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S Corp's Distribution of QSub's Shares Will Terminate QSub Election

An S corp's plan to separate business lines by distributing all of its wholly-owned subsidiary's stock to shareholders pro rata, will terminate the QSub election, the IRS ruled.

D, a State X corporation, is treated as an S corporation for federal income tax purposes and is engaged directly in Business 1. D has aa shares of outstanding Class A voting common stock owned by six shareholders and bb shares of outstanding Class B non-voting common stock owned by 48 shareholders (together, the "Shareholders"). Other than the right to vote, Classes A and B confer identical rights to distribution and liquidation proceeds.

D owns all the stock of C, a corporation that has aa shares of Class A voting common stock and bb shares of Class B nonvoting stock. Other than the right to vote, Classes A and B confer identical rights to distribution and liquidation proceeds. C is a qualified subchapter S subsidiary (QSub). C is engaged in Business 2.

Business 1 and Business 2 each has had gross receipts and operating expenses representing the active conduct of a trade or business for each of the last five years.  In order to protect Business 1 from the risk of Business 2, and also to allow the two businesses to set up a management structure that is best suited for each business, D will distribute all the stock of C to D's shareholders pro rata. Each of D's Class A voting shareholders will receive an equal number of Class A voting stock in C, and each of D's Class B nonvoting shareholders will receive an equal number of Class B nonvoting stock in C (the Distribution).

The IRS ruled that the Distribution will cause a termination of C's QSub election, because C will cease to be a wholly-owned subsidiary of an S corporation. The IRS stated that the Distribution will be treated as if C is a new corp acquiring all the assets (and assuming all of its liabilities) in a deemed contribution (the Contribution) from D occurring immediately before the Distribution, and D will be deemed to receive the Class A and Class B stock of C in exchange for the Contribution.

PLR 200845026.

S Corp's Distribution of QSub's Shares Will Terminate QSub Election

An S corp's plan to separate business lines by distributing its QSub's shares in exchange for shares of the S corp held by certain individual and trust shareholders, will terminate the QSub election, the IRS ruled.

D is a State X corporation that was incorporated on Date 1. D made a subchapter S elect-ion on Date 2. D is engaged in Business 1, Business 2 and Business 3. Business 1 and 
Business 2 have had gross receipts and operating expenses representative of the active conduct of a trade or business for each of the past five years. Some of the Business 2 assets and liabilities are in LLC 1, which is wholly owned by D and which is a disre-garded entity.

D has three classes of common stock: (1) Class A voting stock; (2) Class B nonvoting stock; and (3) Class C voting stock. Shareholder 1 and Shareholder 2, together with family trusts, own all the issued and outstanding D Class A stock. A Trust, B Trust, C Trust, D Trust, E Trust, F Trust, G Trust, and H Trust (Beneficiary 1 Trusts) and I Trust, J Trust, K Trust, L Trust, M Trust, and N Trust (Beneficiary 2 Trusts) own respectively bb% and cc% of the issued and outstanding shares of D Class A stock.

On Date 3, D issued to Beneficiary 1 non-statutory stock options in exchange for ser-vices. The options entitle Beneficiary 1 to acquire dd shares of D Class A stock. The options were not issued pursuant to an incentive stock option plan that was approved by the shareholders of D. The options are not actively traded on an established market. The grant of the options is subject to the D Stock Option Agreement. The agreement provides that the options will not be transferable by Beneficiary 1 except by will or the laws of descent and distribution and will be exercisable during Beneficiary 1's lifetime only by Beneficiary 1.

D incorporated C in State X on Date 4 to effectuate the proposed transaction. C has two classes of authorized and outstanding stock: Class A voting common stock and Class B nonvoting preferred stock. C is wholly owned by D. D filed Form 8869 making the quali-fied subchapter S election to treat C as D's qualified subchapter S subsidiary (QSub), ef-fective as of the incorporation date.

Each non-statutory stock option held by Beneficiary 1 that is outstanding immediately be-fore the proposed transaction will be exchanged for an option to acquire C Class A Stock with the same terms and conditions as the option to acquire D Class A Stock. None of the options to acquire D Class A Stock had a readily ascertainable fair market value within the meaning of Regs. §1.83-7(b)  at the time the options were granted.  None of the op-tions to acquire C Class A Stock will have a readily ascertainable fair market value with-in the meaning of Regs. §1.83-7(b)  at the time the options are granted.  For what are re-presented to be valid business purposes, D proposes the following proposed transaction: 

•D will transfer to C its entire membership interest in LLC 1 and Business 2 and Business 3 assets and liabilities. The assets of Business 2 include trade receivables, inventory, ma-chinery, equipment, licenses, trademarks, and other assets. The liabilities that will be transferred include trade payables, accrued compensation, and other current liabilities related to Business 2.

•D will distribute all of the issued and outstanding shares of C Class A stock in exchange for all of the shares of D Class A stock held by the Beneficiary 1 Trusts and the Beneficiary 2 Trusts and all of the issued and outstanding shares of C Class B stock to Share-holder 1 in exchange for a portion of the D Class A stock held by Shareholder 1 (the Distribution).

The IRS ruled that the Distribution will cause a termination of C's QSub election, because C will cease to be an S corporation's wholly-owned subsidiary. The IRS stated that, ac-cording to  §§1361(b)(3)(B) and  1361(b)(3)(C), upon the Distribution, C will be treated as a new corporation acquiring all of its assets and assuming all of its liabilities immediately before the termination of C's QSub election in exchange for the stock of C.

PLR 200845027.

Contributions of S Corporations Not Income and Tax Bases in Loans to S Corporations Not Increased

Taxpayers capital contributions to S corporations do not constitute income to the S corp-orations under §1366(a)(1) and do not restore the taxpayers bases in their loans to the S corporations under §1367(b)(2)(B), the Tax Court held.

Taxpayers (X and Y) are brothers who organized three S corporations, G&D Farms, Inc. (G&D), Wishnatzki & Nathel, Inc. (W&N), and Wishnatzki & Nathel of California, Inc. (W&N CAL), to operate food distribution businesses with an individual (G). X, Y and G made capital contributions to each of the S corporations, and X and Y each owned 25% and G owned 50% of the shares of stock in each of the S corporations.  In addition, X and Y  made loans to G& D and to W&N CAL.

During 1999 through 2001, X and Y were employed by and received compensation from W&N, but were not employed by either G&D or by W&N CAL. X and Y were not in the trade or business of providing guaranties on loans. In June 1999 G&D borrowed $2.5 million from two banks, and X, Y, and G each personally guaranteed the loans.  X & Y did not receive any compensation for guaranteeing the loans.  In February 2001, G&D made payments to both X and Y of $649,775 each on the loans made to G&D.  Disagreements arose between X, Y, and G relating to the business plans for the S corporations in 2001, and they decided to end their business association through a reorganization of the S corporations.  X, Y, and G entered into essentially simultaneous transactions which resulted in G owning 100% of G&D, X&Y owning 50% each of W&N, and in the liquidation of W&N CAL.  Prior to its liquidation, W&N CAL made payments to X and Y of $161,250 on the loans they made to W&N CAL.  As part of the reorganization, X, Y, and G each made significant additional capital contributions to G&D and W&N CAL.

In calculating X and Y's ordinary gain realized on receipt from G&D and from W&N CAL of the $1,622,050 loan payments, X and Y's  2001 capital contributions to G&D and to W&N CAL were treated by them as constituting income under  §1366(a)(1) to G&D and W&N CAL (albeit as excludible income under §118) and therefore as restoring or increasing under §1367(b)(2)(B) their respective tax bases in the outstanding loans X and Y made to G&D and W&N CAL.

On audit, the IRS determined the 2001 capital contributions to G&D and W&N CAL should be treated as capital contributions and as increasing the tax bases in X and Y's stock in G&D and W&N CAL and not as restoring or increasing under §§1366(a)(1) and 1367(b)(2)(B) the tax bases in the loans made to G&D and W&N CAL.  Accordingly, the IRS adjusted or reduced the tax bases in the loans made to G&D and W&N CAL and determined that X and Y were chargeable with $694,875 in ordinary income relating to the loan payments received in 2001.

X and Y's $1,437,248 capital contributions to the S corporations do not constitute income to the S corporations under §1366(a)(1), and X and Y's capital contributions do not re-store or increase their tax bases in their loans to the S corporations under §1367(b)(2)(B), the Tax Court held. The court determined that the holding in Gitlitz v. Comr., 531 U.S. 206, 216 (2001), relied upon by the taxpayers, or the provisions of subchapter S, namely §§1366(a)(1), 1367(a)(1)(A), and 1367(b)(2)(B), should not be interpreted to override the three following longstanding principles of tax law: (1) that a shareholder's contributions to the capital of a corporation increase the basis of the shareholder's stock in the corpora-tion; (2) that equity (i.e., a shareholder's contribution to the capital of a corporation) and debt (i.e., a shareholder's loan to the corporation) are distinguishable and are treated differently by both the Code and the courts; and (3) that contributions to the capital of a corporation do not constitute income to the corporation. 

The court also concluded the following: (1) the shareholder capital contributions are not to be treated as items of income to an S corporation under §1366(a)(1) and are not to be treated as items of income used in calculating a "net increase" under §1367(b)(2)(B) for the purpose of restoring or increasing a shareholder's tax basis in loans a shareholder made to an S corporation; (2) the capital contributions to G&D and W&N CAL do not constitute "tax-exempt income" under §1366(a)(1) or Regs. §1.1366-1(a)(2)(viii) ; and (3)  the capital contributions do not restore or increase the tax bases in the loans to G&D and to W&N CAL under §1367(b)(2)(B).

In response to the taxpayers argument that the 2001 capital contributions to G&D were made to release their personal guarantees on the bank loans, the court determined that the capital contributions to G&D were not incurred in a trade or business under §165(c)(1) and were not incurred in a transaction entered into for profit under §165(c)(2).
Nathel v. Comr., 131 T.C. No. 17 (12/17/08).

Loss on Stock Realized by Liquidating S Corporations Is Disallowed if Less than Basis on Date Contributed

Loss on a liquidating distribution of stock previously distributed by and then redistributed back to a group of S corporations within five years is disallowed to extent that the total losses are less than stock basis on the date of contribution to the S corporations, the IRS ruled.

Four S corporations (S Corps) are owned by eight Trusts (Trusts) for the collective benefit of certain individuals. Corp E stock was also collectively owned by Trusts before the pro-posed transaction.

From Dates 1 to 2, S Corps owned all the interests of a limited liability company (LLC 1), a partnership for federal tax purposes. On Date 2, another LLC (LLC 2) became a member of LLC 1. On Date 3 (within the past five years), the shareholders of S Corps contributed the Corp E stock to S Corps in a §351 non-recognition transaction, and, immediately thereafter, S Corps contributed the stock to LLC 1, in a §721 non-recognition transaction.  Between Dates 3 and 4, LLC 1 made cash capital contributions to Corp E to finance the latter's operating deficits.  On Date 4, LLC 1 redistributed the Corp E stock back up to S Corps.  Each S Corp represented that it had adequate basis in its membership interest in LLC 1 to avoid triggering the  §732(a)(2) basis limitation.

The Trusts proposed to liquidate S Corps and distribute their assets, including the interests in LLC 1 and the Corp E stock, to their shareholders and dissolve them within the meaning of §331 and §336.

The IRS ruled that any losses to S Corps on their liquidating distributions of the interests in LLC 1 will be disallowed under  §336(d)(1)(A)(ii) as disqualified property, an except-ion to the general rule of §336, only if, and to the extent that, the total losses realized on the distributions of the Corp E stock were less than the basis of the stock on Date 3, when it was initially contributed to S Corps by their shareholders and thereafter to LLC 1.

PLR 200908001.

S Corporation Shareholders Account for Gain in Year of Deemed Stock Sale to Disregarded Entity

The use of a limited liability company by an S corporation to distribute investment stock held for 10 years avoids the built-in gain tax on the deemed sale and the shareholders ac-count for their pro rata share of the gain in the taxable year of the deemed sale, the IRS ruled.

T was a C corporation as of Date 1, and elected S corporation status for its taxable year beginning Date 2 and ending Date 3.  T's current taxable year ends on Date 5. T owns common stock in Company B (Stock) for investment purposes, which was held at the start of T's first taxable year as an S corporation; its fair market value exceeded its adjust-ed basis at that time.  T now plans to distribute some of the Stock to its shareholders, and its board of directors has decided to accomplish this on a pro rata basis.

T wishes to avoid built-in gain taxation under §1374 on the distribution of the Stock to its shareholders, and also intends to cause the gain to be recognized by itself and the share-holders in the same taxable year. Date 5 is the only date on which T can achieve these results. T plans to accomplish this by transferring the Stock to a newly formed limited liability company (LLC), of which T will initially be the sole owner.  On Date 5, T will distribute its membership interest in LLC pro rata to its shareholders. The fair market value of the Stock held by LLC is expected to exceed its adjusted basis on this date.

The IRS ruled that gain on the deemed sale of the Stock will be recognized to T in its taxable year ending on Date 5, the date of the pro rata distribution of the LLC interests to its shareholders, but that the gain will not be taxable to T under §1374 because the Stock's recognition period will have ended on Date 4, 10 years after T elected to be treated as an S corporation on Date 2.

Regarding any T shareholder with a taxable year ending on Date 7, the IRS ruled that a shareholder's pro rata share of the gain recognized to T on Date 5 is taken into account in the shareholder's taxable year that is deemed to end on Date 5.  Noting that gain recognition assessed at fair market value under §311(b) applies to distributions of appreciated property by a distributing corporation, the IRS explained that a business entity with a single owner that is not a corporation under Regs. §301.7701-2(b) is disregarded as an entity separate from its owner.  Consequently, T's shareholders are deemed to take into account their pro rata share of the gain recognized to T on the deemed sale.  The IRS relied on Rev. Rul. 99-5, 1999-1 C.B. 434, which concluded that the sale of a 50% ownership interest in a single member limited liability company between two unrelated parties, from A to B, is treated as a purchase by B of a 50% interest in each of the entity's assets, which are treated as being directly held by A for federal tax purposes and immediately thereafter, A and B are treated as having contributed their respective interests in those assets to a partnership in exchange for ownership interests.

PLR 200910030.

Constructive Distributions for State Tax Payments Do not Terminate S Corporation Election

Z, an S Corporation, had a policy of making proportionate distribution in an amount necessary to cover state level shareholder taxes on its shareholders’ pro rata shares of S 
Corporation income to State X, but took the position that it did not have a nexus with State Y and accordingly did not file a State Y tax return or pay State Y taxes.  Where Z entered into an agreement with State Y, at a later date, to make constructive distributions in the form of a lump sum payment for both its corporate excise taxes and personal in- come taxes of its shareholders, the constructive distributions to State Y did not cause the termination of Z’s S Corporation status, because Z’s bylaws provided that the shareholders were entitled to equal distributions, the IRS ruled.

PLR 200935018

Relief Granted for Inadvertent Termination of S Corporation Election

Relief was granted where S Corporation’s payments of composite state income tax for its shareholders were not treated as constructive distributions, resulting in disproportionate distributions.  The IRS ruled that if X had more than one class of stock, X’s election to be treated as an S Corporation terminated on its Year 1, when X first made composite state income tax payments on behalf of its shareholders and failed to treat such payments as constructive distributions; however, if X’s S election was terminated, such termination was inadvertent under §1362(f).
PLR 200934021

Note:  the above topics were extracted from BNA’s Tax Management Tax Practice Series Bulletins, dated November 17, 2008 through September 7, 2009.
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