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Dear

This letter responds to a letter dated Novenber 7, 2000,
submtted by X s authorized representative on behal f of X,
requesting a ruling under 8 1362(f) of the Internal Revenue Code.

The information subnmtted states that X was incorporated on
Dl. C, the president of X, represents that X becane an S
corporation for federal income tax purposes effective for Year 1.
Initially, all of the stock of X was held by A and B, as
community property, and by C and D, as conmunity property.

On D2 of Year 2, A and B transferred one share of X stock
each to Trust 1 and to Trust 2. On D3 of Year 3, A and B
transferred an additi onal one share of X stock each to Trust 1

and to Trust 2.

On D2 of Year 2, C and D transferred one share of X stock
each to Trust 3, Trust 4, and Trust 5. On D3 of Year 3, C and D
transferred an additional one share of X stock each to Trust 3,

Trust 4, and Trust 5.

C further represents that Trust 1, Trust 2, Trust 3, Trust
4, and Trust 5 (collectively, the Trusts) each satisfy the
requi rements to be a qualified subchapter S trust as described in
8§ 1361(d)(3). At the tine that the Trusts were established and
the X stock was transferred to the Trusts, X had instructed its
| awyer to ensure that the stock transfers would not termnate X s
S corporation election. However, X s |lawer failed to prepare or
file elections described under § 1361(d)(2) for the Trusts.
Subsequently, X consulted another |awer, who reviewed X s
records and determned that X's S election term nated on D2 of
Year 2.

C represents that during Year 4, under the terns of Trust 1
Trust 1 becane a trust described in 8 1361(c)(2)(A) (i), treated
as owned by E under § 678.

Crepresents that the termnation of X' s election to be
taxed as an S corporation was inadvertent and was not notivated
by tax avoi dance intent.
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X and its sharehol ders consent to adjustnments consistent
with the treatment of X as an S corporation. C represents that
and its sharehol ders have treated X as an S corporation and the
Trusts as (QSSTs, except for that period during which Trust 1 was
treated as owned by E under 8 678, and have reported all of X's

i ncone consistent with this treatnent.

[><

Section 1362(a) of the Code provides that, except as
provided in 8 1362(g), a small business corporation may elect, in
accordance with the provisions of § 1362, to be an S corporation.

Section 1361(a)(1l) provides that the term™"S corporation”
nmeans, with respect to any taxable year, a "small business
corporation"” for which an el ection under 8 1362(a) is in effect
for such year.

Section 1361(b)(1)(B) provides that the term"small business
corporation"” means a donestic corporation which is not an
i neligible corporation and which does not have as a sharehol der a
person (other than an estate, a trust described in 8§ 1361(c)(2),
or an organi zation described in § 1361(c)(6)) who is not an
i ndi vi dual .

Section 1361(c)(2)(A) (i) provides that for purposes of
8§ 1361(b)(1)(B), a trust all of which is treated (under subpart E
of part | of subchapter J of chapter 1) as owned by an individua
who is a citizen or resident of the United States nay be a
shar ehol der.

Section 1361(d) (1) provides that in the case of a qualified
subchapter S trust with respect to which a beneficiary makes an
el ection under 8 1361(d)(2), (A) such trust shall be treated as a
trust described in 8 1361(c)(2)(A) (i), and (B) for purposes of
8§ 678(a), the beneficiary of such trust shall be treated as the
owner of that portion of the trust consisting of stock in an S
corporation with respect to which the election under § 1361(d)(2)
i s made.

Section 1361(d)(2)(A) provides that a beneficiary of a
qualified subchapter S trust (or a beneficiary s |ega
representative) may elect to have 8 1361(d) apply.

Section 1361(d)(2) (D) provides that an el ection under
§ 1361(d)(2) shall be effective up to 15 days and 2 nonths before
the date of the election.

Section 1.1361-1(j)(6)(ii) of the Income Tax Regul ati ons
provi des that the current income beneficiary of the trust nust
make the el ection under 8 1361(d)(2) by signing and filing with
the service center with which the corporation files its incone
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tax return the applicable formor a statenent including the
information listed in 8§ 1.1361-1(j)(6)(ii).

Section 1362(d)(2)(A) provides that an el ection under
8§ 1362(a) shall be term nated whenever (at any tinme on or after
the first day of the first taxable year for which the corporation
Is an S corporation) such corporation ceases to be a snall
busi ness corporation. Section 1362(d)(2)(B) provides that any
term nation under 8 1362(d)(2)(A) shall be effective on and after
the date of cessation.

Section 1362(f) of the Code provides that if (1) an el ection
under 8§ 1362(a) by any corporation (A was not effective for the
t axabl e year for which nade (determ ned without regard to
8§ 1362(b)(2)) by reason of a failure to neet the requirenents of
§ 1361(b) or to obtain sharehol der consents, or (B) was
term nat ed under paragraph (2) or (3) of 8§ 1362(d), (2) the
Secretary determ nes that the circunstances resulting in such
i neffectiveness or term nation were inadvertent, (3) no later
than a reasonabl e period of tine after discovery of the
circunstances resulting in such ineffectiveness or termnation,
steps were taken (A) so that the corporation is a small business
corporation, or (B) to acquire the required sharehol der consents,
and (4) the corporation, and each person who was a sharehol der of
the corporation at any tine during the period specified pursuant
to § 1362(f), agrees to make such adjustnments (consistent with
the treatnment of the corporation as an S corporation) as may be
required by the Secretary with respect to such period, then
notw t hstandi ng the circunstances resulting in such
i neffectiveness or termnation, the corporation shall be treated
as an S corporation during the period specified by the Secretary.

Based solely on the facts submtted, and the representations
made, we conclude that the term nation of X' s S corporation
el ection occurred on D2 of Year 2. W further conclude that the
term nation was an "inadvertent term nation” wthin the neaning
of § 1362(f).

In addition, we conclude that X' s S corporation el ection
woul d have term nated on D3 of Year 3. This potenti al
term nati on woul d have been inadvertent within the neaning of
8§ 1362(f).

We further hold that under the provisions of § 1362(f) of
the Code, X will be treated as continuing to be an S corporation
fromD2 of Year 2 to the date that is 60 days after the date of
this letter (inadvertent term nation period) provided that X' s S
corporation election was valid and provided that the el ection was
not otherw se term nated under 8§ 1362(d). During the inadvertent
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termination period, the Trusts will be treated as trusts
described in 8 1361(c)(2)(A) (i), and the respective beneficiaries
of the Trusts will be treated, for purposes of 8§ 678, as the
owners of that portion of the respective trust that consists of
stock. The shareholders of X nust, in determ ning their federa
income tax liabilities, report their pro rata share of the
separately and nonseparately conputed itenms of X as provided in
8§ 1366, mamke any adjustnents to stock basis as provided in

8§ 1367, and take into account any distributions made by X as
provided in 8 1368. This ruling is further conditioned on the
beneficiaries of Trusts 2, 3, 4 and 5 making el ections descri bed
in 8 1361(d)(2) effective within 60 days follow ng the date of
this letter with respect to such trusts. A copy of this letter

[><

shoul d be attached to the elections. If X or its sharehol ders
fail to treat X as described above, this ruling will be null and
voi d.

Except as specifically rul ed above, we express no opinion
concerning the federal tax consequences of the transactions
descri bed above under any ot her provision of the Code.

This ruling is directed only to the taxpayer that requested
it. Section 6110(k)(3) provides that it may not be used or cited
as precedent.

Pursuant to a power of attorney on file with this office, a
copy of this letter is being forwarded to X s authorized
representatives.

Si ncerely yours,

JEANNE M SULLI VAN

Assi stant to the Chief
Branch 2

O fice of the Associate
Chi ef Counsel

(Passt hroughs and
Speci al I ndustries)

Encl osures: 2
Copy of a letter
Copy for 8 6110 purposes



