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S Corporation Didn’t Terminate 
After Stock Purchase
By Richard C. Morris • Robert W. Wood, P.C. • San Francisco

We all know that once an S corporation terminates its S election, it 
generally cannot elect S again for five years. But, when is five years 
equal to five years? According to the IRS, in certain situations, five 
years just isn’t what it used to be. The IRS has recently ruled that a 
former S corporation could re-elect S status prior to the expiration of 
the five-year window. 

In LTR 200506007 [Oct. 29, 2004], the IRS ruled that an S corporation’s 
election didn’t terminate when an ineligible shareholder (i.e., a foreign 
corporation) bought 100 percent of the S corporation’s stock and, together 
with the seller, made a Code Sec. 338(h)(10) election. Since the S election 
didn’t terminate, the corporation wasn’t shackled by the five-year rule, and 
its shareholders were able to make another S election when, during the five-
year window, they bought the stock back from the foreign corporation.  

Buyer’s Remorse
Acquirer, a foreign corporation, decided to purchase all of the stock 
of Target, an S corporation. As part of the purchase, Acquirer and 
Target’s shareholders jointly made a 338(h)(10) election to treat the 
stock purchase as an asset purchase. 

Later, due to unforeseen circumstances, Acquirer decided to sell Target 
back to some of its former shareholders and a few new shareholders 
(collectively, “the New Target Shareholders”). The New Target 
Shareholders formed a holding company to purchase Target. After the 
purchase, the holding company distributed Target to the New Target 
Shareholders. Target then filed a new S election, as well as Qualified 
Subchapter S Subsidiary (QSUB) elections for its subsidiaries.

The IRS Service Center did not accept the S election, citing Code 
Sec. 1362(g), which provides that if an S election has been terminated, 
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the corporation is not eligible to make another 
S election before its fifth tax year after the year 
of termination. Plus, the Service Center did not 
accept the QSUB elections either, since Target 
did not have a valid S election. 

S Eligibility
The S corporation eligibility rules aren’t 
complicated, though they do keep changing, 
usually for the better, further expanding 
the scope of this important pass-through 
entity. For example, the American Jobs 
Creation Act of 2004, P.L. 108-357, increased 
the shareholder maximum to 100. Yet, an S 
corporation cannot have a foreign corporation 
as a shareholder. [Code Sec. 1361(b)(1).] Thus, 
the Service Center apparently thought that 
when Acquirer purchased Target, Target’s 
S corporation election terminated so that it 
could not elect S again for five years. That 
seems logical.

After all, an S election is generally effective 
for all tax years once made, until the election 
is terminated. The termination of an S election 
occurs when the S corporation ceases to be a small 
business corporation, as when the S corporation 
gets a foreign corporation as a shareholder. Thus, 
the S election presumably terminated on the date 
the Acquirer purchased Target. 

Simple Facts, Simple Law
Once terminated, the former S corporation 
cannot re-elect S status before its fifth tax year, 
which begins after the first tax year for which the 
termination is effective, unless the IRS consents to 
the election. That didn’t happen here—the IRS 
wasn’t even asked to consent to a re-election. 
Given that, it would appear that this would be 
an open-and-shut case. So, what gives?

Target’s S election was terminated; re-election 
of S status requires a five-year wait unless the 
IRS consents. No consent means no relief.

Fortunately, however, the IRS did not follow 
this logical road map. Instead, it looked to 
the rules under Code Sec. 338 to chart a 
completely different map, one worthy of a 
skilled cartographer. To understand why the 
IRS used another map, we need to review the 
mechanics of Code Sec. 338.

Code Sec. 338 Machinations
Code Sec. 338 is one of those complicated 
Code sections that spawned voluminous and 
complicated regulations. Curiously, its concept 
was never complex. For many decades, 
acquisition planners knew that if they bought 
the stock of a target and then, within two 
years of closing, liquidated it, they would get 
a stepped-up basis in the assets they acquired 
in the liquidation.

In effect, if they finished the second piece 
(the liquidation) within two years, their stock 
acquisition would be treated as an asset acquisition, 
with the price they paid for the stock allocated 
across the assets they got up to two years later.

Code Sec. 338 was enacted to make the actual 
liquidation of the target unnecessary. Seems 
simple, right?

Generally speaking, a Code Sec. 338 election 
is available when a purchasing corporation 
acquires the stock of another corporation 
(the target) in a qualified stock purchase. The 
election is made jointly by the purchasing 
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corporation and the shareholders of the target. 
The Regulations clarify that although the target 
is a single corporation under corporate law, if a 
Code Sec. 338 election is made, then two separate 
corporations, Old Target and New Target, are 
generally considered to exist for tax purposes. 
Old Target is treated as transferring all of its 
assets to an unrelated person (which is really 
New Target) in exchange for consideration that 
includes the discharge of its liabilities, and New 
Target is treated as acquiring all of its assets from 
an unrelated person (which is really Old Target) 
in exchange for consideration that includes the 
assumption of those liabilities. After the fictional 
transfer, Old Target is deemed to liquidate. This 
transaction is referred to as a deemed asset sale. 

The regulations clarify the timing of these 
mechanics. It provides that Old Target is 
treated as transferring all of its assets to New 
Target in a single transaction at the close of 
the acquisition date (but before the deemed 
liquidation). Old Target realizes the tax 
consequences of the deemed sale before the 
close of the acquisition date while Old Target 
is owned by the S corporation shareholders, 
and Target’s S election continues in effect 
through the close of the acquisition date 
(including the time of the deemed asset sale 
and the deemed liquidation). 

Old Target is treated as if it liquidated. The 
deemed liquidation occurs after the deemed asset 
sale, but before the close of the acquisition date, 
and while Old Target is still owned by the S 
corporation shareholders. As part of the deemed 
liquidation, Old Target is treated as if it transferred 
all of its assets to the S corporation shareholders 

and ceased to exist. In most cases, the transfer will 
be treated as a distribution in complete liquidation 
to which Code Sec. 336 or Code Sec. 337 applies. 

The S corporation shareholders (whether or 
not they sell their stock to Acquirer) take their pro 
rata share of the deemed sale tax consequences 
into account under Code Sec. 1366, and increase 
or decrease their basis in Target stock under 
Code Sec. 1367. Furthermore, they are treated 
as if they received Old Target’s assets in the 
liquidation (which occurs after the deemed asset 
sale and before the close of the acquisition date). 
In most cases, the transfer will be treated as a 
distribution in complete liquidation to which 
Code Sec. 331 or Code Sec. 332 applies. 

Happy Ending
After a careful review, the IRS concluded that 
Target’s S corporation election did not terminate 
when Acquirer purchased all of Target’s stock 
because the parties made a Code Sec. 338(h)(10) 
election. The Code Sec. 338(h)(10) election treated 
Target’s S corporation election as continuing 
through Acquirer’s deemed purchase of Target’s 
assets and Target’s deemed liquidation. Further, 
it treated Target as a new corporation (i.e., New 
Target) after the liquidation. Since the Code Sec. 
338 election causes Target to be treated as a new 
corporation, Target wasn’t “re-electing” S status. 

Perhaps this all just sounds like semantics, 
but it has important consequences. Indeed, 
the Target here was electing S status for the first 
time, so the five year rule for re-electing S status 
by definition could not apply. Thus, Target’s 
shareholders did not need permission to make a 
new S corporation election for Target.

The Great Escape Or, Life Is A Beach
By Mark A. Muntean • Robert W. Wood, P.C. • San Francisco

Recently a client contacted me, alerting me 
that his closely held corporation was seeking 
to sell all of its assets. He was planning to sell 
the assets of the corporation, close up shop and 
retire to Hawaii. Hearing his plans reminded 
me (once again!), as a tax lawyer, that I had 
made a poor career choice so many years ago. 
It also reminded me of the last time I was on 
vacation, also many, many years ago.

My client’s understandable concern was that 
the corporation would be subject to tax on the 

gain from the sale of assets. He was aware of 
recent media attention devoted to abusive tax 
shelters, and was wondering if any opportunities 
remained for purchasing tax losses to offset 
against his anticipated tax liability. 

Gimme Shelter
This made me think back on the various 
prohibitions to trading in net operating losses 
and other tax benefits. This also made me 
reflect back on the big waves on the north 




