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Qual i fied Subchapter S Trust Election for Testanentary Trusts
AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Notice of proposed rul emaki ng.

SUMVARY: Thi s docunent contains proposed regulations relating to
a qualified subchapter S trust election for testanentary trusts
under section 1361 of the Internal Revenue Code. The Snall

Busi ness Job Protection Act of 1996 and the Taxpayer Relief Act
of 1997 made changes to the applicable law. These proposed
regul ati ons affect S corporations and their sharehol ders.

DATES: Witten or electronic comments and requests for a public
heari ng nust be received by Novenber 23, 2001

ADDRESSES: Send submi ssions to: CC | T&A: RU (REG 106431-01), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngton, DC 20044. Subm ssions may al so be hand delivered
Monday through Friday between the hours of 8 a.m and 5 p.m to:
CC: | T&A: RU ( REG 106431-01), Courier’s desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Washi ngton, DC.

Al ternatively, taxpayers may submt comments electronically via

the Internet by selecting the “Tax Regs” option on the I RS Hone



-2-
Page, or by submtting coments directly to the IRS Internet site
at http://ww.irs.gov/tax_regs/regslist.htm.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng t he proposed
regul ati ons, Deane M Burke, (202) 622-3070; concerning
subm ssi ons of comrents, Sonya Cruse, (202) 622-7180 (not toll-
free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Thi s docunent proposes to amend section 1361 of the Incone
Tax Regul ations (26 CFR part 1) regarding a qualified subchapter
S trust (QSST) election for testamentary trusts.

Section 1361(a) defines an S corporation as a small business
corporation for which an el ection under section 1362(a) is in
effect for the year. Section 1361(b) provides, in part, that a
smal | business corporation is a donestic corporation which is not
an ineligible corporation and which does not have as a
shar ehol der a person (other than a trust described in section
1361(c)(2)) who is not an individual. Under section 1361(c)(2),
subpart E trusts and testanentary trusts are permtted S
corporation shareholders. A qualified subpart E trust is a
trust, all of which is treated (under subpart E of part | of
subchapter J, chapter 1) as owned by an individual who is a
citizen or resident of the United States. A qualified subpart E
trust that continues in existence after the death of the deened
owner (forner qualified subpart E trust) is a permtted

shar ehol der, but only for the 2-year period beginning on the day
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of the deened owner’s death. A testanentary trust is a trust to
which S corporation stock is transferred pursuant to the terns of
awll, but only for the 2-year period begi nning on the day the
stock is transferred to it.

Section 1303 of the Small Business Job Protection Act of
1996, Public Law 104-188 (110 Stat. 1779) (August 20, 1996) (1996
Act) anmended section 1361 for taxable years beginning after
Decenber 31, 1996. Prior to the 1996 Act, a former qualified
subpart E trust was a permtted sharehol der for a 60-day period
begi nni ng on the day of the deened owner’s death. However, if
the entire corpus of the trust was includible in the gross estate
of the deened owner, the trust was a permtted sharehol der for a
2-year period beginning on the day of the deenmed owner’s death.
Under the regul ations, special rules applied if the trust
consi sted of community property. A testanentary trust was a
perm tted sharehol der of an S corporation for a 60-day period
begi nning on the day that the S corporation stock was transferred
to the trust.

After the 1996 Act, both a testanentary trust and a forner
qual ified subpart E trust, whether or not the entire corpus is
i ncluded in the deenmed owner’s gross estate, are permtted
sharehol ders for a 2-year period. Because the entire corpus of a
former qualified subpart E trust is not required to be included
in the deenmed owner’s estate, it is no |onger rel evant whet her
the trust consists of community property for purposes of the

trust’s qualifying as a permtted sharehol der for a 2-year
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period. However, whether a forner qualified subpart E trust
consists of conmmunity property is still relevant for purposes of
determ ning the sharehol ders of S corporation stock held by the
trust.

Expl anati on of Provisions

A. Incorporation of Changes fromthe 1996 Act

The proposed regul ati ons i ncorporate changes fromthe 1996
Act regarding section 1361 to provide that a testanentary trust
may be a permtted shareholder for a 2-year period. The proposed
regul ations also provide that a forner qualified subpart E trust
Is a permtted sharehol der for a 2-year period whether or not the
entire corpus is included in the deened owner’s gross estate.
The proposed regul ations thus elimnate the special rules for
determ ni ng whether trusts consisting of conunity property
qualify for the 2-year period.

The proposed regul ati ons al so i ncorporate additional changes
made to section 1361 by the 1996 Act. Section 1302 of the 1996
Act added a new type of trust, the electing small business trusts
(ESBTs), to the types of trusts permtted to be S corporation
shar ehol ders under section 1361(c)(2). Section 1601(c) of the
Taxpayer Relief Act of 1997, Public Law 105-34 (111 Stat. 1086)
(August 5, 1997) nmade technical amendnents to section 1361
affecting ESBTs and S corporation shareholders. A notice of
proposed rul emaki ng (REG 251701-96, 2001-4 |.R B. 396) regarding
ESBTs was published in the Federal Register (65 FR 82963) on

Decenber 29, 2000. The proposed regul ations refer to ESBTs and
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provide that certain former qualified subpart E trusts and
testanmentary trusts can continue as permtted sharehol ders after
the end of the 2-year period by becom ng ESBTSs.

Section 1316 of the 1996 Act allowed certai n exenpt
organi zations to be S corporation sharehol ders for taxable years
begi nni ng after Decenber 31, 1997, and section 1301 increased the
nunber of perm ssible S corporation shareholders from35 to 75.
The proposed anmendnents incorporate these additional changes.

B. OSST Election for Testanentary Trusts

Section 1.1361-1(j)(6)(iii)(C) of the Income Tax Regul ati ons
provi des gui dance regardi ng when a QSST election is nmade for a
former qualified subpart E trust that also satisfies the
requi renents of a QSST. Under the provision, a QSST el ection may
be made for a former qualified subpart E trust at any tine, but
no | ater than the end of the 16-day-and-2-nonth period begi nning
on the date on which the estate of the deenmed owner ceases to be
treated as a shareholder (as |late as the end of the 2-year
period). Thus, a fornmer qualified subpart E trust can continue
as a permtted sharehol der after the end of the 2-year period by
el ecting to be a QSST.

Section 1.1361-1(h)(3)(ii)(B) provides that if a
testanmentary trust continues to own S corporation stock after the
expiration of the 60-day period (now 2-year period), the
corporation’s S election will term nate unless the trust
otherw se qualifies as a permtted sharehol der. The trust

otherw se qualifies as a permtted shareholder if it satisfies
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the requirenents of a QSST under section 1361(d)(3) and the trust
I ncome beneficiary makes a tinely QSST el ecti on under section
1361(d)(2). The regul ations, pronul gated before 1996, do not
address when a QSST el ection may be nade for a testanentary trust
during its 2-year period as a permtted shareholder. The IRS and
the Treasury Departnent believe that the regul ations shoul d
provi de guidance simlar to that for former qualified subpart E
trusts clarifying when an incone beneficiary of a testamentary
trust may nmake a QSST el ection.

Accordi ngly, the proposed regulations clarify that a current
I ncome beneficiary of a testanentary trust that satisfies the
QSST requirenments may nmake a QSST el ection at any tinme during the
2-year period that the trust is a permtted sharehol der or the
16- day- and- 2-nont h period beginning on the date after the 2-year
period ends. Under this provision, a testanentary trust
continues as a permtted shareholder after the end of the 2-year
peri od by becom ng an el ecting QSST. Once the trust becones an
el ecting QSST, the beneficiary is treated as the sharehol der of
the S corporation as of the effective date of the QSST el ection.
Proposed Effective Date

The regul ations are proposed to apply on and after the date
that final regulations are published in the Federal Register
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in

Executive Order 12866. It al so has been deterni ned that section
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533(b) of the Admi nistrative Procedures Act (5 U S. C. chapter 5)
does not apply to these regul ati ons, and because these
regul ati ons do not inpose a collection of information on small
entities, the Regulatory Flexibility Act (5 U S. C. chapter 6)
does not apply. Therefore, a Regulatory Flexibility Analysis is
not required. Pursuant to section 7805(f) of the Internal
Revenue Code, this notice of proposed rul emaking will be
submtted to the Chief Counsel for Advocacy of the Small Business
Adm ni stration for comment on its inpact on small business.
Comments and Request for a Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any el ectronic and
witten comments (a signed original and eight (8) copies) that
are submtted tinely to the IRS. The IRS and the Treasury
Department specifically request comments on the clarity of the
proposed regul ati ons and how they nmay be nmade easier to
understand. Al comments will be available for public inspection
and copying. A public hearing will be scheduled if requested in
witing by any person that tinmely submts witten comments. |If a
public hearing is schedul ed, notice of the date, tine, and pl ace
for the public hearing will be published in the Federal Register.
Drafting Information

The principal author of these proposed regul ations is Deane
M Burke, Ofice of the Associ ate Chief Counsel (Passthroughs &
Speci al Industries). However, other personnel fromthe IRS and

the Treasury Departnent participated in their devel opnent.
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Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Anendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

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

Par. 2. Section 1.1361-1 is anended as foll ows:

1. Revising paragraphs (b)(1)(ii), (f), (h)y(1)(ii),
(h)y(1)(iv), (h)(3)(i)(B), and (h)(3)(i)(D). The undesignated
par agraph followng (h)(3)(i)(B) is renoved.

2. Revising the second sentence of paragraph (h)(3)(ii)(A).

3. Revising paragraphs (h)(3)(ii)(B) and (j)(6)(iii)(CO.

4. Redesignating paragraph (j)(6)(iii)(D) as paragraph
(1) (e)(iii)(p.

5. Addi ng new paragraph (j)(6)(iii)(D).

6. Revising paragraph (j)(7)(ii).

7. Revising the fourth sentence of paragraph (k)(1) Exanple
2(ii).

8. Revising paragraph (k) (1) Exanples 3 and 4(iii).

9. Adding a sentence to the end of paragraph (k)(2)(i).

The revisions and additions read as foll ows:

81.1361-1 S corporation defined.

* * % * *



(b)* * *(1)* * =

(ii) As a shareholder, a person (other than an estate, a
trust described in section 1361(c)(2), or, for taxable years
begi nning after Decenber 31, 1997, an organi zation described in
section 1361(c)(6)) who is not an individual,;

* * % * *

(f) Sharehol der nust be an individual or estate. Except as

ot herwi se provided in paragraph (e)(1) of this section (relating
to nom nees), paragraph (h) of this section (relating to certain
trusts), and, for taxable years beginning after Decenber 31,
1997, section 1361(c)(6) (relating to certain exenpt
organi zations), a corporation in which any shareholder is a
corporation, partnership, or trust does not qualify as a snal
busi ness cor porati on.
ok ok x *

(h)y* * *(1)* * =

(i1) Subpart E trust ceasing to be a qualified subpart E

trust after the death of deened owner. A trust which was a

qualified subpart E trust inmmedi ately before the death of the
deened owner and which continues in existence after the death of
t he deened owner, but only for the 2-year period beginning on the
day of the deened owner’s death. A trust is considered to
continue in existence if the trust continues to hold the stock of
the S corporation during the period of adm nistration of the
decedent’s estate or if, after the period of adm nistration, the

trust continues to hold the stock pursuant to the terns of the
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will or the trust agreenment. See 81.641(b)-3 for rules
concerning the term nation of estates and trusts for federal

I ncome tax purposes.

* * % * *

(iv) Testanentary trusts. A trust (other than a qualified
subpart E trust, an electing QSST, or an electing snmall business
trust (ESBT)) to which S corporation stock is transferred
pursuant to the ternms of a will, but only for the 2-year period
begi nning on the day the stock is transferred to the trust.

(3)* * *

(i)* * *

(B) If stock is held by a trust defined in paragraph
(h)(1)(ii) of this section, the estate of the deenmed owner is
generally treated as the sharehol der as of the day of the deened
owner's death. However, if stock is held by such a trust in a
community property state, the decedent's estate is the
sharehol der only of the portion of the trust included in the
decedent's gross estate (and the surviving spouse continues to be
t he sharehol der of the portion of the trust owned by that spouse
under the applicable state's community property law). The estate
ordinarily will cease to be treated as the sharehol der upon the
earlier of the transfer of that stock by the trust or the
expiration of the 2-year period beginning on the day of the
deened owner's death. If the trust qualifies and becones an

el ecting QSST, the beneficiary and not the estate is treated as
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the sharehol der as of the effective date of the QSST el ection,
and the rules provided in paragraph (j)(7) of this section apply.
If the trust qualifies and becones an ESBT, the sharehol ders are
determ ned under provisions of REG 251701-96 in 2001-4 |.R B. 396
(see 8601.601(d)(2) of this chapter) as of the effective date of
t he ESBT el ection.

(D) If stock is transferred to a testanentary trust
described in paragraph (h)(1)(iv) of this section (other than a
qualified subpart E trust, an electing QSST, or an ESBT), the
estate of the testator is treated as the shareholder until the
earlier of the transfer of that stock by the trust or the
expiration of the 2-year period beginning on the day that the
stock is transferred to the trust. |[If the trust qualifies and
beconmes an el ecting QSST, the beneficiary and not the estate is
treated as the sharehol der as of the effective date of the QSST
el ection, and the rules provided in paragraph (j)(7) of this
section apply. |If the trust qualifies and becones an ESBT, the
shar ehol ders are determ ned under provisions of REG 251701-96 in
2001-4 1. R B. 396 (see 8601.601(d)(2) of this chapter) as of the

effecti ve date of the ESBT el ecti on.

* * % * *
(ii)***
(A* * * If the trust continues to owmn the stock after the

expiration of the 2-year period, the corporation's S election
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W ll termnate unless the trust is otherwise a permtted
shar ehol der . * * *

(B) If stock is transferred to a testanentary trust
described in paragraph (h)(1)(iv) of this section (other than a
qualified subpart E trust, an electing QSST, or an ESBT), the
trust is treated as the shareholder. |If the trust continues to
own the stock after the expiration of the 2-year period, the
corporation’s S election will termnate unless the trust
otherw se qualifies as a permtted shareholder. |If the trust
qualifies as a QSST described in section 1361(d) and the incone
beneficiary of the trust makes a tinely QSST el ection, the
beneficiary and not the trust is treated as the sharehol der from

the effective date of the QSST el ection.

(i)r

(6)* * *

(iii)* » *

(C If atrust ceases to be a qualified subpart E trust but
al so satisfies the requirenents of a QSST, the QSST el ection nust
be filed within the 16-day-and-2-nonth period begi nning on the
date on which the trust ceases to be a qualified subpart E trust.
If the estate of the deenmed owner of the trust is treated as the
shar ehol der under paragraph (h)(3)(i) of this section, the QSST
el ection may be filed at any tinme, but no later than the end of
t he 16-day-and-2-nonth period beginning on the date on which the

estate of the deened owner ceases to be treated as a sharehol der
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(D) If a testamentary trust is a permtted sharehol der
under paragraph (h)(1)(iv) of this section and al so satisfies the
requi renents of a QSST, the QSST election may be filed at any
time, but no later than the end of the 16-day-and-2-nonth period
begi nning on the date after the end of the 2-year period.

(7)* * *

(ii) If, upon the death of an incone beneficiary, the trust
continues in existence, continues to hold S corporation stock but
no |l onger satisfies the QSST requirenents, and is not a qualified
subpart E trust, then, solely for purposes of section 1361(b)(1),
as of the date of the incone beneficiary’ s death, the estate of
that inconme beneficiary is treated as the sharehol der of the S
corporation with respect to which the inconme beneficiary nmade the
QSST election. The estate ordinarily will cease to be treated as
t he sharehol der for purposes of section 1361(b)(1) upon the
earlier of the transfer of that stock by the trust or the
expiration of the 2-year period beginning on the day of the
I ncome beneficiary’s death. During the period that the estate is
treated as the sharehol der for purposes of section 1361(b)(1),
the trust is treated as the sharehol der for purposes of sections
1366, 1367, and 1368. |If, after the 2-year period, the trust
continues to hold S corporation stock, the corporation’s S
election termnates. |If the termnation is inadvertent, the

corporation may request relief under section 1362(f).

* * % * *
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(k)y(1)* * =
Exanple 2.* * *

(iri)* ** Als estate will cease to be treated as the
shar ehol der for purposes of section 1361(b)(1) upon the earlier
of the transfer of the Corporation Mstock by the trust (other
than to A's estate), the expiration of the 2-year period
begi nning on the day of A's death, or the effective date of a
QSST election if the trust qualifies as a QSST.* * *

* * % * *

Exanple 3. 2-year rule under section 1361(c)(2)(A)(ii) and
(iii). F owns stock of Corporation P, an S corporation. In
addition, F is the deenmed owner of a qualified subpart E trust
that holds stock in Corporation O an S corporation. F dies on
July 1, 2001. The trust continues in existence after F's death
but is no longer a qualified subpart E trust. On August 1, 2001,
F's shares of stock in Corporation P are transferred to the trust
pursuant to the terms of FFs will. Because the stock of
Corporation P was not held by the trust when F died, section
1361(c)(2)(A)(ii) does not apply with respect to that stock.
Under section 1361(c)(2)(A)(iii), the last day on which F's
estate could be treated as a permtted sharehol der of Corporation
Pis July 31, 2003, (that is, the last day of the 2-year period
that begins on the date of the transfer fromthe estate to the
trust). Wth respect to the shares of stock in Corporation O
held by the trust at the tinme of F's death, section
1361(c)(2)(A) (ii) applies and the |last day on which F s estate
could be treated as a permtted sharehol der of Corporation Ois
June 30, 2003, (that is, the |ast day of the 2-year period that
begins on the date of F s death).

Exanple 4.* * *

(1i1) QSST when a person other than the current incone
beneficiary may receive trust corpus. Assune the sane facts as
In paragraph (i) of this Exanple 4, except that H dies on
Novenmber 1, 2001. Under the terns of the trust, after H s death,
L is the incone beneficiary of the trust and the trustee is
authorized to distribute trust corpus to L as well as to J. The
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trust ceases to be a QSST as of Novenber 1, 2001, because corpus
distributions may be nade to sonmeone other than L, the current
(successive) incone beneficiary. Under section
1361(c)(2)(B)(ii), Hs estate (and not the trust) is considered
to be the sharehol der for purposes of section 1361(b)(1) for the
2-year period beginning on Novenber 1, 2001. However, because
the trust continues in existence after Hs death and wll receive
any distributions fromthe corporation, the trust (and not H's
estate) is treated as the sharehol der for purposes of sections
1366, 1367, and 1368, during that 2-year period. After the 2-
year period, the S election term nates and the trust continues as
a sharehol der of a C corporation. |If the termnation is

I nadvertent, Corporation Q may request relief under section
1362(f). However, the S election would not termnate if the
trustee distributed all Corporation Q shares to L, J, or both

bef ore Cctober 31, 2003, (the |last day of the 2-year period)
assum ng that neither L nor J becones the 76th sharehol der of
Corporation Qas a result of the distribution.

(2)* * *(i)* * * In addition, paragraphs (h)(21)(ii),
(h) (1 (iv), (h(3)(i)(B), (h)(3)(i)(D, (h)(3)(ii)(A) second
sentence, (h)(3)(ii)(B), (1)(6)(iii)(Q, (j)(6)(iii)(D),
(J)y(7)(ii), and (k)(1) Exanple 2(ii) fourth sentence, Exanple 3,
and Exanple 4(iii) of this section apply on and after the date

that final regulations are published in the Federal Register

* * % * *

Deputy Conm ssioner of Internal Revenue
Robert E. Wenzel



