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ARGUMENT

PROPOSITION OF LAW

THE INCOME OF AN ELECTING SMALL BUSINESS TRUST IS TAXABLE, FOR
OHIO INCOME TAX PURPOSES, TO THE GRANTOR OF SUCH ELECTING SMALL
BUSINESS TRUST ONLY TO THE EXTENT THE TAX YEAR END OF THE
ELECTING SMALL BUSINESS TRUST IS ON OR AFTER DECEMBER 29, 2000.

.The Amici Curige submit this Amicus Brief to raise a critical issue that waé not addressed
in the Board of Tax Appeals opinion, and which was minimally addressed, if addressed at all, by
the Appellate and Appellee herein. The outcome of this case and all other pending Electing
Small Business Trusts (herein called “ESBT™) cases is contingent upon whether or not the ESBT
at issue n the specific case has a tax year ending on or after December 29, 2000. The Appellants
could not focus on the significance of December 29, 2000 because the trust tax return filed for
the Appellants’ ESBTs indicates the tax year ended of such ESBTSs to be the calendar year of
2000 (i.e., ending December 371, 2000). (See Supplement to Brief of Appellants, pg. 00001 17).
In contrast, the Appellee, other than a brief mention of the preceding tax return filed by the
Appellants® ESBTs, did not focus on the significance of December 29, 2000 because a favorable
ruling only applicable to ESBTs terminated on or after December 29, 2000 would limit the ability
of the Appellee to impose Ohio tax relative to ESBTs terminated prior to December 29, 2000.
For the reasons discussed in this 4micus Brief, it is only the income of an ESBT that has a tax
year ending on/or after December 29, 2000 that is included in the grantor’s (of such ESBT)
income for Ohio income tax purposes.

For the reasons stated below, the Amici Curiae submit this Amicus Brief as interested
taxpayers, who have a Petition for Reassessment pending with the Ohio Department of Taxation

concerning the Ohio income taxation of income received by an ESBT established separately by



" each Amicus Curiae. The Amici Curiae, like many other Ohio taxpayvers, established ESBTs in
accordance with the requirements set forth in the Internal Revenue Code of 1986, as may be
amended (herein called the “Code™). At all times prior to January 1, 2000, an ESB1’s taxable
income was not includibie in a taxpayer’s Ohio taxable income. However, pursuant to an.
Information Release (dated January 19, 2000), the Ohio Department of Taxation announced its
position that for tax years ending after January 1, 2000, an ESBT’s taxable income was taxable to
the ESBT’s beneficial owner for Ohio income tax purposes, based upon the Department’_:s
interpretation of the applicable provisions of the Code.

This Amicus Brief is not filed in support of either the Appellant and/or Appellee, since
Amici Curiae do not believe that the analysis performed by the Ohio Board of Tax Appeals in

arriving at its decision in the case at bar was necessary. As discussed below, the Appellants’

ESBTs, as with any other ESBT with a taxable year eﬁdin,q on or after December 29, 2000, is not
exempt from the grantor trust provisions contained in the Code at Sections 671 ef seg. Only
ESBTs with tax years ending prior to December 29, 2000 are exempt from the grantor trust
provisions of the Code. For example, if an ESBT terminated on December 28, 2000, its 2000 tax
year would be for the period January 1, 2000 through December 28, 2000. Because its 2000 tax
year ended prior to December 29, 2000 due to the ESBT’s termination, it would (for federal
income tax purposes) be exempt from the grantor trust provisions. Althoﬁgh the opinion of the
Board of Tax Appeals does not address the taxable year of the Appellants” ESBTs, the
Appellee’s Brief filed with the Board of Tax Appeals sets forth that “[t]he grantor trust filed
federal income tax returns for the tax year 2000. . . they were filed for the calendar year 2000,
with no date earlier than the end of that calendar year listed as the ending date for the return.”

(Brief of Appellee, Board of Tax Appeals, pg. 2). To the extent the record was more fully
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established as to the tax year end of the Appellants’ ESBTs, then it very well may be that the tax
year end was no earlier than December 31, 2000, as alleged by the Appellee. In such case, the
ESBT would be sukject to the Code grantor trust provisions, pﬁrsuant to Treasury Regulation
Section 1.641(¢)-1, thereby subjecting the ESBT’s taxable income to Ohio tax liability in Tax
Year 2000.

Notwithstanding the foregoing, as stated in the Merit Brief of Appellants, the Appellants’
ESBTs’ taxable year closed on February 26, 2000 (i.e., a date prior to December 29, 2000).
Accordingly, the Appellants’ ESBT may be exempt from the Internal Revenue Code grantor trust
provisions. (See Appellants’ Merit Brief, Supreme Court of Ohio, pg. 2.)

To determine whether the income of the Appellants’ ESBTs are subject to Ohio mcome
tax, the inconsistency between the Appellants’ alleged termination date (i.e., February 26, 2000),
and the Appellee’s alleged termination date (December 31, 2000) must be reconciled. To the
extent the termination date of Appellants” ESBTs is December 31, 2000, then (notwithstanding
the Board of Tax Appeals erroneous analysis), the outcome reached by the Board of Tax Appeals
was correct based upon the provisions of Treasury Regulations Section 1.641(c)-1, issued by the
United States Treasury Department, effective as of December 29, 2000 (discussed below).
However, if the Appellanfs ESBTs were terminated prior to December 29, 2000, then the Board
- of Tax Appeals analysis and conclusion are erroneous for the reasons stated below.

The necessity for this Amicus Brief i3 that to the extent the Board of Tax Appeals opinton
applies to all Ohio ESBTs, including those with taxable years ending prior to December 29,
2000, then the dmici Curice respectfully request this Court to reverse the decision of the Board
of Tax Appeals. Despite the evidence asserted by the Appellee that the Appellants’ ESBTs filed

their final tax return indicating taxable year ending December 31, 2000, the Board of Tax
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Appeals erroneously concluded that the taxable income of an ESBT (implying ever those ESBTs
with taxable jfears ending prior to December 29, 2000), is taxable to the beneficial owner of the
ESBT, thereby requiring the beneficial owners of the ESBT to include the ESBT taxable income
in their Ohio adjusted gross income. For the reasons stated herein, to the extent the Ohio Board
of Tax Appeals’ opinion extends to all ESBTS, even those with taxable years ending before
‘December 29, 2000, then the Amici Curiae request that this Court reverse the decision of the
Board of Tax Appeals; however, to the extent this Court finds that Board of Tax Appeals opinion
is limited to ESBTs with taxable years ending on or after December 29, 2000, the Amici Curiae
request that this Court affirm the decision of the Board of Tax Appeals on that ground solely.
The Appellants® case and the Amici Curiae s pending Petition for Reassessment result
from the Information Release (dated January 19, 2000) issued by the Ohio Department of
Taxation. This release was issued by the Ohio Department of Taxation after two (2) failed
attempts by the Ohio legislature to enact legislation which would have had the same effect as the
Tnformation Release. The Ohio Department of Taxation, through the Information Release, stated
that a grantor trust cannot make an ESBT election. The impact of such Information Release was
that S corporation taxable income received by an ESBT, which prior to January 1, 2000 (Le., the
retroactive effective date of the January 19, 2000 [nformation Release) was taxable to the LSBT
and not its grantor under Code Section 641(c), to be taxable to the ESBT’s grantor or beneficial
owner under Code Section 671. The end result of this interpretation was to require the grantor of
the ESBT to include in his or her Ohio adjusted gross income the ESBT’s taxable mcome.
However, it was not until December 28, 2000.{almost one year after the Information

Release) that the United States Treasury Department issued Treasury Regulations Section

1.641(c) concerning the taxation of grantor trusts that make ESBT elections. It is clear that the



rules established by these Treasury Regulations are only applicable to ESBTs with taxable years

ending on or after December 29, 2000. For the reasons stated below, the Amici Curiae

respectfully request that this Court hold that the Ohio Tax Commissioner is without authority to
require the grantor of an ESBT (with a taxable year ending before December 29, 2000) to include
in said grantor’s Ohio taxable income S corporation income included in the ESBT’s taxable
Income.

A A Grantor Trust that Makes an ESBT FElection Is Taxed Pursuant to the Special
Rules For Taxation of Electing Small Business Trusts Pursuant to IRC Section

641(c).

The Appellee’s primary argument and the analysis of the Board of Tax Appeals asserts
that a grantor trust, which makes an ESBT election pursuant to Code Section 1361(e)(3), is
subject to taxation under Code Section 671.

A grantor trust 1s eligible to make an ESBT Election under Code Section 1361(e) (since
Code Section 1361(¢) specifically provides that any trust may make the ESBT election). Hence,
the issue is whether the ESBT income is taxed to the grantor pursuant to Code Section 671. As
an aside, the relevance of which will become apparent below, Code Section 671 is located in
Chapter 1 of the Internal Revenue Code. Code Section 671 provides, in relevant part:

Where it is specified in this subpart that the grantor or another
person shall be treated as the owner of any portion of a trust, there
shall then be included in computing the taxable income and credits
of the grantor or the other person those items of income which are
attributable to that portion of the trust to the extent that such items
would be taken into account in computing taxable income...of an
individual. -

Code Section IRC Section 671, in the very next sentence, then states:

Any remaming portion of the trust shall be subject to subparts A
+ through D.

Lh



It is in subpart A of Chapter 1 of the Internal Reveﬁue Code where the United States
Congress decided to enact “special rules,” not for the taxation of grantors of electing small
business trusts’; but, rather, for “electing small business trusts.” The effect of being subject to
the “special rule” described in IRC Section 641(c) is that all income that becomes taxable to an
ESBT thereﬁnder is automatically taxed at “the highest rate set forth in Section 1(¢).” Under the
Appellee’s interpretation, it would seem that an Ohio taxpayer’s income 1s not taxable at the
highest rate under Section 1(e); rather, it is taxed at graduated tax rates. The Appellee’s |
inferpretation and that of the Board of Tax Appeals is contrary to the language drafted by the
United State Congress in IRC Section 641(c), which provides, in relevant part:

For pumposes of this Chapter-

(A) the portion of any electing small business trust which consists
of stock in ! or more corporations shall be treated as a separate
trust. and

(B) the amount of the tax imposed by this chapter on such separate
trust shall be determined with the modifications of paragraph (2).

Thus, & grantor trust having properly made an ESBT election, and having stock in 25
corporation,. shall “for 'purposes of this chapter” be taxed as a separate trust. Moreover, this
“separate trust” is taxed in a specified manner (1.e.. at the highest rates under Section 1(e)). Code
Section 671 does net then require the grantor to include thé “separate trust’s” inceme in the
grantor’s gross income. The express language of IRC Section 671 provides that the grantor only
include in gross income certain items to the extent such items would be taken into account under
this chapter in computing taxable income of an individual. Code Section 641 computes items
included in the income of a separate trust; in other words, no items of income of an ESBT would

be taken intc account in computing taxable income of an individual, as required by Code Section



671. Thus, Code Section 671 has no impact on the taxation of ESBTs (which are taxed in
accordance with Code Section 641), nor is there any confusion as to the prdper taxation of ESBT
income. ESBT income is treated as income of a separate trust, taxed at the highest tax rates set
forth in IRC Section 1(e). |

B. The Ohio Department of Taxation’s Interpretation That, Under Federal Income

Tax Laws, a Grantor Trust Is Not Eligible to Make an ESBT Election, and That
Federal Adjusted Gross Income Includes ESBT Taxable Income, Is in Error.

1. Assuming arguendo that the Ohio Department of Taxation (“Department”) has the
legal authority to interpret Federal income tax laws, the Department’s interpretation of the
ESBT/grantor trust issue is, nonetheless, clearly in error. In the Department’s, January 19, 2000,
Information Release, the Department proclaimed (without citing any supporting law) that a

grantor trust is not eligible to make an ESBT election. Contrary to the Department’s assertions,

Treasury Regulations (issued subsequent to the Information Release) make it clear that a grantor
trust is eligible to make an ESBT election. In this regard, the preamble to Treasury Decision
8994 provides, in a pertinent part, that: “The final regulations continue to provide that a grantor
.trust may elect to be an ESBT.” Consistent with this statement, Treasury Regulations Section
1.1361-1{m) provides that a grantor trust is eligible to make an ESBT election. Of course, the
Treasury Regulations are consistent with the express terms of Code Section 1361(&)(3) which
states, in a pertinent part, that “any” trust, except a QSST or tax-exempt trust, may make an
ESBT election. |
2. | Moreover, n the Information Release, the Department acknowledged that the

Code does not contain any provisions which expressly state that an ESBT, which also qualifies
as, and/or is described as, a gréntor trust, 1s exempt from the grantor trust provisions of the Code.

The Department then quickly concludes that, in light of rio express provision concerning an



ESBT’s exemption from the grantor trust provisions, an ESBT is not exempt from the grantor
trust provisions. However, in making this proclamation, the Department cites absolutely ne legal
authority for his position. In support of its position, the Department references some type of
“implicit” recognition by one of the advocates of the F'ederal govemme.nt’s ESBT legislation.
Interestingly, the Department makes no reference to the clear language of the ESBT legislation
itself (1.e., Code Section 1361(e)(3)), which provides that “any” trust may make the ESBT
election. The only other allegedly authoritative sources cited by the Department in the
Information Release consist of the opinions of three (3) private individuals—one sentence from an
April 1997 issue of the Journal of Taxation, a correspondence to IRS assistant chief counsel, and
an article by an Akron, Ohio accountant. Moreover, not only does the Department ignore the
express language of Code Section 1361(e)(3), the Department also fails to reference other
secondary sources (with much greater credibility than the private individuals referenced _above}
which support the proposition that an ESBT is exempt from the grantor trust provisions. In this
regard, the nationally recognized tax treatise, Tax Plarnning for S Corporations (1997, Matthew
Bender & Company, Inc.); Section 15.04 states:

... a grantor trust (See IRC Sectioﬁ 671-679) mav elect to become

an ESBT. The language of the statute specifies that “any” trust,

except a QSST or tax- exempt trust, may make an ESBT election.
If the ESBT election is made for a grantor trust. the trust. rather

than the grantor. will be taxed on the trust’s income. (Emphasis
added.)

3. However, and moSt importantly, the Treasury Regulations (issued subsequent to
the [nformation Release) establish the proposition that an ESBT with a taxable year ending
before December 29, 2000, 1s exempt from the Internal Revenue Code grantor trust provisions.
In this regard, Treasury Regulations Section 1.641(c)-1(a), (b), (¢) and (1), Example 1, generally
provide that an ESBT is t.o be divided into a “grantor portion,” an “S porticn™ and a “non-S

8



portion.” The grantor portion of an ESBT is the portion of the trust that 1s treated as a grantor
trust. The S portion of the ESBT is the portion of the trust that consists of S corporation stock
and that is not treated as a grantor trust. Finally, the non-S portion of an ESBT is the portion of
the trust that consists of all of the assets other than S corporation stock and is not treated as a
grantor trust. However, Treasury Regulations Section 1.641(c)-1(k) states that:

... however, paragraphs (a), (b), (¢), and (1), Example 1, of th.isl

section are applicable for taxable vears of ESBTs that end on and
after Decemnber 29, 2000 . . ..

In view of the effective date of these Treasury Regulations, an ESBT with a taxable year ending

before December 29. 2000. is t:n_eated as being exempt from the Internal Revenue Code grantor

trust provisions. Accordingly, for ESBTs with taxable years ending before December 29, 2000,

the ESBT itself ( not the beneficiaries) is taxable on the ESBT’s income, regardless of whether
the income is distributed to the grantor. The S portion of the ESBT is treated as a separate trust,
the taxation of which is governed by Code Section 641(d)(1) and (2). See, also, IRC Section
1361(e)4). The tax on the ESBT’s taxable income is imposed at the highest rate for trusts and
estates under Code Section 1(e). See, IRC Section 641(d)(2)(A).

C. ORC Section 5747.01(A) Does Not Permit an Add- Back Adjustment to Qhio
Adjusted Gross Income for ESBT Taxable Income.

1. As it existed during the year 2000, Ohio Revised Code (herein called “*ORC™)
Section 5747.02 provided, in pertinent part, that the Ohio income tax is to be “levied on every
individual and every estate residing in or earming or receiving income in this state.” Thus, Ohio
did pot then impose an income tax on trusts.

2. In the case of an individual taxpayer, the starting point for computing the Ohio
income tax is Federal adjusted gross income, subject to certain speciﬂed adjustments set forth in
ORC Section 5747.01(A). The definition of “adjusted gross income™ under ORC Section

9



5747.01(A) does not expressly or impliedly mandate an “add-back” to an individual’s Federal
adjusted gross income for pass-through items of income, gain or loss from S corporations when
such items are required to be reported for Federal income tax purposes on a trust’s fiduciary
income tax return because the trust has elected to be treated as an ESBT under

IRC Section 1361(e)(3). Accqrdingly, under Ohio’s income téx statutory scheme, ESBT taxable
income is not included in an Ohio taxpayer’s adjusted gross income within the meaning of

ORC Section 5747.01(A).

3. Nevertheless, without legislative support, the Department ignored the Ohio
Revised Code and created a “new” add-back to Ohio adjusted gross income-namely, ESBT
taxable income. In the absence of OChio legislation amending ORC Section 5747.01(A), the
Department has no legal basis for including ESBT taxable income in an Ohio taxpayer’s adjusted
gross income. This proposition is not subject to challenge or ambiguity in that the definition of
adjusted gross income in QORC Section 5747.01(A} is clear on its face.

D. The Department’s January 19, 2000 Information Release Is An Improperly Adopted
Rule and Therefore Invalid.

I. Even assuming the result intended by the Department, can be achieved (i.e., add
back to Ohio adjusted gross income of ESBT taxable income) in the absence of Ohio Iegislation
amending ORC Section 5741.01(A), the Department failed to comply with strict statutory
guidelines pertaining to the promulgation of rules. Under Ohic law, a rule promulgated
improperly is invalid. See Condee v. Lindley, 12 Ohio St. 3d 90 (1984).

2. As defined in ORC Section 119.01{C), a “rule” is any rule, regulation or standard
having a general and uniform operation, adopted, promulgated and enforced by any agency under
the authority of the laws governing such agency: however, 1t does not include regulations
concerning internal management of any agency unless such internal management rule affects

10



private rights. Even assuming the Department has authority pursuant to ORC Section 5703.05 to
promulgate rules under ORC 5747.01(A) establishing additional “add-backs” to an individual’s
federal adjusted gross income, the Department did not properly apply such authority.
Notwithstanding the preceding, other Sections of this Amicus Brief establish that the Information
* Release constitutes an impermissible enactment of legislation by the Department and/or exceeds
powers grantgd to the Depértment under ORC 5703.05, as the Department impermissibly
interprets the proper application of Federal tax law.

3. The Information Release constitutes a rule, since it articulates a general and
uniform “add-back” to federal adjusted gross income “all relevant pass-through items of income .
. from § corporations when such items have been treated as reportable for federal income tax
purposes on a trust’s fiduciary income tax return . . .because the trust has elected to be taxed as
an ESBT” under IRC Section 1361(¢)(3).” This Court has repeatedly invalidated prior attempts by
the Department to promulgate rules in a manner similar to that of Department’s Information
~ Release. Two cases which require discussion are McLean Trucking Co. v. Lindley, 70 Ohio St.
2d 106 (1982) and Condee v. Lindley, 12 Ohio St. 3d 90 (1984).

a. Meclean Trucking Co. v. Lindley. The Department determined the

taxpayer’s therein, allocation method of gross receipts pursuant to ORC 5733.05 did not
adequately represent the extent of gross receipts that should be allocated to Ohio. The taxpayer
allocated receipts under ORC Section 5733.05 by equally dividing freight revenues between the
state of origin and the state of destination; whereas the Department thought that additional
revenues should be allocated to Ohio based upon freight that passed through or stopped to
transfer cargo in Ohio. Fortunately, the relevant statute, -ORC 5733.05(BX2)(d), provided that

the Department may require the taxpayer to use an alternate method to compute Ohio allocable

11



income if the allocation provisions of ORC 5733.05 do not fairly represent the extent of the
taxpayers business activities in Ohto. Subsequently, the Depa;rtmeﬁt issued Special Instruction
21, purportedly based on authority granted by ORC Sections 5733.05 and 5733.07, that required
all interstate transportation companies to compute Chio allocated mcome by utilizing a sales
factor based on a system-wide milage ratio. This Special Instruction 21 generated an additional
$250,000.00 of tax liability for the taxpayer.
The Supreme Court, 1n invalidating Special Instruction 21, stated the following:
(1) ORC 5733.05(B)(2)(d) furnished no authority for the Department’s
apportionment of taxpayer’s sales factor pursuant to Special
Instruction 21;
(ii) Special Instruction 21 is the functional equivalent of an ORC
119.01(C) rule, the terms of which could only have been properly
issued as arule; and
(iii) ~ Special Instruction 21 is the subject-matter of a rule because
Special Instruction 21: articulates a general and uniform standard,
and, is enforced under the authority of the laws governing the
department of taxation.
~ Thus, even though the relevant statute stated the Department could require
that taxpayer use a different allocation method., this does not mean that the Department is

authorized to promulgate a rule, unless the provisions for adopting a rule are satisfied.

b. Condee v. Lindley. Pursuant to then-existing ORC Section 5727.15(B),

the Department was granted authority to apportion the assessed value of the property of a public
utility when such property is located in more than one county in Ohio. As reported in the
Supreme Court’s opinion, the Department, purportedly acting under the mandate of ORC Section
5727.15(B), informaily advised all public utilities to report situsable property value at 70% of its
true taxable value, and to report the remaining 30% of situsable property value as nonsitusable
property value. The Supreme Court noted that the apportionment policy may meet the statutory

12



apportionment requirement, but the Department may not implement such a policy without a
formally promulgated rule. The Supreme Court determined that since the apportionment policy
was uniformly applied to all public utility property, the policy 1s within the definition of a “rule”
as set forth in ORC 119.01(C). Moreover, the Supreme Court stated “the rule making
requirerhents set forth in ORC Section 119 are designed to permit a full and fair analysis of the
mmpact and validity of a proposed rule”; to the extent the Department “desires to continue
application of the bolicy in question, only compliance with” ORC Section 119 and ORC Section
5703.14 may permit him to do so.

4. The instant case is indistinguishable from the McLean case and the Condee case
since the Department promulgated a rule {(this time through an Information Release) withoﬁt
complying with ORC Section 5703.14. Moreover, the Information Release is an even greater
abuse of authority than evidenced in the McLean case and Condee case as the Department therein
at least had stafutory authorization to issue guidelines. The relevant statute in the present case,
ORC Section 5747.01, provides no similar statutory authorization for the Department to make
additional adjustments to an individuals federal adjusted gross income other than as already
provided 1n ORC Section 5747.01. Notably absent from the list of permissible adjustments to
federal adjusted gross income is an “add-back” relative to income from “all relevant pass through
items of income. . .from S corporations when such items have been treated as reportable for
federal income tax purposes ona . . .Form 1041. . .because the trust has elected to be taxed as an
ESBT” under [RC Section 1361(e)(3). Thus, assuming arguendo ORC 5747.01 could be
amended without involvement of the legislator, relevant Supreme Court precedent requires the
Commissioner to adhere to the procedures set forth in ORC Section 5703.14 when promulgating

arule.



E. The Issuance of Treasury Regulations bv the United States Treasurv Department
Establishes the Taxation of Grantor Trusts that Made an ESBT Election .

1. The Department readily admits in the Information Release, “various tax
practitioners have differing interpretations of how the ESBT provisions interplay with the grantor
trust i)rovisions of the Internal Revenue Code. Some have advocated the ESBT provisions
should take precedence over the grantor trust provisions while others believe that a grantor trust
can not make the ESBT election.” Obviously, the “vaﬁous tax practitioners” were applying a
reasonable interpretation of the Internal Revenue Code, in the absence of any guidance from the
Treasury Department, as IRC Section 1361(e}(3) provides that any trust may make the ESBT
election. This express language of this federal income tax statute conflicts with the position
asserted by the Department in its Information Release; namely; “the Income Tax Audit
Division’s position is that a grantor trust cannot make the ESBT election.” Interestingly, this
pronouncement of the Department is based on a mere “tax practitioners” statement in The Ohio
CPA Journal. See FN4 in Information Release, dated January 19, 2000,

2. “Laws must give the person of ordinary intelligence a reasonable opportunity to
know what is prohibited, so that he may act accordingly, and laws must provide explicit
standards’“ to apply them. Buckley v. Wilkins, 105 Ohio St.3d 350 (2005). As the preceding
paragraph illustrates, at the time of the Information Release, the legal community was split (i_.g,
“varlous tax practitioners” v. Depaﬁment and accountant Apple, FN 4 of Information Release),
as to the coordination of the grantor trust provisions with the ESBT provisions of the Code. The
clear implication of this proposition was that the express language of the Code did not provide a
clear meaning concerning the relationship between the grantor trust provisions and the ESBT

provisions.

14



3. Fortunately, Code Section 7805(a) grants authority to the Secretary (of the
Treasury Department) to preécribe “all needful rules and regulations for the enforcement of this
titte,” which “title” includes the grantor trust provisions and the ESBT provisions. The
. Secretary, being aware of the public’s need for immediate guidance, issued Temporary Treasury
Regulation 1.641(c)-1 by filing the same with the Federal Register on December‘QS, 2000. As
Temporary Treasury Regulations are subject to public comment prior to becoming Final
Regulations, the possibility existed that the Temporary Regulation could have been mddiﬂed or
withdrawn by the Secretary following December 28, 2000. Though history has proven that the
Temporary Treasury Regulation was in final form when iSsued, thé Temporary Treasury
Regulation only had the effect of law post-December 28, 2000. Stated differently, only after such
time that the Secretary issued the Temporary Treasury Regulation on December 28, 2000, did the
interrelationship between the grantor trust provisions and the ESBT provisions have a clear and
explicit standard with which taxpayer’s could comply.

4. . Even though prescribing rules relevant to applyin-g the provisions of the Code is
vested pursuant to Code Section 7803 in the Tréasury Secr-etary, the Department’s Information
Release‘ purports to establish rules concerning the application of the Code provisions. The
Department even goes so far as to say that effective January 1, 2000 (i.e., a retroactive
application date), certain individuals must include certain additional amounts in their federal
adjusted gross income; notwithstanding that the Code did not require this inclusion in federal
adjusted gross income until the issuance of the Temporary Treasury Regulation on December 28,
2000 (moreover, the Code did not require this inclusion in federal adjusted gross income at all if

the ESBT’s tax year ended before December 29, 2000).



F .. The Department’s Position on the Taxation of ESBT's Violates Public Policy.

1. In view of the lack of iega] authority for the Deéartment’s position, 1t is clear what
1s occurring. On two (2) separate occasions, the Department requested that the Ohio legislature
change Ohio mmcome tax law so that an ESBT’s taxable income would be subject to Ohio income
tax. In this regard, on Febru.ary 2, 1999, House Bill 139 was introduced into the Ohio House of
Representatives; it was assigned to the House Ways and Means Committee (a similar Bill w.as
introduced on July 13, 1998, but never made it out of the Ways and Means Committee). The Bill
proposed to tax income received by an ESBT on account of the distributive share of income or
gain from an S corporation at the highest marginal tax rate. As stated in that Bill “currently,

trusts are not subject to the state’s personal income tax: onlv individuals and estates are taxed.”

(Emphasis added.) The language of the Bill further acknowledges that:

Since, under federal law, the federal adjusted gross income of
beneficiary of an electing smali business trust does not include
income from an S corporation that is passed through (or
accumulated by) the trust, beneficiaries do not have to pay Ohio
income taxes on that income. (Emphasis added.)

2. The express language of the Bill establishes a recognition that, under current Ohio
incom¢ tax rules, an ESBT s taxable income is not subject to Ohio income taxation.
Moreover, the failure of the Ohio legislatare to pass this Bill shows that the Ohio legislature
could tax ESBT's with taxable vears ending before December 29, 2000.

3. As noted above, the Department on two (2) separate occasions requested that the
Ohio legislature change the law so that an ESBT’s taxable income is subject to Ohio income tax.
On both occasions, the Department’s efforts were unsuccessful. Obviously, frustrated by this
series of cvents, and not satisfied with allowing this matter to be addressed through proper

legislative channels. the Department has decided to “legislate™ Ohio’s tax laws by threatening the
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Ohio citizens with its own interpretation of the law. It is clear that the Information Release was
intended to create a “chilling effect” for taxpayers who (in proper compliance with Federal
income tax laws) were not including in Federal adjusted gross income the taxable income of a
grantor trust which had made a proper ESBT election. This chilli-ng effect was intended to be
accomplished through the Department’s threat in the Information Release that the Department
would 1mpose not only an‘ assessment for unpaid tax, but also related failure-to-timely-pay and
féilure-to-time]y—ﬁle penalties. Further, the Department issued an Information Release, dated
July 3, 2002, stating that the Department will also assess statutory fraud penalties on taxpayers.
4. The citizens of Ohio elect a legislator based upon a variety of beliefs, promises
and philosophies. Those legislators clearly have had at least two (2) opportunities to change
Ohio law as 1t relates to the taxation of ESBTs; m each instance, those legislators chose not to
make any changes. The Department does not have the legal authority to “override™ the Ohio
legislature and make changes to Ohio law which the legislature has failed to enact.
| 5. The arbitrary and capricious nature of the Information Release is illustrated by its
effective date. The Information Release applies to individuals and estates with taxable years
begmning atter December 31, 1999. There is no basis in logic or reason for this effective date.
The ESBT provisions have been part of Federal income tax laws since 1997. Therefore, ESBTs
have existed in Ohio since that date. The Department arbitrarily selected the year 2000 as the
first year in which Ohio would attempt to tax grantor trusts/ESBTs. It defies logic that a taxpayer
may have a grantor trust/ESBT for the tax years [997, 1998 and 1999 which may be exempt from
Ohio income taxation, but then face taxes and penalties for the year 2000, even though there has
been no change in Ohio law. In other words, an Ohio citizen would have to ask himself or

herself, “If an ESBT was taxed a certain way in Ohio for the vears 1997 through 1999, and if
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there has been no legislative change in Ohio’s tax laws, then why is Ohio now taxing me on the

ESBT taxable income?”

Respectfully submitted,
CORSARO & ASSOCIATES CO., LPA

By: {(\T ﬂM\\J& ,g\{}v Ci:n-mnr*’

Joseph G. Corsaro, Esq. (#0011474)
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Indi-ridual Income Tax Informatioﬁ Release
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!‘ncom‘ré ax Audit Division

INDIVIDUAL INCOME TAX INFORMATION RELEASE-Grantor Trust Provisions Take
Precedence
Over ESBT Provisions
January 19, 2000

Effective for individual and estate taxable years beginning after December 31, 1999, the
Income Tax Audit Division will require certain individuals and estates to include in their
federal adjusted gross income {"FAGI®) and Ohio taxable income all relevant pass-through
itemns of income, gain or loss from S corporations when such items have been treated as
reportable for federal income tax purposes on a trust's fiduciary income tax return (Form
1041) because the trust has elected to be taxed as an Electing Small Busi-ness Trust
("ESBT") under Internal Revenue Code ("IRC") section 1361(e)(3). Specifi-cally, if an
individual or estate would be treated as the owner of all or a portion of a trust pursuant to
IRC section 671 et seq., then such individual or estate shall include in his, her or its FAGI
or Ohio taxable income all relevant S corporation pass-through items as if the individual or

estate were itself the actual owner of the S corporation stock owned by the trust.

Furthermore, because the Income Tax Audit Division will treat such trusts as grantor trusts
rather than as ESBT's, the trust cannot qualify as an electing small business trust
excluded, under Ohio Revised Code ("ORC") section 5733.40(1)(1), from the definition of a
"qualifying investor." As such, for taxable years beginning after December 31, 1999, an S
corporation must pay the 5% pass-through entity withholding tax and related estimated tax
(ORC sections 5747.41 and 5747.43) with respect to "adjusted qualifying amounts" (ORC
section 5733.40(A)(1)(a)) which pass through to such trusts.

For taxable years beginning after December 31, 1999, assessments for unpaid tax and all
related failure-to-timely-pay and failure-to-timely-file charges will apply (i) to such indi-
viduals and estates who do not adjust their FAGI and Ohio taxable income (and timely pay
tax and related estimated tax thereon) in accordance with this information release and (i) to
S corporations which do not timely pay the 5% withholding tax and the related es-timated
tax with respect to such S corporation distributive shares. :

Discussion

The Internal Revenue Code does not contain any provisions which expressly state that an
ESBT which also qualifies as and/or is described as a grantor trust is exempt from the
grantor trust provisions. Neither does the "Blue Book" provide or address any such

exemption.2 In fact, the principal advocate of the ESBT legistation has cautioned that the
provisions of an ESBT's governing instruments ". . . should be limited so that no power
would result in the inclusion of trust assets or revenue in the trustee's own estate or

income."™  Thus, even the principal advocate of the ESBT legislation implicitly recognizes
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that an ESBT which also qualifies as and/or is described as a grantor trust is, in fact,
subject to the grantor trust provisions for taxation rather than qualn‘ymg for the special rules
for taxation of ESBT's under IRC section 641(c).

The Income Tax Audit Division recognizes that various tax practitioners have differing
interpretations of how the ESBT provisions interplay with the grantor trust provisions of the
Internal Revenue Code. Some have advocated that the ESBT provisions should take
precedence over the grantor trust provisions, while others believe that a grantor trust can-

not make the ESBT election.* In light of the fact that neither the U.S. Treasury Depart-
ment nor the Internal Revenue Service has issued any guidance in this area, and barring
any change in the federal tax law or issuance of new U.S. Treasury regulations to the
contrary, the Income Tax Audit Division’s position is that a grantor trust cannot make the
ESBT election.

if you have questions regarding this information release, please contact the Income Tax
Audit Division at 614-433-7610 (TTY: 1-800-750-0750).

10f course, individuals and estates will not have to make these adjustments to the extent these
individuals and estates have already done so on their federal income tax returns.

25taff of the Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in the
104th Ceongress.

3See the last sentence of Frederick G. Corneel's article, "The Electing Smalll Business Trust:
Subchapter S's User-Friendly Estate Planning Tool" beginning on page 215 of the April, 1997 issue of
the Journal of Taxation. The "Editor's Nate" appearing in that article states as follows:

"Mr. Corneel was the principal advocate on Capitol Hill for ESBTs, and he worked with
the staffs of both the Joint Committee and Treasury in drafting the legislation.

. Moreover, until there is Treasury guidance or further legislation, his analysis of the
taw stands as uniquely important to any potential users of this new estate plan-ning tool."

4See item number 4 in the American Institute of Certified Public Accountants December 21, 1999
corre-spondence 1o IRS Assistant Chief Counsel Paul F, Kugler. That letter is reproduced in the
December 29, 1999 edition of BNA, Inc.'s TaxCore. The letier is available on the Internet at
hitp://subscript.bna.com/LNNPUBSA. ..ae76b85256856001/23ad/OpenDocurnent

But see Apple, "Ohio Income Tax Treatment of The Newest "S" Corporation Shareholder: The Electing
Small Business Trust," The Ohio CPA Journal, April - June, 1998 on page 29, 4th line down: "Grantor
trusts cannot elect to be treated as an ESBT."

Top|Home|Taxpayer Assistance|Tax Forms|Publications
information Releases|Tax Rules|Statistics{Other Sites[Search

Information believed accurate but not guaranteed.
The State of Ohio disclaims liability for any errors or omissions.
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2022 INCOME TAX—ESTATES, TRUSTS, BENEFICIARIES

{Sec. 671]

SEC. 671. . TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE TO GRANTORS
AND OTHERS AS SUBSTANTIAL OWNERS. :

Where it is specified in this subpart that the grantor or another person shall be treated as the
owner of any portion of a trust, there shall then be included in computing the taxable income and
credits of the grantor ot the other person those items of income, deductions, and credits against tax of
the trust which are attributable to that portion of the trust to the extent that such items would be
taken into account under this chapter in computing taxable income or credits against the tax of an
individual. Any remaining portion of the trust shall be subject to subparts A through D. No items of:a
trust shall be included in computing the taxable income and credits of the grantor or of any other
person salely on the grounds of his dominion and control over the trust under section 61 (relating to
definition of gross income) or any ather provision of ths title, except as specified in this subpart.
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SECTION 1.641(c)-1. ELECTING SMALL BUSINESS TRUST.

{a) IN GENERAL. An electing small business trust (ESBT) within the meaning
of section 1261{e) is treated as two separate trusts for purposes of
chapter 1 of the Internal Revenue Code. The porticn of an ESBT that
conslsts of stock in one or more § corporatiocns 1s treated as one trust.
The porticon of an ESBT that ceonsists of all the other assets in the trust
is treated as a separate trust. The grantor or ancther person may ke
treated as the owner of all or a portion of either or beth such trusts
under subpart E, part I, subchapter J, chapter 1 of the Internal Revenue
Code. The ESET isg treated as a single trust for administrative purposes,
such as having one taxpayver identification numker and filing cone tax
return. See Sec. 1.1361-1(m).

{b) DEFINITICNS-~

{1l) GRANTOR PORTION. The grantor portion of an ESBT is the portion of
the trust that is treated as owned by the grantcr or ancther person
under sukpart E.

(2) S PORTION. The 3 portion of an ESBT is the pertion of the trust
that consists of S corporation stock and that 1s not treated as owned
by the grantor or ancther person under subpart E.

{3) NON-3 PORTION. The non-3 portion of an ESBT 1s the portion of the
trust that consists of all assets other than 5 ccrporation stock and
that 1s not treated as owned by the granter or ancther person under
sukpart E.

{¢) TAXATION OF GRANTOR PORTICN. The grantor or anocther perscon who is
treated as the owner of a porticn of the ESBT includes in computing
taxable income items of income, deductions, and credits against tax
attributable toc that portion of the ESBT under section a7l.

{d) TRXATION QF S PCORTION-—

(1) IN GENERAL. The taxable income of the 3 perticon is determined by
taking into account only the items cof income, loss, deduction, or
credit specified in paragraphs (d) (2}, (2), and (4) of this section,
to the extent not attributable tec the grantor portion.

(2) SECTION 13686 AMOUNTS-—-

(1} IN GENERAL. The 5 porticn takes into account the items of
income, loss, deduction, or credit that are taken into account
by an S corporaticn sharehcelder pursuant te section 1366 and the
regulations thereunder. Rules otherwise applicable to trusts
apply in determining the extent to which any loss, deduction, or
credit may be taken inte account in determining the taxable
income of the 8 portion. See Sec. 1.1361-1{(m) (3) (iv) £for
allccaticn of those items in the taxable year of the S
corporaticn in which the trust is an ESBT for part cf the year
and an eligible sharehclder under sectiocon 1361(3)( ) (A) (1)
through (iv) for the rest of the year.

(11) SPECIAL RULE FOR CHARITABLE CCONTRIBUTIONS. 1f a deduction
descrikbed in paragragh (d) (2) (i) of this section is attributable
te an amcunt cof the S corperation's gross inceme that i1s paid by

- 1 -
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the 8§ corporation for a charitable purpose specified in section
170(c) (without regard to secticn 17C{c)(2) (A)), the
contribution will be deemed to be paid by the $§ portion pursuant
to the terms of the trust's governing instrument within the
meaning of sectien 642 {c)(l). The limitations of section ©81,
regarding unrelated business income, apply in determining
whether the contributicn is deductible in ccmputing the taxable
income of the 3 peortion.

(iii) MULTIPLE S8 CORPORATICONS. If an ESBT owns stock in more
than one S corporation, items of income, loss, deduction, cr
credit from all the 8 corporations are aggregated for purposes
of determining the 3 portion's taxable income.

(3} GAINS AND LOSSES ON DISPOSITICN OF S STOCK~-

(1) IN GENERAL. The § portiecn takes Into account any gain or
loss from the disposition of 3 corporation stock. No deduction
is allowed under section 1211 (b) (1) and (2) for capital lcsses
that exceed capital gains. '

(ii) INSTALLMENT METHOD. If income from the sale or disposition
of stock in an S corporation is reported by the trust on the
installiment method, the income recognized under this method is
taken into account by the 5 portien. See paragraph (g) (3) of
this section for the treatment of interest cn the installment
obligation. Sge Sec. 1.1361-1{(m) (3) (ii1) regarding treatment of a
trust as an ESBT upon the sale of all § corporaticn stock using
the installment method.

{iii) DISTRIBUTIGNS IN EXCESS OF BASIS. Gain recognized under
section 13268(b) (2) from distributions in excess of the ESBT's
basis in its 8 corporation stock 1s taken into account by the S

portion.
{4) STATE AND LOCAL INCOME TAXES AND ADMINISTRATIVE EXPENSES--

(i1} IN GENERAL. State and local income taxes and administrative
expenses directly related to the 5 portion and those allocated
to that portion in accordance with paragraph (h) are taken into
account by the 8 porticn. '

{ii) SPECIAL RULE FOR CERTAIN INTEREST. Interest pald by the
trust on money borrowed by the trust to purchase stock in an 8
corporation is allccated to the § portion but is not a
deductikle administrative expense fcr purpeses of determining
the taxable inceme cf the 8 portion.

{e} TAX RATES AND EXEMPTION COF S PORTION--—

{1) INCOME TAX RATE. Except for capital gains, the highest marginal

trust rate provided in section l{e) is applied to the taxable income
of the 8 porticn. See section 1{h) for the rates that apply to the 3
porticn's net capital gain. )

(2} BALTERNATIVE MINIMUM TAX EXEMPTION. The exemption amecunt of the S
porticn under section 55(d} 1is zero.



Regs. Sec. 1.84l(c)-1 © 2002, Kleinrock Publishing

(f) ADJUSTMENTS TQ BASIS OF STOCK IN THE 3 PORTION UNDER SECTION 1367. The
basis of & corporation stock in the S peorticn must be adjusted in
accordance with section 1367 and the regulations thereuncer. If the ESBT
owns stock in more than one 8 corporation, the adjustments tc the basis In
the S corporation stock of each § zorporation must be determined
separately with respect to each 5 corporation. Accordingly, items of
income, loss, deduction, or credit of an 8 corporation that are taken intce
account by the ESBT under section 1366 can only result in an adjustment to
the basis of the stock of that 5 corporation and cannct affect the basis
in the stock of the other 8 corporations held by the ESET.

(g) TAXATION OF NON-5 PORTION--

(1) IN GENERAL. The taxable income of the non-S porticn is determined
by taking into account all items of income, deduction, and credit to
the extent not taken into account by either the grantor portion or
the 8§ portion. The items attributabkle to the non-5 portion are taxed
under subparts A through D of part I, subchapter J, chapter 1 cof the
Internal Revenue Code. The non-8 portion may ccnsist of mere than one
share pursuant to section 663(c).

(2) DIVIDEND INCOME UNDER SECTION 1368 (c){(2). Any dividend income
within the meaning of secticon 1368 (c) {2} is includible in the grcss
income of the non-2S porticn.

(2) INTEREST ON INSTALLMENT CBLIGATIONS. If income from the sale or
disposition of stock in an S corporation is reported by the trust on
the installment method, the interest on the installment obligation is
includikle in the gross income of the non-3 pertion. See paragraph
(d) (3) (11) of this section for the treatment of inceme frem such a
sale or dispocsition.

{4} CHARITAELE DEDUCTICN. For purpcses of applylng section 642 (c) (1)
to payments made ky the trust for a charitable purpose, the amount of
gross income of the trust is limited to the gross income of the non-9
portion. See paragraph (d)(2) (ii1) of this sectlion for special rules
concerning charitable contributions paid by the 5 corporation that
are deemed to be paid by the 8 portion.

(hy ALLOCATICN OF STATE AND LOCAL INCOME TAXES AND ADMINISTRATION
EXPENSES. Whenever gtate and local income taxes or administration expenses
relate te more than one portion cof an ESEBT, they must be allocated between
or among the portions to which they relate. These items may be allocated
in any manner that is reascnable in light cof all the circumstances,
including the terms of the governing instrument, applicable local law, and
the practice of the trustee with respect to the trust if it i1s reasonable
and consistent. The taxes and expenses apportionad to each portien of the
ESBT are taken intoc acceount ky that portion.

(i) TREATMENT OF DISTRIBUTIONS FROM THE TRUST. Distributicns to
beneficiaries from the 5 portion or the non-% portion, including
distributions of the S corporation stock, are deductible under section &51
or €61 in determining the taxable income of the nen-3 portion, and are
includible in the gross income of the beneficiaries under sectlon 6352 cor
662. However, the amount of the deduction or inclusion cannct exceed the
amount of the distributable net income of the non-8 portion. Items of
income, loss, deduction, or credit taken intc account by the grantor
portion or the S portion are excluded for purposes of determining the

_om
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distributable net income cf the non-s5 pdrtion of the trust.

{7) TERMINATICN CR REVOCATION OF ESBT ELECTION. If the ESBT election of
the trust terminates pursuant to Sec. 1.1361-1(mj (5} or the ESBT electlion
is revoked pursuant to Sec. 1.1361-1{(m) (&), the rules contained in this
section are thereafter not applicable to the trust. If, upon termination
or revocation, the S portion has a net operating loss under section 172; a
capital loss carryover under section 1212; or deductions in excess of
gross inceme; then any such loss, carryover, or excess deducticns shall he
allowed as a deduction, in accordance with the regulaticns under section
642 (h), tec the trust, or to the beneficiaries succeeding to the property
of the trust if the entire trust terminates.

(k) EFFECTIVE DATE. This section generally is applicable for taxable years
of ESBTs beginning on and after May 14, 2002. However, paragraphs (a),
(b), (), and (1) Example 1 of this section are applicable for taxable
years of ESBTs that end on and after December 22, 2000. ESBTs may apply
paragraphg {d) (4) and (h) of this section for tazsble years of ESBTs
beginning after December 31, 139¢.

(1) EXAMPLES. The folleowing ezamples illustrate the rules of this section:
EXAMPLE 1. Comprehensive example.

{1} Trust has a valid ESBT election in effect. Under section
€78, B is treated as the owner of a portion of Trust consisting
of a 10% undivided fracticnal interest in Trust. Nc other person
is treated as the owner of any other portion of Trust under
subpart E. Trust owns stock in X, an § corporation, and in Y, a
C corporation. During 2000, Trust receives a distributicn from X
of 35,100, of which $5,000 is applied against Trust's adjusted
basis in the X stock in accordance with section 1368 (c) (1} and
4100 is a dividend under section 1368(c) (2). Trust makes no
distributions to its beneficiaries during the year.

(ii) For 2000, Trust has the following items of income and
deduction:

Ordinary income attrikbutable to

¥ under section 1366 55,000
Dividend income from ¥ . £900
Dividend from X representing C

corporation earnings and

profits 5100
Total trust income ) 36,000

Charitabkle contributicons
attributable to ¥ under

gection 1366 5300
Trustee fees 3200
State and local income taxes 5100

(iii) Trust's items of income and deduction are divided into a
grantor pertion, an § portion, and a non-35 portion for purposes
of determining the taxation of those items. Income is allocated
to each portion as follews:

E must take into account the items of income attributable to
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the grantor porticn, that is, 10% of each item, as fellows:

Ordinary income from X 5500
Dividend income from-Y S90
Dividend income from X 810

Total grantor portion income 600

The teotal income of the 3 po;tion is $4,500, determined as

follows:

Ordinary income from X 35,000
Less: Grantor portion (3500)
Total § porticn lncome 54,500

The total income of the non-8 portion is $%00 determined as
follows:

Dividend inceome from Y

(less grantcr portion) 5810
Dividend income from ¥

{less grantor portiocn) 590
Tctal non—-$ portion income 5500

(iv) The administrative expenses and the state and local income
taxes relate to all three portions and under state law would be
allocated ratably to the 36,000 of trust inceme. Thus, these
items would be allocated 10% {600/6000) to the granter portion,
75% {4500/ €000) tc the S portion and 15% (900/6000) to the non-
5 portion.

{(v) B must take intc account the following deductions
attributable to the grantor porticn of the trust:

Charitakle contributions from X 830

Trustee fees 520
State and leocal income taxes 310

{vi} The taxable income of the § portion is 54,005, determined
as follows:

Ordinary income from X 54,500
Less: Charitakle contributicons

from X {(less grantor portion) (3270)
75% of trustee fees ($150)
75% of state and local income taxes (875)
Taxable income of S portion 54,005

(vii) The taxable income of the non-3 pértion is 5755,
determined as follows:

Dividend income from Y 5810
Dividend income from ¥ ' 390
Total non-S pertion income 5500
Less: 15% of trustee fees (330)

15% state and local income taxes (515

=
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Personal exempticn (3100)
Taxable income of non-3 porticn 5755

EXAMPLE 2. Sale of S stock. Trust has a valid ESBT election in effect
and owns stock in ¥, an S corporation. Ne perscn 1s treated as the
owner of any pecrtion of Trust under subpart E. In 2003, Trust sells
all of its stock in X to a person whoe 1s unrelated to Trust and its
beneficiaries and realizes a capital gain of $5,000. This gain is
taken intec account by the S porticn and is taxed using the
appropriate capital gain rate found in section 1(h).

EXAMPLE 3.

(i) @ALE OF & STOCK FOR AN INSTALLMENT NOTE. Assume the same
facts as in Example 2, except that Trust. sells i1ts steock in X
for a $400,000 installment note payakle with stated interest
over ten years. After the sale, Trust does not cwn any S
corporation steck.

(ii) LOSS CON INSTALLMENT SALE. Assume Trust's basis in its X
stock was $500,000. Therefore, Trust sustains a capital less of
$100,000 on the sale. Upon the sale, the S pcrtion terminates
and the excess loss, after being netted against the other items
taken into account by the S pertion, is made available te the
entire trust as provided in section 641 (c) (4).

(iii) GAIN ON INSTALLMENT SALE. Assume Trust's basis in its X
stock was $30C,000 and that the $100,000 gain will be recognized
under the installment method of section 452. Interest income
will be recognized anhually as part of the installment payments.
The portiocn of the $100,000 gain recognized annually is taken
into account by the S porticn. However, the annual interest
inceome is includible in the gross income of the non-3 portion.

EXAMPLE 4. Charitable lead annuity trust. Trust is a charitable lead
annuity trust which is not treated as owned by the grantor or ancther
person under subpart E. Trust acguires stock in X, an S cerperation,
and elects to be an ESBT. During the taxable year, pursuant to its
terms, Trust pays $10,000 to a charitable crganization described in
section 170(c) {2). The non-S portion of Trust receives an income tax
deduction for the charitable contribution under section 642 (<) only
to the extent the amount is paild out of the gress inccocme of the non-8
portion. To the extent the amount is paid from the S portion by
distributing 8 corporaticn stock, no charitakle deduction is
availakle teo the S portion.

EXAMPLE 5. ESBT distributions.

(i) s of January 1, 2002, Trust owns stock in ¥, a C
corporation. No portion of Trust 1s treated as owned by the
grantor or another person under subpart E. X elects to be an S
corporation effective January 1, 2003, and Trust elects to ke an
ESBT effective January 1, 2003, On February 1, 2003, X makes an
58,000 distribution to Trust, of which $3,000 is treated as a
dividend from accumulated earnings and profits under section
1258 (c) (2} and the remainder is applied against Trust's basis in
the X stock under secticn 1268(h). The trustee of Trust makes a
distribution of $4,000 to Beneficlary during 2003. For 2003,

—
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Trust's share of X's section 1366 items is 55,000 of ordinary
income. For the year, Trust has no other income and no expenses
or state or local taxes.

{ii) For 2003, Trust has $5,000 of taxable income in the 8§
portion. This income is taxed toc Trust at the maximum rate
provided in section 1{e}. Trust also has 53,000 of distributable
net income (DNI} in the nen-3 peortion. The non-35 portion of
Trust receives a distribution deduction under section 661(a) of
$3,000, which represents the amount distributed to Beneficiary
during the year (5$4,000), net to exceed the amount of DNI
{$3,000). Beneficiary must include this amount in gress income
under section 662(a). Az a regult, the ncon-S portion has no
taxable income. *COMQ19%

[Added by TD 8994, 67 FR 34388, May 14, 2002]
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SECTION 641, IMPOSITION OF TAX
L L{dYDA)

(a} APPLICATION OF TAX

The tax imposed by section l{e] shall apply tc the taxable income of
estates cor of any kind of property held in trist,” including--

(1) income accumulated in trust for the benefit of unborn or
unascertained persons or persons with contingent interests, and income

accumulated or held for future distribution under the terms of the
will or trust;

(2) income which is to be distributed currently by the fidueciary to
the beneficiaries, and inccme collected by a guardian of an infant
which is to be held or distributed as the court may direct;

{3) income received by estates of deceased persons during the peried
of administration or settlement of the estate; and

{4) lncome which, in the discretion ¢f the fiduciary, may be either
distributed to the beneficiaries or accumulated.

(b} COMPUTATION AND PAYMENT

The taxable income of an estate or trust shall be computed in the same
manner as in the case of an individual, except as ctherwise provided in
this part. The tax shall be computed on such taxable income and shall be
paid by the fiducliary. For purposes of this subsection, a fereign trust cr
foreign estate shall be treated as a nonresident alien individual who is
not present in the United states at any time.

{c¢) SPECIAL RULES FCR TRAXATION OF ELECTING SMALL BUSINESS TRUSTS. -

{1l) IN GENERAL.--
For purposes of this chapter--

(A) the porticen of any electing small business trust which
consists of stock in 1 or more & corporations shall be treated as
a separate trust, and

(B) the amount of the tax imposed by this chapter on such

separate Lrust shall be cdetermined with the modifications of
paragraph (2). -~
Porfanob ) el

{Z) MODIFICATIONS.--

For purposes of paragraph (1), the modifications of this paragraph are
the following:

(R} Except as provided in ssction 1(h), the amcunt cf the tax
imposed by section lie} shall be determined by using the highest
rate of tax set forth in section 1l(e).

{B] The exemption amcunt under section 55{d) shall be zero.

1 =
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(C] The only items cf income, loss, deduction, or credit to be
taken into account are the following:

(1) The items required to be taken into account under
section 1366.

(ii} Any gain or loss from the disposition of steock in an 8
corporaticn.

{111) To the extent provided in regulations, S8tate or local
income taxes or administrative expenses to the extent
allccable teo items described in c¢lauses (1) and (ii).

No deducticn or credit shall be allowed for any amount not
described in this paragraph, and no item described in this
paragraph shall ke apportioned to any beneficiary.

(D) No amcunt shall be allowed under paragraph {1} or (2} of
section 1211 (k).

(3} TREATMENT OF REMAINDER OF TRUST AND DISTRIBUTIONS.-—
For purposes of determining--

{A) the amount of the tax impesed ky this chapter on the portion
of any electing small business trust not treated as a separate
trust under paragraph (1), and

{B) the distributable net income of the entire trust, the items
referred to in paragraph (2){C) shall be excluded. Excepht as
provided irn the preceding sentence, this subsection shall not
affect the taxation cf any distribution from the trust.

(4) TREATMENT OF UNUSED DEDUCTIONS WHERE TERMINATION OF SEPARATE
TRUST . --

If a portion of an electing small business trust ceases to be treated
as a separate trust under paragraph (1), any carryover or excess
deduction of the separate trust which is referred to in section 642 (h)
shall be taken intc account by the entire trust.

(%) BLECTING SMALL BUSINESS TRUST.--

For purposes of this subsection, the term "electing small business
trust" has the meaning given such term by section 1361(e) (1).

<<BACEKGROUND/EFFECTIVE DATES>>

AMENDMENTS

1998

Subsecticn (¢). -~ Pub. L. 105-20€, Section 6007(f), struck subsection
{c) and redesignated subsection (d) as subsection (c). [Effective as if
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included in the previsicns of the Taxpayer Relief Act of 1997]
Prior to amendment, subsection (¢} read as follows:

" (=) EXCLUSICN OF INCLUDIBLE GAIN FROM TAXABLE INCOME
"{1l) GENERAL RULE
"For purposes of thig part, the taxable income of a trust does not
include the amount of any includible gain as defined in section 644(Db)
reduced by any deductions properly allecable theresto.

" (2) CROSS REFERENCE

"For the taxation of any includible gain, see section €44."

Subsection (hi. —- Pub. L. 105-34, Section 1601(i) (3){B), added at the
end a hew sentence. [Effective for provisions of the Small Business Job
Protection Act of 1996 to which they relate.]

1956

Subsection (d). -- Pub. L. 104-188, Sectiocn 1302(d), added a new
subsection, relating to "Special Rules for Taxatien of HElecting Small
Business trusts". [Effective for taxakle years beginning after December
31, 189%&.]

1877

Subsection (a). -- Pub. L. 95-30 substituted "section 1(e)" for "section

1{d)" in introductor rovisions.
Yy P

1876

Subsection (¢). -- Puk. L. 94-455 added subsec. (c).

1969

Subsecticon {a). -- Pub. L. 9%1-172 sgubstituted "The tax imposed by

secticn 1{d)" for "The taxes imposed by this chapter on individuals™.

EFFECTIVE DATE OF 1977 AMENDMENT

Amendment by Pubk. L. 95-30 applicable to taxable years beginning after
Dec. 21, 1976, see section 106{(a) of Pub. L. 95-30, set ocut as a note under
gection 1 of this title.

EFFECTIVE DATE OF 1%7& AMENDMENT

Amendment by Puk. L. 94-455 applicable to transfers in trust made after

o
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May 21, 1976, see secticn 701{h}) of Pub. L, 94-455, set out as a note under
gecticon 667 of this title.
EEFFECTIVE DATE CF 1969 AMENDMENT

Amendment by Pub. L. 21-172 applicable tc taxakle yesars beginning after
Dec. 31, 1970, see section 803(f) of Puk. L. 51-172, set out as a nocte
under section 1 of this title.
CROSS REFERENCES

Charitable trusts subject to tax, see section 511 of this title.

Income from an interest in an estate or trust as gress income, see
section 61 of this title.

Rates of tax on individuals, see section 1 of this title.
Returns--
Estates and trusts, see section 6012 of this title.
Joint fiduciaries, see section 6012 of this title.

Taxable income defined, see section €32 of this title.

PUBLIC LAWS AMENDING THIS SECTION

(Bug. 16, 19%4, ch. 736, 68A Stat. 215; Dec. 30, 1569, Pub. L. 91-172,
title VIII, Section 3803(d) (3}, 83 Stat. ©684; Oct. 4, 1976, Pub. L. 54-455,
title VII, Section 701{e){2), 90 sStat. 157%; May 23, 1977, Pub. L. 95-30,
title I, Section 101(d) (8), %1 stat. 134; August 20, 1996, Pub. L. 104-188,
title I, Section 130%2; August 5, 1997, Pub. L. 105-34, title XVI, Secticn
1601; July 22, 1998, Pub. L. 105-208, Section &007.)



SECTION 1361, & CORPORATION DEFINED

(a) S CORPORATICN DEFINED

/
(1) IN GENERAL

For purposes of this title, the term "S ccrporation” means, with
respect to any taxable year, a small business corporation for which

an election under section 1362(a) is in effect for such year.

(2) C CORPORATICN

Q

For purposes of this title, the term "C corperation"” means, with
a corocration which is not an &

respect to any taxable year,
corperaticn for such year.

{b} SMALL BUSINESS CORPORATICN

(1) IN GENERAL
For purpcses of this subchapter, the term "small business
corporaticn™ means a domestic corporation which is not an ineligible

corporation and which deoes not--—-

{A) have more than 75 sharcholders,

{(83) have as & shareholder a perscn (other thar an estate, =2
trust described in subsection {(c) (2}, or an organizaticn
described in subsecticn (c) (€)) who is not an individual,

(C) have a nonresident alien as a shareholder, and

(D) have more than 1 class of stock.

(2) INELIGIELE CORPORATICN DEFINED

For purposes of paragraph (1}, the term "Ineligible corporation”
means any corporaticon which is—-

(A) & financial institution which uses the reserve method of
accounting for bad depnts described in secticn 385,

(B) an insurancé cempany subject to tax under subchapter L,
(C) a corporation to which an election under section 936
applies, or

{3) a DISC or former DISC,

(3) TREATMENT OF CERTAIN WECLLY COWNLZ SUBSIDIARIES



(c)

(A) IN GENERAL

Except as provided in regulations prescribed by the Secretary,

for purposes of this title-- )
{1} a corvoration which is a qualified subchapter 3
subsidiary shallrnot'be treated as a separate corpcoration,
and )

(i) al: assets, liabilities, and items of income,
deduction, and credit of a qualified subchapter S
subsidiary shall be treated as assets, liabilities, and
such ‘tems (as the case may bhe) of the § corpcration.

(B) QUALIFIED SUBCHAPTER S SUBSIDIARY

For purooses of this paragraph, the term "gqualified subchapter S
subsidiary” means any deomestic corpecration which is not an
ineligible corpeoration (as defined in paragraph (2)), if--

(i} 100 percent of the stock of such corporation is held by
the 8 corperation, and

{ii) the 8 corporétion elects to treat such corporation as
a qualified subchapter S subsidiary.

{C) TREATMENT CF TERMINATIONS OF QUALIFIED SUBCHAPTER S
SUBSTIDIARY STATUS

For purposes of this title, if any c<orporation which was a
qualified subchapter $ subsidiary ceases to meet the
raquirements of subpatagraph (B), such corporaticn shall be
treated as a new corporaticon acquiring all of its assets (and
assuming all of its liabilities) immediately before such
cessation from the S corporaticon in exchange for 1ts stock.

{D} ELECTICN AFTER TERMINATION

If a corporation's status as a qualified subchapter 3 subsidiary
terminates, such corporation (and any successor corperation)
shall not be eligible to make—-

{i) an electicn under subparagraph (B) (1i) to be treated as
a qualified subchapter S subsidiary, or

{11} arn elsction under section 1362{(a) to be treated as an
3 corporation, ’

before its 5th taxable vyear which pegins after the 1st taxable
yvear for wnich such termination was effective, unless the
Secretary consents to such election.

SPECIAL RULES FCOR APPLYING 3UBSzZCTION (b)

f
L

1)

HUSRAND AND WIFE TREATED AS 1 SHAREHOLDER



estates) shall be treated as 1 sharerolder.

(23 CERTAIN TRUSTS PERMITTED AS SHAREHOLDERS
(A] IN GEMERAL

For purposes of subsection (b) (1) {(B), the fellowing trusts may
be sharehcolders:

(i) & trust all of which is treated (under subpart E of
part I of subchapter J of this chapter}) as owned by an
individual who is a citizen or resident of the United
States.

(i1) A trust which was described in clause (i} immediately
before the death of the deemed cwner and which continues in
existence after such death, but only for the 2Z-year period
beginning on the day of the deemed owner's death.

(iii) A trust with respect to stock transferred to it
pvursuant to the terms cf a will, but only for the 2Z-year
period beginning on the day on which such stock is
transferred to it.

{iv) A trust crezated primarily tec exercise the wvcting power
of stock transferred to it.

(v} An electing small business trust.

This subparagrzph shall nct apply te any foreign trust.

(B) TREATMENT A5 SHAREEOLDERS
For purposes cf subsecticn (b)(l)—Q

(i) In the case of a trust described in clause (i) of
subparagraph (A), the deemed owner shall be treated as the
shareholder.

{(i11) In the case 0of a trust described in clause (ii} of
subparagraph (A), the estate of the deemsd owner shall be
treated as the shareholder.

(iii) In the case ¢of a trust described in clause (iii) of
subparagraph (A), the estate cf the testator shall be
treated as the shzareholder.

(iv) In the cese of a zrust descriked in c¢lause (iv) of
subparagraph (&), =ach beneficiary of the trust shall be
Treated as a shareholder.



(v) In the case of a trust described in clause (v) of
subparagraph (A), each pcetential currént bepeficiary o
such trust shall be treated as a shareholder; except that,
if for any perlod there Is no pcotential current beneficiary
0f such trust, such trust shall be treated as the
shareholder during such period.

(3f ESTATE OF INDIVIDUAL IN BANKRUPTCY MAY BE SHAREHOLDER

For purposes of subsection (k) (1} (R}, the term "estate" includes the

estate of an individual in a case under title 11 of the United States
Code.

(4) DIFFERENCES IN COMMCN STOCK VOTING RIGHTS DISREGARDED

Fer purposes of subsection (k) (1} (D), a corporation shall not ke

treated as having more than 1 class of stock solely because there are
differences in voting rights among the shares of common stock.

(53) STRAIGHT DEBT SAFE HAREBCR

(A) IN GENERAL

For purposes of subsecticn (b){1l) (D), straight debt shall not be

treated as a second class of stock.

(B) STRAIGHT DEBT DEFINED

Fer purposes of this paragraph, the term "straight debh" means
any written uncenditional promise to pay on demand or on a
specified date a sum certain in money if--—

(1} the interest ratTe (and interest payment dates) are not

contingent on profits, the berrower's discretion, or

similar factors,
(ii) there is n¢ convertikility (directly or indirectly)
into stock, and.

(iii}) the c¢reditor is zn individual (other than a

nonresident alien), an estate, a trust described in
paragraph (2), or a perscn which 1s actively and regularly

engaged in the business of lending money.

{C) REGULATZIOCNS

The Secretary shall prescribe such regulations as may be
necessary or appropriate to provide for the proper tTreatment of
straight debt under this subchapter and for the coordination of
such treatment with other provisicns of this title.



{6) CERTAIN EXEMPT ORGANIZATIONS PERMITTED AS SHAREECLDERS.--—

For purpecses of subsecticon (k) (1) (B), an organlization which is--
(2) described in sectiocon 4J31(a) or 501{c)(3), and
(B} exempt from taxation under secticrn 501(a),

may be a shareholder in an 3 corporation.

(d) SPECIAL RULE FOR QUALIFIED 3SUBCHAPTER & TRUST

(1) IN GENERAL

In the case of a cualified subchapter S trust with respect tc which =
beneficiary makes an election under paragrapn (2)--

{A) such trust shall be treated as a trust described in
subsection (c) (2){A) (i), and : ‘

{B) fcr purposes of section 678(a), the beneficlary cf such
trust shall be treated as the owner c¢f that portion cf the trust
which ceonsists of stock in an S corpcration with respect to
which the election under paragraph (2} is mads.

{2) EZLECTION
(A) IN GENERAL

& beneficiary of a gqualified subchavter S trust (or his legal
representative) may elect to have this subsection apply.

"{B) MANNER AND TIME OF ELECTION

(1) SEPARATE ELECTION WITH RESPECT TOQ EACH CCRPORATION

An election under this parzgraph shall be made sepzrately
with respect to each corporation the stock of which is neld
by the trust.

(ii) ELECTIONS WITH RESPECT TO SUCCESSIVE INCCME
BENEFICIARIES

If there is an election under this paragraph with respect
to any bensficiary, an election under this paradraph shall
be treated as made by each successive beneficiary unless

such beneficiary affirmatively refuses to consent te such

electicn.
(iii} TIME, MANNER, AND FCRM OF ELECTION

2ny election, or refusal, under this paragraph shall be
made in such manner and form, and zt such time, as the



Secretary may prescribe.

(C) ELECTZON IRREVOCABLE

An’'electicn under this paragraph, once made, may be revoked cnly
with the consent ¢f the Secretary.

(D) GRACE PERIOL

2n election under this paragraph shall be effective up to 15
days and 2 months befcre the date of the electicn.

(3) QUALIFIED SUBCHAPTER S TRUST

For purposes of this subsection, the term "gualified subchapter 8
trust" means a trust--

(A) the terms of which regquire that-—-

(i) during the life of the current income beneficiary,
there shall be only 1 income beneficizry of the trust,

(11) any corpus distributed during the 1ife of the current
income beneficiary may be distributed only tc such
beneficiary,

(iii}) the inccme interest cf the current income beneficlary
in the trust shall termirate on the earlier of such
beneficiary’s death c¢r the termination of the trust, and

{iv) upon the termination of the trust during the life of
the current inccme beneficiary, the trust shall distribute
all of its assets to such beneficiary, and

(B) all of the income (within the meaning of section 643(b)) of
which is distributed (or required to bhe distributed) currently
to 1 individual who is a citizen or resident o the United

States.

A substantially separate and independent share of a trust within the
meaning of section 662{c} shalil be treated as & separate trust for
purposes ¢f this subsection and subsection (¢).

(4} TRUST CEASING TQ BE QUALIFIED
(A) FAILURE TO MEET REQUIREMENTS OF PRRAGRAZH (3) (A)

If a qualified subchapter 3 trust ceases to meet any requirement
of paragraph (3} (A), the provisions cf this subsection shall not
apply to such trust as of the date 1T ceases to meet such

regquirement.



(B) FAILURE TQ MEET REQUIREMENTS OF PARAGRAPH (3} (B)

I any qualified subchapter S trust ceases Lo meet any

requirement of paragraph (3} (B) but continues to meet the

requirements of paragraph (3) (A), the provisions of ﬁhis
subsection shall not apply to such trust as of the first
the first taxable vyear beginning after the first taxable
for which it failed to meet the regquiremsnts of parasgraph

(3) (B},

day of
year

{e) ELECTING SMALL BUSINESS TRUST DEFINED
(1) ELECTING SMALL BUSINESS TRUST
For purposes of this section—-

(A) IN GENERAL

Except as provided in subparagrapnh (B), the term "electing small

business trust" means any trust if--
{i) such trust does not have as a beneficiary any person
other than--

(I) an individual,

(IT) an estate,

IIT) an organization described in paragraph (2}, {(3),
{(4), or (5) of secticn 170(c}, or

{IV} an crganizaticn described in ssaction 170{c) (1)
which holds a contingent interest in such trust and is
net a potential current beneficiary,

(ii) no interest in such trust was acquired by purchase,

and
(1ii) an election under this subsection apelies to such
trust.

(B} CERTAIN TRUSTS NOT ELIGIRLE

/

The term "electing small business trust" shall not include-~-

g {as defined in

(1) any qualified subchapter 3 trust
subsection {d) {(3)) if an electicn under subsection (d} (2}

applies to any corperaticn the stock of which 1s held by

such trust,

(ii) any trust ezempt from tax under this subtitle, and



(iii) any charitable remainder annuity trust or charitakle

rgma‘ﬁder unitrust {as defined in section 664 (d)).

{C) PURCHASE

For purposes of subparagréph {&}, the term "purchase" means any
acquisition if the basis of the property acguired is determined
under section 1012,

(2} POTENTIAL CURREZNT BENEFICIARY

For purposes of this section, the term "potential current
beneficiary™ means, with respect to any pericd, ahy perscn whe at any
time during such pericd is entitled to, or at the discretion of any
person may receive, a distribution from the principal cr income of
the trust. If a trust disposes of all of the stock which it helds in
an § corporatiocon, then, with respect to such corporation, the term
"potential current beneficiary” does not include any perscen who first
met the regquirements of the preceding sentence during the 60~ day
period ending on the date of such disposition.

(3) ELECTION

&n election under this subsection shall be made‘by the trustee. Any
such election shall zpply to the taxable yesar of the trust for which

made and all subseguent taxable years of such trust unless revoked
with the consent of the Secretary.

(4) CRCSS REFERENCE

For special treatment of electing small business trusts, see section
641 (c).

<<BACKGROUND/EFFECTIVE DATES>>

AMENDMENTS

2000

Subsection (e} (l}). —— Pub. L. 106-55%4, Sectiocon 31&5(b}, amended clausa
{i) of subparagraph (&) by inserting "or™” before "(IILI)" and by adding new
subclause (IV). [Effective as if irncluded in Section 13202 of the Small

Business Job Protection Act of 19956]

1998
Subsection (e} (4). —— Pub L. 105-206, Sectiocn 6007(f}), struck "section
641 (d} " and inserted "section 641({z)"™ in its placs. [Eifective as if

included in the provisions of the Taxpayer Relief Act of 1337]



Subsection (k) (1) (3). -- Pub. L. 105-24, Section 1601 (q) {(4) (C), struck
'subsection {(2) (7)" and inserted 'subsection (c) {6}, [Effective for
provisions of the Small Business Jok Protection Act of 1996 to which they
relate.]

Subsection (b (3){A). -— Puk. L. 105-34, Section 1601(c){3), struck
'For purposaes of this title' and inserted 'Except as provided In
‘regulatiors prescribed by the Secretary, for purposes of this title'.
[Effective for provisicns of the Small Business Job Protection Act of 1996
to which they relate.]

Subsection () (6) and (7). -- Pub. L. 105-34, Section 1&01(c) (4) (B},
redesignated paragraph (7} as paragraph (6). [Effective for provisicons of
the Smell Business Job Prcotection 2ct cf 18%6 to which they relate.]

Subsectiorn {e) (1} (B). —- Pub. L. 105-34, Secticn 160l{(c) (1), struck
'and' at the end of clause (1), struck the period at the snd of clause
{ii) and inserted ', and’', and added & new clause (1ii). [Effective for

provisions. of the Small Business Job Protectien Act of 1996 to which they
relate.]

Suksection {(b)(1)}{A). -— Puk. L. 104-188, Section 1301, struck "35
sharehclders” and inserted "75 shareholders”. [Effective fcr taxable
vears beginning after December 31, 1896]

Subsection (b){l}{B). -- Pub. L. L04-188, Secticn 1316(a) (1}, amended
subparagraph (B). [Effective for taxable years kbeginning after December
31, 1837]

Prior to amendment, subparagraph (B) read as follows:

"(B) have as a shareholder a perscn (other than an estate and other
than a trust described in subsection {(c)(2)) whe is not an
‘ndividual, " '

Subsecticn (b} (2). —— Pub. L. 104-288, Sectiecn 1308 (a], struck
subparagraph (&) and redesignated subparagrazphs (B), (<), (D), and (E) as
subparagraphs (A}, (B), {C), and (D). [Effectzive for taxable years

beginning after December 31, 1996]

Subsection (B) (2){A). -- Pub. L. 104-188, Section 1315, amended
subparagraph (A). [Effective for taxable years beginning after Decemoer
31, 199g]

Prior to amendment, subparagraph (A) read as follows:

"(A) a member of an affiliated grcoup {determined unde> section 1304
without regard to the exceptions contained in subsection ({b]
thereoi), "



Subsection (k) (2)(3). -- Pub. L. 104-188, Secticn 1616(b) (1l3), struck

"or to which secticon 593 applies". [Effective for taxable vears beginning

after Decemper 31, 1995]

Subsectiorn () {3). -- Pub. L. 104-3iB88, Sectiocn 1308(b), added a new

paragraph (3). [Effective for taxable years beginning after Decembsr 31,
19398)

Subsecticon (cj(2). —~— Puk. L. 104-183, Section 1316(a) (2}, added new
peragraph (7). [Effective for taxable vears beginning after December 31,
1997]

Subsection {c) (2)(A). -— Pub. L. 104-188, Section 1303, struck "e0-day
period" each place it appears in clauses (ii} and (iii) and inserted "2-
year period", and struck the last sentence in clause (ii). [Effective for

taxable years beginning after December 31, 19%6]

Subsecticn (c) (2)(A){v). -- Pub. L. 104-188, Section 1302(a), inserted
a new clause (v). [Effective for taxable years beginning after Cecember
31, 1996.]

Subsection (c) (Z) (B) (v). —— Pub. L. 104-188, Section 130Z2(b}, added a
new clause (v). [Effective for taxable years keginning after December 31,
1996.]

Subsection {(¢) (5)(B)(iii). -- Pub. . 104-188, Section 1304, struck "or

g2 trust described in paragraph (2)" and inserted "a trust described In
paragraph (2), or a person which is actively and regularly engaged in the
business of lending money". [Effective for taxable years beginning after
December 31, 19%¢]

Subsection (c)(68). —-- Pub. L. 104-188, Section 1308(d), struck
paragraph (6). [Effective for taxable years beginning after December 31,
19961

Subsection (e). —-—- Pub. L. 104-188, Section 1302 ({a), inserted a new
subsection, relating t¢ "Electing Small Business Trust DeZinsd™.
[Effective for taxable years beginning after December 31, 195%6.]

Subszsection {e) (1)(A){i). —-- Pub, L. 104-188, Section 131l6{e), struck
"which hclds a contingent interest and is not & potential current
beneficiary". [Effective for taxable years beginning after December 31,
1997]

1589

Suvbsecticn (b} (2} (B}. —— Pub. L. 101-239 amended subpar. (B) generzlly.
Prior to amendment, subpar. (B) read as follows: "a financial institution
which 1is a bank (as defined in secticon E585(a) (2)) or to which section 593
applies,".



Subsecticn (d)(3). —-- Pub. L. .100-647 substituted "within the meaning
of" for "treated as a separate trust under™ ir last sentence.

~Subsection {(b)(2}({B). -- Pub. L. 929-514, Section 9801 (d4d} {(4) (G},
substitutad "which is a bank (as defined in section 585(a) (2)) or te which
sectior 5%3 applies" for "to which section 583 or 593 applies"”.

Subsecticn (d)(Bj. —— Pub. L. 9%-514, Section 1879(m) (1) (A), inserted
at end "A substantially separate and independent shars ¢f 2 trust treated
as a separate trust under section 663{<) shall be treated as a separate
trust for purposes of this subseciicn and subsection (c).”

Subsection (c)(€). -- Pub. L. 98-383, Section 721 (c), amended par. (6]
generally, substituting "during any period within a taxable year" for
"during any taxable year” in provisions preceding subpar. (&), and
substituting "on or befcre the close of such veriocd" for "eon or after the
date o its incorporation and before the closes of such taxable year” in
subpar. (2&), and "deoes not have gross ilnceme for such period"” for "does
not have taxable income for the period included within such Taxable year"
in suppar. (B).

Subsection {d)}(2)(B){i}. —-- Pub. L. 28-389, Sectiocn 721(Z} (3},
substituted "corporaticn”™ for "S cerpeoration” in heading and text.

Subsecticon (d) (2){D). -- Pub. L. 98-369, Section 721(f) (1), substituted
"15 days and 2 months" for "e0 days™.

Subsecticn (d) (3). —— Pub. L. 98-389, Section 721{(f) (2}, in amending
par. (3} generally, redesignated subpar. (C) as (A), substituted a pericd
for ",and" at end cof subpar. (B}, and struck out former subpar. (A) which
read "which owns stock in 1 or more 5 cerperaticons™.

Subsection {d}{4}). -- Pub. L. 98-369, Section 721(E) (2), in amending
par. (4) generally, redesignated existing provisions as subpar. (&),
inserted "Failure to meel reguirements of paragraph (3)(A)" as subpar. (A}
heading, substituted "of paragraph (3) (A)" for "under paragraph (3)", and
added subpar. (B). .

EFFECTIVE DATE OF 198% AMENDMENT
Bmendment by Pub. L. 101-239 effective, except as otherwise provided,
as 1f included in the provigsion of the Technical and Miscellaneous Revenue

Act of 1988, Pub. L. 100-647, to which such amendment relates, see section
7817. of Pub. L. 121-239, set out as a note under section 1 of this title.

EFFECTIVE DATE OF 988 AMENDMENT



2mendment by Pub. L. 100-647 effective, except as otherwise provided,

as if included in the provision of the Tax Reform Act of 1984, Pub. L. 3%-

514, to which suchk amendment relates, sees section 131%(a) of Pub. L. 120-
647, set out a3 a note under section 1 of this title.

EFFECTIVE DATE OF 1586 AMENDMENT

Amendment by ssction 901(d) (4) (G} of Fub. L., 99-514 applicable to
taxable yezrs beginning after Dec. 31, 19846, sese secticn %01(e) of Pub. L.
99-514, set out as a note under section 166 of this title.

Secticn 1879 (m)(2) of Pub. L. %92-514 provided thset: "The amendments
made by this subsection [amending sections 1361 and 1368 of this title]
shall apply to taxable yesars beginning after December 31, 1982."

EFFECTIVE ZATE OF 1984 AMENDMENT

Section 721(y) of Pub. L. $8-3693, as amended by Pub. L. 99-514, Secticn
2, Dct. 22, 1986, 100 3tat. 2095, provided that:

"(1) IN GENERAL.--Except as otherwise provided in this subsection, any
amendnent made by this section [amending sections 48, 108, 287, 318, 463,
1361 to 1363, 1367, 1368, 1371, 1374, 1375, 1378, 1279, 6362, and 6€359 and
provisions set out as a note under secticn 1381 oI this title] shall take
effect as if included in the Subchapter S Revision Act of 1882 [Pub. L. 97-
354] .

"(2) BMENDMENT MADE BY SUBSECTION (b) (2).--Subparagraph (C) cf section
108(dy!7) of the Internal Revenue Code of 1986 [formerly I.R.C. 1%34] (as
amended by subsection (b)(2)) shall apoly to contributions to capital
after December 32, 1980, in taxable years ending after such date.

" (3) AMENDMENT MADE BY SUBSECTICN (g} (l).--If--

"(R) any porticn of a qualified stock purchase is pursuant te a
binding ceontract entered inte on or after Cctober 1%, 18282, and
before the date of the enactment of this Act [July 18, 19847,
and

"(B) the purchasing corporation establishes by clear and
convincing evidence that such contract was negotiazed con the
contemplaticn that, with respect to the deemed sale under
saction 338 of the Internal Rewvenue Code of 1986, paragraph (2)
of section 1362(e) of such Code would apply,

then the amendment made by paragraph (1) cof subsection (g}
[amendirng section 1362 of this tirle]l shall not apply tce such
quaiified stock purchase.

"4} AMENDMENTS MADE BY SUBSECTION (1) .--The amerdments made by
subsection (1) [amending section 1382 of this title]l shall apply to any
election under section 1362 of the Internal Revenue Cede of 1986 (or any
corresponding provisicon of pricr law! made after October 19, 1982.



"(5) AMENDMENT MADE BY SUZSECTICON (t).--If--

" (A} on or before the date of the enactment of this Act [July
18, 1984] 50 percent or meres of the stock of an 5 corporation
has been sold cr exchanged in 1 or more transactions, and

"(B) the perscn {or persons) acguiring such stock establish by
clear and convincing evidence that such acguisitions were
negotizted on the contemplation that paragraph {(2) of secticn
1362(e) of the Internsl Revenue Code of 1286 would apply to the
S termination year in which such sales or exchanges occur,

then the amendment made by subsection (t) {amending section 13€2
of this title] shall not apply to such $§ termination ye=ar.”

EFFECTIVE DATE .

Section & of Pub. L. 97-354, as amended by Pub. L. 97-443, title IIZ,
Section 3C5(d) (1) (A}, Jar. 12, 1983, 96 Stat. 239%; Pvb. L. 98-365, div.
&, title VIT, Section 721¢(i}, (k}, July 18, 1984, 98 Stat. 826%; Pub., L. 99-
514, Section 2, Oct. 22, 19Be6, 100 Stat. 2085, provided that:

"{a) IN GENERAL.--Except as otherwise provided in this section, the
amendrents maede by this Act [enscting sections 1381 to 1363, 1366 to 1368;
1371 te 1375, 1377 to 1379, and 6241 to 6245 of this title, amending
sections 31, 44D to 44F, 4e, 48, 50A, 520B, 52, 53, 5%, 57, 58, ©2, 108,
183, 168, 170, 172, 179, 183, 18%, 194, 267, 280, 28CA, 221, 447, 4064,
445, €13A, 98%2, 1016, 1101, 1212, 1251, 1254, 1256, 3453, 3454, 4992,
4996, €037, 6042, 6362, and 666l of this title and section 1108 of Title
29, Labor, omitting section 1376 of this title, and enacting provisions
set out as a note under section 1 of this title] shall apply Lo taxable
vears beginning after December 31, 1982,

"(b) TRANSITIONAL RULES.--

"{1l) SECTIONS 1379 AND &62(9) CONTINUE TC ARPPLY FOR 19B3.--
Sections 1379 and 62(9) of the Internal Revenue Code of 1986
[formerly I.R.C. 1854] (as in effect before the date of the
enactment of this Act [Oct. 19, 1982]) shall remain in effect
for years beginning before January 1, 1984,

"(2) ALLOWANCE OF EXCLUSION OF DEATH BENEFIT.--Notwithstanding
secticn 241(b) of the Tax Equity and Fiscal Responsibility Act
of 1932 {seétion 241 (kY of Pub. L. 97-248, set out as a note
under section 416 of this title] in the case of amounts received
under a plan of an 5 corporaticn, the amendment made by section
239 of such Act [section 239 of Pub. L. 97-24%2, amending section
101 of this title] shall apply with respect to decedents dying
after December 31, 1%82.

Y(3) NEW PASSIVE INCOME RULES APPLY TC TAXABIE YERRS BEGINNING
DURING 1982.--In the case of a taxable vyear beginning during
1882—-

"({A) sectlons 1362(d)(3f, 1366 (%) (3), and 1375 of tne

—e



Internal Revernue Code oF 1986 (as amended by this Act [Pub.
L. 97-354%) snhall zpply, and

"{R) saction 137Z(e)(5) of such Code {as in effect on ths
day before the date of the enactment of this Act [Oct. 13,
1982]1) shall not zpply.

The preceding sentence shall ncot apply in the case of any
corporation which elects (at such time and in such manner &s the
Secretary of the Treasury or his delegate shall prescribe) to
have such sentence not apply. Subsection {e) shall not apply to
any termination resulting from an election uncer the preceding
sentence.,

GRANDFATHER RULES.--

" (1} SUBSIDIZARIES WHICH ARE FOREIGN CORPCRATIONS OR DISC'S.--In
the case cof any corporation which on September 28, 1982, would
have been a member of the same affiliated group as an electing

“small business corporation but for paragraph (3} or (7) of

section 1504(b) of the Internal Revenue Code of 1986,
subparagraph (A} of section 1361¢(b}(2) of such Code (as amended
by section 2) shall be applied by substituting “without regaxrd
to the excepticns contalned in paragraphs (1}, (2), {41, (5},
and (&) of subsection (k) therecf' for ‘without resgard to the
excepticns contained in subsection (b) thereol’.

"(2) CASUALTY INSURANCE COMPANIES.--

"(A) IN GENERAL.--In the case of any qualified casualty
insurance electing small business corporation--

" (1) the amendments made by this Act shall not apply,
and

"(ii} subchapter S8 (as in effect on July 1, 1982) of
chapter 1 of the Internal Revenue Code oI 1986 [former
sections 1371 to 1379 of this title] and part III of
subchapter L of chapter 1 of such Code [section 831l et
seq. of this titlel shall apply.

"(B) QUALIFIED CASUALTY INSURANCE ELECTING SMALL BUSINESS
CORPORATION.--Tre term “gualified casualty insurance
electing small business corpeoration’ means any corporation
described in section 821 (a) of the Internal Revenue Code of
198¢ if—--

"(i) as of July 12, 1982, such corpoeratlion was an
electing small business corporaticon and was described
in section 831(a) of such Code,

"{ii) such corpecration was formed kefore April 1,
1982, and propesed (through a written private offering
first circulated to investors hefore such date) to
elect to be taxed as a subchapter 5 corporation and te

N



be operated con an established insurancs exchange, or

"(3)

"({ii1i) such corporation is approved for membership on
an established insurance exchange pursuant to a
written agréement entered into before December 37,
1282, and such corporaticn is described in secticon
831 {(a) of such Code as of December 31, 1984.

A corporaztion shall not be treated as a qualified casualty
insurance electing small business corporatieon unless an
elzcticon under subchapter S of crhapter 1 of such Code is in
effect for its first taxable year beginning after December
31, 1984.

CERTAIN CCRPORATIONS WITH OIL AND GAS PRODUCTION,--

"(A) IN GENERAL.--Ia the case oI any qualified oil
corporation--

"(1i) the amendments made by this Act shall net apply,
and

"rii) subchapter 35 (as in effect on July 1, 1882) cof
chapter 1 of the Internal Revenue Code of 1886 [former
sections 1371 to 1379 cof this title]l shall apply.

"(R) QUALIFIED CIL CORPCRATION.--For purposes cf this
paragraph, the term “gualified oil corpecration' means any
corperation if--

"(i) as of Septemkber 28, 1882, such corporation—-

"(T)}) was an electing small business
corperation, or

"(II) was a small business corporation which
made an election under section 1372(a) after
December 31, 1981, and before September 28, 1982,

"(ii) for calendar year 1982, the combined average
daily production of domestic crude oil or natural gas
of such corporation and any one of iks substantial
sharehociders exceeds 1,000 barrels, and

"riii) such corporation makes an electlon under this
subparagraph at such time and in such manner as the
Secretary of the Treasury or his delegate shall
prescribe.

" () AVERAGE DAILY PRODUCTION.--For purposes of
subparagrapn (B}, the average daily production of domestic
crude oil cor domestic natural gas snall be determined under
secticon 613A{c) {2) of such Code without regard to the last
sentence thereof.



"(D) SUBSTANTIAZ SEAREHOLDER,--For purpoeses o subparagraph

(B), the fTerm “substantial sharehclder' means any person
whe ¢n July 1, 1%82, cowns merse than 40 percent (in wvalue)
of the stock of the corporation.

"(4) CONTINUITY REQUIRED,--

"{A) IM GENERAL.--This subsection shall ceazse to apply with
respect o any corpceration after--

"{i) any termination cf the electicn of the
corporation under subchapter 35 of chapter 1 of such
Code, oz

"(ii) the first day on which more than 50 percent of
the stock of the corperation is newly owned stock
within the meaning of section 1378(c){2) c¢f such Ccde
(as amended by this Act [Pub. L. 97-2341).

"(B) SPECIAL RULES FOR PARAGRAPH (2).--

"{i) Paragraph (2} shall also cease to apply with
respect to any corporation after the corporaticn
ceases to be described in section 831(a) of such Code.

"{ii} For purpcses of determining under subparagraph
(A} (11) whether paragraph (2} ceases to apply te any
corporation, section 1378(c) (2) of such Cocde (as
amended by this Act [Pub. L. 97-354]1) shall be applied
by substituting ‘December 31, 1984' for “December 31,
1982 each place it appears therein.

" {d) TREATMENT OF EXISTING FRINGE RENEFIT PLANS.--
"{1) IN GENERAL.--In the case of existing fringe benefits of a
corporation which as of September 28, 1982, was an electing
small business corporation, section 1372 cf the Internal Revenue
Code of 1986 (as added by this Act {Pub. L. 97-354) shall apply
cnly with respect to taxeble years beginning after December 31,
1987.

"{2) REQUIREMENTS.,--This subsection shall cease to apply with
respect to any corpceraticn aiter whichever of the following
first occurs:

"(A) the first day of the first taxable vear beginning
after December 31, 1982, with respect %o which the
corporation does not meet the requirements of section

1372 (e} (3) of such Code {as in effect on the day befcre the
date of the enactment of this Act [Cct. 1%, 1882]1),

"{B) any terminaticn after December 3, 1982, of the
elaction of the corpcration under subkchapter S of chapter 1

¢i such Code, cr

"{C}) the first day on which more than 0 percent of the



stock of the corporation is newly owned stock within the
mearing of section 1378(c)(2) of such Ceode (as amended by
this Act [Pub. L. 97-354]).

"(3) EXISTING FRINGE RENEFIT.--For purposes cof this subsection,
the term ‘existing fringe benefit' means any emplovyes fringe
benefit of & Cype which the corporation provided to its
employees a3 of September 28, 1982.

(g} TREATMENT OF CERTAIN ELECTIONS UNDER PRICR LAW.--For purposes of
section 1362(g) of the Internal Revenue Code of 1986, as amended by this
Act [Pub. L. 87-35%41 {(relating tc no elsction permitted within 5 years
after terminacion of prior election), any termination or revecation under
section 1372(2) of such Code (as in effect on the day before the date of
the enactment of this Act [Oct. 19, 1982)) shz>l not be taken into
account.

(£} TAXA3LE YEAR OrF S CORFORATICONS.--Section 1378 ¢f the Internal
Revenue Code of 1986 (as added by this Act [Pub. L. 97-3341) shall take
effect on the day after the date of the enactment of this Act [Oct. 19,
1982]. For purpcses of app;ying such section, the reference in subsection
{a} (2) of such section to an electiorn under section 1362(a) shall include
a refarence to ar election under secticn 1372 (a) of such Code as in effect
on the day before the date of the enactment of this Act [Oct. 19, 188Z]."

PLAN AMENDMENTS NOT REQUIRED UNTIL JANUARY 1, 1989

For provisicons directing that 1f any amendments made by subtitle A or
subtitle ¢ of title XI [Sections 1101-1147 and 1171-1177] or title XVIII
{Sections 1800-1899Aa] of Pub. L. 99-514 regquire an amendment to any plan,
such plan amendment shall nct be required to be made before the first plan
year beginning on or after Jan. 1, 1%8%, see section 1140 of Pub. L. 95—

514, as amended, set out 23 a note under secticn 401 of this title.

TRANSITIONAL PROVISIONS

pub. L. 97-448, title III, Section 305(d){(1)(B), Jan. 12, 1983, 9%¢&
Stat. 2399, as amended by Pub. L. 99-514, Section 2, Oct. 22, 198¢, 100
Stat. 2095, provided that: "If--

11} after September 30, 1982, and on or belcre the date of the
enactment of this Act [Jan. 12, 2983], stock or securities were
transferred tc a small business corporation (as defined in

section 13611{b) of =he Internal Revenus Code of 1986 [formerly

I.R.C. 1954] as amended by the Subchapter 5 Revisicn Act of 1982

rPub. L. 97-354]) in a transaction te which section 351 of such
Code applies, and

"{i:) such corporation is liguidated under secticn 333 of such
Code before March 1, 1983,

then such stock or securities shall not be taken inte account
under section 333(e)(2) of such Code.”



SECTICN REFERRZD TC IN OTHER SECTIONS

This section is referred to in sections 280G, 678, 136Z of this title.

PUELIC LAWS AMENDING THIS SECTION

(Addéd Pub. L. %7-354, Section 2, Oct. 19, 1982, 96 Stat. 1663, and
amended Fub. L. 98-36%, div. &, title VII, Section 721{c), (£}, July 18,
1984, 98 Stat. 967; Pub. L. 89-514, title IX, Section 90Lid} (4) (&), title
¥VIIL, Section 1879(m) (1) {(A), Cct. 22, 1986, 100 Stat. 238C, 2810; Puk. L.
100-647, title I, Sectieon 1018({qg) (2), Nowv. 10, 1988, 102 Stat. 3585;
amended Pub. L. 101-239, title VII, Section 7811{c; (6}, Deg. 19, 1989, 103
Stat. 2407; August 20, 1998, Pub. L. 104-188, title I, Sections 1301,
1302, 1303, 1304, 1308, 1313, 1316, 1816; August 5, 1997, Pub. L. 105-34,
title XVI, Section 1601; July 22, 1%98, Pub. L. 105-206, Secticn &007;
December 2., 2000, Pub. L. 2000, titie III, section 31l&(k}.)

PRICGR PROVISICNS

A prior section 136%, act Rug. 16, 1954, as amended, which constituted
subchapter R, was repealed by Pub. L. 8%-38%, Sectiecn 4(b) (1), aApr. 14,
1966, 80 Stat. 11&. For fuither'details, see matter set out preceding
subchapter 5.
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(e) ESTATES AND TRUSTS

There is hereby imposed on the taxable income of--

(1) every estate, and

(2) every trust,

taxakle under this subsection a tawx determined in accordance with the
fellowing table:

If taxable income is: The tax 1s:
Not over 351,500 15% of taxable inccme.
Oover $1,500 but not cver $3,500 5225, plus 28% of the excess

over $1,500.

Over $3,500 but not over 55,500 $785, plus 31% of the excess
: over $3,500.

Cver $5,500 but not over 37,500 51,405, plus 36% of the excess over
‘ ‘ $5,500.
over 57,500 52,125, plus 235.6% of the excess
over $7,500.

[AMENDED. Puk. L. 107-16, Section 202 (k), amended the heading for
subsection (f), effective for taxable years beginning after December 231,
2004. For the wording of the heading of subsection (£) after that date,
see Background/Effective Dates below. -— Kleinrock Publishing]

&- 2002 Kreinrock Publishing
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Treasury Decision Preambles
TD 8994, 67 FR ___

[4830~-01-p]

DEPARTMENT' OF THE TREASURY

Internal Revenue Service

26 CFR Parts 1 and 602

[TD 85547 .

RIN 1545-AU76&

Electing Small Business Trust

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTTON: Final regulations and removal cof temporary regulations.
SUMMARY: This document contains final regulations relating to
the qualification and treatment of electing sma;l'business trusts
(ESBTs). The final regulatioﬁs interpret the rules added to the
Internal Revenue Code (Code) by section 1302 of the Small
Business Job Protection Act of 1996, section 1601 cf the Taxpayer
Relief Act of 1997, and section 316 of the Community Renewal Tax
Relief Act of 2000. In addition, the final requlations provide
that an ESBT, or a trust describked in section 401(a) of the Code
or section 501(c) (3) of the Code and exempt from taxation under
éection 501 (a) of the Code, is not treated as a deferral entity
for purposes of '1.444-2T7. The final regulations affect 3

corporaticons and certain trusts that own S corperation stock.



DATES: Effective Date: These regulaticns are effective May 14,
2002.

Dates of Applicability: The regulations regarding ESBTs

under §1.641(c)-1(d} through (k), (1) Examples 2 - 5, "l.136l-
1(h) (1) (vi), (h} (3} (i) (F), (h)(3)(i1), (3} (12), and {(m}, '1.1362-
6(b) (2} (1v), '1.1377-1{a)(2)(ii1) and (¢} Example 3 apply for
taxable years beginning on and after May 14, 2002t The

regulatiens regarding‘taxation of ESBTs under '1.641(c)-~-1{a),

r—,

(b), (o), and (1) Example 1 are applicable for taxable years of

PR

ESBTs that end on and after December 29, 2000. The regulations

R

under §1.444-4 are applicakle tc taxable years beginning cn or
after December 28, 2000.

FOR FURTHER INFORMATION CONTACT: Concerning the final
regulations, Bradford Poston or James A. Quinn, (202) 622-3060;

specifically concerning §1.444-4, Michael F. Schmit, (202) o22-

4960 {(not toll-free numbers).
SR ‘

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information in these final regulations
have keen reviewed and, pending receipt and evaluation cf public
comments, approved by the Office of Management and Budget in
accordance with the Paperwork Reduction Act (44 U.sS.C. 3507) and
assigned control number 1545-1551.

The collections of information in these final regulations

are in §1.1361-1i{7J)(12), §1.1361-1(m), and §1.444-4(c). The
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informaticon required by §1.1361-1(j) (12) and §1.1361-1(m) is
needed to allow trusts to elect to be ESBTs and.to allow for the
éonversion of a gqualified subchapter § trust (QSST) to an ESBT
and the conversion of an ESBT to a QSS8T. The likely respondents
are trusts.

The information required by §1.444-4{c) is needed to allow
certain 8 corporations to reinstate their previqus taxable year
that was terminated under §1.444-2T. The likely respondents are
businesses and other for-profift institutions.

Comments on the collections of information should be sent to
the Office of Management and Budget, Attn.: Desk Officer for the
Department of the Treasury, Office of Information and Regulatcry
Affairs, Washington, DC 20503 with copies to the Internal Revenue
Service, BAttn.: IRS Reports Clearance Officer, W:CAR:MP:FP:8,
Washingten, DC 20224, Comments on the collection of information
shou}d be received by July 15, 2002. Comments are specifically
requested cbncern;ng:

Whether the collections ¢f information are necessary for the
proper performance of the functions of the Internal Revenue
Service, including whether the information will have practical
utility;s

The accuracy of the estimated burden asscciated with the
collections of information;

How the quality, utility, and clarity of the information to

be collected may be enhanced;
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How the burden of complying with the ccllections of

information may be minimized, including through the application

of automated collection techniques or cther forms of information

technology:; and

Estimates of capital or start—up costs of operation,
maintenance, and purchase of service te provide information.

The burden contained in §1.444-4 is reflected in the burden
of Form 8716,

Estimated total annual reporting burden: 7,500 hours.

Estimated annual kurden per respondent: 1 hour.

Estimated number of respondents: 7,3C0.

Estimated annual fregquency of responses: On occasion.

En agency may not conduct or sponsgor, and a person is not
required to respond to, a collection of information unless it
displays a valid contreol number assigned by the Office of
Management and Budget.

Bocks or records relating to a collection of information
must be retained as long as their contents may beccome material in
the administration of any internal revenue law. Generally, tax
returns and tax return information are confidential, as required
by 2é U.5.C. 8103.

Background

on December 29, 2000, proposed regulations (REG-251701-86)

were published in the Federal Register (65 FR 82263) containing

proposed amendments te the Income Tax Requlations {26 CFR Part 1)
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relating to 8 corporations and electing small business trusts

(ESBT=). Section 1302 of the Small Business Job Protection Act

of 1396, Public Law 104-188 (110 stat. 1755) (Bugust 20, 1296)

(the 19%6 Act), amended sections 641 and 1361 of the Code to

permit an ESBT to be an 5 corporation sharehclder. Further

amendments were made to section 136l(e) by the Taxpayer Relief

nct of 1997, Public Law 105-34 (111 stat. 1601(<) (1)} (ARugust 5,

1%97), and the Community Renewal Tax Relief Act of 2000, Public

Law 106-554 (114 Stat. 27¢3) (December 21, 2000). Priocr section

641{d} was redesignated as section €&41(¢) by the Internal Revenue

Service Restructuring and Reform Act of 1998, Publig Law 105-206

(112 Stat. 6007(f) (2)) {(July 22, 1938).

On December 29, 2000, propesed and temporary regulations

were alsoc published in the Federal Register (65 FR 82963) and (63

FR 82926) containing amendments to the Income Tax Regulations (26

CFR Part 1) relating to the election of a taxabkle year other than

the reguired taxzable year.

A public hearing was held on the proposed and temporary

regulaticens on April 25, 2001. Written comments were received on

~the proposed and temporary regulations. The proposed

regulations, with certain changes in response to the comments,
are adopted as final regulations, and the temporary regulations
are removed.

Summary of Comments and Explanation of Revisions

Beneficiaries and Potential Current Beneficiaries
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For a trust tc qualify as an electing small business trust
(ESBT) and as a shareholder in a subchapter S corporation, only
certain types of persons are permitted to be beneficiaries of the
trust. Oncera trust makes the ESBT election, each potential
current beneficiary (PCB) of the trust is treated as a
shareholder of the 8 corporation. Thus, the identity of the
henaficiaries affects whether a trust can be an ESBT, while the

identity and number of PCBs affect whether the corporation can be

.a S corporation. It is possible under certain circumstances for

" a person tc be a PCB, as that term is defined in section

1361 (e) (2} and the proposad regulations, witheut being a
benaficiary, as that term is defined in the proposed regulations.
For example, a personh who may }eceive a distributien from an ESBT
under a currently exercisable power of appointment is a PCB but
is not treated as a bkeneficiary until the power 1s actually
egercised.

Some commentators expressed concerns about the possible
adverse effects of the definition of PCBs, especially in
situations involving potential recipients of a currently
exercisable power of appointment. Some commentators suggested
that a persen should have to meet the definition cf a beneficiary
before the person could be considered a PCB. Commentaters also
suggested that a person who may receive a distribution under a
currently exercisable power of appointment should not be treated

as a PCB until exercise of the power. Several commentators
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suggested that a temporary walver or release of a hroad power of
appointment should be sufficient to limit the number'of PCBs
during a peried of time.

The final regulations do nct change the basic definition of
PCBs. While there is no statutory definition of beneficiary in
section 1361(e), there is a statutory definition of PCB. Under
sectiocn 1361(e) (2}, a PCB is, "with respect to any period, any
person who at any time during such period is entitled to, or, at
the discretion of any person, may receive, a distribution from
the principal or income of the trust.,” .The IRS and the Treasury
Department believe that it would be inconsistént with this
statutory definition not to treat a person as a PCBluntil an
actual distribution is made to that person pursuant to the
exercise of a power of appointment. The final regulations
provide that an attempt to femporarily waive, release, or limit a
power of appointment would not be effective to limit the PCBs
because of uncertainty as to the effectiveness of a temporary
waiver, release, or limitation on the power of appecintment under
state law and the potential to manipulate a temporary walver,
release, or limitation on a power of appointment to avoid the 8
corporation shareholder limitation rules. However, a permanent
release of a power of appointment that is effective under local
law may reduce the number of PCBs of an E3BT.

Another commentator suggested that the separate share

provisions of section 663(c¢) ghould apply so that beneficiaries
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or PCBs of the share holding the assets other than the S
corporation stock would not be counted as beneficiaries or PCBs
of the 3§ portion. There is no authority to ignore beneficiaries
and PCBs of a portion of a trust holding assets other than 3§
corporation stock. The statutory definitions of an ESBT and of a
PCB look to all the persons who are beneficliaries cr PCBs of the
trust, not just the S portion. In addition, the separate share
provisions of section 663{c) are not applicable because they
generally apply only for purposes of allocating distributable net
incomelunder sections 66l and 662,

Two commentators reguested guldance on what period of time
is considered in determining who are PCBs in light of the
statutory definition. They suggested that period means any
moment in time. Thus, 1if an event oécurs during a taxzable year
that changes who the PCBs are, the PCBs before and after the
event would not be counted cumulatively for purposes of the 75-
shareholder limit. The shareholder limitation in section
1361 (b} (1} {&) means that an 8 corporation may not have more than
73 shareholders at any particular time during the taxable year.
See Rev. Rul. 78-390 {1978-2 C.B. 220). The final regulations
clarify that a person is treated as a shareholder of the S
corporaticon at any mement in time when that person is entitled
to, or in the discretien of any person may, receive a
disﬁribution of principal or income of the trust. The final

requlations alsc provide that a person who, after the exercise of
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a power of appeointment, receives only a future interest in the
trust is not a PCB.

One commentaztor was concerned about the statement in the
proposed regulationg that if a person holds a general lifetime
power of appointment, the corpcoration will exceed the 75-
shareholder limit and thus the corporation’s 8§ election will
terminate. - The commentator pointed out that a beneficiary’s
power to withdraw assets from a trust ig considered a general
power of appointment but the beneficiary is the only one who can
raceive those assets. The final regulations clarify that the
potential recipients of current distributions pursuant to an
exercise of the power are considered, not whether the power is a
general or special power of appointment.

The proposed regulations provide that a person with a future
beneficial interest is not a beneficiary of an ESBT if that
interest is so remote as Lo be negligible. This provisicn
permitted trusts to qualify as ESBTs even though there was a
remote possibility that all the named beneficiaries would die and
the trust assets would escheat to the state, an impermissible
beneficiary of an ESBT. The Community Renewal Tax Relief Act of
2000 eliminated this potential proklem by changing the statutory
definition ¢f permissible beneficiaries to include an
organization described in section 170{c) (1) that holds a
contingent interest in the trust and is not a PCB. The final

regulations, therefore, remove the provision regarding remcte
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beneficiaries and the accompanying example.
Interests in Trust Acquired by Purchase

TW5 commentators requested clarification on whether a trust
is eligible tc be an ESBT if it acquires property in a part-gift,
part—-sale transaction, such as a gift of encumbered property or a
nef glift, in which the donor transfers property to a trust
provided the trust pays the resulting gift tax. Secticn
1361 {e) {1) {A) {(1ii) provides that a trust is eligible tc be an ESRT
only 1if “no interest in the trust was acquired by purchase.”
Section 1361(e) (1) (C) defines purchase as “any acquisition if the
basis of the property acquired is determined under section 1012.”
The proposed regulations provide that if any portion of a
beneficiary’s basis in the beneficiary’s interest is determined
under gecticn 1012, the beneficiary’s interest was acquired by
purchase. The final regulations clarify that the prohibition on
purchases applies to purchaseg of a beneficiary’s interest in the
trust, noﬁ to purchases of property by the trust. A net gift of
a beneficial interest in a trust, where the donee pays the gift
tax, would be treated as a purchase of a beneficial interest
under these rules, while a net gift to the trust itself, where
the trustee of the trust pays the gift tax, would not.
Grantcocr Trusts

Most commentators praised the position in the proposed
regulations that a trust, all cr a portion of which is treated as

owned by an individual (deemed owner) under subpart ®, part T,
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subchapter J, chapter 1 of the Code (grantor trust), may elect to

bbe an ESBT. One commentator, however, suggested that grantor

f-__—._.—-—-ﬂ-\ =~

trusts should not be permitted te make ESBT electigns. The final
P AR A s
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regulations continue to provide that a grantor trust may elect to

[

J——

be an ESBT.
[

The proposed regulations provide that if a grantor trust
makes gn ESBT election, the trust consists of a grantor portion,
an 8 portion, and a non-S portion. The items of income,
deduction, and credit attributable to the grantor portion are

~taxzed to the deemed owner of that portion. The 8§ portion is
taxed under the special rules of section 641(c), while the non-5
portien is subject te the normal trust taxation rules of subparts

& through D of subchapter J.

rommentators made several suggestions regarding the taxation

[
-

of a grantor trust that elects te ke an ESBT. Some suggested
[ ——

that the taxation rules of section 641(¢) should override the

ki

grantor trust rules of section 671, and thus all tax items
_._—-—"—-—’_*“-‘-__-——

attributable to the trust's shares in the S corporation should be

taxed to the trust, not the deemed owner. Some suggested the

S— S

* —

grantor trust rules should not apply to any tax items of a trust
I e by

that makes an ESBT election. According to these commentators,
e ———————

this approach would eliminate administrative complexity in
S

determining what porticn of the trust is treated as owned by the

deemed cwner. ©Others suggested that the trustee should be

U
permitted ko elect to have all items attributable to the 8

T T S B R S AT LU JPPNURNIE T 2 DRI N s b B4 RUUTIN 3 « I 04 IS Fo FaTa Y, [ FY D |



|

corporation taxed to the trust, not to the deemed owner. Others
suggested that none of the S items should be taxed to the deemed
owner but that ESBTs should be subfject to additional reporting
requirements to ensure the collection of the proper tax. Another
suggested that the deemed owner should be taxed on the items from-
an ESRT ohly if the deemed owner is treated as owning the entire
trust, net just a portion of the trust. Other commentators

agreed with the taxzation regime set forth in the propesed
regulations.

The IRS and the Treasury Department believe that the
qualification and taxation of ESBTs are two separate issues and
that the proposed regulations take the correct position regarding
the taxation of grantor trusts that make ESBT elections. Section
1361 (e) (1) expands the permissible shareholders of an S5
corporation te include trusts that meet the definition of an

ESBT. Grantor trusts are not excluded from the definition of ap

ESBET and, therefore, are permitted to make ESBT elections.

b

Making an ESBT election, however, does notl alter the long
< i

established treatment of tax items attributable to the portion of

a trust treated as owned by the grantor or another. Section 671
w—d—'—-_—-'-—_ T

regulres that items of income, deduction, and credit attributable
to the portion of the trust treated as owned by a grantor or
ancther must be taken into account by that deemed owner. 0Only
remaining items of the trust are subject to the provisicns of

subparts A through D of subchapter J. The speclal taxaticn rules
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for ESBTs are contained in subpart A and, therefore, only apply
to any portion of the trust that is not treated as owned by the
grantor or ancther under subpart E.

As polinted out by one of the commentators, the issue of
determining what portion, if any, of a trust 1s treated as owned
by the grantor or ancther has existed for years in a much broader
aontext than in the application of the ESBT rules. The special
taxation rules of section 641 (c¢) would apply only to S items,
while normal trust taxation rules clearly apply to non-S items.
As a regult, taxing all the 8 items to the trust would not
eliminate the need to determine what portion of the trust is a
grantor trust and the resulting administrative difficulties with
respect te the non-8 tax itemsz of the trust.

Some commentatcors reguested clarification of the effect of
an ESBT electicn by a grantor trust. One commentator suggested
that if a wholly-owned grantor trust makes an ESBET election,
only the deemed owner should be treated as the shareholder of the
8 corporation. Another commentator made a similar suggestion
where the grantor has rétained the power to amend or revoke the
trust or to make gifts from the trust. The IRS and the Treasury
Department believe that the definitional and gualification
requirements of section 1361(e) apply tec any trust that makes an
ESBT electlon irrespective of whether it is a grantor trust,
Therefore, the final regulations continue to provide that the

deemed owner is Lreated as a PCB along with others who meet the
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definition of a PCBE.
Charitable Contributions

The proposed ragulations provide that if an cotherwise
allowable deduction of the S portion is attributable to a
charitable contribution paid by the 8 corporation, the
contribution will be deemed to be paid by the 5 portion pursuant
to the terms of the trust’s governing instrument and will be
deductible if the other requirements of secticn 642 ({c) (1) are
met. Sevefal commentators requested clarification concerning the
other regquirements of section 642(c) (1), the application cf the

limitatiens under section 681, and the election to treat

charitable payments made after the close of a taxable year as

made during the taxable year. O©Cne commentator suggested that the
5 portion should be entitled to a deduction for its share of any
charitable contribution made by the 5 corporation bhecause it is a
separately stated item under séction 1366 that the S porticn
takes intoc account under section 641 {c) (2} {C)(i).

Section 641(c) (2) (C) specifies the items of income, loss,
deduction, or credit that the 8 portion is required to take into
account in determining its tax. These items include items
required to be taken intoc account under section 1366, that is,
fhe trust’s pro rata share of the 8 corpeoration’s items passed
through to it as a shareholder. Both section 841 (c) (2){(C} and
section 1366(a) reference items that must be taken into account

but do not themselves provide the authority te include in iancome,
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deduct from income, or claim a credit with reapect to those
items. That authority comes from other Code gections. A
charitable contribution made by an 8 corperation is redquired to
Be a separately stated item under gection 1366 because whether
the item is deductible depends on the identity of the shareholder
and the provisions of the Code applicable te charitable
contributions made by that type of shareholder. Thus, for an
indiwvidual shareholder, the contribution is deductible only in
accordance with the provisions of section 170, while for a trust
or estate, the contribution is deductible only in accordance with
the provisions of section 642 (c¢).

The final regulations continue to provide that the S
portion’s share of a charitable contribution made by the S
corporaticn is deductible only if it meets the requirements of
section 642 (c) (l). The final regulations clarify how those
reguirements apply to such a contribution. If a contributicn is
paid from the 5 corporation’s gress income, the centribution will
be deemed to be paid by the 8 portion pursuant to the terms of
the trust’s governing instrument. The limitations of section
681, regarding unrelated business income, apply to determine
whether the contribution 1s deductible by the 5 portion. The
final regulations also clarify that the charitable contributicn
is deductible by the 8 portion, if at all, onlvy in the vyear that
it is an item reguired to be taken into account by the trust

under section 1366, The trustee may not make the election to
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treat a contributicn made by the S corporation after the close of
the taxable year as made during the taxabkle year. This election
is available only for charitable payments actually made by the
trust, not for the trust’s share of contributiong made by another
entity.

One commentator suggested that if the trust contributesg S
corporation stock te a charitable crganization, the 3 portion
should be entitled to a charitable deductieon with respect to the
contribution. Deductions available to the & porticn are limited-
by section 641 (c) (2) (C) to 3 corporation items required fo be
taken into account under section 1366 and the S portion’s share
of state and local income taxes and administrative expenses.
Charitable contributions by the trust are not items included in
the list of items that may be taken into account by the 5 portion
under section 641(c) {2) {(C¢}. Therefore, the final regulations do
not change the rule that no deduction is available to either the-
3 porticn or the non-% portion with respect tc a centribution of
S corporation stock to charity.

Interest Paid ecn Loans to Acquire S Ceorporation Steck

The proposed regulaticns provide that interest expense
incurred by the trust to purchase 5 corporation stock is
allocated to the 8 portion but is not an administrative expense.
Therefore, the interest is not an allowable deducticn cf the 8
portion under section 641(cg) (2)(C){iii). Several commentators

suggested that the interest should he deductible. Some thought
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the interest should be allocated to the non-8 portion and
deducted under the investment interest limitatiens of section
163(d). Others thought the interest should be allocated to the 3
portion but should be considered a deductible administrative
expense. One commentator suggested that 1f the shareholders are
required to buy the stock of a departing shareheclder pursuant to
the terms of a stock purchase agreement, any interest expense
incurred as a result of financing the stock purchase with a loan
should be deductible when paid by an ESBT. RAnother commentator
suggested ﬁhat if interest paid on a loan toc acguire 8
corporation stock is not deductible, it should be added to the
basis of the acquired stock.

Because the purchase of S corporation stock increases the 8
portion, rather than the non-3 portion, cof the trust, interest
expenses incurred in the purchase should be allocated to the S
portion. These interest expenses would be deductikle by the §
portion only 1f they are “administrative expenses” under section
64 (c) {2) (C) (11i1). The IRS and the Treasury Department bhelieve
that, for purposes of section 641 (c) (2) (C) {1ii), “administrative
expenses” include the traditional expenses necessary for the
management and preservation of trust assets, but do not include
expenses incurred to acguire additicnal assets. The final
regulations, therefore, continue to provide that, in all cases,
interest incurred to purchase 5 corporation steck is a

nondeductible expense allocable to the 8 portion. Because there
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is no authority to permit nondeductible interest expenses to
increase the basis of assets, the final regulations do not adopt
this suggestion.
Tax Credit Carryovers

Section 641 (c) (4) and the propcsed regulations provide that
if a trust is no longer an ESBT, any loss carryover Or eXCess
deductions of the S portion that are referred to in section
642 (h) are taken into account by the entire trust or by the
peneficiaries if the entire trust terminates. One commentator
suggested that any tax credit carryovers of the 8 portion should
receive similar treatment. Section 641 (c) {4) permits the entire
trust to take into account only those items specified in section
642 (h), which dees net include tax credit carryovers. The 8
porticn’s tax credit carryovers and any other items not listed in
section 642 (h) are forfeited once the trust is no longer an ESBT,
just as they are upon the termination of a trust or egtate. The
final regulations, therefore, do not adopt the commentator’s
suggestion.
Distributions From the ESBT

One commentator suggested that the tax treatment of
distributions to beneficiaries in the proposed regulaticns is
inconsistent with section 641{c) (1) {A), which provides that the
portion of an ESBT consisting of the S corporation stock is
treated as a separate trust. The proposed regulations provide

that distributions to beneficiaries from the 5 portion or the non-
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S portion, including distributions of the § corporation stock,
are, to the extent of the distributable net income of the non-S
portion, deductible under sgection 651 or 661 in determining the
taxable income of the non-8 porticn, and are includikle in the
gross income of the beneficiaries under section €652 or 662. The
commentator recommended that, because the 8 portion and the ncn-8
portion are treated as separate trusts, the source of the
distribution sﬁoﬁld determine its tax treatment.

The final regulations do not adopt the commentatcocr’s
suggesticn because section 641 (c}) (2} provides that section 641 {c)
does not affect the taxation of any distribution from the trust
except for the exclusion of the S portion items from the
distributable net income of the entire trust. Thus, the rules
otherwise applicable to trust distributions apply to ESBTs.

ESBET Election

The proposed regulations provide that the ESBT election is
filed with the service center where the trust files its income
tax returns. The elgction to be a qualified subchapter $ trust
{0387y is filed with the service center where the 5 corporation
files its income tax returns. The preamble to the proposed
regulations requested comments on whether the rules for filing
the QSST election should be changed so the election iz filed with
the service center where the trust files its returns. One
commentator suggested there should be consistent filing locations

for QSS8T elections, ESBT elections, and conversions from 2SS8ST to
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ESET or ESBT to Q3ST. The commentator, therefore, suggested that
all these documents be filed with the service center(s) where the
trust and the 3 corperation file their returns.

The final regulations provide that the ESBT election and the
election te convert from an ESBT to a QSST or from a QSST to an
ESBT are gll filed with the service center where the 8
corporation files its income tax returns. Thus, the rule in the
final regulaticns will establish a consistent filing location for
QSS8T and BSBT elections and conversicns.

One commentator suggested that grantor trusts should be
permitted to make protective ESBT electioﬁs in light of the
uncertain status of some trusts that may be grantor trusts under
section 674. The IR3 and the Treésury Department continue to
believe that a conditional ESET election that only becomes
effective in the event the trust is not & wholly-owned grantor
trust should not be available. A conditional ESBT election
should not be allowed because the ESBT election must have a fixed
effective date. If, in the absgence of a conditicnal ESBT
election, the trust is an ineligible shareholder, relief under
section 1362(f) may be available for an 8 cerporation. In
addition, a trust that qualifies as an ESBET may make an ESBT
election netwithstanding that the trust is a wholly-cwned grantor
trust.

Fxpedited Section 1362 (f) Relief

In several contexts, commentators redquested some form of
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expedited relief if an $ corporation’s eiection is inadvertently
ineffective or is inadvertently terminated. 1In all these

situations, the 8 corporation may seek relief under section

1362 (f). The facts and circumstances of a particular situation

are considered in determining whethgr relief is available, and
the procedures for cbtaining this relief are well established.
FEffect under Section 1377 of Change in Status of a Trust

L commentator suggested that a trust’s conversion to an ESBT
should result in a complete termination of the trust’s interest
in the S corporation for purposes of secticn 1377 {a) (2) kecause
the incidence of taxation with respect to 5 corporation items
will chénge as a result of the ESBT electicn. The proposed
regulations provide that the election would result in a
termination only if, prior to the election, the trust was
described in section 136l{c¢) {2) (A) (i1) or {1ii). The commentator
also recommended that the regulations address the conversion from
an ESBT to ancther type of trust and the availabkility of an
election under §1.1368-1{g) to treat the & corporation’s taxable
yvear as Lwo separate years in the case of 2 gqualifying
disposition.
The final regulations do not adopt the suggestion that all
conversions of a trust to an ESBT should be treatéd as a complete
termination of the trust’s interest in the 8§ corporation fer
purposes of section 1377(a)(2). The final regulatiecns expand on

the rule in the proposed regulations toc cover all types of
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conversions. Under this rule, conversion of.a trust to an ESET
or a QS5T does not result in the prior trust terminating its
entire interest in the S corporation, unless the prior trust was
described in section 1361 {e) (2} {(A) {i1i) or (iil). When a trust
described in section 136l({c) (2) (A) (ii) or {iii) converts to an
ESBT or a Q33T, the shareholders of the 8 corporation under
section 1361 (c) (2) (B} change from the estate of the deemed cowner
or testator to the PCBs of the ESBT, or the current income
beneficiary of the QS8T. When a Trust changes from a wheolly-
cowned grantor trust or QSST te an ESBT or from an ESBT to a DSST,
the individuals who are shareholders of the Slcorporation under
section 1361 (c) (2} (B) remalin the same. The elec¢tion toc terminate
the taxable year provided in section 1377(a) (2) applies to the
termination of a sharehoclder’s interest iIn the 3 corporation.
Accordingly, it is appropriate to treat the conversion of a trust
dezscribed in section 1361 (<) (2) (B) (1i) or (iii) to an ESBT or
QSST as a Lermination of the prior_trust's interest in the S
corporation, but not to treét other conversions to an ESBT or
QS8T as terminations. The eléction under §1.1368-1(g) is also
not available because the conversion of the trust is not a
qualifying disposition.
Section 444 Elections

One commentator suggested that the final regulations permit
an 8 corporation to retroactively reinstate a section 444

election that it had treated as terminated by operation of §1.444-
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2T{a) {(prior to the issuance of the Temporary regulations) as a
result.of an ESBT or certain tax-exempt trusts becoming a
shareholder of the corporation under the auspices of the 15%6
Act. The commentatcor believes that failure to provide such
relief would result in inequitable treatment of such S
corporations because, under the rules of section 444, once their
elections are terminated, they are precluded ﬁrom again making a
section 444 election.

The IRS and the Treasury Department believe that it is
appropriate te allow 3 corporations under theqe circumstances to
request that the IRS disregard the terminaticn and permit the 3
corporation to continue to use the same fiscal year that it used
previously under section 444. However, for reasons of
administrative cqnvenience, and in order to reduce the burden on
taxpayers of having teo file amended returns and make retroactive
payments under section 751%, the prior termination will be
disregarded only at the S corporation’s request, and on a
prospective basis.

The final regulaticns provide a procedure for such requests.
Te illustrate the procedure, assume that, prior to 13887, an 3
corporation had made a section 444 election to use a taxable year
ending on September 30th. Oon January 1, 1987, an ESBT acquired
a shareholder interest in the S corporation. The $ corporation
treated its 444 election as terminated under §1.444-2T(a) as a

result cf the ESBT's shareholder interest. The S corporation
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changed to its required taxable year feor the short peried
beginning October 1, 1996, and ending December 31, 19%6, and
filed Form 112038, “U.S. Income Tax Return for an § Corporation,”
on the basis of a calendar year for all subsequent taxable yvears.
Under the final regulations, the 8 corporation may request
that the IRS disregard the prior termination by filing Form 8716,
“Election tc Have a Tax Year Other Than a Required Tax Year,”
with the appropriate Service Center by October 15, 2002, and by
designhating on the form “CONTINUATION OF SECTICN 444 ELECTION
UNDER §1.444-4.” The Form 8716 must indicate that under the 8
cerporation’s prior section 444 election, it used a taxable year
ending September 30th. The request will be effective for the
taxable vyear beginning January 1, 2002, No amended returns, no
retroactive payments under section 75192, and no returns under
§1.7519-2T(a) for previous years in which the S corporation used
its required year are required as a result of the regquest.,
Moreover, the $ corporation need not make a required payment
under section 751% for its tamxable year ending September 30,
2002; its first required payment for the taxable year beginning
October 1, 2002, is due on May 15, 2003. The 3 corporation will
be required to file a return under £1.751%3-2T for each taxable
year beginning on or after January 1, 2002,
Effective Dates

The porticn of the regulations invelving the taxation of the

S

grantor, 5, and non-3 portions of an ESBT was proposed to be

=
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applicable for taxable years of ESBTs that end on or after

December 29, 2000, the date that the proposed regulaticns were
————irer g f— ——

published in the Federal Register. The remainder of the

~ L g ~

regulations involving ESBTs was proposed to be applicable on or

after the date that final regulations are published in the _

Federal Register. Several commentators expressed concerns about

-
e )

the proposed applicakbility with regard to the taxation of the

-~

grantor portion of an ESBT. One commentator suggested that the

proposed effective date discriminated against trusts with a situs

e

in Guam. Others suggested that the rules regarding taxation of

——

the grantor portion should not be applicable before the date the

Y

final regulations are published. ©One commentator suggested that

these rules should o¢nly apply either to trusts created after the

final regulations are published or after a substantial transiticn

period.

The IRS and the Treasury Department believe that the

applicable date for the rules concerning the taxation of an ESBT

with a grantor porticn is reascnable and appropriate. These

rules do not discriminate against trusts with a particular situs

because they apply to all trusts wherever situated. In the case
e s ——— ]

of a grantor trust that made an ESBT election, the tax treatment

-

of the granteor portion set forth in the proposed regulations may

be different from the tax treatment that the trust and the

e

grantor had thought was avallakle. The proposed regulations,

O

however, were published before the end of the 2000 taxable year

e b et
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and before income from that taxable year was required to be

included on any person’s income tax return. Thus, pricr to the
w-_w-ww—-'---'—_‘ . ~

filing of income tax returns for 2000, it was known that the

s

income from the grantor portion of the trust was to be taken into

account by the deemed owner, not by the trust. .In some
- S

situaticns, the trust, rather than the deem%f-SEEEEL_EEuLjﬁgg

made estimated tax payments. Recognizing that the payment of
— [

-

estimated tax by the trust might subiject the deemed owner to a
e e ST i

-

| —

penalty for underpayment of estimated taxzes, the IRS and the

Treasury Department provided relief by issuing Notice 2001-25

-~

(2001-13 I.R.B. 941). That Notice provides procedures for a _

trust to elect to have its estimated tax payments credited to the

acecount of the deemed owner and provides that, for purposes of

calculating any underpayment of estimated tax, income
e e, —

attributable to the S corporation was to be taken into account on

P i

the last day cof the deemed owner’s 2000 taxable year.
i ————

i e i

Some commentators were concerned that existing ESBTs with
currently ezercisable, broad powers of appointments have resulted
in § corporations exceeding the shareholder limit and have caused
the termination of the 8§ corporations’ elections. The
regulations regarding the definitien of PCBs are applicable only
for taxable years of ESBTs that hegin on or after May 14, 2002.
Therefore, persons who may.receive a distribution from an EESBT
pursuant to a currently exercisable power of appointment will not

be considered PCBs of the ESBET until the first day of the ESBT's
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first taxable year that begins on or after May 14, 2002, and the
S corporaticn’s election will not terminate before that date. 1In
addition, under section 1361(e) (2 if the trust disposes of all
its stock in the 8 ceorperation within 60 days after that date,
the persons, who would first meet the definition of PCBs on that
date, will not be PCBs and the corporation’s 8 status will not be
affected.

One commentator was concerned by the applicability date of
lthe regulaticns invelving the deductibility of state and leocal
income taxes and administrative expenses. Secticn
641 (c) {(2)(C) (1ii) provides that the 8 portion may take into
account its allocable share of state and local income taxes and
administrative exXpenses, but only to the extent provided in the
regulations.” The commentatcr noted that before final regulations
are issued there is no authority for an ESBT to deduct any of
these items. Therefcore, the commentator requested that trusts be
allowed to rely on the regulatory provisions regarding these
items for taxable years beginning after December 31, 19%6. The
effective date provisions have been modified based on this
suggestion.

Additional Previsions

The final regulations clarify that the basis of 5
corporation stock in the 3 portion must be adjusted in accordance
with secticn 1367 and the regulations thereunder. If the ESBT

owns stock in more than one 3 corporation, the adjustments to the
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basis in the S corporation stcocck of each 8 corporation must be
cdetermined separately.
Effect on other documents

The following documents are superseded for taxable years of
ESBTs beginning on and after May 14, 2002.

Notice 97-12 (1997-1 C.B. 385).

Notice 97-49 (1997-Z C.B. 2304).

Rev. Proc. 98-23 {(199%8-1 C.B. ©62).
Special Analysis

It has been determined that this Treasury decision is not a
significant régulatory action as defined in Executive Order
12866. Therefore, a regulatory assegsment is net required. It
has also been determined that section 553 (b) of the
Administrative Procedure Act (5 U.S.C. chapter 5) does neot apply
to these regulaticns. It is hereby certified that the
collections of information in the regulations will not have a
significant economic impact on a substantial number of small
entities. This certification is based upon the fact that (1) the
estimated average burden per trust in complying with the
collections of information in '1.1361-1{(m) is 1 hour, and {2} the
requirement for S corporations to comply with § 1.444-4(c) will
affect very few taxpayers and the assocociated burden 1s minimal.
Therefore, a Regulatory Flexibility Analysis under the Regulatery
Flexibility Act (5 U.5.C. chapter 6) is not regquired. Pursuanf

to section 7805(f) of the Code, the notice of propocsed rulemaking
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preceding these regulations was submitted to the Chief Counsel
for ARdvocacy. of the Small Business Administration for comment on
the regulations’ impact on small business.
Drafting Information

The principal authors of these regulations are Bradford
Poston and James A. Quinn of the Cffice of Associate Chief
Counsel (Passthrecughs and Special Industries), IRS. However,
other personnel from the IRS and the Treasury Department
participated in their development.
List of Subjects
26 CFR Part 1

Income taxes, Reporting and recordkeeping requirements,
26 CFR Part 602

Reporting and recordkeeping requirements,
Adoption of Imendments to the Regulations

Becordingly, 26 CFR parts 1 and 602 are amended as follows:
PART I--INCOME TAXEE

Paragraph 1. The authority citation for part 1 is amended
by adding an entry in numerical order to read in part as follows:

Authority: 26 U.5.C. 7805. * * *

Section 1.444-4 is also issued under 26 U.3.C. 444(g). * * *

Par. 2. BSection 1.444-4 is added tc read as follows:
'1.444-4 Tiered structure.

(a) Electing small business trusts. For purposes of §1.444-

2T, solely with respect to an 8 corporation sharehcolder, the term




deferral entity does not include a trust that is treated as an
electing small business trust under section 1361l{e}. Bn S
corporation with an electing small business trust as a
shareholder may make an.election under section 444, This
paragraph is applicable to tazable years bgginninq on and after
December 29, 2000; however, taxpayers may veluntarily apply it to
taxakle years of S corporalions beginning after December 21,
19946,

{b) Certain tax-exempt trusts. For purposes of §1.444-2T,
solely with respect to an 8 corporation shareholder, the term
deferral entity does nof include a trust that is described in
section 401 (a) or 501(0)(3)f and is exempt frem taxatien under
gsection 301(a}. BAn S corporation with a trust as a sharehoclder
that is described in secticon 40l{a} or section 501(c) (3), and is
exempt from taxation under section 501 (a) may make an election
under sectioﬁ 444, This paragraph is applicable to taxable years
beginning on and after December 2%, 2000; however taxXpayers may
voluntarily apply it to taxable years of S cqrporations beginning
after December 31, 1997.

(c) Certain terminations disregarded-— (1) In general. 2An 3
corporation that is described in this paragraph (c}) (1) may
request that a termination of its election under section 444 bhe
disregarded, and that the 8 corporation be permitted to.resume
use of the year it previously elected under section 444, by

following the procedures of paragraph (c) {(2) of this section. B&n
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8 corporation is.described in this paragraph if the S corporation
15 otherwise gualified to make a section 444 election, and its
previcus election was terminated under §1.444-2T{a) solely
becausge - -

(i) In the case of a taxable year beginning after Decemker
31, 1996, a trust that is treated as an electing small husiness
trust became a shareholder of such 8 corporatiocon; or

{ii) In the case of a taxable vear beginning after December
31, 1997, a trust that is described in section 4ﬁ1(a) or
501(c){3), and is exempt from taxatiocn under section 501 (a)
became a shareholder of such 8 corporation.

{2) Procedure--(i) In general. An S corporation described
in paragraph (c) {1) of this section that wishes to make Lhe
request degcribed in paragraph (c) (1) of this section must do so
by filing Form 8716, “Election To Have a Tax Year Other Than a
Required Tax Year,” and Ltyping or printing legibly at the top cf
such form -- “CONTINUATION OF SECTION 444 ELECTION UNDER $§1.444-
4.7 In order to assist the Internal Revenue Service in updating
the 5 corperation’s account, on Line 5 the Box “Changing to”
should be checked. Additicnally, the election month indicated
must be the last month of the 3 corporation’s.previously elected
section 444 election year, and the effective year indicated must
end in 2002,

{ii) Time and place for filing Form 8716. Such form must be

filed on cr before October 15, 2002, with the service center
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where the S corporation’s returns of tax (Forms 112035) are filed.

In addition, a copy of the Form 8716 shouid be attached to the g
corporation’s short period Federal income tax return for the
first election year beginning on cor after January 1, 2002.

(3) Effect of request--(1) Taxable years beginning on cr
after January 1, 2002, BAn 8 corporation described in paragraph
(c) (1) of this section that requests, in accordance with this
paragraph, that a termination of its election under section 444
be disregarded will be permitted to resume use of the year it
previously elected under section 444, commencing with its firstl
taxable year beginning on or after January 1} 2002. Such 8
corporation will be required to file a return under §1.7519-2T
for each taxable year beginning on or after January 1, 2002. No
payment under section 7519 will be due with respect to the first
taxable year beginning cn cor after January 1, 2002. However, a
required payment will be due on or bhefeore May 15, 2003, with
respect to such S corporation’s second continued section 444

electicon year that begins in calendar year 2002,

(1i) Taxable years beginning prior te January 1, 2002, An 3

corporation described in pafagraph (c) {1} of this section that
requests, in aqcordance with this paragraph, that a termination
of its election under section 444 be disregarded will not be
required tec amend any prior Federal income tax returns, make any
required payments under section 7519, or file any returns under

§1.7518-27, with respect to taxable years beginning on or after
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the date the termination of its secticon 444 electicn was
effective and pricr to January 1, 2C0Z.

{111} Secticn 7519: required payments and returns. The
Internal Revenue Service walves any requirement for an 3
corporation described in paragraph (c) (1) of thls.section te file
the federal tax returns and make any required payments under
section 7519 for years prior te the taxable year of_continuation
as desgcribed in paragraph (c) {3) (i) of this section, 1f for such
years the 8 corporation filed its federal income tax returns on
the basis of its required taxable year.

§1.444-4T7 [Removed]

Par. 3. Section 1.444-4T is removed.

Par. 4. Sections 1.641(c}-0 and 1.641(c) 1 are added to
read as feollows:

'1,641 (c)-0 Table of contents.

This section lists the major captions contained in '1.641(c)-

§1.641{¢c)-1 Flecting small kusiness trust.

(a) In general.

(b) Definiticns.

(1) Grantor portion.
(2) 8 peortion.

(3) Ncon-8 porticn.

{c) Taxation of grantor portiocn.

(d) Taxation of S porticn.

{1) In general.

(2} Sectilion 1366 amounts.

3) Galns and losses on dispesiticn of 3 stock.

(
(4) State and local income taxzes and administrative expenses.
{e) Tax rates and sxenption of 5 portiocn.

{

e
1} Income tax rate.
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"‘(2) Alternative minimum tax exemption.
(£} Adjustments to basis of stock in the ] portion under section
1367.
{g) Taxzation of non-S portion.

{1} In general.

(2) Dividend income under secticn 1368({c) (2).

{3) Interest on installment cbligations.

(4) Charitable deduction.

(h) Allocaticn of stats and local income taxes and administration
expenses.

(i) Treatment of distributicns from the trust.
{j} Terminaticn or revocaticn cf ESBT election.
(k) Effective date.

(L

)
) Examples.
'1.641(¢)-1 Electing small business trust.

(a) In general. BAn electing small business trust (ESRBT)
within the meaning of section 13el(e) is treated asg two separate
trusts for purposes of chapter 1 of the Internal Revenue Code.
The portion of an ESBT that consists of stock in one or more 3
corporations is treated as one trugt. The portion of an ESET
that consists of all the other assets in the trust is treated as
a separate trust. The grantor cr another person may be treated
as the owner of all or a portiocn of either or both such trusts
under subpart E, part I, subchapter J, chapter 1 of the Internal
Revenue Code. The ESBT is treated as a single trust for
administrative purpocses, such as having one taxpayer
identification number and filing one tax return. Sze '1.1361-
1(m) .

{b) Definitions--(1) Grantor portion. The grantor portion
of an ESBT is the portion of the trust that is treated as owned

by the grantcor or ancther person under subpart E.

{2) S pertion. The 3 porticon of an ESBT is the portion of
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the trust that consisis of § corporation stock and that is not
treated as owned by the grantor or ancther person under subpart
E.

{3} Non-35 portion. The non-S portion of aﬁ ESBT is the
portion of the trust that coﬁsists of all assets other than 8
ccrperaticn stock and that.is net treated as_ownéd by the grantcr
or ancther person under subpart E.

{c) Taxation of grantor portion. The grantor or ancther
person who 1s treated as the cwner cf a portionrof the ESBT
includes in computing taxabkle income items of income, deducticns,
and credits against tax attributable to that perticn of the ESET
under section 671.

{(d) Taxation of 8 portion--(1} In general. The taxable
income of the 5 porticon is determined by taking into account only
the items of income, loss, deduction, or credit specified in
paragraphs (d) {(2), (3), and (4) of this section, to the extent
not attributakle to the grantor portion.

(2) Section 1366 amcounts--(i) In general. The S portion
takes into account the items of income, less, deduction, or
¢redit that are taken intoc account by an 3 corporation
shareholder pursuant to section 1366 and the regulations
thereunder. Rules otherwise applicable to trusts apply in
determining the extent teo which any loss, deduction, or credit
may be taken into account in determining the taxable income of

the S portion. See '1.23261-1(m) (3) (iv) for zllocation of those
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items in the taxable year of the S corperaticn in which the trust
is an ESBT for part of the year and an eligible shareholder under
section 1381 (a}{2)(A) (i} through (iv) for the rest of the year.

(ii) Special rule for charizable contributions. If a
deduction described in paragraph (d) (2} (i) of this secticn 1is
attributable to an amount of the 3 corporation’s gross income
that is paid by the S corporatien for a charitable purpose
specified in section 170(c} (without regard to section
170(c}) (2){RY), the contribution will be deemed tc be paid by the
S portion pursuant te the terms of the trust=s governing
instrument within the meaning of section 642 (c) (1) . The
limitations of sestion 681, regarding unrelatgd business income,
apply in determining whether the contribution 1s deductible in
computing the taxable income cf the 8 pertion.

{iii) Multiple S corporations. If an ESBT owns stock in
more than one & corporaticn, items of income, loss, deduction, or
credit from all the S corporations are aggregated for purposes.of
determining the 5 porticn=s taxable income.

{3) Galins and leosses on disposition of 8 steock--{1}) In
general. The 8 portion takes Ilnto account any gain or loss from
the dispeosition of § corporation stock. No deduction is allowed
under section 12211(k) (1) and (2) for capital losses that exceed
capital gains.

{1i) Instaliment method. If income from the sale or

dispositicon of stock in an § corporatiecn is reported by the trust
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on the installment method, the income recognized under this
method is taken into account by the 5 portion. See paradgraph
(g} (3) of thié section for the treatment of interest on the
installmert cobligaticn. See ‘1.l361—l(m)(5)(iif regarding
treatment of a trust as an ESBT upon the sale cf all 3
corporation stock using the installment method.

{i1i) Distributions in excess of basis. Gain recognized
under section 1368 (k) (2) from distributions in excess of the
ESBT's basis in its S corporation stock is taken inte account by
the S portion.

f4) state and local income taxes and administrative expenses-
-{i) In general. State and local income taxes and administrative
expenses directly related te the 8 portion and those allocated to
that pertion in accordance with paragraph (h) are taken into
account by the 8 portion.

{ii} Special rule for certain interest. Interest pald by
the trust on money borrowed by the trust to purqhase stock in an
S corporation is alleocated to the S porticn but is not a
deductible administrative expense for purposes cf determining the
taxable income of the 5 portion.

(e) Tax rateé and exemption of 8 portion-- (1) TIncome tax
rate. Except for capital gaine, the highest marginal trust rate
provided in section 1(e) is applied to the taxable Income of the
$ porticon. See gection 1{h) for the rates that apply to the S

portion=s net capital gain.
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(2) Blternative minimum tax exemption. The exemption amount
of the 3 portion under secticn 53{d) is zero.

{f) Adjustments to basis of stock in the S portien under
section 1367. The basis of S corpcration stock in the S porticn
must bea adjusted in accordance with secticn 13867 and the
regulations thereunder. If the ESBT owns stock in more than one
S corporation, the adjustments to the basis in the S corporation
stock of each S corporation must be determined separately with
respect to each 8 corporation, Accordingly, items of income,
loss, deduction, or credit of an 3 corporaticn that are taken
into account by the ESBT under section 1366 can only result in an
adjustment to the basis of the stock of that 3 corporation and
cannot affect the basis in the stock of the other 5 corporations
held by the ESBT.

{g) Taxation of non-8 pertion--{1} In general. The taxable
income of the non-% portion is determined by taking into account
a1l items of income, deduction, and credit tec the extent not
taken inte account by either the grantor portion or the 8
pertion. ‘The items attributable to the non-3 portion are taxed
under subparts A through D oflpart I, %ubchapter J, chapter 1 of
the Internal Revenue Code. The non-5 portion may consist of mors
than one share pursuant to section 663{c).

{2) Dividend income under section 1368({c)({2). Any dividend
income within the meaning of section 13&8(c) (2) 1s includible in

the gross income of the non-3S portion.
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(3) Interest on installment obligations. If income from the
sale or disposition of stock in an 5 corporation is reported by
the trqst [e¥21 thé installment method, the interest con the
installment obligaticn is includible in the gross income of the
non-S portion. See paragraph (d) (3) (ii) of this section fér the
treatment of income from such a sale or disposition.

{4) Charitable deduction. For purposes of applying gection
642 (c) {1) to payments made by the trust for a charitable purpose,
the amount ¢f gross income of the trust is limited to the gross
income cof the non-8 portion. See paragraph (d) (2) (11} of this
section for special rules concerning charitable contributions
paid by the S corporaticn that are deemed to be paid by the S
portion.

(h) Allocation of state and local income taxes and
administration expenses. Whenever state and local income taxes
or administration expenses relate to more than one porticn cf an
ESBT, they must be allocated befween or among the portions to
which they relate. These items may be allocated 1n any manner
that is reasonable in light cf all the circuﬁstances, including
the terms of the governing instrument, applicable local law, and
the practice of the trustee with respect to the trust if it 1is
reascnable and consistent. The taxes and expenses apportioned to
each portién of the ESBT are taken inte account by that pertion.

{i) Treatment of distributions from the trust.

Distributions to beneficiaries from the § portion or the non-2
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portion, including distributions of the 8 cerporation stock, are
deductikble under section 651 or 661 in determining the taxable
incoeme of the non-28 portion, and are includible in the gross
income of the beneficiaries under section 6532 cr 662. However,
the amount of the deductiorn or inclusion cannct exceed the amount
of the distributakle net income of the non-3S portion. Items of
income, loss, deduction, or credit taken into account by the
granter portion or the 8 portion are excluded for purposes of
determining the distributable net income ¢f the non-5 portion of
the trust.

() Termination or revocation of ESBT election. If the E3BET
election of the trust terminates pursuant to 'l1.136l1-1({(m} (3) or
the ESBT election is revoked pursuant to "1.1361-1(m) (€), the
rules contained in this section are thereafter not applicable to
the trust. If, upon termination or revocation, the 5 portion has
a net coperating lcss under section 172; a capital loss carfyover
under section 1212; or deductions in excess of gross income: then
any such loss, carryover, or excess deductions shall be allowed
as a deducticn, in accordance with the regulations under section
642 (h), to the frust, or to the beneficiaries succeeding to the
property of the trust if the entire trust terminates.

i) Effective date. This section generally is applicable
for taxable years of ESBTs beginning on and after May 14, Z2Z00Z.
However, paragraphs (a), (k), (¢), and (1) Example 1 of this

section are applicable for tazable years of Z3BTg that end on and
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after Deceamber 29, 2000. ESBTs may apply paragraphs (d} (4} and
{h) of this section for taxable years cof E3BTs beginning after
Decamper 321, 1980,

(1) Examgles. The following examples i1llustrate ﬁhe rules
of this section:

Example 1. Comprehensive example. (1) Trust has a-valid
ESBET election in effect. Under section 678, B is treated as the
owner of a portion of Trust consisting of & 10% undivided
fractional interest in Trust. No other person is treated as the
owner of any other portion of Trust under subpart E. Trust owns
stock in ¥, an S corporation, and in ¥, a C corporation. During
2000, Trust receives a disgtributicn from X of §5,100, of which
85,000 is applied against Trust=s adjusted basis in the X stock
in accordance with sectien 1368(c) (1) and 3100 is a diwvidend.
_under section 1268 (c)(2). Trust makes no distributions to its

beneficiaries during the yesar.
(ii) For 2000, Trust has the fellowing items of income and
deduction:

Ordinary income attributable tc X under section

Dividend income from

S N e
.................. $900
Dividend from X representing C corporation sarnings and
profits. ... 5100
Total trust
Lo 147 S
................... 56,000
Charitakle contributions attributable to X under
" sectionl66...... Yoo YYY...5300
Trustee
=T =1 = S L
.................. i, ...8200
3tate and local i1ncome
4= S T

(iii) Trust=s items of income and deductioﬂ are divided into
a grantor portion,
an & portion, and a non-S pertion for purposes of determining the
taxation of those items. Ingome is zllocated to each portion as
follows:
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T must take into account the items of income attributable to
the grantor portion, that 1s, 10% of each item, as follows:

Ordinary income from

O L e
.................. 3500

Dividend income from
0 T I T T T R RN R
.................... $90

Dividend inceme from
<
.................... 510

Total grantor pertien
B ST o1 11140 40 S
............ 5600

The total income of the & portion is 354,500, determined as
follows:

Ordinary income from
T I
............... 55,000

Less: Grantor
ook <3 0k 4 4 444 A T L PP b
................ ($500)

Total S portion
BT s VoL 1 1= T NS
.................. ¥..54,500

The total inceme of the non-5 portion is 5200 determined as
follows:

Dividend income from Y (less grantor

oo o5 .3 1 T T L I 3810
Dividend income from X (less grantor

oo R i 1< < 3 T R I 590
Total non-3 portion

AncomeY Y Yy Y . o i i i e e e e e YYYYYYYYYYYYYYYY. . 5500

(iv) The administrative expenses and the state and local
income taxes relate to all three portions and under state law
would be allecated ratably to the $6,000 of trust income. Thus,
thege items would be allocated 10% (600/6000} to the grantor
portion, 75% (4500/6000) to the S porticn and 13% (900/6000) to
the non-3S portion.

{(v) B must take into acccunt the fellowing deductions

attributable to the grantor porticn of the trust:

Charitakle contributicns from
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Trustee

{vi) The taxable income of the 5 portion is $4,005,
determined as follows:

Ordinary income from

4
............... 54,500
Less: Charitable contributicns from X (less grantor
portion)............ YYY..... (5270)
75% of trustee
=== S
............... (8150) .
75% of state and local income
=== (875}
Taxable income of &
e g w1« O I

(vil} The taxable income of the non-S porticn is 3755,
determined as follows:

Dividend income from

e :
.................. 3810
Dividend income from
R D
.................. 590
Total non-5 perticn
T2 Lo 111
....... §500
Less 15 % of trustee
fees....... Y e e e et a e e i
......................... ($30)
15% state and local income
LaXeS . s i et i 250 (515)
Personal
L 1) o e I T R I

Taxable income of non-3

o e = o A R R R IR

Example 2. Sale of 3 stock. Trust has a valid ESBT election
in effect and owns stock in ¥, an 8 corporaticn. No person is
treated as the owner of any portien of Trust under subpart E. In
2003, Trust sells all of its stock in X tc a person who is
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- "unrelated to Trust and 1ts beneficiaries and realizes a =apital

gain of 55,000, This gain is taken into account ky the S portion
and 1s taxed using the appropriate capital gain rate found in

section 1(h).

Example 2. (1) 8ale of 5 steck for an Installment note.
Assume the same facts as in Example 2, except that Trust sells
its stock in ¥ fer a $400,000 installment note payable with
stated interest over ten yesars. After the sals, Trust does nect

own any S corporation stock.

(ii) Loss on installment sale. ~Assume Trust's basis in its
¥ stock was $500,000. Therefore, Trust sustains a capital loss
of 8100,000 on the sale. Upecn the sale, the S portion terminates
and the excess loss, after being netted against the other items
taken into account by the S portion, is made available to the

entire trust as provided in section 641 (c) (4).

{(i1i} Gain on installment sale. Assume Trust's basis in its
¥ stock was $300,000 and that the 3100,000 gain will be
recognized under the installment metheod of section 453. Interest
income will he recognized annually as part of the installment
payments. The portion of the $100,000 gain recegnized annually
is taken into account by the S portion. Howsver, the annual
interest income is includible in the gross inccome of the non-3

porticn.

Example 4. Charitable lead annuity trust. Trust is a
charitakle lead annuity trust which is not treated as owned by
the grantor or another perscn under subpart E. Trust acgquires
stock in %, an § corporatien, and elects to be an ESBT. During
the taxable year, pursuant To its terms, Trust pays $10,000 to a
charitable organization described in section 170(¢) (2). The non-
9 portion of Trust receives an income tax deduction for the
charitable contributicn under seciion 642(c) only to the extent
the amount is paid out of the gross income of the non-3% portion.
To the extent the amount is paid from the S portion by
distributing & corporation steock, ne charitable deduction 1s

availakle to the S porticn.

Example 5. ESBT distributions. (1) ns of January 1, 2002,
Trust owns stock in ¥, a C corporation. No portion of Trust is
treated as owned by the grantor cor ancther person under subpart
F. X elects to be an S corporation effective January 1, 2003,
and Trust elects to be an ESBT eifective January 1, 2003, Oon
February 1, 2003, ¥ makes an $8,000 distributicn to Trust, of
which 532,000 is treated as a dividend from accumulated earnings
and preofits under section 1368 (c) (Z) and the remainder i1s applied
against Trust=s basis in the X stock under sectien 1368(b). The
trustee of Trust makes a distributicn of $4,000 to Beneficliary



during 2003. For 2003, Trust's share of X's gsecticn 1366 iiems
is 55,000 of ordinary irncome. For the year, Trust hasz no other

income and neo expenses or state or lecal taxes.

(i1} For 2003, Trust has 55,000 of taxable income in the 5
portion. 'This.income is taxed to Trust at the maximum rate
provided in section 1(e). Trust also has 53,000 of distributable
net inceome (DNI) in the non-3 pertion. The non-3 portion of
Trust receives a distribution deduction under section 66l(a) of
$3,000, which represents the amcunt distributed tc Beneficiary
during the year ($4,000;, not to exceed the amount of DNI
{83,000)., Beneficiary must include this amount in gross income
under section 662(a). As a result, the non-% portion has no
taxable income.

Par. 5. Section 1.1361-0 is amended by adding entries for
'1.1361-1(3) {12) and (m) to read as follows:
'1.1361-0 Tabkle of contents.

* Ok ok K K

'1.1381-1 8 corporation defined.

L

(j)***
{12) Converting a @QS3T tc an ESBT.

L

(m) Electing small business trust (ESBT).
(1) Definition.

(Z) ESBT election.

(2) Effect of ESBT election.

(4) Potential current beneficiaries.

(%) BSBT terminations.

{6) Revocation of ESBT election.

(7) Ceonverting an ESBT to a QS3T.

(8) Examples.

{3) Effective date.

S .

Par. &. Section 1.1361-1 is amended by:

1. Adding paragraphs {(h) {1) {vi) and (h){3) (1) (F).
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' 2. Adding a sentence to the beginning of paragraph
(h) (3)(11) introductory text.

3. Adding paragraph {J) !12}.

4, Adding a sentence to the end of paragraph (k) (2) (1).
3. Adding paragraph (mj .

The additicns read as follows:

'1.1361-1 8 corpeoraticn delined.

w® ok ok w K

(vi) Electing small business trusts. 2An electing small
business trust (E3SBT) under section 13¢6l{e). See paragraph {(m)
of this section for rules concerning ESBTs including the manner

of making the election to be an ESBT under section 1386l (e) (3).

* % ok ok K

(F) If S corporation stock is held by an ESBT, each
potential current beneficiary is treated as a shareholder.
However, if for any perlod there is no potential current
beneficiary of the ESBT, the ESBT 1s treated as the sharehclder
during such period. See paragraph (m) (4} of this section for the
definition of potential current beneficiary.

{(1i) * * * See §1.€41{c)-1 for the rules for the taxatiocn of

an ESBT. = * *

E o
(j)*-ﬁr*

({12) Converting a Q33T to an ESBT. For a trust that seeks to
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convert from a QSST to an ESBT, the consent of the Commissicner
ig hereby granted to revoke the 2SST election as of the effective
date of the ESBT election, 1f zll the following regquirements are
met:

(i) The trust meetz all of the requirements to be an ESET
under paragraph (m) {1} of this secticn except for the reguirement
under paragraph (m)(l)(iv)(h) of this section that the trust not
have a QSST electicn in effect.

(ii) The trustee and the current income beneficiary of the
trust sign the ESBT election. The ESBT election must be filed
with the service center where the 3 corporation files its income
tax return. This ESBT electicn must state at the top of the
document AATTENTION ENTITY CONTROL--CONVERSION OF A QSST TO AN
ESET PURSUANT TOC SECT;ON 1.1361-1(3)@ and include all information
ctherwise required for an ESBT electicn under paragraph (m) (2) of
this section. A separate election must ke made with respect to
the stock of each 3 corporaticon held by the trust.

(i1ii) The trust has not converted from an ESBT to a QS3T
within the 36-month pericd preceding the effective date cof the
new ESBT election.

{iv) The date on which the ESBT election is to be effective
cannct be more than 15 days and twoe months prior to thg date on
which the election is filed and cannot be more than 12 months
after the date on which the election is filed. If an electicon

specifies an effective date mcre than 15 days and two months
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prior to the date on which the election is filed, it will be
effective on =he day that is 15 days and two months prior to the
date on which it is filed. 1If an election specifies an effective
date more than 12 months after the date on which the electlon is
filed, it will be effective on the day that is 12 months after

the date 1t is filed.

(2) * * * (i) * * * Paragraphs (h) (1) (vi), {(h)(2){1)(F),
(h) (3} (1i), and (73) (12) of this section are applicable for
taxable years beginning on and after May 14, 2002.
* ok x 'k *

{m) Electing small business trust (ESBT)--(1) Definition——
{1} General rule. An electing small business trust (ESBT) means
any trust if it meets the follewing requirements: the trust does
not have as a beneficiary any person other than an individual, an
estate, an organization described in section 170(c) (Z) through
{5}, or an organization described in sectiocn 170(¢c) (1) that holds
a contingent interest in such trust and is not a potentlial
current beneficiary; no interest in the trust has been acquired
by purchase; and the trustee of the trust makes a timely ESBT
electicn for the trust.

(ii) Qualified beneficiaries--(A) In generali For purposes
of this section, a beneficiary ing¢ludes a person whe has a
present, remainder, or reversionary interest in the trust.

(B) Distributee trusts. A distributee trust 1s the
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bensficiary of the ESBT only if the distributee trust 1s an
organization described in section 170(c) {2) or (3). 1In all other
situations, any person who has a heneficial interest in a
distributee trust is a beneficiary cof the ESBET. A distributee
trust is a trust that receives or may receive a distribution from
an ESBT, whether the rights to receive the distribution are fizxed
or contingent, or immediate or deferred.

(C) Powers of appointment. A perscon in whose favor a power
of appointment could be exercised is neot a beneficlary of an ESBT
until the heolder of the power of appeintment actually exercises
the power in favor of such person.

(D) Nonresident aliens. A nonresident alien as defined in
section 7701{b) (1) (B) is an eligible beneficiary of an ESET.
However, see paragraph {(m) (4) (i) and {(m) (5} {111} of this section
if the nonresident glien is a potential current keneficiary of
the ESBT (which would result in an ineligible shareholder and
termination of the & corporation election).

{iii1) Interests acquired by purchase. A trust dces not
qualify as an ESBT if any interest in the trust has been acquired
by purchase. Generally, if a person acguires an interest 1n the
trust and thereby becomes a beneficiary of the trust as defined
in paragraph (m} (1} {ii) (A), and any portion of the basis in the
acquired interest in the trust is determined under section 1012,
such interest has been acquired by purchase. This includes & net

gift of a beneficial interest in the trust, in which the person
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acquiring the bensficial interest pays the gift tax. The trust
itzelf may acguire 35 corporation stock cr other property by
purchase or in a part-gift, part-sale transaction.

{iv) Ineligible trusts. An ESBT does nct lnclude--

(A) Any gqualified subchapter S trust (as defined in section
12361 (dY (3)) if an election under section 136l{(d) (2) applies with
respect to any corpeocration the stock of which is held by the
trust;

(B) Bny trust exempt from tax or not subject to tax under
subtitle A; or

(C) Bny charitable remainder annuity trust or charitable
remainder unitrust (as defined in section 664(d)}}.

{2y ESBT election—{i) In general. The trustee of the trust
must make the ESBT election by signing and filing, with the
service center where the S corporaticon files its income tax
return, & statement that mests the requirements cf paragraph
{m) (2) {i1) of this section. If there is more than one trustee,
the trustee or trustees with authority to legally bind the trust
must sign the election statement. If any one of several trustees
can legally bind the trust, only cne trustee needs to sign the
election statement. Generally, only cne ESBT electicn is made
for the trust, regardless of the number of 3 corporations whose
stock 1is held by the ESBET. However, 1f the EZRBT holds stock in
multiple S corporations that file in different service centers,

t~e ESBT election must be filed with all the relevant service
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centers where the corporations file their income tax returns.
This reguirement appiies only at the time of the initial ES3T
election; if the ESBT later acquires stock in an S.co:poration
which files its income tax return at a different service center,
a new ESBT election is not required.

{i1) Election statement. The election statement must
include—-

(B) The name, address, and taxpayer ldentification number of
the trust, the potential current beneficliaries, and the 5
corporations in which the trust currently owns stock;

(B) An identification of the elacticn as an ESBT election

" made under section 136l{e) (3);

(¢} The first date on which the trust owned stock in each S
corporation;

(D) The date on which the electicn is to beccme effective
(not earlier than 15 days and two menths before the date on which
the election 1s filed); and

(E) Representations signed by the trustee stating that--

{1) The trust meets the definitional requiremsnts of‘section
1261 (e) (1); and

(2) All potential current beneficlaries of the trust meet
the shareholder requirements of section 1361 (b) (1).

(iii) Due date for ESBT election. The ESBT election must be
filed within the time reguirements prescribed in paragraph

(%) {6} (iii) of this sectlion for filing a qualified subchapter S
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trust (QSST) election.

{iv) Election by a trust described in section

1381 (c) (2 (R {(i1). or (iii). & trust that is a gualified S

corporation shareholder under section 1361 () (2) (R) (i1) or (iii}

may elect ESBT treatment at any time during the 2-year period

described in those sections or the lée-day-and-Z-month period

beginning on the date after the end of the Z-year pericd. If the

trust makes an ineffective ESBT election, the trust will continue

nevertheless to qualify as an eligikle § corpcocration

for the remainder of the period described in section

1361 (o) (2) (B) {11i) or (iii).

shareholder

(v} No protective electicon. A trust cannot make &

conditional ESBRT electieon that would be effective only in the

event the trust fails to meet the requirements for an eligible

trust described in section 136l {c) (2} (A) (1) through

(iv) . If a

trust attempts to make such a conditicnal ESBET election and it

fails to gualify as an eligible S corporation shareholder under

section 1361 (c) (2) (A) (1) through (iv), the S corpcration election

will ke ineffective or will terminate because the corporation

will have an ineligible shareholder. Relief may be available

under section 1362{f} for an inadvértent ineffective
corporation election or an inadvertent $ corporation
termination. In addition, a tru;t that qualifies as
make an ESBT election notwithstanding that the trust

cwned grantor trust.
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(2} Effect of ESBET electicn~{i) General rule. If a trust
makes a valid ESBT electlion, the trust will be treated as an ESBT
for purposes ¢f chapter 1 of the TInternal Revenue Code as of the
effective date of the ESBT electicn.

(1i) Employer Identification MNumber. An ESBT has only one
employer identification number (BIN). If an existing trust makes
an ESBT election, the trust continues te use the EIN it currently
uses.

{1ii) Taxable vyear. If an ESBT election is effective on a
day cther than the first day of the trust=s taxable year, the
ESBT election does not cause the trust=s taxable year to close.
The termination of the ESBT electicn (including a termination
caused by a conversion of the ESBT to a 0S5T) other than on the
last day of the trust’s taxable year glso does not cause the
trustfs taxable year to close. In elther case, the trust files
one tax return for the taxable year.

{iv) Allocation of 3 corporation items. If, during the
taxable year of an 5 corporation, a trust is an ESBET for part of
the year and an eligible shareholder under section
1361 (c) (2) (A) (i) through (iv) for the rest of the yesar, the S
corporation items are allocated between the two types of trusts
under section 1377(a}. See '1.1377-1{(a){2) (1ii).

{v) Estimated taxes. If an ESBT election is effective on a
day other than the first day of the trust=s taxable year, the

Trust is considered one trust for purposes of esiimated taxes
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under section 6654,

{4) ©Potential current beneficiaries-- (1) In gensral. For
purcoses of determining whether a corporation is & small business
corporation within the meaning of section 1361(b} (1), each
potential current beneficiary of an ESBT generally is treated as
a snareholder of the corporation. Subjsct to the provisions of
this paragraph (m){4), a potential current beneficiary generally
is, with respect te any period, any person who at any time during
such period is entitled to, or in the discretion of any persocn
may receive, a distribution from the principal or income of the
trust. A person is treated as a sharshelder of the § corporation
at any moment in time when that person isg entitled to, or in the
discretion of any person may, receive a distribution of principal
or income of the trusz. No person is treated as a potential
current beneficiary solely because that person holds any future
interesgt in the trust.

{ii) Grantor trusts. If all or a portion of an ESBT is
treated as owned by a person under subpart E, part I, subchapter
J, chapter 1 of the Internal Revenue Code, such owner is a
potential current beneficiary in additicn to persons described in
paragraph (m) (4) (1) of this section.

(11i) Specizl rule for dispositiéns of stock.
Notwithstanding the provisions of paragraph {m} (4) {1i) of this
section, if a trust dispcses of all of its 5 corporation stock,

any perscn who first met the definition of a potential current
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beneficiary during.the GC—day period ending on the date of such
disposition is not a potential current beneficiary and thus is
not a shareholder of that corperation.

{iv) Distributee trusts--(A) In general. This paragraph
{(m) (4) (1v} conﬁains the rules for determining who are the
potential current beneficiaries of an ESBT if a distributee trust
becomes =zntitled to, or at the discretion of any person, may
receive a distributicn from principal or income of an ESBT. A
distributee trust does not include a trust that is not currently
in existence. For this purpose, a trust is net currently in
existence if the trust has no assets and no items of income,
loss, deduction, cor predit. Thus, 1f a trust instrument provides
for a prust to be funded at some future time, the future trust is
not currently a distributee trust.

(BY ZIf the distributee trust is not a trust described in
section 1361{(c) (2) (A}, then the distributee trust is the
potential current beneficiary of the ESBT and the corporation=s S
corporation electicon terminates.

(Cy If the distributes trust is a trust described in
section 1361 (c) (2) (A), the persons who would be its potential
current beneficiaries (as defined in paragraphs (m) (4) (1) and
{ii) of this section) if the distributee Crust were an ESBT are
treated as the potential current beneficiaries of the ESBT.
Notwithstanding the preceding sentence, however, i1f the

distributee trust is a trust described 1n section
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S 1261 (e) (2) (A)Y[iiy or (1i1i), the estate described in section
1361 (¢) (2) (B) (ii) or (iii) is treated as the potential current
beneficiary of the E3BT for the 2-year period during which such
trust would be permitted as a shareholder.

(D) For the purposes of paragraph (m) (4) (iv) {C) of this
section, a trust will be deemed to be described in secticon
1361 {c) (2} (A) if such trust would gualify for a QSST election
under secticon 1361(d) or an ESBT election under section 136l (e)
if i1t owned S corporation steck.

{v] Contingent distributicns. A persop who is entitled to
receive a distributicn only after a épecified time or upon the
occurrence of a specified event (such as the death of the helder
of a power of appointment) is not a petential current bensaficiary
until such time or the occcurrence of such event.

(vi) Currently exercisable powers of appointment—--(A] In
general. A perscn te whom g distribution is or may be made
during a pericd pursuant to a power of appointment is a potential
current keneficiary. Thus, if any person has a lifetime poﬁer of
appointment that would permit distributiconsg from the trust to be
made to more than 735 persons, the corporation=s § corporation
electiqn will terminate because the number of potential current
beneficiaries will exceed the 75-sharehelder limit cf section
1361 (b)Y (1) (A). Blse, the 8§ corporation election will terminate
if the currently exercisable power of appointment allows

distributions to be made to an ineligible shareholder as defined
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in secticn 1361 (b} (1) (B) and (C).

(3) Waiver cr release. If the holdef of a power of
appointment permanently releases the power:in a manrer that is
valid under applicable local law, the persons that would be
potential current beneficiaries sclely because of the power will
not be potential current beneficiaries after the effective date
of the release. BAn attempt te temporarily walve, release, or
limit a currently exercisable power of appeintment will be
ignored in determining who are potential current beneficiaries of
the trust.

(vii) Number of shareholders. Each potential current
beneficiary of the ESBT, as defined in paragraphs (m) (4} (1)}
through (vi) of this section, is counted as a sharehclder of any
S corporation whose stock 1s owned by the E3BT. During any
pericd in which the ESBT has no potential current beneficlaries,
the ESBT is counted as the shareholder. A person 1s counted as
only one shareholder of an 8 corperation even though that person
may be treated as a shareholder of the S cerporation by dirsct
ownership and through one or more eligible trusts described in
section 1361 (c) (2) (A). Thus, for example, 1f a person owns stock
in an S corporation and is a petential current beneficiary of an
ESBT that owns stock in the same 3 corporation, that person is
counted as ocne shareholder of the S corporaticn. Similarly, 1if a
husband owns stock in an S corporation and his wife 1s a

potential current beneficiary ¢f an ESBT that owns stock in the
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same S corporation, the husband and wife will be counted as ons
shareholder of the 8 corporaticn.

(viii) Miscellanecus. Paymeﬁts made by an ESBT to a third
party on behalf of a beneficlary are considered to be payments
made directly te the beneficiary. The right ¢f & beneficiary to
assign the beneficiary=s interest to a third party does not
result in the third party being a pctential current beneficiary
until that interest is actually assigned.

(5) ESBT terminatiocns— (i) Ceasing to meet ESBT reguirements.
A trust ceases to be an ESBT on the first day the trust fails to
meet the definition of an ESBT under secticn 1361(e). The last
day the trust is treated as an ESBT is the day before the date on
which the trust fails to meet the definition of an ESBT.

{ii) Disposition of 3 stock. In general, a trust ceases to
be an E3SBT on the first day folliowing the day the trust disposes
of all s corpgration stock. However, 1f the trust is using the
installment method to report income from the sale cr disgposition
of its stock in an S corporation, the trust ceases te be an ESBT
on the day following the earlier of the day the last inétallment
payment is recelved by the trust or the day the trust dispeses cof
the installment cbligaticn.

(1ii) Potential current beneficiaries that are ineligikle
shareholders. If a potential current beneficiary of an ESBT is
not an eligible sharehelder of a small business corporation

within the meaning of section 1361(b) (1), the 3 corporation

hitoy - Harorw Kleinrock com/teonline/research/Fetch 1sn?lib=td& file=tdR994 html

™



election terminates. For example, the § corpecraticn election
will terminate if a nonresident alien becomes a potential current
beneficiary of an ESET. Such a potentlal current beneficiary is
treated as an ineligible shareholder beginning on the day such
person becomes a potential current beneficiary, and the 3
corporation election terminates on that date. However, see the
special rule of paragraph (m) (4) (1ii) of this section-_ If the 5
corporation election terminates, relief may be available under
section 1362 (f).

(6) Revocation of ESBT election. 2n ESBT election may be
revcked only with the consent c¢f the Commissioner. The
application for consent tc revoke the election must be submitted
to the Internal Revenge Service in the form of a letter ruling
request under the appropriate revenue procedure.

(7} Converting an ESBT to a QSST. For a trust that seeks to
convert from an ESBT te a 0SS8T, the consent ¢f the Commissioner
is hereby granted to reveoke the ESBT election as of the effective
date of the Q58T election, 1f all the following reguirements are
met:

(1) The trust meets all of the regquirements to ke a QSST
under section 1361Fd).

fii) The trustee and the current income beneficiary of the
trust sign ths $S3T election. The QS5ST electicn must be filed
with the service center wherg the § corperation files its incomes

tax return. This QSST election must state at ths top of the

htto /owww kleinrock com/fteonline/research/Fetch isp?lb=td & file=td8994 himl



document AATTENTI.ON ENTITY CONTROL-—-CONVERSION COF AN ESBT TO iy
Q3ST PURSUANT TC SECTION 1..361-1(m}@ and include all information
octherwlse required for a 0388T election under 'i.1361-1(j)(6). A
separate PSST election must be made with fespect to the stock of
each 5 cecrporation held by the trust.

{1i1i) The trust has ncot converted from a QS3T to an ESBT
within the 3é-month pericd preceding the effective date ¢f the
new Q88T election.

(iv) The date on which the Q88T election is to be effective
cannot be more than 15 days and two months pricr to the date on
which the election is filed and cannct be meore than 12 months
after the date on which the election is filed. TIf an election
specifies an effective date more than 15 days and two months
prior to the date on which the election is filed, it will be
effective on the day that is 15 days and two menths prior to the
date cn which it is filed. If an election specifies an effective
date more than 12 months after the date on which the election is
fi%ed, it will be effective on the day that is 12 meonths after
the date it is filed.

{8) Examples. The provisions of this paragraph (m) are
illustrated by the following examples in which it 15 assumed,
unless otherwise specified, that all noncorporate persons are
citizens or residents cof the United States:

Example 1. (1) ESBT election with section 663 {¢) separate

shares. ©On January 1, 2003, M sontributes S corporation stock to
Trust for the henefit ¢f M's three chiidren &, B, and C.
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"Pursuant to section GE3(c), each cf Trust's separate shares for
A, B, and C will be treated as separate trusts for purpocses of
determining the amcunt of distributable net income (DNT) in the
application of sections 6&l and 662. On January 15, 2003, the
trustes of Trust files a valid ESBT election for Trust effective
January 1, 2003. Trust will be treated as a single ESBT and will

have a single 3 peortien taxable under section 641 (cz).

{i1) ESBT acquires stock of an additional 5 corporation. ©n
February 15, 2003, Trust acquires stock of an additional S
corporation. Because Trust is already an ESBT, Trust does not

need to make an additicnal ESBT election.

{i1i) Section 663(c) shares of ESBT convert to separate
QS8Ts. Effective January 1, 2004, A, B, C, and Trust's trustee
elect to convert each separate share of Trust into a separate
Q55T pursuant to paragraph (m) {7) of this section. For each
separate share, they file a separate election for each S
corperation whese stock is held by Trust. Each separate share
will be treated as a separate Q83T.

Example 2. (i) Invalid potential current beneficilary.
Effective January 1, 2002, Trust makes a valid ESET electicn. ©n
January 1, 2004, A, a ncnresident alien, beccomes a potential
current beneficiary of Trust. Trust does not dispose of all of
its 8 corporation steck within 60 days after January 1, 2004. As
of January 1, 2004, A is a potential current beneficiary of Trust
and therefore i1s treated as a shareholder of the 3 corpcoration.
Because A is not an eligible shareholder of an 5 corporation
under sectiecn 13¢€l(b) (1), the 5 corporation election cf any
corporation in which Trust holds stock terminates effective
January 1, 2004. Relief may be available under section 1362(f).

(1i} Invalid potentiél current beneficlary and disposition
of 5 stock. Assume the same facts as in Example 2 (1) except
that within 60 days after January 1, 2004, ftrustee of Trust
disposes of all Trust's 8 corporation stock. A is not considered
a potentlial current beneficiary of Trust and therefore is not
treated as & shareholder of any 8 ccrporaticon in which Trust

previously held stock.

Example 3. Subpart E trust. M transfers stock in X, an-3
corpeoraticon, and other assets to Trust for the benefit of B and
B=s siblings. M retains no powers cr interest in Trust. Under
section €78(a), B 1= treated as the owner of a portion of Trust
that includes a peortion of the X stock. 'No beneficiary has
acquired any portien cof his or her interest in Trust by purchase,
and Trust 1s not an ineligible trust under paragraph (m){l) (iv)
of this section. Trust i1s eligible to make an ESBT election.
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Example 4., Subpart E trust ccntinuing after granter’s
death. On January 1, 2003, M transfers stock in X, an 3
corporation, and other assets to Trust. Under the terms of
Trust, the trustee of Trust has complete discretion to distribute
the income or principal toc M during M's 1ifetime and to M's
children upon M's death. During M's life, M is treated as the
owner of Trust under section 677. The trustee of Trust makes a
valid election to treat Trust as an ESBT effective January 1,
2003. ©n March 28, 2004, M dies. Under applicable lccal law,
Trust does not terminate on M's death. Trust continues te e an
ESBT after M’'s death, and no additional ESBT election needs to be
filed for Trust after M's death.

Example 5. Potential current beneficiaries and distributee
trust helding & corperation stock. Trust-1 has a wvalid ESBT
election in effect. The trustee of Trust-1 has the power toc make
distributicns to A directly cor teo any trust created for the
benefit of A. ©On January 1, 2003, M creates Trust-2 for the
beriefit of A. 2lsoc on January 1, 2003, the trustee of Trust-1
distributes some 8 corporation stock to Trust-2. A, as the
current income beneficiary of Trust-2, makes a timely and
effective election to treat Trust-2 as a QS83T. Because Trust-2
is a valid S corporation shareholder, the distribution to Trust-2
does not terminate the ESBT election of Trust-1. Trust-2 itself
will not be counted toward the 75-shareholder limit of secticn
1361 (b} (1Y (A). Additionally, because A is already counted as an
8 corpcration shareholder because of A's status as a potential
current income beneficiary of Trust-1, A is not counted again by

reascon of A's status as the deemed owner of Trust-2.

Example 6. Potential current beneficiaries and distributee
trust not holding € corporation stock. (1) Distributee trust
that would itself gqualify as an ESBT. Trust-1 holds stock in X,
an & corporation, and has a valid ESBT election in effect. Under
the terms of Trust-1, the trustee has discreticn to make
distributions to A, B, and Trust-2, a trust for the benefit of c,
D, and E. Trust-2 would gualify to be an ESBT, but it owns no S
corporation stock and has made no ESBT election. Under paragraph
{m) {4) (iv) of this sectiocn, Trust-2=s potential current
beneficiaries are treated as the potential current beneficiaries
of Trust-1 and are counted as shareholders for purposes of
section 1361 (b) (1). Thus, A, B, C, D, and E are potential
current beneficiaries of Trust-1 and are counted as sharehcolders
for purposes of section 1361(k) (1), Trust-Z itself will not be
counted as a shareholder of Trust-1 for purposes of section
1361 (b) (1}.

(1i) Distributee trust that would nct gualify as an ESBT cor
a QS8T. Assume the same facts as in paragraph (i) of this

Exzample & except that D is a nenresident alien. Trust-2 would
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not be eligible to make an ESBT or Q88T electicn if it owned S
corporation stock and therefore Trust-2 is a potential current
heneficiary of Trust-1. Since Trust-2 is not an eligible

shareholder, X¥=s S corporation election terminates.

{iii) Distributee trust that is a section 13&l(c) (2) (A) (1i)
trust. Assume the same facts as in paragraph (1) of this Example
& except that Trust-2 1s a trust treated as owned by R under
section 676 because A has the power to revoke Trust-2 at any time
prior to A=s death. On January 1, 2003, A dies. Because Trust-2
is a trust described in section 1361l (c) (2) (R) (il) during the 2Z-
year period beginning on the day of A=s death, under paragraph
(m) {4) (1iv) (C) of this section, Trust-2=s only potential current
beneficiary is the person listed in section 1361(c) (Z2) (B} {i1),
n=s estate. Thus, B and A's estate are potential current
beneficiaries of Trust-1 and are counted as shareholders for

purposes cf secticn 1361{b) {1).

Example 7. Potential current beneficiaries and powers of
appointment. M creates Trust for the benefit of A. A alsc has a
currently exercisable power to appeint lncome or principal to
anyone except A, A's c¢reditors, A's estate, and the creditors of
A's estate. The potential current kbeneficiaries of Trust will be
A and all other persons except for A's creditors, RA's estate, and
the creditors of A's estate. This number will exceed the 75-
shareholder limit of section 1361(h) (1) (A). If Trust holds 3

corporation stock, the corporation=s S election will terminate.

{9) Effective date. This paragraph (m) is applicable for
taxzable years of ESBTs beginning on and after May 14, 2002.

Par. 7. Section 1.1362-6 is amended by revising paragraph
(k) (2) (iv) to read as

follows:

11.1362-6 Election and consents.

I S S

{iv) Trusts. 1In the case ¢f a trust described in section
1381 (c) {2) (A) {inciuding a trust treated under section

1261 (d) (1) (A} as a trust described in secticn 1361(¢) (2) (A) (i)

. I
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and excepting an electing small business trust described in
section 1361 (ct (2) (A) (v) (ZSBT)), only the person treated as the
snareholder for purposes of section 1361(b) (1} must consent to
the electicn. When stock of the corporation 1s held by a trust,
both husband and wife must consent to any election if the husband
and wife have a community interest in the trust property. 3See
paragraph (b} (2){i) of this section for rules concerning
community interests in S corporation stock. In the case of an
ESBT, the trustee and the owner of any portion of the trust that
censists of the stock in one or more S corporations under subpart
E, part I, subchapter J, chapter 1 of the Internal Revenue Code
must consent to the & corporation electien. If there i1s more
than one trustee, the trustee or trustees with authcrity to
legally bind the trust must consent To the 5 corporation
election.
 k * K* *

Par. 8. Section 1.1362-7 is amended by:

1. Revising the sectlon heading.

2. Adding a sentence to the end of paragraph (a);

The revision and additicn read as follows:
'1.1262-7 Effective dates.

{a) * * * Section 1.1362-6(b) (2){1iv) 1is appli;able for
taxable years beginning on and after May 14, 2002.

* ® w® ok 0w

Par. 9. Section 1.1377-0 iz amended by adding an entry for
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§1.1277-1(a) (2y(i1i) to read as follows:
§1.1377-0 Takle of contents.

L

§1.1377-1 Pro rata share.

{iii) Sharehclder trust conversions.

* ok ok ok ok
Par. lQ. Section 1.1377-1 is amended by:
"1, Adding paragraph (a) (2) (iii).
2. Adding Example 3 to paragraph (c).
The additions read as follows:

'1.1377-1 Pro rata share.

{iii} Shareholder trust conversions. If, during the taxable
vear of an S corperation, a trust that is an eligible sharsholder
of the 8 corporaticon converts from a trust described in section
1361 {cy (2)y (A) (1), (iiYy, (iii), or (v) for the first part of the
year to a trust described in a different subpart of section
i361(c)(2)(A)(i), (ii), or (v) for the remalnder of the year, the
trust’s share of the 8 corporation items is allocated between the
two types of trusts. The first day that a gualified subchapter 3
frust (Q9Y5T) cr an electing small business trust (ESBT) 1is
treated as an S corporation sharehoclder is the effective date cof

the Q0SST or ESBT electicn. Upcon the conversion, the trust is not
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treated as berminating its entire interest in the 5 corporation
for purposas cf paragraph (b) of this gecticn, unless the trust
was a trust described in section 1361 () (2) (A) (11) or (i1ii)
before the conversion.

*x kK ok ok *

(C)***

Example 3. Effect ¢f conversion of a qualified subchapter 5
trust (QSST) to an electing small business t?ust (ESBT) - (i) on
January 1, 2003, Trust receives stock of 8 corporation. Trust's
current income beneficiary makes a timely (85T election under
section 1361(d) (2}, effective January 1, 2003. Subseguently, the
trustee and current income beneficiary of Trust elect, pursuant
to '1.1361-1(]) (12), toc terminate the QSS5T election and convert
to an E3RT, effeqtive July 1, 2004. The taxable year of 8
corporation is the calendar year. In 2004, Trust=s pro rata
share of $ corpcration=s nonseparately computed income 1s
5100, 000.

(1i) For purposes of computing the inceme allocable to the
0SST and to the ESBRT, Trust is treated as .a QSS5T through June 30,
20@4, and Trust is treated as an ESBT beginning July 1, Z2004.
pursuant to section 1377(a){l), the pro rata share of 5
corporation income allocated to the QSST 1s $49,727 ($100,000 =
182 days/366 days), and the pro rata share of S corporation
income allocated to the ESBT is 550,273 ($100,000 x 184 days/366

days) .
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Par. 11. &ection 1.1377-3 is revised to read as follows:
'1,1377-3 Effective dates.

Section 1.1377-1 and 1.1377-2 apply to taxable years of an 3
corporation beginning after December 31, 1996, except that
§1.12377-1(a) (2} (iii), and {c) Example 3 are applicakle for
taxable years beginning cn and after May 14, 200Z.

PART 602--CME CONTROL MUMBERS UNDER THE PAPERWORK REDUCTION ACT

Par. 12. The authority citation for part €02 continues To
read as follows:

Autheority: 26 U.S.C. 7805.

Par. 13. In $602.101, paragraph (b) is amended by adding an
entry for 1.444-4 and revising the entry for 1.1361-1 in

numerical order to the table to read as follows:

§602.101 OMR Control numbers.

* ok kK K

CFR part or section where
Current OMB
identified and described
control No.

E I T

1.444-4. . . . . . - .

O o o R < N

* k  *

1.13el-1. . . . . .+ . - . e e e
1545~-0731

1545-1591
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*x * x * *

Rchert E. Wenzel
Deputy Commissicner of Internal Revenue.

Approved: May 3, 2002

ramela F. Clscn
Acting Assistant Secretary of the Treasury.

Copyright ® 2002 Kleinrock Publishing. All rights reserved.
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