-
1(h)(1)(iv). Section 1303 of the 1996 Small Business Act
amended this provision to provide a two-year period.
Section 1361(c)(2)(A)(iii).

A trust created primarily to exercise the voting power of the
stock transferred to it (i.e., a voting trust) is permissible.
Section 1361(c)(2)(A)(iv); Treas. Reg. § 1.1361-1(h)(3)(V);
PLR 9410010.

A qualified subchapter S trust (a “QSST”) is permissible if
the beneficiary makes an election under Section 1361(d)(2)
to treat the trust as a grantor trust and to treat the
beneficiary of the trust as the owner of the S corporation
stock held in trust. Section 1361(d)(1); Treas. Reg.

8 1.1361-1(h)(1)(iii). For the definition of a QSST, see
Section 1361(d)(3). A trust can be treated as a QSST
notwithstanding that the beneficiary may be treated as the
owner of the trust. PLR 9420030.

@) A provision in a trust agreement that authorizes the
trustee to accumulate trust income in the event that
the trust does not hold any shares of an S
corporation does not preclude the trust’s
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qualification as a QSST. Rev. Rul. 92-20, 1992-1
C.B. 301.

Similarly, a provision in a trust agreement that
requires the trustee to distribute the income for the
period after the last distribution date and before the
date of the beneficiary’s death to either the estate or
to the successor beneficiary does not preclude the
trust’s qualification as a QSST. Rev. Rul. 92-64,
1992-2 C.B. 214.

However, a trust that qualifies as a charitable
remainder trust under Section 664 cannot qualify as
a QSST. Rev. Rul. 92-48, 1992-1 C.B. 301.

A trust that qualifies as an individual retirement account is
not a permitted shareholder under Section 1361. Rev. Rul.
92-73,1992-2 C.B. 224.

Section 1302 of the 1996 Small Business Act also allowed
an “electing small business trust” (an “ESBT”) to be a
shareholder.

(@)

To qualify, all beneficiaries of the trust must be
individuals, estates or charitable organizations
described in Section 170(c)(2)-(5) that are eligible
to be S corporation shareholders. Furthermore, the
charitable organizations can hold only contingent
interests and cannot be “potential current
beneficiaries” of the trust. In addition, no interest in
the trust may be acquired by purchase (i.e., acquired
with a cost basis determined under Section 1012).
Thus, interests in the trusts must be acquired by gift,
bequest, or other non-Section 1012 transactions.

)] Section 1316 of the 1996 Small Business
Act amended the above rule by providing
that charitable organizations described in
Section 170(c)(2)-(5) may hold an interest
other than a contingent interest in the ESBT
and may be “potential current beneficiaries.”
Section 1316 applies to tax years beginning
after December 31, 1997.

i) The Renewal Act of 2000 amended the
above rules by providing that permitted
beneficiaries of an ESBT include an
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ii)

organization described in Section 170(c)(1)
as long as it holds a contingent interest in
the ESBT and it does not meet the definition
of a “potential current beneficiary” of the
ESBT. This provision is effective for tax
years beginning after December 31, 1996.

Proposed regulations issued on December
29, 2000 clarify that an interest in the trust
will be treated as acquired by purchase if
any portion of a beneficiary’s basis in the
interest is determined under Section 1012.
Thus, an acquisition of an interest in the
trust treated as part-sale and part-gift will
terminate the trust’s status as an ESBT.
Prop. Treas. Reg. § 1.1361-1(m)(1)(iii).

The Service issued Notice 97-49, 1997-2 C.B. 304,
to provide guidance as to the definition of an ESBT
“beneficiary.” Notice 97-49 provides the following

rules:

i)

Distributee trusts: The term “beneficiary”
does not include a distributee trust (other
than a trust described in Section 170(c)(2)-
(3)), but does include persons who have a
beneficial interest in such a distributee trust.
For example, suppose an intended ESBT
provides for discretionary distributions of
income or principal to A for life, and upon
A’s death the division of the remainder into
separate trusts for the benefit of A’s
children. Under Notice 97-49, the
beneficiaries of the intended ESBT are A
and A’s children, and not the separate trusts
for the benefit of A’s children. Because all
the beneficiaries are individuals, the
intended ESBT qualifies as an ESBT. See
PLR 199930035.

Power of appointment: The term
“beneficiary” does not include a person in
whose favor a power of appointment could
be exercised. Such a person becomes a
beneficiary only when the power is
exercised in such person’s favor.
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ii)

Remote interests: The term “beneficiary”
does not include a person whose interest is
so remote as to be negligible (e.g., a State’s
contingent interest under its escheat laws).

The proposed regulations issued on
December 29, 2000 do not alter the above
definitions. However, the proposed
regulations provide that a person’s interest
in either the corpus or income of a trust is
negligible when the probability that such
person will ever receive a distribution from
the trust is less than 5 percent, taking into
consideration the interests of other entities
and other individuals living at that time. See
Prop. Treas. Reg. § 1.1361-1(m)(1)(ii).

(© A trust must elect to be treated as an ESBT.

i)

i)

The trustee of the ESBT must make the
ESBT election.

Under Notice 97-12, 1997-1 C.B. 385, the
Service provided interim guidance on how a
trust elects to be treated as an ESBT. Under
the Notice, the trustee must sign and file a
statement of election with the service center
in which the S corporation whose stock is
owned by the trust files its income tax
return. If a trust owned stock in several S
corporations, the above rule would require a
trustee to file a statement of election with
each service center handling the income tax
return for a particular S corporation whose
stock was held by the trust. Proposed
regulations issued on December 29, 2000
change this requirement. Under the
proposed regulations, the trustee must sign
and file the statement of election with the
service center where the trust files its
income tax return. Thus, only one ESBT
election need be made for a trust regardless
of the number of S corporations whose stock
is held by the ESBT. See Prop. Treas. Reg.
§ 1.1366-1(m)(2).
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ii)

Under the Notice and the proposed
regulations, the ESBT election generally
must be filed within the time requirements
prescribed in Treas. Reg. § 1.1366-
1(j)(6)(iii) for QSST elections. See Prop.
Treas. Reg. 8 1.1361-1(m)(2)(iii).

Under the proposed regulations and contrary
to the rules for QSSTs, a trustee cannot file a
protective ESBT election. A protective
ESBT election is an election made that will
be effective only if the trust does not qualify
as a permitted shareholder under any other
provision. The Treasury accords different
treatment to QSST and ESBT protective
elections because, unlike a protective QSST
election, a protective ESBT election could
result in a change in the incidence of
taxation from the owner of the trust to the
trust itself. See Prop. Treas. Reg. § 1.1361-

L(m)(2)(v).

Each potential current beneficiary of the trust is
counted as a shareholder for purposes of the 75-
shareholder limitation. Section 1361(c)(2)(B)(v). If
there are no such beneficiaries, the trust is treated as
the shareholder. Id.

i)

A potential current beneficiary generally
means, with respect to any period, any
person who during such period is entitled to,
or at the discretion of any person may
receive, a distribution from the principal or
income of the trust. Section 1361(e)(2).

If a trust disposes of all of the stock that it
holds in an S corporation, the term
“potential current beneficiary” does not
include any person who otherwise first
became a potential current beneficiary
during the 60-day period ending on the date
of such disposition. Thus, if on a certain
date a 76™ person otherwise becomes a
potential current beneficiary, the trust has 60
days to dispose of the S corporation stock
before the corporation’s S status terminates.
Id.
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ii)

Notice 97-49 provides the following
guidance as to the definition of a “potential
current beneficiary:” (i) If a distributee trust
of an intended ESBT becomes entitled to, or
at the discretion of any person may receive,
a distribution from principal or income of
the intended ESBT, then the S election will
terminate unless the distributee trust is itself
a trust eligible to be an S corporation
shareholder (e.g., an ESBT or a QSST); (ii)
If the distributee trust is such a trust, the
persons described in Section 1361(c)(2)(B)
are treated as shareholders of the corporation
for purposes of determining whether the
applicable shareholder restrictions are met;
and (iii) A person who is entitled to receive
a distribution only after a specified time or
upon the occurrence of a specified event
(such as the death of the holder of a power
of appointment) is not a “potential current
beneficiary” until such time or the
occurrence of such event.

Notice 97-49 further states that whether a
person to whom a distribution is or may be
made during a period pursuant to a power of
appointment is a potential current
beneficiary is “currently under study.”

Proposed regulations issued on December
29, 2000 reaffirm the above rules regarding
potential current beneficiaries and also
clarify issues left unanswered by prior
administrative guidance.

a) Under the proposed regulations, a
person to whom a distribution is or
may be made during a period
pursuant to a power of appointment
is a potential current beneficiary.
Thus, if any person has a general
lifetime power of appointment over
the trust, the corporation’s S election
will terminate because the number of
potential current beneficiaries will
approach infinity. See Prop. Treas.
Reg. § 1.1361-1(m)(4)(vi).
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b) The deemed owner of a grantor trust,
which is also an ESBT, is a potential
current beneficiary. See Prop. Treas.
Reg. 8 1.1361-1(m)(4)(ii).

C) The proposed regulations alter the
treatment of distributee trusts by
providing that a distributee trust does
not include a trust that has no assets
and no items of income, loss,
deduction, or credit (e.g., a trust
providing for another trust to be
funded at some future time). See
Prop. Treas. Reg. 8 1.1361-

1(m)(4)(iv).

d) A person is counted only once even
though that person may be treated as
a shareholder of the S corporation by
direct ownership and through one or
more eligible trusts in Section
1361(c)(2)(A). Also, a husband
directly owning stock and a wife
indirectly owning stock as a potential
current beneficiary of an ESBT are
treated as one shareholder. See Prop.
Treas. Reg. 8 1.1361-1(m)(4)(vii).

e) The right of a beneficiary to assign
the beneficiary’s interest to a third
party does not result in the third
party being a potential current
beneficiary until that interest is
actually assigned. See Prop. Treas.
Reg. § 1.1361-1(m)(4)(viii).

A potential current beneficiary is not necessarily a
beneficiary of the ESBT for purposes of meeting the
definition of an ESBT. For example, a person in
whose favor property could currently be appointed,
but to whom no such appointment has been made, is
a potential current beneficiary, but not a
beneficiary. See Preamble to Prop. Treas. Reg. §
1.1361-1(m), 65 Fed. Reg. 82963 (Dec. 29, 2000).

Under the proposed regulations issued on December
29, 2000, Treasury provided that grantor trusts may
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also elect to be treated as an ESBT because grantor
trusts are common family estate planning tools. See
Prop. Treas. Reg. § 1.1361-1(m)(1)(iv), -1(m)(9),

Ex.3.

Unlike the other trusts permitted to be shareholders
of an S corporation, an ESBT pays a trust level
income tax separate from its beneficiaries. Notice
97-49 and Section 641(c) provide rules for the
taxation of ESBTs. Proposed regulations issued on
December 29, 2000 significantly expand the rules
for the taxation of ESBTSs.

i)

Under Section 641(c), the portion of any
ESBT that consists of stock in one or more S
corporations is treated as a separate trust (S
portion”). The S portion of an ESBT is
taxed differently than the rest of the ESBT.
The differences are as follows:

a) Except for net capital gains, the
taxable income of the S portion is
subject to the highest rate of tax
applicable to trust income. Section
641(c)(2)(A).

i This provision may dissuade
shareholders from handling
their estate planning affairs
through ESBTSs.

ii. Pursuant to the 2001 Act, the
top trust income tax rate
gradually drops to 35% by
2006. However, the top rate
will jump back to 39.6% in
2011.

b) The exemption amount for the
alternative minimum tax is zero.

I This particular adjustment
may cause the S portion to
generate additional tax
liability, which may require
the ESBT to take a cash
distribution from the S
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d)

corporation in order to pay its
S portion tax liability.

ii. If any portion of the cash
distribution is treated as an
ordinary dividend, the
proposed regulations allocate
the income to the non-S
portion. As a result, the cash
distribution used to pay the
S-portion tax liability may
generate tax liability to the
non-S portion. See Prop.
Treas. Reg. 8 1.641(c)-
1(f)(2), -1(k) ex. 1.

The only items of income, loss,
deduction, or credit to be taken into
account by the S portion are the
following: (i) the pass through
items of the S corporation, (ii) any
gain or loss on the disposition of the
stock of the S corporation, and (iii)
to the extent provided in regulations,
state or local income taxes and
administrative expenses allocable to
the items in (i) or (ii). No other
deduction or credit is allowed.

I This particular adjustment
may also cause the tax
liability problem mentioned
above in b).

If the ESBT borrowed to purchase
the stock in the S corporation, the
interest paid by the trust is allocated
to the S portion, but it is not
deductible. Apparently, the interest
expense is not considered a
deductible administrative expense.
See Prop. Treas. Reg. § 1.641(c)-

1(d)(4)(ii).

I This particular adjustment
may also cause the tax
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liability problem mentioned
above in b).

ii. Comment: This provision of
the proposed regulations may
be inconsistent with the
statute. Because the interest
expense is not allocable to
any of the items in Section
641(c)(2)(C)(i) or (ii), the
interest expense should
continue to be deductible by
the non-S portion. Section
641(c)(2)(C)(iii) authorizes
Treasury regulations
regarding the deductibility of
interest expense only to the
extent the expense is
allocable to items in Section
641(c)(2)(i) or (ii).

e) Capital losses can only be offset
against capital gains.

f) No items taken into account for
purposes of the S portion may be
apportioned to any ESBT
beneficiary.

9) For purposes of determining the tax

from the non-S portion of the ESBT
and for purposes of determining the
treatment of distributions from an
ESBT, the items of income, loss,
deduction and credit taken into
account by the S portion of the
ESBT are disregarded.

Rev. Proc. 98-23, 1998-1 C.B. 662, provides special
procedures for the conversion of a QSST to an
ESBT and an ESBT to a QSST. Proposed
regulations issued on December 29, 2000 partially
modify these procedures. See Prop. Treas. Reg. §
1.1361-1(j)(12), -1(m)(7).

The proposed regulations provide that generally a
trustee must seek the consent of the Commissioner
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to revoke its ESBT election by obtaining a private
letter ruling. See Prop. Treas. Reg. § 1.1361-

1(m)(6).

() The proposed regulations further provide that an
ESBT election terminates when either of the
following occur: (i) The trust ceases to meet the
definition of an ESBT; or (ii) The trust disposes of
all S corporation stock unless the trust uses the
installment sale method to report gain. See Prop.
Treas. Reg. § 1.1361-1(m)(5).

(x)  Asdiscussed above, section 1308 of the 1996 Small
Business Act provides that an S corporation may own 100
percent of the stock of another S corporation if the parent S
corporation (the “S parent”) elects to treat the subsidiary S
corporation as a “qualified subchapter S subsidiary” (a
“QSub”).

@) Under the election, the QSub is not treated as a
separate corporation, and all of the subsidiary’s
assets, liabilities, and items of income, deduction,
and credit are treated as the assets, liabilities, and
items of income, deduction, and credit of the S
parent. Section 1361(b)(3)(A).

(b) TRA ’97 authorized the Service to issue regulations
under which a QSub may be treated as a separate
corporation (e.g., in the case of a QSub that is a
bank).

(c) TRA °97 also authorized the Service to issue
regulations relating to certain consolidated return
issues that may arise in connection with a QSub.

(d) As discussed above, final QSub regulations were
issued by the Service on January 20, 2000. These
regulations are discussed in detail in PART ONE:
Section V.A.6.

b. Transitory ownership by ineligible shareholders
Q) It is unclear whether momentary ownership of stock by an

ineligible shareholder will disqualify the corporation as a
small business corporation. Compare Rev. Rul. 80-1609,
1980-1 C.B. 188; Rev. Rul. 77-155, 1977-1 C.B. 264; Rev.
Rul. 69-168, 1969-1 C.B. 24; Rev. Rul. 59-235, 1959-2
C.B. 192.
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The Service has ruled privately on numerous occasions that
transitory ownership of S corporation stock by a
corporation will not result in the termination of the S
election. See, e.g., G.C.M. 39768 (Dec. 1, 1988) (stating
that “an S corporation that momentarily has a corporate
shareholder in the course of a reorganization is not
disqualified from being an S corporation under Section
1361(b)(1)(B)”); PLR 9414016; 9405014; 9404014,
9403031; 9402029; 9350039; 9344034, 9344022; 9338038.

One of the recommendations contained in the ABA Task
Force Report is that G.C.M. 39768 should be issued as a
published ruling. Task Force Report at 468.

Incorporating a partnership

(i)

(i)

In general, the incorporation of a partnership may occur in
three ways. See Rev. Rul. 84-111, 1984-2 C.B. 88,
revoking Rev. Rul. 70-239, 1970-1 C.B. 74.

@) The partnership can transfer its assets to the
corporation in exchange for stock, followed by a
termination of the partnership.

(b) The partnership can terminate by distributing its
assets to the partners, who then contribute assets to
the corporation in exchange for its stock.

(c) The partners can transfer their partnership interests
to the corporation in exchange for its stock.

If the incorporation proceeds under the first alternative, the
S election technically could not be effective immediately
because the corporation had an ineligible shareholder (the
partnership) during a portion of its initial taxable year — an
election would be effective for the next succeeding year.
The Service, however, may disregard the transitory
ownership of an ineligible shareholder.

5. Only One Class of Stock

a.

A small business corporation cannot have more than one class of
stock. Section 1361(b)(1)(D).

On October 5, 1990, the Service issued proposed regulations

pertaining to the single class of stock requirement. In response to

the numerous comments and concerns raised by practitioners and
taxpayers concerning the regulations, on August 8, 1991, the
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Service issued new proposed regulations (PS-4-73) (the “proposed
regulations”). The Service adopted the proposed regulations as
final regulations, with certain revisions, in T.D. 8419 on May 28,
1992 (the “final regulations”). The final regulations are analyzed
below.

The final requlations — more than one class of stock

A corporation is treated as having only one class of stock if all
outstanding shares of stock of the corporation confer identical
rights to distribution and liquidation proceeds. Treas. Reg.

8 1.1361-1(1)(1). Differences in voting rights among shares of
stock are disregarded in determining if a corporation has more than
one class of stock.

Q) Thus, an S corporation may have voting and nonvoting
common stock without violating the single class of stock
requirement. See PLR 9323033.

(i) Acclass of stock that votes only on certain issues or in
accordance with an irrevocable proxy agreement is not a
second class of stock.

(iii)  Similarly, shares that differ with respect to the right to elect
members of the Board of Directors do not give rise to a
second class of stock.

(iv)  Identical rights with respect to distribution and liquidation
proceeds

@) The determination of whether shares of stock confer
identical rights with respect to distribution and
liquidation proceeds is made based on an analysis of
the rights conferred to the shareholders by the
“governing provisions.” Treas. Reg. 8 1.1361-
1()(2)(i). The term “governing provisions” refers
to the terms and provisions set forth in the
following items:

)] corporate charter;
i) articles of incorporation;
iii) bylaws;

iv) applicable state law; and
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V) any other binding agreement that relates to
distribution and liquidation proceeds.

Thus, commercial contractual agreements, such as
leases, employment contracts, or loan agreements,
will not give rise to a second class of stock unless a
principal purpose of the agreement is to circumvent
the single class of stock requirement. Id. Seee.q.,
PLR 9318007 (split-dollar life insurance agreement
does not create a second class of stock); PLR
9309046 (same); PLR 9248019 (same).

In PLR 199918050, a C corporation acquired an S
corporation in a reverse subsidiary cash merger. In
the transaction, a subsidiary of the C corporation
merged into the S corporation, and the S
corporation shareholders received cash from the C
corporation rather than stock. The parties intended
to make a section 338(h)(10) election. The
agreement provided that the C corporation would
make a payment to each S corporation shareholder
to compensate them for any increased liability for
federal and state income taxes resulting from that
election (i.e., a gross-up payment). The amounts of
these gross-up payments varied on a per-share basis
among the shareholders. The Service concluded
that solely for purposes of the single class of stock
requirement of section 1361(b)(1)(D), the
transaction was treated as a sale of stock by the S
corporation shareholders to the C corporation, and
not as a sale of assets followed by a liquidation of
the S corporation. (If treated as an asset sale and a
liquidation, the shareholders could have been
deemed to receive unequal amounts per share due to
the differing per share gross-up payments).
Accordingly, the Service concluded that the unequal
gross-up payments did not cause the S corporation
to have a second class of stock. See PLR
199918050.

Although a corporation is not treated as having
more than one class of stock as long as the
governing provisions provide for identical
distribution and liquidation rights, any distribution
(including actual, constructive or deemed
distributions) that differs in timing or amount is “to
be given appropriate tax effect in accordance with



(€)

-56 -

the facts and circumstances.” Treas. Reg. § 1.1361-

1(N(2)().
Exceptions

In certain limited situations, differences in
distribution and liquidation rights created by the
governing provisions are nonetheless disregarded in
determining if a corporation has more than a single
class of stock. These exceptions are discussed
below.

)] State law requirements for payment and
withholding of income tax

a) State laws that require a corporation
to pay or withhold state income taxes
on behalf of some or all of its
shareholders are disregarded in
determining if a corporation has
more than a single class of stock,
provided that, when the constructive
distributions resulting from the
payment or withholding of taxes by
the corporation are taken into
account, the outstanding shares
confer identical rights to distribution
and liquidation proceeds. Treas.
Reg. 8 1.1361-1(1)(2)(ii).

b) A difference in timing between the
constructive distributions and the
actual distributions to the other
shareholders does not cause the
corporation to be treated as having
more than one class of stock. Id.

C) Thus, if the governing provisions
provide for the right to equal
distributions after taking into account
the income tax payments made on
behalf of the nonresident
shareholders, the corporation’s
shares of stock will be treated as
conferring identical rights to
distribution proceeds. Treas. Reg.

8 1.1361-1(1)(2)(v), ex. 7.
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i) Buy-sell and redemption agreements

a)

b)

d)

Buy-sell agreements to redeem or
purchase stock at the time of death,
divorce, disability, or termination of
employment are disregarded in
determining whether a corporation’s
shares of stock confer identical
rights. Treas. Reg. § 1.1361-

1(H)(ii)(B).

In addition, buy-sell agreements
among shareholders, agreements
restricting the transferability of stock
and redemption agreements also are
disregarded unless (i) a principal
purpose of the agreement is to
circumvent the one class of stock
requirement, and (ii) the agreement
establishes a purchase price that, at
the time the agreement is entered
into, is significantly in excess of or
below the fair market value of the
stock. Treas. Reg. 8§ 1.1361-
1(N(2)(iii)(A). See PLR 9404020;
PLR 9308006.

Agreements that provide for the
purchase or redemption of stock at
book value or at a price between fair
market value and book value are not
considered to establish a price that is
significantly in excess of or below
the fair market value of the stock.

Id.

A good faith determination of fair
market value will be respected unless
it can be shown that the value was
substantially in error or the
determination of the value was not
performed with reasonable diligence.
Id.

A determination of book value will
be respected if the book value is (i)
determined in accordance with
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GAARP or (ii) used for any substantial
nontax purpose. Treas. Reg.
8 1.1361-1(1)(2)(iii)(c).

iii) Varying interests

A corporation’s shares of stock will be
treated as conferring identical rights with
respect to distribution and liquidation
proceeds notwithstanding that the governing
provisions provide that, as a result of a
change in stock ownership, distributions in
one taxable year are to be made on the basis
of the shareholders’ varying interests in the
S corporation’s income in the immediately
preceding taxable year. Treas. Reg.

8 1.1361-1(1)(2)(iv).

Stock taken into account

In general, all outstanding shares of stock of a corporation
are taken into account in determining whether the
corporation’s shares of stock confer identical rights to
distribution and liquidation proceeds. Treas. Reg.

8§ 1.1361-1(1)(3). Exceptions are provided for restricted
stock, deferred compensation plans, and debt that meets the
straight debt safe harbor of Section 1361(c)(5). These
exceptions are discussed below.

@) Restricted stock

For purposes of subchapter S, stock that is issued in
connection with the performance of services and
that is substantially nonvested (within the meaning
of Treas. Reg. § 1.83-3(b)) is not treated as
outstanding stock of the corporation. Treas. Reg.

§ 1.1361-1(b)(3).

1) Accordingly, the holder of such stock is not
treated as a shareholder merely because he
or she holds such stock. Further, such stock
is not considered in determining if the
corporation has a second class of stock. Id.

i) However, if the holder makes an election
under Section 83(b), the stock is treated as
outstanding stock of the corporation, and the
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holder is treated as a shareholder. Such
stock will be viewed as a second class of
stock if it does not confer identical rights as
to distributions and liquidation proceeds. Id.

Deferred compensation plans

i)

An instrument, obligation, or arrangement is
not treated as outstanding stock if it does not
convey the right to vote, is an unfunded and
unsecured promise to pay money or property
in the future; is issued to an individual who
is an employee in connection with the
performance of services for the corporation
or to an individual who is an independent
contractor in connection with the
performance of services for the corporation;
and is issued pursuant to a plan with respect
to which the employee or independent
contractor is not taxed currently on income.
Treas. Reg. 8 1.1361-1(b)(4). Seee.qg., PLR
9406017; PLR 9317021; PLR 9317009;
PLR 9247013.

A deferred compensation plan that has a
current payment feature is not treated as
outstanding stock. 1d.

Straight debt

An instrument or obligation that satisfies the
definition of straight debt contained in the final
regulations is not treated as outstanding stock. The
definition of straight debt is discussed in Section
[1.LA.5.e., below.

Special effective date provisions

i)

The provisions in the final regulations
pertaining to restricted stock, deferred
compensation plans and straight debt
generally apply to taxable years of a
corporation beginning on or after May 28,
1992. Treas. Reg. § 1.1361-1(b)(6).

However, a corporation and its shareholders
may apply these rules to prior taxable years.
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In addition, substantially nonvested stock
issued on or before May 28, 1992, that has
been treated as outstanding by the
corporation is treated as outstanding for
subchapter S purposes, and the fact that it is
substantially nonvested and no Section 83(b)
election has been made with respect to it
will not cause the stock to be treated as a
second class of stock. Id.

d. Other instruments treated as a second class of stock

Q) Debt instruments, obligations and other similar

arrangements

(@)

(b)

In general

Instruments, obligations, and other similar
arrangements (collectively referred to as “debt
arrangements”) issued by an S corporation are not
treated as a second class of stock unless the debt
arrangement

)] constitutes equity or otherwise results in the
holder being treated as the owner of stock
under general tax principles, and

i) a principal purpose of issuing or entering
into the debt arrangement is to circumvent
the rights to distribution or liquidation
proceeds conferred by the outstanding
shares of stock or to circumvent the
limitation on eligible shareholders of an S
corporation. Treas. Reg. § 1.1361-
1(N(4)(ii)(A). See PLR 9308006 (S
corporation’s note did not create a second
class of stock since it represented that it did
not intend to circumvent the single class of
stock rules).

Exceptions

Some debt arrangements can never create a second
class of stock, notwithstanding the general rule.
Treas. Reg. 8 1.1361-1(1)(4)(i). These exceptions
are discussed below.
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Short-term unwritten advances

a)

b)

Unwritten shareholder advances will
not create a second class of stock if
such advances (1) do not exceed
$10,000 in the aggregate at any time,
(2) are treated as debt by the parties,
and (3) are expected to be repaid
within a reasonable time. Treas.
Reg. 8 1.1361-1(1)(4)(ii)(B)(1).

Unwritten shareholder advances that
qualify under the safe harbor will not
be treated as a second class of stock
even if the advances are considered
equity for Federal income tax
purposes. 1d.

Moreover, unwritten shareholder
advances that fail to qualify for the
safe harbor will result in a second
class of stock only if such advances
would be considered a second class
of stock under the general rules
applicable to debt arrangements. Id.

Proportionately-held obligations

a)

b)

Debt arrangements that are owned
solely by the shareholders of an S
corporation in the same proportion as
their respective percentage stock
ownership interest will not create a
second class of stock, regardless of
whether the debt arrangements are
considered equity for Federal income
tax purposes. Treas. Reg. 8§ 1.1361-

1()(A)()(B)(2).

Obligations owned by the sole
shareholder of a corporation are
always held proportionately to the
corporation’s outstanding stock. 1d.

As with unwritten shareholder
advances, shareholder obligations
that fail to qualify for the safe harbor
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will result in a second class of stock
only if such obligations would be
considered a second class of stock
under the general rules applicable to
debt arrangements. 1d.

(i) Call options, warrants or other similar instruments

@) In general

i)

i)

A call option, warrant, or similar instrument
(collectively referred to as a “call option™)
issued by an S corporation will not be
treated as a second class of stock unless the
call option,

a) after taking into account all the facts
and circumstances, is substantially
certain to be exercised and

b) has a strike price substantially below
the fair market value of the
underlying stock. Treas. Reg.

8 1.1361-1(1)(4)(iii)(A).

The determination of whether a call option
has a strike price substantially below the fair
market value of the underlying stock is
made: (1) at the time of issuance, (2) on the
date of a transfer by an eligible shareholder
to a person who is not an eligible
shareholder of an S corporation, and (3) at
the time of a material modification of the
terms of the call option by the corporation.
Id.

If an option is issued in connection with a
loan and the time period in which the option
can be exercised is extended in connection
with a modification of the terms of the loan,
the extension of time is not considered a
material modification. Id.

A call option does not have a strike price
substantially below fair market value if the
price at the time of exercise cannot, pursuant
to the terms of the instrument, be
substantially below the fair market value of
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the underlying stock at the time of exercise.
Id.

(b) Exceptions

i)

Options issued to lenders

A call option is not treated as a second class
of stock if it is issued to a person that is
actively and regularly engaged in the
business of lending and is issued in
connection with a loan to the corporation
that is commercially reasonable. Treas.
Reg. 8 1.1361-1(1)(4)(iii)(B)(1).

Options issued to employees

A call option that is issued to an individual
who is either an employee or an independent
contractor in connection with the
performance of services is not treated as a
second class of stock if the call option

a) is nontransferable within the
meaning of Treas. Reg. § 1.83-3(d),
and

b) does not have a readily ascertainable
fair market value (as defined in
Treas. Reg. 8 1.83-7(b)) at the time
the option is issued. Treas. Reg.
§ 1.1361-1(1)(4)(iii)(B)(2).

(© Safe harbor relief

i)

A call option that conveys the right to
acquire stock of the corporation at a
specified strike price will not be treated as a
second class of stock if the strike price of
the call option is at least 90 percent of the
fair market value of the stock with respect to
which the call option may be exercised.
Treas. Reg. 8 1.1361-1(1)(4)(iii)(C).

For this purpose, the test must be met at the
time the option is issued, materially
modified, or transferred by a person who is
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an eligible shareholder to a person who is
not an eligible shareholder. 1d.

iii) For purposes of the safe harbor, a good faith
determination of fair market value will be
respected unless the value was substantially
in error or the determination of the value
was not performed with reasonable
diligence. Id.

iv) A call option that fails to meet the safe
harbor will not necessarily be treated as a
second class of stock. Id.

Convertible debt

A convertible debt instrument is considered a second class
of stock if it would be treated as a second class under

@ the general rules applicable to debt arrangements, or

(b) the general rules applicable to call options. Treas.
Reg. § 1.1361-1(1)(4)(iv).

The straight debt safe harbor rules

The final regulations adopt the statutory safe harbor definition of
“straight debt” in determining if debt is to be treated as a second
class of stock.

(i)

In general

Any debt that is treated as “straight debt” will not be
treated as a second class of stock. See PLR 9342019; PLR
9308006. Under Section 1361(c)(5) (prior to its
amendment by section 1304 of the 1996 Small Business
Act) and the final regulations, the term “straight debt”
meant a written unconditional obligation to pay a sum
certain on demand, or on a specified due date, which

@) does not provide for an interest rate or payment
dates that are contingent on profits, the borrower’s
discretion, the payment of dividends with respect to
common stock, or similar factors,

(b) is not convertible (directly or indirectly) into stock
or any other equity interest of the S corporation, and
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(c) is held by an individual (other than a nonresident
alien), an estate, or a trust described in Section
1361(c)(2).

The 1996 Small Business Act

Section 1304 of the 1996 Small Business Act expanded the
definition of “straight debt” in Section 1361(c)(5) of the
Code to include otherwise-qualifying debt held by
creditors, other than individuals, that are actively and
regularly engaged in the business of lending money.

Subordination

The fact that an obligation is subordinated to other debt of
the corporation does not prevent the obligation from
qualifying as straight debt. Treas. Reg. § 1.1361-1(1)(5)(ii).

Modification

An obligation that originally qualified as straight debt
ceases to so qualify if the obligation is

@ materially modified so that it no longer satisfies the
definition of straight debt, or

(b) transferred to a third party who is not an eligible
shareholder of an S corporation. Treas. Reg.
8 1.1361-1(1)(5)(iii).

Treatment of straight debt for other purposes

@ An S corporation obligation that satisfies the
straight debt safe harbor is not treated as a second
class of stock. As a result, the obligation is treated
as debt and is subject to the applicable rules
governing indebtedness for all other tax purposes.
Treas. Reg. 8 1.1361-1(1)(5)(iv).

(b) Accordingly, interest paid or accrued with respect to
a straight debt obligation is generally treated as
interest and does not constitute a distribution to
which Section 1368 applies. Id.

(© However, if a straight debt obligation bears an
interest rate that is unreasonably high, an
appropriate portion of the interest may be
recharacterized and treated as a payment that is not
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interest. Such a recharacterization does not result in
a second class of stock. 1d.

Treatment of C corporation “debt”

(@)

(b)

If a C corporation has an outstanding obligation that
satisfies the definition of straight debt, but which is
considered equity under general tax principles, then
the obligation will not be treated as a second class
of stock if the C corporation converts to S status.
Treas. Reg. 8 1.1361-1(1)(5)(v).

In addition, the conversion from C corporation
status to S corporation status will not be treated as
an exchange of debt for stock with respect to such
an instrument. 1d.

f. Miscellaneous provisions

(i)

(i)

Inadvertent terminations

(@)

(b)

An S corporation that is treated as having more than
one class of stock loses its S election status on the
date the corporation is treated as having more than
one class of stock.

In such cases, the S corporation may apply for
inadvertent termination relief pursuant to Section
1362(f). Treas. Reg. § 1.1361-1(1)(6). If granted,
the S corporation status will be restored retroactive
to the date the S election was terminated.

Effective dates

(@)

(b)

The final regulations generally apply to taxable
years of a corporation beginning on or after May 28,
1992. Treas. Reg. § 1.1361-1(1)(7).

However, the rules applicable to buy/sell
agreements, redemption agreements, agreements
restricting the transferability of stock, debt
arrangements and call options do not apply to
agreements, arrangements and options that were
issued or entered into on or before May 28, 1992.
Id.

Permitted Taxable Years
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An S corporation’s taxable year must be a “permitted year.” Section
1378(a). Further, no election can be made for any taxable year unless
such year is a permitted year. Temp. Treas. Reg. 8§ 18.1378-1(a). A
permitted year is either a calendar year or any other year for which the
corporation establishes a “business purpose” to the satisfaction of the
Secretary. Section 1378(b); Temp. Treas. Reg. § 18.1378-1(a).

a.

Reqgulations

Temporary regulations under Section 1378 were published on
January 26, 1983. T.D. 7872, 48 Fed. Reg. 3590 (1983).

(i)

(i)

(iii)

(iv)

(v)

Under these regulations, an S corporation could
automatically change to a calendar year to comply with the
permitted year requirement if all of its principal
shareholders are calendar year taxpayers (or if they
concurrently change to a calendar year). Temp. Treas. Reg.
8§ 18.1378-1(b)(1). A principal shareholder is one holding
5 percent of the issued and outstanding stock of the
corporation. Id.

If a new corporation makes an S election (i.e., a corporation
that has not yet adopted a taxable year), the filing of the
election will constitute the adoption of a calendar year. 1d.

If a fiscal year corporation qualifies for the automatic
change to a calendar year, the mere filing of the election
will constitute a change to the calendar year for the first
year for which the election is effective, unless the
corporation makes a request in the election to retain or
adopt a fiscal year. Temp. Treas. Reg. 8 18.1378-1(b)(2)(i)
and (ii).

If an S corporation makes a request to retain or adopt a
fiscal year in its S election, the S election will be effective
if approval as to the chosen fiscal year is given. Temp.
Treas. Reg. 8 18.1378-1(b)(2)(ii). If the request is denied,
the election will be ineffective unless a specific request is
made in the alternative that the corporation be placed
automatically on the calendar year (or the Service provides
such result by waiver).

A fiscal year C corporation filing an S election after

October 19, 1982, that does not qualify for an automatic
change to a calendar year must first secure and obtain a
determination that it has a permitted year. Temp. Treas.
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Reg. 8 18.1378-1(d). Until such time, an S election will
not be effective.

These regulations also contain procedures for the adoption,
retention and change of accounting periods by corporations
in existence on January 1, 1982 who make an election after
October 19, 1982.

The Service announced that it is suspending application of
those provisions within Temp. Treas. Reg. § 18.1378-1 that
permit a taxpayer to change its year without permission or
to utilize an expedited process. See Ann. 86-101, 1986-41
I.R.B. 14, as modified by Ann. 86-113, 1986-47 |.R.B. 46.

Prior administrative quidelines

The Service issued Rev. Proc. 83-25, 1983-1 C.B. 689, which
described specific circumstances where a fiscal year would be a
permitted year under old Section 1378 (i.e., prior to its amendment
by TRA ’86). Three general possibilities were set forth therein.

(i)

(i)

(iii)

The permitted year requirement would be satisfied if the
chosen fiscal year conformed to the same taxable year as
that of shareholders who held more than 50 percent of the
shares of stock in the S corporation (as of the first day of
the requested year). Rev. Proc. 83-25 (§ 4.02), supra.
Shareholders could concurrently change their year to match
the corporation’s year only with the Service’s consent.

The permitted year requirement was satisfied if
shareholders holding more than 50 percent of the shares of
stock in the S corporation used (or were concurrently
changing to) a tax year which did not result in more than
three months’ deferral of income. Rev. Proc. 83-25

(8 4.03), supra. In other words, if the required percentage
of stock was held by calendar year taxpayers, the permitted
fiscal years would be September 30, October 31 or
November 30.

The permitted year requirement was satisfied if the fiscal
year chosen corresponded to the S corporation’s “natural
business year.” A selected fiscal year was deemed to be a
natural business year if for the three final periods preceding
the S election, 25 percent of the S corporation’s gross
receipts are recognized in the final two months of the 12-
month period selected. Rev. Proc. 83-25 (§ 4.04), supra.
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Effect of 1986 Act

Following the 1986 Act, the deferral of income does not constitute
a business purpose. Section 1378(b) (as amended by P.L. 99-514,
section 806(b)(2)). Thus, the Act essentially invalidates section
4.03 of Rev. Proc. 83-25, supra.

(i)

(i)

(iii)

(iv)

(v)

However, the 1986 Act legislative history indicates that the
25-percent gross receipts test may still be used to establish
a business purpose for a fiscal year. H.R. Rep. No. 99-841,
99™ Cong., 2d Sess. 11-319 (1986) (the “conference
report”).

The conference report also states that other tests may be
prescribed by the Service, except that the following reasons
will not be sufficient to establish a business purpose for a
fiscal year:

@ use of the fiscal year for regulatory or financial
accounting purposes;

(b) hiring patterns of particular businesses (e.qg., the
hiring of staff occurs at certain peak times during
the year);

(c) use of a fiscal year for administrative purposes such
as the effective date for the admission or retirement
of new shareholders, etc.; and

(d) the fact that a particular business involves the use of
price lists, model years or other items that change
on an annual basis.

The conference report also indicates that regulations should
be issued to prevent tax avoidance through use of a 52-53
week taxable year. The Service has already responded.
See Treas. Reg. 88 1.441-2T(e) and -3T.

The changes are effective for taxable years beginning after
December 31, 1986. P.L. 99-514, section 806(e)(1).

Certain provisions were added to alleviate the bunching of
income that may occur because of a shift to a calendar year.
See P.L. 99-514, section 806(e)(2); Treas. Reg. § 18.1366-
5.

Current administrative quidance
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The Service issued Rev. Proc. 87-32, 1987-2 C.B. 396,
which provides guidance to S corporations and
corporations electing to be an S corporation that desire to
adopt, retain or change its tax year. Rev. Proc. 87-32
modifies Rev. Proc. 83-25 consistent with TRA ’86 and
supersedes Rev. Proc. 83-25 to the extent of any
modification. (Rev. Proc. 87-32 has been modified by
Temp. Treas. Reg. 8§ 301.9100-1T to -3T as of June 27,
1996; the modification relates to applications for relief
under Section 9100 for requests to change an accounting
period.) Rev. Proc. 87-32 provides the following:

@ Expeditious approval provisions for any
partnership, S corporation, corporation electing to
be an S corporation, or personal service corporation
that desires to retain a tax year that coincides with
its natural business year.

(b) Expeditious approval provisions for any
partnership, S corporation, corporation electing to
be an S corporation, or personal service corporation
that desires to change to a tax year that coincides
with its natural business year, and such tax year
results in less deferral of income to the owners than
its present tax year.

)] The Service released Notice 2001-35, 2001-
23 1.R.B. 1, on May 11, 2001. This Notice
proposes a revenue procedure that would
expand the circumstances under which the
Service would grant automatic approval for
an adoption, change, or retention of an
annual accounting period. This Notice also
proposes to provide audit protection to
taxpayers adopting, changing, or retaining
an annual accounting period pursuant to the
proposed revenue procedure.

i) Notice 2001-35 proposes to relax the current
rule by allowing any partnership, S
corporation, corporation electing to be an S
corporation, or personal service corporation
to change to a tax year that coincides with
its natural business year regardless of
whether such year results in more deferral of
income than its present tax year.
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(c) Expeditious approval provisions for any S
corporation or corporation electing to be an S
corporation that desires to adopt, retain, or change
to a tax year of a majority of its shareholders
(ownership tax year).

i) Notice 2001-35 also proposes to disregard
certain tax-exempt entities for purposes of
determining the ownership tax year.

(d) Special notification provisions for any partnership,
S corporation, corporation electing to be an S
corporation, or personal service corporation that
intends to adopt, retain or change its tax year as
required by the 1986 Act.

(e Special notification provisions for any partnership
or S corporation that desires to retain a
grandfathered fiscal year.

()] Instructions for any partnership, S corporation,
corporation electing to be an S corporation, or
personal service corporation that desires to adopt,
retain, or change its tax year but can do so only by
establishing a business purpose that does not qualify
for either the expeditious approval provisions or the
special notification provisions.

)] The Service released Notice 2001-34, 2001-
23 1.R.B. 1, on May 11, 2001. This Notice
proposes a revenue procedure that would
provide the procedures under Section 442 to
establish a business purpose and request
approval to adopt, change, or retain an
annual accounting period. However, Notice
2001-34 does not expand the circumstances
in which a partnership, S corporation,
corporation electing to be an S corporation,
or personal service corporation may use a
fiscal year.
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In Rev. Rul. 87-57, 1987-2 C.B. 117, the Service described
eight situations and applied the provisions of Rev. Proc. 87-
32 to determine if the taxpayer established a business

purpose for adopting, retaining or changing its taxable year.

Additional changes

As set forth in the discussion above, an S corporation generally is
required to conform its taxable year to that of its owners for
taxable years beginning after December 31, 1986, although an
exception is provided for S corporations that can establish a
business purpose for a different year. However, in response to
public outcry regarding these TRA ’86 changes, section 10206 of
OBRA 87 added to the Code Section 444, which allows an S
corporation to elect to have a taxable year other than the required
taxable year.

(i)

(i)

(iii)

Section 444 provides that an S corporation that is otherwise
required to change to a calendar year can elect to retain the
tax year it used for its last year beginning in 1986. Section
444(b)(3).

Also, an S corporation may adopt or change to a fiscal year,
but only if the deferral period with respect to the new year
generally is no longer than three months as compared to the
otherwise required year. Sections 444(b)(1) and (4).

@ For example, if a taxable year of December 31 is
otherwise required under Section 1378, a fiscal year
ending September 30 may be elected under Section
444. The deferral period of the elected taxable year
is the maximum three months.

(b) However, where the S corporation is changing its
taxable year, a further limitation applies. Under
Section 444(b)(2), a Section 444 elect