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Dear

This letter responds to your February 10, 1999 ruling
request and subsequent correspondence submtted on behal f of
Company concerning 8§ 1362(d)(3) of the Internal Revenue Code.

Historically, Company and several wholly owned subsidiaries
comprised a consolidated return group for federal income tax
purposes. Effective Date 1, Company elected to be treated as an



-2-

S corporation under section 1362(b) of the Code. In addition,
Conpany elected to treat all of its wholly-owned subsidiaries,

i ncl udi ng Subsidiary, as qualified subchapter S subsidiaries as
defined in section 1361(b)(3)(B).

Subsi di ary engages in the business of renting various types
of personal Properties. Subsidiary has a full-tinme sale,
accounting, fleet, and support maintenance staff that consists of
X professionals who performservices with respect to its rental
operation. These services include managing the installation and
renmoval of | eased equi pnent, bad debt collection, repossessing
equi pnent on defaulted | eases, and handling the accounting of
mul ti-jurisdiction property and uses taxes. Subsidiary owns five
garages nati onwi de at which pre-delivery preventive naintenance
and normal nai ntenance, repair, and upgrades are perforned.

These services are also provided at custoner |ocations, or at
out si de vendors identified and hired by Subsidiary.

Subsi diary al so enploys y enpl oyees who actively market its
products and services. These enpl oyees |ocate, neet, and make
proposals to potential custoners. Further, these enpl oyees
mai ntai n customer and industry rel ationships.

For taxable years ending 1996, 1997, and 1998, Subsidiary’s

gross rents from the equipment rental business were $n __,%0 ,and
$p respectively while operating costs totalled $q _ % _,and $s___
respectively.

Section 1362(d)(3)(C)(i) of the Code provides that, except
as otherwise provided, the term "passive investment income" means
gross receipts derived from royalties, rents, dividends,
interest, annuities, and sales or exchanges of stock or
securities.

Section 1.1362-2(c)(5)(ii)(B)(1) of the regulations defines
"Rents" as amounts received for the use of, or the right to use,
property (whether real or personal) of the corporation.

Section 1.1362-2(c)(5)(ii)(B)(2) of the regulations provides
that "rent" does not include rents derived in the active trade or
business of renting property only if, based on all the facts and
circumstances, the corporation provides significant services or
incurs substantial costs in the rental business. Generally,
significant services are not rendered and substantial costs are
not incurred in connection with net leases. Whether significant
services are performed or substantial costs are incurred in the
rental business is determined based upon all the facts and
circumstances including, but not limited to, the number of
persons employed to provide the services and the types and
amounts of costs and expenses incurred (other than depreciation).
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Section 1375(a) of the Code 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
passi ve investnent income, a tax is inposed on the excess net
passi ve i ncone of the corporation.

Section 1375(b)(3) of the Code provides that the terns
"passi ve investnment incone" and "gross recei pts" have the sane
respective meanings as when used in § 1362(d)(3).

Based solely on the information submitted and the
representations made, we conclude that under
8 1.1362-2(c)(5)(ii)(B)(2) of the regulations, the gross receipts
that Company derives from Subsidiary’s business of renting
Properties are income from an active trade or business and are
not passive investment income as described in 88 1362(d)(3)(C)(i)
or 1375(b)(3) of the Code.

Except as specifically set forth above, we express no
opinion as to the federal tax consequences of the transaction
described above under any other provision of the Code. Further,
we express no opinion concerning Company’s election under §
1362(a) to be an S corporation, Company’s qualification to be a
small business corporation eligible to make an S election, or
Company’s election to treat its wholly-owned subsidiaries as
gualified subchapter S subsidiaries.

This ruling is directed only to the taxpayer who requested
it. Section 6110(k)(3) of the Code provides that it may not be
used or cited as precedent.
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In accordance with the power of attorney submtted, we are
sending a copy of this ruling to Conpany.

Si ncerely yours,

J. THOMVAS HI NES
Seni or Techni ci an Revi ewer
Branch 2
O fice of the Assistant
Chi ef Counsel
(Passt hroughs and Speci al
| ndustri es)

Encl osures: 2
Copy of this letter
Copy for § 6110 purposes



