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Dear

This letter responds to your letter dated February 23, 2001,
and subsequent correspondence submtted on behal f of X,
requesting a ruling that X' s rental income fromthe Property is
not passive investnent inconme within the neaning of
8§ 1362(d)(3)(CO (i) and 8§ 1375(a) of the Internal Revenue Code.

According to the information submtted, X was incorporated
on DI and is taxed as a C Corporation. X plans to el ect under
§ 1362(a) to be an S corporation effective D2. X has accunul at ed
earni ngs and profits.

X is in the business of owning and renting the Property.
The Property is used as office buildings, and for |ight
i ndustrial use. Through its owner and an i ndependent nanagenent
conpany, X provides various services in operating the Property.
These services include: maintaining the Property’s facades, roof,
down- spouts, and area fencing; maintaining the Property’s
pl unbi ng, heating, air conditioning and el ectrical systens;
maki ng of ordinary repairs, necessary replacenents, and required
alterations; inspecting the Property; establishing energency
situation procedures; and maintaining a |ist of preferred
vendors.
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In addition to the services provides to tenants, X perforns
the usual activities involved in nanaging real estate. These
activities include: seeking and screening prospective tenants;
negoti ati ng | eases; ensuring that tenants understand and conply
with | ease ternms; nmaintaining books, records, correspondence,
contracts, and | eases; and engagi ng accountants, attorneys and
ot her professionals as necessary. |In the fiscal year ending D3,
X accrued approximately $x in rents and incurred 3y in rel evant
expenses.

Section 1361(a)(1l) defines an "S corporation” as a snal
busi ness corporation for which an election under § 1362(a) is in
effect for the taxable year.

Section 1362(d)(2)(A) provides than an el ection under
8§ 1362(a) shall be term nated whenever (at any tine after the
first day of the first taxable year for which the corporation is
an S corporation) such corporation ceases to be a small business
corporation.

Section 1362(d)(3)(A) provides that an el ection under
8§ 1362(a) shall be term nated whenever the corporation has
accunul at ed earnings and profits at the close of each of 3
consecutive taxable years, and has gross receipts for each of
such taxable years nore than 25 percent of which are passive
I nvest mnent inconme. Any termnation under this paragraph shall be
effective on and after the first day of the first taxable year
begi nning after the third consecutive taxable year referred to
above.

Section 1362(d)(3)(C) (i) provides that except as ot herw se
provi ded, the term "passive investnent income" neans gross
recei pts derived fromroyalties, rents, dividends, interest,
annuities, and sales or exchanges of stock or securities.

Section 1375(a) provides that if, at the close of a taxable
year, an S corporation has subchapter C earnings and profits and
gross receipts nore than 25 percent of which are passive
I nvestment inconme, a tax is inposed on the excess net passive
i ncome of the corporation.

Section 1375(b)(3) provides that the terns "passive
I nvest mnent inconme” and "gross recei pts" have the sane respective
meani ngs as when used in § 1362(d)(3).

Section 1.1362-2(c)(5)(ii)(B)(2) of the Incone Tax
Regul ati ons provides that "rents" does not include rents derived
in the active trade or business of renting property. Rents
recei ved by a corporation are derived in an active trade or
busi ness of renting property only if, based on all the facts and
ci rcunstances, the corporation provides significant services or
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I ncurs substantial costs in the rental business. Generally,
significant services are not rendered and substantial costs are
not incurred in connection with net |eases. Wether significant
services are perfornmed or substantial costs are incurred in the
rental business is determ ned based upon all the facts and

ci rcunstances including, but not limted to, the nunber of
persons enployed to provide the services and the types and
anounts of costs and expenses incurred (other than depreciation).

Based solely on the facts and the representati ons submtted,
and the assunption that X nmakes a valid election to be an S
corporation we conclude that under 8§ 1.1362-2(c)(5)(ii)(B)(2) of
the regul ations, the rental inconme that X derives from Property
Is income fromthe active trade or business of renting property
and i s not passive investnment incone as described in
§ 1362(d)(3)(O) (i) and § 1375(a) of the Code.

Except as specifically set forth above, we express no
opinion as to the federal tax consequences of the transaction
descri bed above under any other provision of the Code. Further,
we express no opinion on whether X is a small business
corporation eligible to nake an S el ection.

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

In accordance with the power of attorney on file with this
office, a copy of this letter is being sent to X

Si ncerely yours,
J. THOWVAS HI NES
Chi ef, Branch 2
Ofice of the Associate
Chi ef Counsel
(Passt hroughs and
Speci al I ndustries)
Encl osures: 2
Copy of this letter
Copy for 8 6110 purposes



