(26 CFR part 1) regarding a qualified sub2-year period. Because the entire corpus
chapter S trust (QSST) election for testasf a former qualified subpart E trust is not
Qualified Subchapter S Trust mentary trusts. required to be included in the deemed
Election for Testamentary Trusts Section 1361(a) defines an S corporawner’s estate, it is no longer relevant
tion as a small business corporation fowhether the trust consists of community
REG-106431-01 which an election under section 1362(a) iproperty for purposes of the trust’s quali-
in effect for the year. Section 1361(bYying as a permitted shareholder for a
AGENCY: Internal Revenue Serviceprovides, in part, that a small businesg-year period. However, whether a for-
(IRS), Treasury. corporation is a domestic corporatiormer qualified subpart E trust consists of
ACTION: Notice of proposed ruIemak—Wh?Ch is not an ineligible corporation andcommunity propert)_/ @s still relevant for
ing. which does not have as a shgrehqlderpmrposes of Qetermlnlng the shareholders
person (other than a trust described in seaf S corporation stock held by the trust.
SUMMARY: This document contains tion 1361(c)(2)) who is not an individual.
proposed regulations relating to a qualinder section 1361(c)(2), subpart E trustE
fied subchapter S trust election for testeand testamentary trusts are permitted &, Incorporation of Changes from the
mentary trusts under section 1361 of theorporation shareholders. A qualified1996 Act
Internal Revenue Code. The Small Busisubpart E trust is a trust, all of which is
ness Job Protection Act of 1996 and thteated (under subpart E of part | of sub- The proposed regulations incorporate
Taxpayer Relief Act of 1997 madechapter J, chapter 1) as owned by an ind¢hanges from the 1996 Act regarding sec-
changes to the applicable law. These praidual who is a citizen or resident of thelion 1361 to provide that a testamentary
posed regulations affect S corporationnited States. A qualified subpart E trustfust may be a permitted shareholder for a
and their shareholders. that continues in existence after the dea#fryear period. The proposed regulations

_ , of the deemed owner (former qualifiecRlso provide that a former qualified sub-
DATES: Written or electronic commentSg hnart E trust) is a permitted sharePart E trust is a permitted shareholder for

and requests for a public hearing must Bg, jer byt only for the 2-year period bea 2-year period whether or not the entire
received by November 23, 2001. ginning on the day of the deemed owner'§0rpus is included in the deemed owner’s

ADDRESSES: Send submissions to: ccdeath. A testamentary trust is a trust t8ross estate. The proposed regulation:
IT&A:RU (REG-106431-01), room Which S corporation stock is transferrednus eliminate the special rules for deter-
5226, Internal Revenue Service, PO@Ursuant to the terms of a will, but onlymining whether trusts consisting of com-
7604, Ben Franklin Station, Washington/0r the 2-year period beginning on the daghunity property qualify for the 2-year pe-

DC 20044. Submissions may also be harifl€ Stock is transferred to it. . riod. . .
delivered Monday through Friday be- Section 1303 of the Small Business Job The proposed regulations also incorpo-

tween the hours of 8 a.m. and 5 p mProtection Act of 1996, Public Law rate additional changes madg to sectior
to: CC:IT&A:RU (REG—106431—O:FL)) 104-188 (110 Stat. 1779) (August 201361 by the 1996 Act. Section 1302 of
Courier's desk, Internal Revenue Servicet996) (1996 Act) amended section 1361 fdhe 1996 Act added a new type of trust,
1111 Constitution Avenue, NW, Washing-taxable years beginning after December 3the electing small business trusts

1996. Prior to the 1996 Act, a former qual(ESBTS), to the types of trusts permitted

ton, DC. Alternatively, taxpayers may: i d
submit comments eleyctronirc):aﬁy via th)éfled subpart E trust was a permitted sharé0 be S corporation shareholders under

: “ » ~nholder for a 60-day period beginning on theéection 1361(c)(2). Section 1601(c) of
lir:)tre]rcr)lltqatthbg I;esleggrr:?etgzg;'aér Ejgsib?nﬁtday of the deemed owner’s death. Howthe Taxpayer Relief Act of 1997, Public
ting comments directly to the IRSEVN if the entire corpus of the trust was inkaw 105-34 (111 Stat. 1086) (August 5,
Internet site ahttp://www.irs.gov/tax_ cludible in the gross estate of the deemelf97) made technical amendments to sec
regs/regslist.html. owner, the trust was a permitted shardion 1361 affecting ESBTs and S corpora-
holder for a 2-year period beginning on théon shareholders. A notice of proposed
FOR FURTHER INFORMATION CON- day of the deemed owner’s death. Undétlemaking (REG-251701-96, 2001-4
TACT: Concerning the proposed regulathe regulations, special rules applied if théR.B. 396) regarding ESBTs was pub-
tions, Deane M. Burke (202) 622-3070trust consisted of community property. Alished in theFederal Register(65 FR
concerning submissions of commentsestamentary trust was a permitted shar82963) on December 29, 2000. The pro-
Sonya Cruse (202) 622-7180 (not toll-freéolder of an S corporation for a 60-day peRosed regulations refer to ESBTs and pro-
numbers). riod beginning on the day that the S corpovide that certain former qualified subpart
ration stock was transferred to the trust. E trusts and testamentary trusts can con

After the 1996 Act, both a testamentaryinue as permitted shareholders after the
trust and a former qualified subpart Eend of the 2-year period by becoming
trust, whether or not the entire corpus iESBTSs.

This document proposes to amend seicluded in the deemed owner’s gross es- Section 1316 of the 1996 Act allowed
tion 1361 of the Income Tax Regulationsate, are permitted shareholders for eertain exempt organizations to be S cor-
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poration shareholders for taxable yearshareholder after the end of the 2-year pether personnel from the IRS and the
beginning after December 31, 1997, andod by becoming an electing QSSTTreasury Department participated in their
section 1301 increased the number of pe@nce the trust becomes an electing QSSdevelopment.

missible S corporation shareholders frorthe beneficiary is treated as the share- R R xF

35 to 75. The proposed amendments imolder of the S corporation as of the effe

corporate these additional changes. tive date of the QSST election. CProposed Amendments to the

Regulations

B. QSST Election for Testamentary Trust®roposed Effective Date Accordingly, 26 CFR part 1 is pro-

Section 1.1361-1(j)(6)(iii)(C) of the The regulations are proposed to applf®Sed t0 be amended as follows:
Income Tax Regulations provides guiden and after the date that final regulationBART 1—INCOME TAXES

ance regarding when a QSST election isre published in thEederal Register o
made for a former qualified subpart E Paragraph 1. The authority citation for

trust that also satisfies the requirements siPecial Analyses part 1 continues to read in part as follows:

. Authority: 26 U.S.C. 7805 * * *
a QSST. Under the provision, a QSST | . . .
t has been determined that this notice of ; ;
election may be made for a former quali- ! ! : Par. 2. Section 1.1361-1 is amended a

: ) roposed rulemaking is not a significan .
fied subpart E trust at any time, but n(g P g g follows:

egulatory action as defined in Executive 1 Revising paragraphs (b)(1)(ii (@,
later than the end of the 16-day-and-25 401 17866, |t also has been determinggh) (1)(ii), (h)g(lp)(iv)gf (r?)(S)((i))((B;F ;n(d)

Geases 1o be treated a5 & shareholder [SCeAUrES Act (5 US.C. chapter 5) dofblouing ()(3)()(B) is removed.
(1 apply to these regulations, and becausep Revising the second sentence o

late as the end of _the 2-year perIOOI)these regulations do not impose a Co"e‘baragraph (h)(3)(ii)(A)

Thus, a f_ormer quahfled_subpart E ushon of information on small entities, the 3. Revising paragr.aphs (h)(3)(ii)(B)
can continue as a permltted_shareholdﬁegulatory Flexibility Act (5 U.S.C. chap- and. ()6)(ii)(©C)

_after the end of the 2-year period by electy, 6) does not apply. Therefore, a Regula- 4 Redesignéting paragraph (j)(6)(iii)
ing to be a QSST. ) ___tory Flexibility Analysis is not required. (p) as paragraph ()(6)(iii)(E)

Section 1.1361-1(h)(3)({i)(B) providesp ¢ ,ant 1o section 7805(f) of the Internaﬁ 5. Adding new paragraph C)(B)(iii)(D)
that if a testamentary trust continues @\ anue Code, this notice of proposed 6. Revising paragraph ()(7)(ii) :
own $ corporation stock after the expirag emaking will be submitted to the Chief 7. Revising the fourth sentence of
tion of the 60-day period (now 2-year perqnge for Advocacy of the Small Busi-paragraph (k)(LExample 2i).

riod), the corporation’s S election will ter- o ; i -

inate unless the trust otherwise qualifien%eszcﬁg?;r;ilﬁihos?ngc; .comment on |ts3 :ﬁdlzgi\i/;smg paragraph (k)(Examples
as a permitted shareholder. The trust oth- ;

erwise qualifies as a permitted shareholdéfomments and Request for a Public 9. Adding a sentence to the end of
if it satisfies the requirements of a QSStiearing pa{'?lger?g\?is(iko)rg?g% d additions read as fol
under section 1361(d)(3) and the trust in- Before these proposed regulations anews:

come beneficiary makes a timely QSS‘EOI '

i ) opted as final regulations, considera: . ,
election under section 1361(d)(2). Th?ion will be given to any electronic anoT’§1.1361—1 S corporation defined.

regulations, promulgated before 1996, dgitten comments (a signed original and * * * *

not address when a QSST election may Rgqy (g) copies) that are submitted timely (b)* * *(L)* * *

made for a testamentary trust during it§, the |RS. The IRS and the Treasury De- (i) As a shareholder, a person (other
2-year period as a permitted shareholdgt, iment specifically request commentshan an estate, a trust described in sectia
The IRS and the Treasury Department be;, the clarity of the proposed regulationg361(c)(2), or, for taxable years begin-
lieve that the regulations should provideng how they may be made easier to uming after December 31, 1997, an organi
guidance similar to that for former quali-gerstand. All comments will be availablezation described in section 1361(c)(6))
fied subpart E trusts clarifying when an infor puplic inspection and copying. A pub-who is not an individual:
come beneficiary of a testamentary trusjc hearing will be scheduled if requested * * * *
may make a QSST election. in writing by any person that timely sub- (f) Shareholder must be an individual
Accordingly, the proposed regulationsmits written comments. If a public hear-or estate Except as otherwise provided
clarify that a current income beneficiarying is scheduled, notice of the date, timen paragraph (e)(1) of this section (relat-
of a testamentary trust that satisfies thgnd place for the public hearing will being to nominees), paragraph (h) of this
QSST requirements may make a QSSpublished in thé&ederal Register section (relating to certain trusts), and, for
election at any time during the 2-year P& ting Informati taxable years beginning after Decembe
riod that the trust is a permitted share- rafting Information 31, 1997, section 1361(c)(6) (relating to
holder or the 16-day-and-2-month period The principal author of these proposedertain exempt organizations), a corpora
beginning on the date after the 2-year peegulations is Deane M. Burke, Office oftion in which any shareholder is a corpo-
riod ends. Under this provision, a testathe Associate Chief Counsel (Passration, partnership, or trust does not qual
mentary trust continues as a permittethroughs & Special Industries). Howeverify as a small business corporation.



*ok Kk ok are determined under provisions ofwvhich the trust ceases to be a qualified sub:
(h)*x * *(@)* > * REG-251701-96 in 20014 I.R.B. 39@art E trust. If the estate of the deemed
(if) Subpart E trust ceasing to be a(see 8601.601(d)(2) of this chapter) as aiwner of the trust is treated as the share

qualified subpart E trust after the death othe effective date of the ESBT election. holder under paragraph (h)(3)(i) of this

deemed ownerA trust which was a qual- * * * * * section, the QSST election may be filed at
ified subpart E trust immediately before (D) If stock is transferred to a testa-any time, but no later than the end of the
the death of the deemed owner and whialnentary trust described in paragraph6-day-and-2-month period beginning on
continues in existence after the death ¢h)(1)(iv) of this section (other than athe date on which the estate of the deeme:
the deemed owner, but only for the 2-yeagualified subpart E trust, an electingowner ceases to be treated as a shareholde
period beginning on the day of theQSST, or an ESBT), the estate of the tes- (D) If a testamentary trust is a permit-

deemed owner’s death. Atrust is considator is treated as the shareholder until tHed shareholder under paragraph
ered to continue in existence if the trusearlier of the transfer of that stock by th€h)(1)(iv) of this section and also satisfies

continues to hold the stock of the S corparust or the expiration of the 2-year periodhe requirements of a QSST, the QSST
ration during the period of administrationbeginning on the day that the stock iglection may be filed at any time, but no

of the decedent’s estate or if, after the paransferred to the trust. If the trust qualitater than the end of the 16-day-and-2-
riod of administration, the trust continuedies and becomes an electing QSST, theonth period beginning on the date after
to hold the stock pursuant to the terms dieneficiary and not the estate is treated &se end of the 2-year period.

the will or the trust agreement. Seghe shareholder as of the effective date &f* * * *

81.641(b)-3 for rules concerning the terthe QSST election, and the rules provided (7)* * *

mination of estates and trusts for federah paragraph (j)(7) of this section apply. (ii) If, upon the death of an income

income tax purposes. If the trust qualifies and becomes ameneficiary, the trust continues in exis-

FREEH ESBT, the shareholders are determine@&nce, continues to hold S corporation
(iv) Testamentary trustsA trust (other under provisions of REG-251701-96 irstock but no longer satisfies the QSST re-

than a qualified subpart E trust, an elecR001-4 I.R.B. 396 (see §601.601(d)(2) ofjuirements, and is not a qualified subpart

ing QSST, or an electing small businesthis chapter) as of the effective date of thE trust, then, solely for purposes of sec-

trust (ESBT)) to which S corporationESBT election. tion 1361(b)(1), as of the date of the in-
stock is transferred pursuant to the termis* * * * come beneficiary’s death, the estate of
of a will, but only for the 2-year period (ii)* * * that income beneficiary is treated as the
beginning on the day the stock is trans- (A)* * * If the trust continues to own shareholder of the S corporation with re-
ferred to the trust. the stock after the expiration of the 2-yeaspect to which the income beneficiary
*ok Kok K period, the corporation’s S election willmade the QSST election. The estate ordi-

(3)*** terminate unless the trust is otherwise marily will cease to be treated as the share:

@i)* ** permitted shareholder.* * * holder for purposes of section 1361(b)(1)

(B) If stock is held by a trust defined in  (B) If stock is transferred to a testamenupon the earlier of the transfer of that
paragraph (h)(1)(ii) of this section, the estary trust described in paragrapistock by the trust or the expiration of the
tate of the deemed owner is generallgh)(1)(iv) of this section (other than a2-year period beginning on the day of the
treated as the shareholder as of the day @fialified subpart E trust, an electingncome beneficiary’s death. During the
the deemed owner’s death. However, SST, or an ESBT), the trust is treated a¥eriod that the estate is treated as the
stock is held by such a trust in a commuthe shareholder. If the trust continues tehareholder for purposes of section
nity property state, the decedent’s estate @vn the stock after the expiration of thel361(b)(1), the trust is treated as the
the shareholder only of the portion of th@-year period, the corporation’s S electioshareholder for purposes of sections
trust included in the decedent’s gross evill terminate unless the trust otherwisel366, 1367, and 1368. If, after the 2-year
tate (and the surviving spouse continuegualifies as a permitted shareholder. Iperiod, the trust continues to hold S cor-
to be the shareholder of the portion of ththe trust qualifies as a QSST described iporation stock, the corporation’s S elec-
trust owned by that spouse under the apection 1361(d) and the income beneftion terminates. If the termination is inad-
plicable state’s community property law)ciary of the trust makes a timely QSSTvertent, the corporation may request relief
The estate ordinarily will cease to beelection, the beneficiary and not the trusinder section 1362(f).
treated as the shareholder upon the earlisrtreated as the shareholder from the ef-* * * *
of the transfer of that stock by the trust ofective date of the QSST election. (k)(L)* =~
the expiration of the 2-year period begin# * * * * Example 2+ *

. I % (ii)* * * A's estate will cease to be treated as the
ning on the day of thel qeemed owner's (J) shareholder for purposes of section 1361(b)(1) upon
death. If the trust qualifies and becomes (6)* * * the earlier of the transfer of the Corporation M stock
an electing QSST, the beneficiary and not (jii)* * * by the trust (other than to A's estate), the expiration
the estate is treated as the shareholder agC) If a trust ceases to be a qualifie@f the 2-year period beginning on the day of As
of the effective date of the QSST electionsubpart E trust but also satisfies the ré®ah. o e EﬁeCt'Vggitf*of a QSST election if the
and the rules provided in paragraph (j)(79uirements of a QSST, the QSST electiotf?ﬁt*q,tJ alfies as 2 QSST.
of this section apply. If the trust qualifiesmust be filed within the 16-day-and-2- Egxample 3. 2-year rule under section
and becomes an ESBT, the shareholdemonth period beginning on the date on361(c)(2)(A)(i) and (i) F owns stock of Corpo-



ration P, an S corporation. In addition, F is thehorized to distribute trust corpus to L as well as to (j)(G)(iii)(D), (j)(?)(ii), and (k)(j_) Exam-

deemed owner of a qu_allﬂed subpart E tru_st thathe trust ceases to be a Q_SS_T as of November E!e i) fourth sentenceExample 3and

Eplds stock in Corporation O, an S cc'eroraFlon. .IQOOl, because corpus distributions may be n.1ade' xample 44-”) of this section apply on
ies on July 1, 2001. The trust continues in exissomeone other than L, the current (successive) in- ) .

tence after F's death but is no longer a qualified sulsome beneficiary. Under section 1‘3>61(c)(2)(B)(ii),and after the date that final regulations ar

part E trust. On August 1, 2001, F's shares of stodK’s estate (and not the trust) is considered to be tfgublished in thé&-ederal Register

in Corporation P are transferred to the trust pursuashareholder for purposes of section 1361(b)(1) for * * * *

tott_he tsrms of Ft’shwlidll.bBt;:ﬁautse tthehstoclé (CJIf ((Zjorpoﬁe 2-yearbperiod b(:ﬁinrtlington l\:_ovemb_er 1,_ 2t001. Robert E. Wenzel,

ration P was not held by the trust when F died, se¢dowever, because the trust continues in existence e

tion 1361(c)(2)(A)(ii) does not apply with respect toafter H's death and will receive any distributions Deputy Commissioner

that stock. Under section 1361(c)(2)(A)(iii), the lastrom the corporation, the trust (and not H’s estate) is of Internal Revenue.

day on which F’s estate could be treated as a permiteated as the shareholder for purposes of sections

ted shareholder of Corporation P is July 31, 2003,366, 1367, and 1368, during that 2-year period.

(that is, the last day of the 2-year period that beginsfter the 2-year period, the S election terminate§Filed by the Office of the Federal Register on Au-

on the date of the transfer from the estate to thand the trust continues as a shareholder of a C cgust 23, 2001, 8:45 a.m. and published in the issus

trust). With respect to the shares of stock in Corpgeoration. If the termination is inadvertent, Corporaof the Federal Register for August 24, 2001, 66 F.R.

ration O held by the trust at the time of F's deathtion Q may request relief under section 1362(f)44565)

section 1361(c)(2)(A)(ii) applies and the last day ondowever, the S election would not terminate if the

which F’s estate could be treated as a permittetdustee distributed all Corporation Q shares to L, J,

shareholder of Corporation O is June 30, 2003, (thatr both before October 31, 2003 (the last day of the

is, the last day of the 2-year period that begins on tieyear period), assuming that neither L nor J be-

date of F's death). comes the 76th shareholder of Corporation Q as a
Example 4.* * * result of the distribution.
(iii) QSST when a person other than the current * * * *

income beneficiary may receive trust corpuss- (2)* * *(i)* * * In addition, paragraphs

sume the same facts as in paragraph (i) ofkésn- i ; ;
ple 4 except that H dies on November 1, 2001(h)(1)(“)’ (h)EREI:;/))(,II)EQ))(:S)S,(eI)C(Eg,Ci

Under the terms of the trust, after H's death, L is thgh)(s)(i)(D)’ \ .
income beneficiary of the trust and the trustee is ag€ntence, (h)(3)(ii)(B), (j)(6)(iii)(C),



