
arately retained as part of the taxpayer’s
tax books and records.  See § 6001 and
the regulations thereunder.  These records
must be maintained as separate tax
records and not merely as a set of adjust-
ments to book figures.  These records
must affirmatively demonstrate the pe-
riod-to-period consistency required by
sections 5.06 and 5.07 of this revenue
procedure.  

SECTION 6. EXAMPLE

.01 T properly adopts the method de-
scribed in section 5 of this revenue proce-
dure for all the loans that it acquires that
are described in Category (1) in section
4.02 of this revenue procedure.  

.02 For T’s first month in operation, it
acquired at origination loans in Category
(1) with an aggregate stated principal
amount of $10,000,000 at the time of ac-
quisition.  The sum of the discount with
which these loans were acquired is
$400,000.  At the end of the month,
$9,000,000 was the outstanding stated
principal amount on the Category (1)
loans still held by T.  Thus, the discount
recognized during the month is $40,000.
That figure is derived as follows: 

R = (DStart + DCurrent) x ( [PStart +

PCurrent – PEnd] / [PStart + PCurrent] )

= ($0 + $400,000) x ([$0 + $10,000,000 -
$9,000,000] / [$0 + $10,000,000])

= ($400,000) x ($1,000,000 / $10,000,000)

= $400,000 x 0.1

= $40,000

The amount of unrecognized discount at
the end of the month is $360,000.  This
figure is derived as follows: 

DEnd = DStart + DCurrent – R

= $0 + $400,000 – $40,000

= $360,000

.03 In the second month of operation, T
acquired at origination $23,000,000 in
Category (1) loans with a total of
$760,000 in discount at the time of acqui-
sition.  At the end of the month,
$28,000,000 was the outstanding stated
principal amount on Category (1) loans
still held by T.  Thus, the discount recog-
nized during the second month is
$140,000.  This figure is derived as fol-
lows: 

R = (DStart + DCurrent) x ( [PStart +

PCurrent – PEnd] / [PStart + PCurrent] )

= ($360,000 + $760,000) x 
($9,000,000 + $23,000,000 – $28,000,000)
/ ($9,000,000 + $23,000,000)

= $1,120,000 x ($4,000,000 / $32,000,000)

= $1,120,000 x 0.125

= $140,000

The amount of unrecognized discount at
the end of the month is $980,000 of dis-
count.  This figure is derived as follows: 

DEnd = DStart + DCurrent – R

= $360,000 + $760,000 – $140,000

= $980,000

SECTION 7. INTERACTION 
WITH § 475

If a loan is subject to both the mark-to-
market rules under § 475 and the princi-
pal-reduction method, see Notice 96–23,
1996–1 C.B. 374.

SECTION 8. INQUIRIES 

Inquiries regarding this revenue proce-
dure may be addressed to the Commis-
sioner of Internal Revenue, Attention:
CC:DOM:FI&P, 1111 Constitution Av-
enue, NW, Washington, DC 20224.  

SECTION 9. EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 94–29, 1994–1 C.B. 616, is
modified, and as modified, is superseded.
However, see the transition rules in sec-
tion 13.02 of Rev. Proc. 97–37.

SECTION 10. EFFECTIVE DATE

This revenue procedure is effective on
August 18, 1997.

SECTION 11. PAPERWORK 
REDUCTION ACT

The collections of information con-
tained in this revenue procedure have
been reviewed and approved by the Of-
fice of Management and Budget in accor-
dance with the Paperwork Reduction Act
(44 U.S.C. 3507) under control number
1545–1551.  

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-

lection of information displays a valid
OMB control number.

The collections of information in this
revenue procedure are in sections 4 and 5.
This information is necessary and will be
used to determine whether the taxpayer
properly has adopted the principal-reduc-
tion method of accounting.  The collec-
tions of information are required for the
taxpayer to use the principal-reduction
method of accounting.  The likely respon-
dents are business or other for-profit insti-
tutions.

The estimated total annual reporting
and/or recordkeeping burden is 3,650
hours.  

The estimated annual burden per re-
spondent/record keeper varies from 12
hours to 14 hours depending on individ-
ual circumstances, with an estimated av-
erage of 12 hours.  The estimated number
of respondents and/or recordkeepers is
350.  

The estimated annual frequency of re-
sponses is on occasion.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.  

DRAFTING INFORMATION

This revenue procedure was drafted in
the Office of Assistant Chief Counsel (Fi-
nancial Institutions and Products).  For
further information regarding this revenue
procedure, contact

William E. Blanchard on (202) 622-
3950 (not a toll free call).  

26 CFR 601.105:  Examination of returns and
claims for refund, credit or abatement; determina-
tion of correct tax liability.

(Also Part I, § 1362; 1.1362–6.)

Rev. Proc.  97–40

SECTION 1. PURPOSE 

This revenue procedure provides guid-
ance under § 1362(b)(5) of the Internal
Revenue Code for requesting relief for late
S corporation elections that are filed
within 6 months of the due date of the
election.
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SECTION 2. BACKGROUND 

Section 1361(a)(1) defines an “S corpo-
ration,” with respect to any taxable year,
as a small business corporation for which
an S election is in effect for that year.

Section 1362(a)(1) provides that, ex-
cept in a situation described in § 1362(g),
a small business corporation may elect to
be treated as an S corporation.

Section 1362(b)(1) provides that the
corporation may make an election to be
treated as an S corporation (A) at any time
during the preceding taxable year, or (B)
at any time during the taxable year and on
or before the 15th day of the 3rd month of
the taxable year.  Under § 1362(b)(3), if
an S corporation election is made for a
taxable year after the 15th day of the 3rd
month of that taxable year and on or be-
fore the 15th day of the 3rd month of the
following taxable year, then the S corpo-
ration election is treated as made for the
following taxable year.

Section 1362(b)(5) provides that if (A)
an election under § 1362(a) is made for
any taxable year (determined without re-
gard to § 1362(b)(3)) after the date pre-
scribed by § 1362(b) for making the elec-
tion for the taxable year or no election is
made for any taxable year, and (B) the
Secretary determines that there was rea-
sonable cause for the failure to timely
make the election, the Secretary may treat
the election as timely made for the taxable
year (and § 1362(b)(3) shall not apply).

SECTION 3. SCOPE 

This revenue procedure provides a spe-
cial procedure to request relief for a late S
corporation election.  This revenue proce-
dure applies only to a corporation (1) that
has not filed a timely S corporation elec-
tion under § 1362(a)(1), and (2) for which
an S corporation election is filed within 6
months of the original due date for the
election.  This revenue procedure does not
provide relief for late shareholder elections
including a qualified subchapter S trust
(QSST) election or electing small business
trust (ESBT) election.  This special proce-
dure is in lieu of the letter ruling procedure
that is used to obtain relief for a late S cor-
poration election under § 1362(b)(5).  Ac-
cordingly, user fees do not apply to correc-
tive action under this revenue procedure.
A corporation that is not eligible for relief
under this revenue procedure, or is denied

relief, may request relief by applying for a
private letter ruling.  The procedural re-
quirements for requesting a private letter
ruling are described in Rev. Proc. 97–1,
1997–1 I.R.B. 11 (or its successor).

SECTION 4. RELIEF FOR LATE S
CORPORATION ELECTIONS UNDER
THIS REVENUE PROCEDURE

.01 Eligibility for Relief.  A corporation
is eligible for relief if it meets the follow-
ing requirements:

(1) The corporation fails to qualify as
an S corporation solely because the Form
2553 (Election by a Small Business Cor-
poration) was not filed timely pursuant to
§ 1362(b)(1); and

(2) The due date for the tax return (ex-
cluding extensions) for the first year the
corporation intended to be an S corpora-
tion has not passed.

.02 Procedural Requirements for Re-
lief.  Within 6 months of the original due
date for the S corporation election, the
corporation must file with the applicable
service center a completed Form 2553,
signed by an officer of the corporation au-
thorized to sign and all persons who were
shareholders (or deemed to have been
shareholders) at any time during the pe-
riod that began on the first day of the tax-
able year for which the election is to be
effective and ends on the day the election
is made.  The Form 2553 must state at the
top of the document “FILED PUR-
SUANT TO REV. PROC. 97–40.”  At-
tached to the Form 2553 must be a state-
ment explaining the reason for the failure
to file a timely S corporation election.

.03 Relief for Late S Corporation Elec-
tions. Upon receipt of a completed appli-
cation requesting relief under this revenue
procedure, the Internal Revenue Service
will determine if there was reasonable
cause for the failure to file a timely S cor-
poration election and will notify the cor-
poration of the result of the reasonable
cause determination.

SECTION 5. EFFECTIVE DATE 

This revenue procedure is effective for
all applications for relief satisfying the re-
quirements of section 4 of this revenue
procedure, including those applications
now being considered by the Service.

SECTION 6. PAPERWORK 
REDUCTION ACT

The collection of information con-
tained in this revenue procedure has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number
1545–1548.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number.

The collection of information in this
revenue procedure is in Section 4.02.  This
information is required to be submitted to
the applicable service center in order to
obtain relief for late S corporation elec-
tions.  This information will be used to de-
termine if the reasonable cause require-
ment in § 1362(b)(5) has been met.  The
collection of information is required to ob-
tain a benefit.  The likely respondents are
business or other for-profit institutions.

The estimated total annual reporting
burden is 200 hours.

The estimated annual burden per re-
spondent varies from .5 hours to 1.5
hours, depending on individual circum-
stances, with an estimated average of 1
hour.  The estimated number of respon-
dents is 200.

The estimated annual frequency of re-
sponses is one.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

DRAFTING INFORMATION

The principal author of this revenue
procedure is Mark D. Harris of the Office
of Assistant Chief Counsel (Passthroughs
and Special Industries).  For further infor-
mation regarding this revenue procedure
contact Mr. Harris at (202) 622-3050 (not
a toll-free call).
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