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The public hearing will be held in the

Temporary Regulations; and

Notice of Public Hearing Explanation of Provisions

Electing Small Business Trust Internal Rever_wg Building Auditorium, 4. o

1111  Constitution  Avenue, NW,,
REG-251701-96 Washington, DC. Prior to the 1996 Act, the only trusts
AGENCY: Internal Revenue ServiceFOR FURTHER INFORMATION CON- that were permitted S corporation share-

(IRS), Treasury. TACT: Concerning the proposed regu|a_holders were wholly-owned grantor trusts,

tions, Bradford Poston or James A. Quinnvoting trusts, certain grantor trusts after
ACTION: Notice of proposed rulemak- (202) 622-3060; concerning submissiong‘e grantor's death, and qualified sub-
ing; notice of proposed rulemaking byand the hearing, Sonya M. Cruz, (ZozyhapterStrusts (QSSTs). These trusts ar
cross reference to temporary regulation%;zz_?lgo; (not toll-free numbers). hot taxed at the trust level, and the deemec
and notice of public hearing. owner or owners are taxed directly on the

SUPPLEMENTARY INFORMATION: i i
SUMMARY: This document contains tax items of the trusts, except for certain

proposed regulations relating to the qualiPaperwork Reduction Act gelsazrgffi%?(/?) (iit)rUStQSSSTdseZ(r::t:'zduirelg
fication and treatment of electing small ' ' q

business trusts (ESBTs). The proposed The collections of information in this 0 have a single income beneficiary, and
regulations interpret the rules added to tH&Ptice of proposed rulemaking have beedll of the income must be currently dis-
Internal Revenue Code (Code) by sectioffViewed and approved by the Office ofributed to such beneficiary. The 1996 Act
1302 of the Small Business Job Protectioanagement and Budget in accordanc@eated ESBTS to allow more flexibility in
Act of 1996 and section 1601 of thewith the Paperwork Reduction Act (44the types of trusts that are permﬁtc_edScor-
Taxpayer Relief Act of 1997. In addition,Y-S-C- 3507) under control numbergoration shareholders and, in particular, to
the text of the temporary regulations pubt®45-1523 and 1545-1591. facilitate family financial planning.
lished in T.D. 8915, page 359, also serves AN agency may not conduct or sponsok. Rep. No. 586, 104Cong., 2d Sess. 82
as the text of these proposed regulatiorfd & person is not required to respond t61996), S. Rep. No. 281, 164ong., 2d
collection of information unless it dis-Sess. 46 (1996).  Unlike a QSST, an
lays a valid control number assigned bfgSBT may have multiple beneficiaries
501(c)(3) that is exempt from taxationth® Office of Management and Budget. and may also accumulate trust income:.
under section 501(a) not being treated as aBOOkS or records relating to a collec- Section 1361(e)(1) defines the term
deferral entity for purposes of §1.444—2Tiion of information must be retained a& !ectlng small business truas any trust
The proposed regulations affect S corpd®nd as their contents may become matel- (1) the trust does not have as a benefi-
rations and certain trusts that own S cof@l in the administration of any intemalCiary any person other than an individual,
poration stock. This document also prof@venue law. Generally, tax returns an@n estate, or an organization described ir
vides notice of a public hearing on thest®x retum information are confidential, asection 170(c)(2) through (5); (2) no inter-

with respect to an ESBT or a trus®
described in section 401(a) or sectioR

regulations required by 26 U.S.C. 6103. est in the trust was acquired by purchase;
' and (3) an election has been made with
DATES: Written or electronic commentsBackground respect to the trust.

must be received by April 4, 2001.
Requests to speak (with outlines of oral
comments to be discussed) at a publ . .
hearing scheduled for April 25, 2001, a egulations (26 CFR Part 1) relating to

: , corporations and electing small busine
10.a.m. must be received by April 4, 2001t'rusts (ESBTSs). Section 1302 of the Sma

ADDRESSES: Send submissions toBusiness Job Protection Act of 1996
CC:M&SP:RU (REG-251701-96), roomPublic Law 104-188 (110 Stat. 1755
5226, Internal Revenue Service, POB 7604August 20, 1996) (the 1996 Act), amend-

Ben Franklin Station, Washington, DCed sections 641 and 1361 of the Code {©sBT Beneficiaries

20044. Submissions may be hand deliverggermit an ESBT to be an S corporation

between the hours of 8 a.m. and 5 p.m. tehareholder. Further amendments were Notice 97-49 (1997-2 C.B. 304) clari-
CC:M&SP:RU (REG-251701-96), made to section 1361(e) by the Taxpaydies the definitions of beneficiary (for pur-
Courier's Desk, Internal Revenue ServiceRelief Act of 1997, Public Law 105-34poses of section 1361(e)(1)(A)())) and
1111  Constitution  Avenue, NW, (111 Stat. 1601(c)(1)) (August 5, 1997)potential current beneficiary (for purposes
Washington, DC. Alternatively, taxpayersPrior section 641(d) was redesignated & section 1361(e)(2)) and also clarifies

Section 1361(c)(2)(B)(v) provides that,
r purposes of section 1361(b)(1) (the
é corporation shareholder limitations),
each potential current beneficiary of an
SBT will be treated as a shareholder.

uring any period that there is no poten-
tial current beneficiary of an ESBT, the
rust shall be treated as the shareholder.

This document contains proposeq
0
mendments to the Income Ta



the treatment of ESBT distributions. Theprovide rules for the treatment of grantodistribution of S stock from a decedent’s

proposed regulations, when finalized, willtrusts electing ESBT status. estate (that is, a trust described in sectior
modify and replace the rules of Notice , L 1361(c)(2)(A)(iii)), the estate of the dece-
97-49. Potential Current Beneficiaries dent is treated as the only potential curren

; ; eneficiary of the trust . In no case will
Beneficiary The proposed regulations provide tha?he samey erson be counted twice whet
the term potential current beneficiary ne p 4
The proposed regulations provide guidmeans, with respect to any period, an§€t€rmining the number of S corporation
ance as to who is an ESBT beneficianperson who at any time during such perehareholders.
Generally, a beneficiary includes any pered is entitled to, or at the d_isc_reti(_)n of an¥-spT Election
son who has a present, remainder, grerson may receive, a distribution from
reversionary interest in the trust other thathe principal or income of the trust. In Notice 97-12 (1997-1 C.B. 385) pro-
a remote, contingent interest. If an ESBTGeneral, a person who may receive a disides the procedures for making the
makes distributions to another trust (théribution from the ESBT under a currentlyESBT election. Under that notice, the
distributee trust), the distributee trust iexercisable power of appointment is &SBT election is required to contain cer-
not treated as a beneficiary of the ESBTpotential current beneficiary. In additiontain information and representations, anc
However, the beneficiaries of the distribuin the case of an ESBT that is a grantds required to be filed with the service cen-
tee trust will be counted as beneficiarietrust, the proposed regulations providéer where the S corporation files its
of the ESBT. Persons whose future bené¢hat the deemed owner of the grantor trugicome tax returns. These proposed regu
ficial interest is so remote as to be neglis also to be treated as a potential curretgtions, when finalized, will modify and
gible are not beneficiaries. Generallybeneficiary. replace the rules in Notice 97-12.
when the probability that a person will Under the definitions set forth in the Under the proposed regulations, the
receive any distribution from the trust isproposed regulations, a potential curreritustee of an ESBT makes a single ESBT
less than 5 percent, at a particular timéyeneficiary is not necessarily a beneficiaelection by filing a statement with the ser-
that person’s interest would be so remote of the trust and vice versa. For examvice center where the ESBT files its Form
as to be negligible. Finally, the tefmen- ple, a person in whose favor propertyt041,U.S. Income Tax Return for Estates
eficiary does not include a person incould currently be appointed, but to whonand Trusts. This procedure will be more
whose favor a power of appointment mayo such appointment has been made, iscanvenient for taxpayers than the proce-
be exercised until the power is actuallypotential current beneficiary, but not adures of Notice 97-12 if the ESBT holds
exercised. beneficiary. Conversely, a person who istock in more than one S corporation. No
a non-contingent remainder beneficiary ofrust documents are required to be
a non-grantor trust is a beneficiary, but naattached to the election statement.
The proposed regulations provide guid‘? potential current benef_lmary. _ _ The prop(_)se_:d regulations proylde that
- o . The proposed regulations provide spdf a trust satisfies the ESBT requirements
ance regarding the prohibition on acquir-. _ N :
- - : cial rules if current distributions can beand makes an ESBT election, the trust
ing an interest in an ESBT by purchase; de 1o a distributee trust. If the distribwill be treated ESBT for federal
The proposed regulations provide that thdade to a distributee trust. e distribwill be treated as an or federa
o ey ; utee trust does not qualify to be a sharéacome tax purposes as of the effective
prohibition applies if any portion of a ben- : . .
ST o NS holder of an S corporation under sectiodate of the ESBT election. These effec-
eficiary’s basis in the beneficiary’s inter- . .
- ; - 21361(c)(2)(A),then the trust is consideredive dates generally follow the rules of
est is determined under section 101 : - ? o
; . }he potential current beneficiary and thu§1.1361-1(j)(6)(iii) for qualified sub-
Thus, a part-gift, part-sale of a beneficia harehold In that h hapter S trust SST lecti
interest will terminate the trust's status a8 s,arg OI etr_. nt a c?se,b N corp(:LaE atp etr_ ESrLI;' (IQ " ) eh_ech|ons.
an ESBT. Beneficiaries may not purchas on's t'e e(;] lon ermllr?a_;:ls re]:cauhseld ) :0 edc Ic\i/?[ b € ec;flor:_s, w IIC it ‘;:e
interests in the trust, but the ESBT itself ig’rpoTa 1on has an ineligible shareholdemtended to become efiective only 1t the
or this purpose, a trust is deemed to quatkust fails to satisfy the requirements for a
ify to be a shareholder of an S corporatiotrust described in section 1361(c)(2)(A)(i)

Interests Acquired by Purchase

allowed to purchase S corporation stock.

Grantor Trusts under section 1361(c)(2)(A) if it would bethrough (iv), are prohibited. Unlike a pro-
_ _ eligible to make a QSST or ESBT electiortective QSST election, a protective ESBT
The proposed regulations provide that g it owned S corporation stock. election could result in a change in the

trust, all or a portion of which is treated as | the distributee trust does qualify to bencidence of taxation from the owner of
owned by an individual under subpart Ea shareholder of an S corporation undehe trust to the trust itself. If a trust fails
part I, subchapter J, chapter 1 of theection 1361(c)(2)(A), in general, theto qualify as an eligible S corporation
Internal Revenue Code (Code) (a grantqfotential current beneficiaries of the disshareholder under section 1361(c)(2), anc
trust), may elect to be an ESBT. Theributing ESBT will include the potential consequently the S corporation election is
Treasury Department and the IRS believeurrent beneficiaries of the distributedneffective or terminated, relief may be
that Congress did not intend to precludgust. However, if the distributee trust is available under section 1362(f) for an
this type of trust, which is a common famformer grantor trust prior to the owner'sinadvertent ineffective S corporation elec-
ily estate planning tool, from electingdeath (that is, a trust described in sectiotion or an inadvertent S corporation termi-
ESBT status. The proposed regulationg3e1(c)(2)(A)(ii)), or is a trust receiving anation.



Conversions of QSSTs and ESBTs consists of an S portion, a non-S portiorglready an eligible S corporation share-
and in some instances a grantor portiomolder and the trust makes an ESBT elec-
Rev. Proc. 98-23 (1998-1 C.B. 662jryq jtems of income, deduction, and credion during the trust's taxable year, the
provides procedures for the conversion gf guinutable to any portion of the ESBTelecting trust will be treated as a separate
a QSST to an ESBT and an ESBT 10 feateq as owned by a person under thexpayer for purposes of allocating S cor-
QSST. The proposed regulations, Whepanior trust rules of subpart E, includingoration items under section 1377(a)(1).
finalized, will modify and replace the pro-g corporation stock and other propertyiowever, the ESBT election does not
cedures of Rev. Proc. 98-23 and providgne grantor portion), are taken intoresult in the prior trust being treated as
rules with respgct to these CONVEISIONS. 5ccount on that individual's tax returnterminating its entire interest in its S cor-
The conversion pr_ocedu_re provided i ursuant to the normal rules applicable tporation stock for purposes of
the propo_sed regulations dn‘fers_ from thal o ntor trusts.  Other items of income8§1.1377-1(b), unless the prior trust is one
prowded In Rev. Prpc. 98,_23' in that ,th eduction, and credit are, pursuant telescribed in section 1361(c)(2)(A)(ii) or
election must be filed .W'th the SENVIC&hese proposed regulations, attributed tGii). Therefore, the S corporation is gen-
center where the trust files its income tax; o\ yhe 5 portion, which includes the Srally not permitted to make the election
return, as well as W'th the_ service Centet’,:orporation stock, or the non-S portionfo terminate the taxable year under section
where the S corporation files its iNCOM&,iqp includes all other assets of the trust377(a)(2). The trust will be treated as a
tax return_. The elect|.on must b.e filed "rhe s portion is subject to tax under th&ingle taxpayer for purposes of determin-
both service centers if the service Centelecial rules of section 641(c), while théng the taxation of distributions from the
for the trust is different from. the service, . o portion is subject to the normatrust. Thus, distributions made after the
center for the S corporation becausg, o iy ation rules of subparts A througteffective date of the ESBT election may
QSST elections are filed with _the SEVICE of subchapter J. still carry out distributable net income of
center where the S corporation files its 4o proposed regulations provide thathe trust earned during the taxable year
income tax return and ESBT electiong .\ iherwise allowable deduction of thdefore the effective date of the ESBT
will be filed where the trust files its g portion is attributable to a charitableelection.
income tax return under the new proces . u, ion paid by the S corporation, the The proposed regulations provide that
dures set forth in these proposed regular, . ion will be deemed to be paid byor purposes of determining whether the
tions, when finalized. The IRS and the, o portion pursuant to the terms of thexception to estimated taxes under sectior
Treasury Department specifically requesf .. governing instrument within the6654(d)(1)(B) applies, the trust will not be
comments on whether the rules for mmgmeaning of section 642(c)(1). The otheg¢onsidered a different taxpayer as a resulf
QSST eIeCtlons. 5|mlla}r.ly should b_e}requirements of section 642((;)(]_) mus@f the ESBT election. Therefore, if the
changed to permit the filing of 8 QSST (0" ot for the contribution to beESBT makes estimated tax payments

election with the service center where thgeductible by the S portion, and theequal to 100 percent of the prior year's tax

trust files its return rather than with thededuction is limited to the amount of théiability, no penalties will apply.

service center for the S corporation(s). gross income of the S portion. If a pay- The proposed regulations provide that

Consent to the S Corporation Election ment is made to a charitable organizatioffiterest expenses paid on loans used tc

by the ESBT pursuant to the terms of itpurchase the S corporation stock must be
Notice 97-12 provides that, for purposegoverning instrument, such payment igllocated to the S portion of the ESBT but

of the ESBT's consent to the S corporatiogeductible, subject to the provisions of'€ not deductible by the S portion
election under section 1362(a), only theection 642(c)(1), to the extent it is paidecause they are not administrative
trustee needs to consent to the S corporatigfym the gross income of the non-S por€XPenses.
election because the ESBT is taxed on they@n of the trust. Thus. if the ESBT con- o
Ane i L .. [ESBT Terminations

corporation’s income and the trustee makgghytes S corporation stock to a charitable
the ESBT election. These proposed regulgrganization, no deduction is allowed The proposed regulations provide that
tions, when finalized, will modify and ynder section 642(c)(1) because the cogenerally a trustee must seek the consen
replace the rules in Notice 97-12. tribution is not paid out of the grossof the Commissioner to revoke its ESBT

Under the proposed regulations, if th§ncome of the non-S portion. election by obtaining a private letter rul-
ESBT is also a grantor trust, the deemed The proposed regulations provide guiding. However, the Commissioner’s con-
owner must also consent to the S corporgnce regarding the treatment of proceedent is granted for revocations that occur
tion election because such owner will bgecejved by an ESBT from the sale of S coen the conversion of an ESBT to a QSST
taxed on all or a portion of the S corporaporation stock when income from the sale isnder the procedures set forth in the pro-
tion's income. If there is more than oNgeported on the installment method undgsosed regulations.
trustee, the trustee or trustees with authogection 453. The income recognized with The proposed regulations provide that
ity to legally bind the trust must consent tQggpect to the installment proceeds is takéhan ESBT fails to meet the definitional

the S corporation election. into account by the S portion. The interesiequirements of an ESBT under section
ESBT Taxation on the installment obligation is taken intal361(e), the trust's ESBT status termi-
account by the non-S portion. nates immediately upon such failure to

The proposed regulations provide that, The proposed regulations provide thaqualify. However, if an ESBT acquires
for federal income tax purposes, an ESBT a trust holds S corporation stock and isn ineligible potential current beneficia-



ry, the ESBT has 60 days in which to disregulations are published in tlederal the time to be devoted to each topic

pose of all of its S corporation stock tdRegister. (signed original and eight (8) copies) by
prevent termination of the S corporation Notice 97-12 (1997-1 C.B. 385). April 4, 2001.

election. If the S corporation stock is not Notice 97-49 (1997-2 C.B. 304). A period of 10 minutes will be allotted
disposed of within the 60-day period, Rev. Proc. 98-23 (1998-1 C.B. 662). to each person for making comments.
then the S corporation election will ter- , An agenda showing the scheduling of
minate as of the first day that the ineligiSPecial Analyses the speakers will be prepared after the

l;le pfgr'son became a potential current It has been determined that this notic%eadllne]forr] recemgg ogﬁlges hgls Elasfsed
eneniciary. . of proposed rulemaking is not a signifi- opies of the agen a wiil be avallable free
Finally, the proposed regulations pro- of charge at the hearing.

vide that an ESBT election generally i%ant regulatory action as defined i
. . . xecutive Order 12866. Therefore, a re i i
terminated if the ESBT fails to hold any Prafting Information

) ~ulatory assessment is not required. It is

corporation stock. However, a trust V.V'I.Ihereby certified that the collection of The principal authors of these regula-

continue to be treated as an ESBT if it thformation in the regulations will not tions are Bradford Poston and James A

reporting income from the saI.e Of S COMpave a significant economic impact on &uinn of the Office of Associate Chief

poration stock under the installment . iantial number of small entities. Thi€ounsel (Passthroughs and Specia

method of section 453, certification is based upon the fact that thindustries), IRS. However, other person-

Section 444 Elections estimated average burden per trust inel from the IRS and Treasury
complying with the collections of infor- Department participated in their develop-

The text of the temporary regulationsnation in §1.1361-1(m) is 1 hour.ment.

published in T.D. 8915 serves as the textherefore, a Regulatory Flexibility Kok Kk k

of these proposed regulations with respe@nalysis under the Regulatory Flexibility

to an ESBT and a trust described in segxct (5 U.S.C. chapter 6) is not required” '0P0Sed Amendments to the

tion 401(a) or section 501(c)(3) that isPursuant to section 7805(f) of the Coderegulations

exempt from taxation under sectionhis notice of proposed rulemaking will be Accordingly, 26 CFR part 1 is proposed

501(a). These temporary regulations prasubmitted to the Chief Counsel forg pe amende'd as follows:

vide that an ESBT and a trust described indvocacy of the Small Business

section 401(a) or section 501(c)(3) that iddministration for comment on its impactPART I—INCOME TAXES

exempt from taxation under sectiorpn small business.

501(a) are not deferral entities for purpos- Paragraph 1. The authority citation for

es of §1.444-2T. Comments and Public Hearing part 1 is amended by adding an entry in
numerical order to read in part as follows:
Proposed Effective Date Before these proposed regulations are Authority: 26 U.S.C. 7805. * * *

) . adopted as final regulations, considera- Section 1.444—4 is also issued under 2¢
The regulations regarding ESBTS undefioy il be given to any written com- U.S.C. 444(g).
§1'641_1(d) th_rough ,(k)’ §1':I'%l_l(h)'ments (a signed original and eight (8) Par. 2. Section 1.444—4 is added to rea
M), (MB)I)(F), ()(12), and (M), gpies) that are timely submitted to thes follows:

81.1362-6(b)(2)(\v), 81.1377-1(a)(2)(ii) |Rs. The IRS and Treasury Department
and (c)Example 3are proposed to applyspecifically request comments on tha1.444—-4 Tiered structure.

on and after the date the final regulationgjarity of the proposed regulations and [The text of this proposed section is the
are published in thederal Register oy they can be made easier to undegame a5 the text of §1.444-4T publishec
The IRS and the Treasury Departmenliang Al comments will be availablet 8915] ' P

have beg:omg aware of potentially abusivg,, public inspection and copying. .P.ar 3 ' Sections 1.641(c)-0 and
transactions _mvolvmg ESBTs that assume A public hearing has been scheduleq 641&0)—.1 are added to réad as follows:

the applicability of the rules of sectiong, April 25, 2001, at 10:00 a.m. in the :

641(c) to the taxation of the grantor porynierna| Revenue Building Auditorium, § 1.641(c)-0 Table of contents.
tion of such trusts. See Notice 200061111  Constitution Avenue  NW.

2000—4_19 I.R.B. 1 Thus, the reQU|ati°nWashington, DC. Because of access Thi§ segtion lists the following captions
r§elggﬂ'(n§] 1t(a>)<at(|tc)))n C:; (E)SBTS underbestrictions, visitors will not be admittedcontained in 81.641(c)-1:

' ¢)-1a), and (C) aré proposeeyond the Internal Revenue Buildin i ;
to be applicable for taxable years of y %1.641(c)-1 Electing small business

obby more than 15 minutes before the o
ESBTSs that end on and after the prOpos%aring starts. :

regulations are filed in theFederal e ryles of 26 CFR 601.601(a)(3) (a) In general.
Register. apply to the hearing. (b) Definitions.
Persons that wish to present oral com- (1) Grantor portion.
ments at the hearing must submit written (2) S portion.
The following documents are proposed@omments by April 4, 2001, and submitan (3) Non-S portion.
to be superseded as of the date the finaltline of the topics to be discussed and (c) Taxation of grantor portion.

Effect on Other Documents



(d) Taxation of S portion. er person under subpart E. (3) Gains and losses on disposition of S

(2) In general. (3) Non-S portion The non-S portion stock—(i) In general The S portion takes
(2) Section 1366 amounts. of an ESBT is the portion of the trust thainto account any gain or loss from the dis-
(3) Gains and losses on disposition of consists of all assets other than S corporpesition of S corporation stock. No
S stock. tion stock and that is not treated as ownetkeduction is allowed under section
(4) State and local income taxes and by the grantor or another person undet211(b)(1) and (2) for capital losses that
administrative expenses. subpart E. exceed capital gains.

(e) Tax rates and exemption of S por-  (c) Taxation of grantor portion The (i) Installment methadlIf income from
tion. grantor or another person who is treatethe sale or disposition of stock in an S cor-
(1) Income tax rate. as the owner of a portion of the ESBTporation is reported by the trust on the
(2) Alternative minimum tax exemp- includes in computing taxable incomenstallment method, the income recog-
tion. items of income, deductions, and creditaized under this method is taken into
(f) Taxation of non-S portion. against tax attributable to that portion ofccount by the S portion. See paragraph
(2) In general. the ESBT under section 671. (H(3) of this section for the treatment of
(2) Dividend income under section (d) Taxation of S portioa-(1) In gener- interest on the installment obligation. See
1368(c)(2). al. The taxable income of the S portion i€1.1361-1(m)(5)(ii) regarding treatment
(3) Interest on installment obligations. determined by taking into account onlyof a trust as an ESBT upon the sale of all
(4) Charitable deduction. the items of income, loss, deduction, o corporation stock using the installment
(9) Allocation of state and local credit specified in paragraphs (d)(2), (3)method.

income taxes and administration and (4) of this section, to the extent not (jii) Distributions in excess of basis.
expenses. attributable to the grantor portion. Gain recognized under section 1368(b)(2)
(h) Treatment of distributions from the  (2) Section 1366 amounts(j) In gener- from distributions in excess of the ESBT’s
trust. al. The S portion takes into account théasis in its S corporation stock is taken
(i) Termination or revocation of ESBT items of income, loss, deduction, or crediinto account by the S portion.

election. that are taken into account by an S corpora- (4) State and local income taxes and
(i) Effective date. tion shareholder pursuant to section 136&dministrative expenses(i) In general

(k) Examples. and the regulations thereunder. Normabtate and local income taxes and adminis-

rules applicable to trusts apply in determintrative expenses directly related to the S
ing the extent to which any loss, deductiorportion and those allocated to that portion
or credit may be taken into account in detein accordance with paragraph (g) are
(a) In general An electing small busi- mining the taxable income of the S portiontaken into account by the S portion.
ness trust (ESBT) within the meaning ofee § 1.1361-1(m)(3)(iv) for allocation of (ii) Special rule for certain interest
section 1361(e) is treated as two separalieose items in the taxable year in which thinterest paid by the trust on money bor-
trusts for purposes of determining incom&SBT election is made if, before the effecrowed by the trust to purchase stock in an
tax. The portion of an ESBT that consist§ve date of the election, the trust was & corporation is allocated to the S portion
of stock in one or more S corporationshareholder of the S corporation. but is not a deductible administrative
(the S portion) is treated as one trust. The (ii) Special rule for charitable contri- expense for purposes of determining the
portion of an ESBT that consists of all théutions If a deduction described in parataxable income of the S portion.
other assets in the trust is treated as a sggaph (d)(2)(i) of this section is attribut- (e) Tax rates and exemption of S por-
arate trust. The grantor or another persd@ble to a charitable contribution paid bytion—(1) Income tax rate Except for
may be treated as the owner of all or the S corporation, the contribution willcapital gains, the highest marginal trust
portion of either or both such trusts undelpe deemed to be paid by the S portiorate provided in section 1(e) is applied to
subpart E, part |, subchapter J, chapter gursuant to the terms of the trust’s govthe taxable income of the S portion. See
of the Internal Revenue Code. In addierning instrument within the meaning ofsection 1(h) for the rates that apply to the
tion, the non-S portion may consist ofsection 642(c)(1) . The other requireS portion’s net capital gain.
more than one share pursuant to sectionents of section 642(c)(1) must also be (2) Alternative minimum tax exemption
663(c). See § 1.1361-1(m) for the treatmet for the contribution to be deductibleThe exemption amount of the S portion
ment of an ESBT as a single trust foin computing the taxable income of the $inder section 55(d) is zero.

§ 1.641(c)-1 Electing small business
trust.

administrative purposes. portion. Such a deduction cannot exceed (f) Taxation of non-S portiea(1) In
(b) Definitions—(1) Grantor portion the amount of gross income of the S pogeneral The taxable income of the non-S
The grantor portion of an ESBT is thetion. portion is determined by taking into

portion of the trust that is treated as owned (iii) Multiple S corporations If an account all items of income, deduction,
by the grantor or another person undeESBT owns stock in more than one &nd credit to the extent not taken into
subpart E. corporation, items of income, loss,account by either the grantor portion or
(2) S portion The S portion of an deduction, or credit from all the S cor-the S portion. The items attributable to
ESBT is the portion of the trust that conporations are aggregated for purposes tfie non-S portion are taxed under subparts
sists of S corporation stock and that is natetermining the S portion’s taxableA through D of part |, subchapter J, chap-
treated as owned by the grantor or anotlincome. ter 1 of the Internal Revenue Code.



(2) Dividend income under sectionthat is reasonable in light of all the cirdoss under section 172; a capital loss car
1368(c)(2) Any dividend income within cumstances, including the terms of theyover under section 1212; or deductions
the meaning of section 1368(c)(2) igyoverning instrument, local law, and thén excess of gross income; then any sucl
includible in the gross income of the nonpractice of the trustee with respect to thoss, carryover, or excess deductions shal
S portion. trust if it is reasonable and consistente allowed as a deduction, in accordance

(3) Interest on installment obligations The taxes and expenses apportioned with the regulations under section 642(h),
If income from the sale or disposition ofeach portion of the ESBT are taken intdo the trust, or to the beneficiaries suc-
stock in an S corporation is reported byccount by that portion. ceeding to the property of the trust if the
the trust on the installment method, the (h) Treatment of distributions from theentire trust terminates.
interest on the installment obligation igrust Distributions to beneficiaries from (j) Effective date This section general-
includible in the gross income of the nonthe S portion or the non-S portion, includdy is applicable on and after the date the
S portion. See paragraph (d)(3)(ii) of thisng distributions of the S corporationfinal regulations are published in the
section for the treatment of income fronstock, are deductible under section 651 drederal Register However, paragraphs
such a sale or disposition. 661 in determining the taxable income ofa), (b) and (c) of this section are applica-

(4) Charitable deduction For purposes the non-S portion, and are included in thele for taxable years of ESBTs that end on
of applying section 642(c)(1) to paymentgross income of the beneficiaries undeand after December 28, 2000.
made by the trust for a charitable purpossgection 652 or 662. However, the amount (k) Examples The following examples
the amount of gross income of the trust ief the deduction or inclusion cannotllustrate the rules of this section:
limited to the gross income of the non-Sxceed the amount of the distributable net Example 1 Comprehensive example(i) Trust
portion. See paragraph (d)(2)(ii) of thisncome of the non-S portion. Items takefj2s @ valid ESBT election in effect. Under section

. . . B . 678,B is treated as the owner of a portion of Trust
section for.spefmal rulgs concerning charinto ac_count by the grantor portion or th%onsisting of a 10% undivided fractional interest in
table contributions paid by the S corporaS portion are excluded for purposes Ofryst. No other person is treated as the owner of an:
tion that are deemed to be paid by the &termining the distributable net incomether portion of Trust under subpart E, part I, sub-
portion. of the non-S portion of the trust. chapter J. Trust owns stock ) an S corporation,

(g) Allocation of state and local (i) Termination or revocation of ESBTad inY, a C corporation. During 2000, Trust
. L . . . receives a distribution fronX of $5,100, of which
income taxes and administration (.expen$lect'|on If the ESBT election of the trustes 000 is applied against Trust's adjusted basis in th
es Whenever state and local incoméerminates pursuant to 81.1361-1(m)(5y stock in accordance with section 1368(c)(1) and
taxes or administration expenses relate tw the ESBT election is revoked pursuarg100 is a dividend under section 1368(c)(2). Trust
more than one portion of an ESBT, theyo §1.1361-1(m)(6), the rules containedhakes no distributions to its beneficiaries during the
must be allocated between or among tha this section are thereafter not applicab&a" o
portions to which they relate. Thesdo the trust. If, upon termination or revo- (i) For 2000, Trust has the following items of

. . . . ~ income and deduction:
items may be allocated in any mannetation, the S portion has a net operating

Ordinary income attributable funder section 1366Y . . .. ... ... . $5,000
Dividend iNCome fromY . . . .. e $900
Dividend fromX representing C corporation earnings and profits . . ............ ... . it ... .3100
Total trUSE INCOME . . . .ot e e $6,000
Charitable contributions attributable Xounder Section1366 . . . . . ... ...t $300
TIUSEEE TS . . i $200
State and [0Cal INCOME TAXES . . . . . . ottt ittt e e e e e e e m e e e $100

(iii) Trust's items of income and deduction are divided into a grantor portion, an S portion, and a non-S portion for pudetsesining the taxation of those
items. Income is allocated to each portion as follows:

B must take into account the items of income attributable to the grantor portion, that is, 10% of each item, as follows:

Ordinary INCOME frONK . . . . .o e e e e e e e e e $500
Dividend INCOME frONMY . . . oottt e e e e $90
Dividend iNCOME frONMK . . . oo e e e e e $10
Total grantor POrtioN INCOME . . . . . . ot e et e e et e e e e e e e e e e e e e e e $600
The total income of the S portion is $4,500, determined as follows:

Ordinary INCOME frONMK . . . . Lttt e e e e $5,000
Less: Grantor POtION . . . ...ttt e e e e e e ($500)
Total S POrtiON INCOME . . . ottt et ettt e e e e e e e e e e e e e e e e $4,500
The total income of the non-S portion is $900 determined as follows:

Dividend income fron¥ (Iess grantor POrtion) . . . . .. .. e e ———— e $810
Dividend income fronX (1SS grantor POITiON) . . . . ...ttt e e e e e e e ——— $90
Total NON-S POrtION INCOME . . . . . ettt et e e e et e e e e e e e e e e e e e e e e $900

(iv) The administrative expenses and the state and local income taxes relate to all three portions and under state |aaliovaitéd batably to the $6,000 of
trust income. Thus, these items would be allocated 10% (600/6000) to the grantor portion, 75% (4500/6000) to the S p&ftof@@aBA00) to the non-S por-
tion.

(v) B must take into account the following deductions attributable to the grantor portion of the trust:

Charitable contributions from . . . .. ... e $30



TTUSEEE TS . . . ittt $20
State and [0Cal INCOME TAXES . . . . . . ot e e e e e e e $10

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

Ordinary INCOME frOMK. . . . L e e e e e $4,500
Less: Charitable contributions from X (Iess grantor portion) . . .. ... ... ..t e ($270)
T5% Of trUSEEE TS . . . . oo ($150)
75% of state and 1ocal INCOME TAXES . . . . . . oottt e e e e e e e ($75)
Taxable INCOMeE Of S POrtION . . . . . . e e e e e e e e e e e $4,005
(vii) The taxable income of the non-S portion is $755, determined as follows:
Dividend INCOME frOmMY . . . oL e e $810
Dividend income fromK . . . .o e $90
Total NON-S POrtioN INCOME . . . . . . e et e e e e e e e e e e e e e $900
Less: 15 % Of trUStEE fEES . . . . o o ($30)
15% state and 10Cal INCOME tAXES . . . . . o oot e e e e e e e e e e et ($15)
Personal eXemptioN . . . ... e ($100)
Taxable INCOMe Of NON-S POFtION . . . . . o e e e e e e e e e e $755

Example 2 Sale of S stock Trust has a valid 2001, Trust's share oK's section 1366 items is Par. 5. Section 1.1361-1 is amended
ESBT election in effect and owns stockXnan S $5,000 of ordinary income. For the year, Trust hag, -
corporation. No person is treated as the owner ofo other income and no expenses or state or local . .
any portion of Trust under subpart E, part |, subtaxes. On February 1, 2008 makes an $8,000 dis- 1. Addmg pgragraphs (h)(l)(\“)’
chapter J. In 2001, Trust sells all of its stockiand  tribution to Trust, of which $3,000 is treated as a div(h)(3)(|)(|:)_: and (j)(12).
recognizes a capital gain of $5,000. This gain iglend from accumulated earnings and profits under 2. Addlng a sentence to the end of
taken into account by the S portion and is taxedection 1368(c)(2) and the remainder is applieparagraph (k)(2)(i).

Esingi(t:)e appropriate capital gain rate found in se?ggg(zt) T_rruhst’f be:sis iPTthétstoclf undde_rts_gcti_on f 3. Adding paragraph (m)
ion . . The trustee of Trust makes a distribution o iy .

Example 3 (i) Sale of S stock for an installment$4,000 to Beneficiary during 2001. The additions read as follows:
note Assume the same facts ag&xample 2except (i) For 2001, Trust has $5,000 of taxable incom . .
that Trust sells its stock M for a $400,000 install- in the S portion. This income is taxed to Trust at th% 1.1361-1 S corporation defined.
ment note payable with stated interest over ten yearsaximum rate provided in section 1(e). Trust alsg
After the sale, Trust does not own any S corporatiohas $3,000 of distributable net income (DNI) in the
stock. non-S portion. The non-S portion of Trust receives (h) * * * (1) * **

(i) Loss on installment sale Assume Trust's a distribution deduction under section 661(a) of (vi) Electing small business trust#\n
bastis_in itsX st_c;crlwas stzc;%g%%o Th%:eforel, Trlljsfqiogo’ V\;hICh re(;j)re_sentt‘; the amo(l;r;tg}l(;zt)ribunidtt&ecting small business trust (ESBT)
sustains a capital loss o , on the sale. Up eneficiary during the year , , not to . :
the sale, the S portion terminates and the excess losgceed the amount of DNI ($3,000). The beneficial—'“‘]d(?r sec'u-on 1361(6)' See pa_ragraph (m‘
after being netted against the other items taken inty must include this amount in gross income unde.‘Pf thls.sectlon for rules concerning ESBTs
account by the S portion, is made available to theection 662(a). As a result, the non-S portion has nacludlng the manner of maklng the elec-
entire trust as provided in section 641(c)(4). taxable income. tion to be an ESBT under section

(i) Gain on installment sale Assume Trust's Par. 4. Section 1.1361-0 is amendeﬂSGl(e)(:},). %k kK

basis in itsX stock was $300,000 and that theb ; ; : .
adding entries for § 1.1361-1(j)(12 * ok ok () K ok *
$100,000 gain will be recognized under the install- y g 8 ()(12) (3) (I)

* % %

ment method of section 453. Interest income will L&D (M) t0 read as follows: (F) If S corporation stock is held by an

recognized annually as part of the installment p_ayg 1 1361-0 Table of contents ESBT, each potential current beneﬂmary
ments. The portion of the $100,000 gain recognized ~ ) is treated as a shareholder. However, if
annually is taken into account by the S portion, , , . for any period there is no potential current

However, the annual interest income is includible in
the gross income of the non-S portion.

beneficiary of the ESBT, the ESBT is

Example 4 Charitable lead annuity trustTrust §1.1361-1 S corporation defined. treated as the shareholder during such
is a charitable lead annuity trust which is not treategl , , , 4 period. See paragraph (m)(4) of this sec-
as owned by the grantor or another person under sub- - tion for the definition of potential current
part E. Trust acquires stock ¥ an S corporation, (1) beneficiary.
and elects to be an ESBT. During the taxable yegf12) Converting a QSST to an ESBT. P

pursuant to its terms, Trust pays $10,000 to a sectign* * * *
170(c)(2) charitable organization. The non-S por\ém) Electing small business trust (ESBT).

(J) * % %
tion of Trust receives an income tax deduction fo L (12) Converting a QSST to an ESBT
the charitable contribution under section 642 1) Definition. i

(c) onl . For a trust that wishes to convert from a
to the extent the amount is paid out of the grose?) ESBT election. QSST to an ESBT, the consent of the

income of the non-S portion. To the extent th3) Effect of ESBT election. Commissioner is hereby granted to revoke
amoun_t is_ paid _from the S portiqn, no charitable(4) Potential current beneficiaries. the QSST election as of the effective date
deduction is available to the S portion. (5) ESBT terminations. ) - ]

of the ESBT election, if all the following

Example 5ESBT distributions (i) As of January . .
1, 2000, Trust owns stock i, a C corporation. No (6) Revocation of ESBT election. requirements are met:

portion o Trust s eated as owned by the grantor fg; Ef?g\c/tei\r/tem(?a?g ESBT 0 a QSST. (i) The trust meets all of the require-
another person under subpart Eelects to be an .

corporation effective January 1, 2001, and Trus{9) Examples. ments  to be, an ES_BT under paragraph
elects to be an ESBT effective January 1, 2001. Fa@rx x x % (m)(l) of this section except for the



requirement under paragraph (m)(1)(iv)(A) (i) Qualified beneficiaries-(A) In respect to any corporation the stock of
of this section that the trust not have general For purposes of this section, awvhich is held by the trust;
QSST election in effect. beneficiary includes a person who has a (B) Any trust exempt from tax or not
(ii) The trustee and the current incomgresent, remainder, or reversionary intersubject to tax under subtitle A; or
beneficiary of the trust sign the ESBTest in the trust other than a remote, con- (C) Any charitable remainder annuity
election. The ESBT election must be filedingent interest within the meaning oftrust or charitable remainder unitrust (as
with the service center where the S corpgaragraph (m)(1)(ii)(D) of this section. defined in section 664(d)).
ration files its income tax return and also (B) Distributee trusts Any person who  (2) ESBT election(i) In general The
with the service center where the trushas a beneficial interest in a distributegrustee of the trust must make the ESBT
files its income tax return. This ESBTtrust is a beneficiary of the ESBT.election by signing and filing, with the
election must state at the top of the docuHowever, if the distributee trust is anservice center where the trust files its
ment “ATTENTION ENTITY CON- organization described in sectionincome tax return, a statement that meet
TROL—CONVERSION OF A QSST TO 170(c)(2) or (3), the distributee trust itselthe requirements of paragraph (m)(2)(ii)
AN ESBT PURSUANT TO SECTION is the beneficiary of the ESBT. A distrib-of this section. If there is more than one
1.1361-1(j)" and include all information utee trust is a trust that is receiving or mairustee, the trustee or trustees with author
otherwise required for an ESBT electiomeceive a distribution from an ESBT,ity to legally bind the trust must sign the
under paragraph (m)(2) of this section. Avhether the rights to receive the distribuelection statement. Only one ESBT elec-
separate election must be made wittion are fixed or contingent, or immediateion is made for the trust, regardless of the
respect to the stock of each S corporaticor deferred. number of S corporations whose stock is
held by the trust. (C) Powers of appointmentA person held by the ESBT.
(i) The trust has not converted from arin whose favor a power of appointment (ii) Election statement The election
ESBT to a QSST within the 36-monthcould be exercised is not a beneficiary oftatement must include—
period preceding the effective date of than ESBT until the holder of the power of (A) The name, address, and taxpayel
new ESBT election. appointment actually exercises the powedentification number of the trust, the
(iv) The date on which the ESBT elec4n favor of such person. potential current beneficiaries, and the S
tion is to be effective cannot be more than (D) Remote beneficiaries A person corporations in which the trust currently
15 days and two months prior to the datehose interest in the trust is so remotewns stock;
on which the election is filed and cannogs to be negligible is not a beneficiary of (B) An identification of the election as
be more than 12 months after the date an ESBT. With respect to any portion oin ESBT election made under section
which the election is filed. If an electionthe trust, a person’s interest in either th&361(e)(3);
specifies an effective date more than 18orpus or the income therefrom is, at (C) The first date on which the trust
days and two months prior to the date oany time, so remote as to be negligiblewned stock in each S corporation;
which the election is filed, it will be effec- when the probability that such person (D) The date on which the election is to
tive 15 days and two months prior to thavill ever receive a distribution from thebecome effective (not earlier than 15 days
date on which it is filed. If an electiontrust is less than 5 percent, taking int@and two months before the date on whick
specifies an effective date more than 12onsideration the interests of other entithe election is filed); and
months after the date on which the eledies and other individuals living at that (E) Representations signed by the

tion is filed, it will be effective 12 months time. trustee stating that—
after the date it is filed. (E) Nonresident aliens A nonresident (1) The trust meets the definitional
(k) * ** alien as defined in section 7701(b)(1)(Byequirements of section 1361(e)(1); and

(2) *** (i) * * * Paragraphs (h)(1)(vi), is an eligible beneficiary of an ESBT. (2) All potential current beneficiaries of
(M (3)()(F), and (j)(12) of this section areHowever, see paragraph (m)(5)(iii) of thighe trust meet the shareholder require:
applicable on and after the date the finaection if the nonresident alien is a poterments of section 1361(b)(1).

regulations are published in tikederal tial current beneficiary of the ESBT. (iif) Due date for ESBT electionThe
Register. (i) Interests acquired by purchasé& ESBT election must be filed within the
xRk kK trust does not qualify as an ESBT if anyime requirements prescribed in paragrapt

(m) Electing small business trustinterest in the trust has been acquired ky)(6)(iii) of this section for filing a quali-
(ESBT}—(1) Definition—(i) General purchase. If any portion of a beneficiary'died subchapter S trust (QSST) election.
rule. An electing small business trustbasis in the beneficiary’s interest in thdf the trust and the corporation file their
(ESBT) means any trust if it meets the foltrust is determined under section 1012ax returns with the same service center
lowing requirements: the trust does nosuch interest has been acquired by puthe trustee may attach the ESBT electior
have as a beneficiary any person othehase. The trust itself may acquire S cote the Form 2553, Election by a Small

than an individual, an estate, or an organporation stock by purchase. Business Corporatighin the case of a
zation described in section 170(c)(2) (iv) Ineligible trusts An ESBT does newly electing S corporation.
through (5); no interest in the trust hasot include— (iv) Election by a trust described in sec-

been acquired by purchase; and the trustee(A) Any qualified subchapter S trust (agion 1361(c)(2)(A)(ii) or (iii) A trust that
of the trust makes a timely ESBT electiorefined in section 1361(d)(3)) if an elecis a qualified S corporation shareholder
for the trust. tion under section 1361(d)(2) applies withunder section 1361(c)(2)(A)(ii) or (iii)



may elect ESBT treatment at any timéefore the effective date of the ESBT (C) If the distributee trust is a trust
during the 2-year period described irelection. See § 1.1377-1(a)(2)(iii). described in section 1361(c)(2)(A), the
those sections or the 16-day-and-2-month (v) Estimated taxes If an ESBT elec- persons who would be its potential current
period beginning on the date after the eniibn is effective on a day other than thdeneficiaries (as defined in paragraph
of the 2-year period. If the trust makes afirst day of the trust's taxable year, thgm)(4)(i) and (ii) of this section) if the dis-
ineffective ESBT election, the trust will trust is considered one trust for purposesibutee trust were an ESBT are treated as
continue to qualify as an eligible S corpoef estimated taxes under section 6654. the potential current beneficiaries of the
ration shareholder for the remainder of the (4) Potential current beneficiaries(i) ESBT. Notwithstanding the preceding
period described in sectionIln general For purposes of determiningsentence, however, if the distributee trust
1361(c)(2)(A)(ii) or (iii). whether a corporation is a small busineds a trust described in section

(v) No protective electianA trust can- corporation within the meaning of sectiorl361(c)(2)(A)(ii) or (iii), the estate
not make a protective ESBT election that361(b)(1), each potential current benefidescribed in section 1361(c)(2)(B) (ii) or
would be effective in the event the trustiary of an ESBT generally is treated as £ii) is treated as the potential current ben-
fails to meet the requirements for an eligishareholder of the corporation. Subject teficiary of the ESBT for the 2-year period
ble trust described in sectionthe provisions of this section (m)(4), aor which such trust is permitted as a
1361(c)(2)(A)(i) through (iv). If a trust potential current beneficiary generally isshareholder.
attempts to make a protective ESBT eleawith respect to any period, any person (D) For the purposes of paragraph
tion and fails to qualify as an eligible Swho at any time during such period igm)(4)(iv)(C) of this section, a trust will
corporation shareholder under sectioentitled to, or in the discretion of any perbe deemed to be described in section
1361(c)(2)(A)(i) through (iv), the S cor- son may receive, a distribution from thel361(c)(2)(A) if such trust would be eligi-
poration election will be ineffective or principal or income of the trust. ble to make a QSST election under sec-
will terminate because the corporation (ii) Grantor trusts If all or a portion of tion 1361(d) or an ESBT election under
will have an ineligible shareholder. Reliefan ESBT is treated as owned by a persaection 1361(e) if it owned S corporation
may be available under section 1362(f) founder subpart E, part |, subchapter Ktock.
an inadvertent ineffective S corporatiorchapter 1 of the Internal Revenue Code, (v) Contingent distributions A person
election or an inadvertent S corporatiosuch owner is a potential current benefiwho is entitled to receive a distribution
election termination. ciary in addition to persons described ionly after a specified time or upon the

(3) Effect of ESBT electier(i) paragraph (m)(4)(i) of this section. occurrence of a specified event (such as
General rule If a trust makes a valid (iii) Special rule for dispositions ofthe death of the holder of a power of
ESBT election, the trust will be treated astock Notwithstanding the provisions ofappointment) is not a potential current
an ESBT for purposes of chapter 1 of thparagraph (m)(4)(i) of this section, if abeneficiary until such time or the occur-
Internal Revenue Code as of the effectiveust disposes of all of its S corporatiomence of such event.
date of the ESBT election. stock, any person who first met the defin- (vi) Current powers of appointmenf\

(i) Employer Identification Number ition of a potential current beneficiaryperson to whom a distribution is or may
An ESBT has only one employer identifi-during the 60-day period ending on théde made during a period pursuant to a
cation number (EIN). If an existing trustdate of such disposition is not a potentighower of appointment is a potential cur-
makes an ESBT election, the trust contineurrent beneficiary with respect to thatent beneficiary. Thus, if any person has a
ues to use the EIN it currently uses. corporation. general lifetime power of appointment

(iii) Taxable year If an ESBT election  (iv) Distributee trusts—(A) In general over the trust, the corporation’s S corpora-
is effective on a day other than the firsThis paragraph (m)(4)(iv) contains thetion election will terminate because the
day of the trust’s taxable year, the ESBTules for determining who are the potentiahumber of potential current beneficiaries
election does not cause the trust’s taxabtairrent beneficiaries of an ESBT if a diswill exceed the 75-shareholder limit of
year to close. The trust files one tax returtributee trust becomes entitled to, or at theection 1361(b)(1)(A).
for the taxable year. discretion of any person may receive, a dis- (vii) Number of shareholders Each

(iv) Allocation of S corporation items tribution from principal or income of anpotential current beneficiary of the
If an ESBT election is effective on a dayESBT. A distributee trust does not includd&ESBT, as defined in paragraphs (m)(4)(i)
other than the first day of the trust’s taxa trust that is not currently in existencethrough (vi) of this section, is counted as
able year, and the trust held S corporatioor this purpose, a trust is not currently ira shareholder of any S corporation whose
stock and was an eligible S corporatioexistence if the trust has no assets and stock is owned by the ESBT. During any
shareholder under section 1361(c)items of income, loss, deduction, or creditperiod in which the ESBT has no poten-
(2)(A)(i) through (iv) prior to the effective Thus, if a trust instrument provides for dial current beneficiaries, the ESBT is
date of the ESBT election, the S corporatrust to be funded at some future time, theounted as the shareholder. A person is
tion items are allocated between the twéuture trust is not a distributee trust. counted as only one shareholder of an S
eligible trusts under section 1377(a). For (B) If the distributee trust is not a trustcorporation even though that person may
purposes of section 1377(a), the first daglescribed in section 1361(c)(2)(A), therbe treated as a shareholder of the S cor:
the ESBT is a shareholder is the effectivéhe distributee trust is the potential currerpporation by direct ownership and through
date of the ESBT election, and the last dayeneficiary of the ESBT and the corporaene or more eligible trusts described in
the other trust is a shareholder is the daion’s S corporation election terminates. section 1361(c)(2)(A). Thus, for exam-



ple, if a person owns stock in an S corminates, relief may be available underegulations are published in thederal
poration and is a potential current benefisection 1362(f). Register.

ciary of an ESBT that owns stock in the (6) Revocation of ESBT electionAn (9) Examples The provisions of this
same S corporation, that person is counESBT election may be revoked only withparagraph (m) are illustrated by the fol-
ed as one shareholder of the S corporthe consent of the Commissioner. Thewing examples in which it is assumed,
tion. Similarly, if a husband owns stockapplication for consent to revoke the elecdnless otherwise specified, that all non-
in an S corporation and his wife is a&ion must be submitted to the Internatorporate persons are citizens or resident
potential current beneficiary of an ESBTRevenue Service in the form of a letteof the United States:

that owns stock in the same S corporauling request under the appropriate rev- Example 1(i) ESBT election with section 663(c)

tion, such husband and wife will beenue procedure. SSeEg:S:)er ;hoﬂe;gskjf‘o”‘;?ritlf'ozr(ﬁ? Eg:gfi_kt’,\‘ggs
. | u I
counted as one shareholder of the S cor-(7) Converting an ESBT to a QSSor childrenA, B, and C. Pursuant to section

poration. a trust that wishes to convert from ames(c), each of Trust's separate sharesi{d, and
(viii) Miscellaneous Payments made ESBT to a QSST, the consent of the& will be treated as separate trusts for purposes o
to a third party on behalf of a beneficiaryCommissioner is hereby granted to revokestermining the amount of distributable net income
are considered to be payments madbe ESBT election as of the effective dat€’N) in the application of sections 661 and 662. On
directly to the beneficiary. The right of aof the QSST election, if all the followin January 15, 2000, the trustee of Trust files a valid
_y, . Y- g. . . ! 9 ESBT election for Trust effective January 1, 2000.
peneﬂuary to _assign the beneﬁmary’;req_u|rements are met: _ Trust will be treated as a single ESBT and will have

interest to a third party does not result in (i) The trust meets all of the require-a single S portion taxable under section 641(c).

the third party being a potential currenments to be a QSST under section (i) ESBT acquires stock of an additional S cor-

beneficiary until that interest is actually1361(d). poration  On February 15, 2000, Trust acquires
. d (ii) The trustee and the current incom stock of an additional S corporation. Because Trust
assigned. (?s already an ESBT, Trust does not need to make al

(5) ESBT terminationdi) Ceasing to beneficiary of the trust sign the QSST.qditional ESBT election.
meet ESBT requirements\ trust ceases election. The QSST election must be filed (jii) Section 663(c) shares of ESBT convert to
to be an ESBT on the first day the trustith the service center where the S corp@eparate QSST<Effective January 1, 2004, B, C,
fails to meet the definition of an ESBTration files its income tax return and aIs@L‘d Tt tusiee elect o e each copare
under' section 1361(e). The Igst day thqith .the. service center where 'the trus r:;f] czm)r(l;i (')rf] ?h?ssseé);zne. QTheyaﬁ;s:asengi:
trust is treated as an ESBT is the daffles its income tax return. This QSSTejection for each S corporation the stock of which is
before the date on which the trust fails telection must state at the top of the docureld by Trust for each separate share. Each separa
meet the definition of an ESBT. ment “ATTENTION ENTITY CON- share will be treated as a separate QSST.

(ii) Disposition of S stockin general,a TROL—CONVERSION OF AN ESBT Eé?fmpt'_ezg') '”Va"dff’;%g%a';“”f”t blf“ef'c'a'l_d
trust ceases to be an ESBT on the first d&i0 A QSST PURSUANT TO SECTION ggpr a0 - o o e omrest.
following the day the trust disposes of alll.1361-1(m)” and include all information gent alien, becomes a potential current beneficiary of
S corporation stock. However, if the trusbtherwise required for a QSST electiorrust. Trust does not dispose of all of its S corpora-
is using the installment method to reportinder § 1.1361-1(j)(6). A separate eledion stock within 60 days after January 1, 2001. As
income from the sale or disposition of itdion must be made with respect to th&f January 1, 2001A is a potential current benefi-

. . . ciary of Trust, and therefore is treated as a share
stock in an S corporation, the trusF ceasasgock of each S corporation held by the 1 ¢ ihe S corporation. Becausis not an eli-
to be an ESBT on the day following thetrust. gible shareholder of an S corporation under sectior
earlier of the day the last installment pay- (iii) The trust has not converted from ai361(b)(1), the S corporation election of any corpo-
ment is received by the trust or the day th@SST to an ESBT within the 36-monthration in which Trust holds stock terminates effective
trust disposes of the installment obligaperiod preceding the effective date of thég‘z“ggzl('f)zom' Relief may be available under sec
“or?_'. . L nev_v QSST election. . (i) Invalid potential current beneficiary and dis-

(iii) Potential current beneficiaries that (iv) The date on which the QSST elecposition of S stock Assume the same facts as in
are ineligible shareholdersif a potential tion is to be effective cannot be more thagxample 2() except that within 60 days after
current beneficiary of an ESBT is not arl5 days and two months prior to the daténuary 1, 2001, trustee of Trust disposes of all
eligible shareholder of a small businessn which the election is filed and cannof 'usts S corporation stockA is not considered a.

. . . . otential current beneficiary of Trust and therefore is
corporation within the meaning of §ect|0rbe more than 1'2 m.onfths after the dat.e { treated as an S corporation shareholder of any
1361(b)(1), the S corporation election terwhich the election is filed. If an electioncorporation in which Trust previously held stock.
minates. For example, the S corporatiogpecifies an effective date more than 15 Example 3 Subpart E trust M transfers stock in
election will terminate if a nonresidentdays and two months prior to the date of§ an S corporation, and other assets to Trust, for the
alien becomes a potential current benefivhich the election is filed, it will be effec- Penefit of8 andB's siblings. M retains no powers or

. . . . interest in Trust. Under section 678(B)is treated
ciary of an !ESBT. Such a potentlal_ qurtlve 15 days_, anq j[WO' months prior tol the. he owner of a portion of Trust which includes a
rent beneficiary is treated as an ineligiblelate on which it is filed. If an electionportion of thex stock. No beneficiary has acquired
shareholder beginning on the day suckpecifies an effective date more than 1ahy portion of his or her interest in Trust by purchase
person becomes a potential current benmonths after the date on which the ele@nd Trust is not an ineligible trust under paragraph
ficiary, and the S corporation election tertion is filed, it will be effective 12 months (M(1)(W) of this section. Trust is eligible to make an

. s ESBT election.
mlna.tes on that date. Howeve[, see f[rw‘ter the daj[e it is flled.. Example 4 Determining ESBT beneficiaries
special rule of paragraph (m)(4)(ii) of this (8) Effective date This paragraph (m) Trust holds stock in an S corporation and makes ar

section. If the S corporation election teris applicable on and after the date the fin@SBT election. Trust's instrument provides that



income is to be paid t&for A's life. UponA's death andE are potential current beneficiaries of Trust-1, subchapter J, chapter 1 of the Internal
]Ehetrhemsind?i in;?retzt is tohpltij paid tlcf) a;‘epdara;e] trmtdt.arelcé)su&tt;(zl.';ls ?hartegqltdelrfs ng th(i t[;Jurposetsr.gévenue Code must consent to the S cor-
or the benefit ofA’'s three children. If ol\'s dea section . Trust-2 itself will not be count- : . .
none ofA’s children is alive, then the remainder is toed as a shareholder of Trust-1 for purposes of sectiJ)jnoratlon election. If there is more tha,n
be paid toA’'s ten grandchildren. If oi\'s death 1361(b)(1). one thteev the trusFee or trustees with
none ofA's children or grandchildren is alive, the (i) Distributee trust that would not qualify as anauthority to legally bind the trust must
remainder will be paid to State exclusively for pubESBT Assume the same facts asBrample 6() consent to the S corporation election.
lic purposes.A, A's children, andA’'s grandchildren except thaD is a non-resident alien. Trust-2 wouldx % * x %
are all beneficiaries of Trust. Assuming the probanot be eligible to make an ESBT or QSST election if . 7
bility that State will ever receive any distributionit owned S corporation stock and therefore Trust-2 is Pf”‘r' 7. Section 1.1362-7 is amended by
from Trust is less than 5 percent, State is not consid- potential current beneficiary of Trust-1. Since2dding a sentence to the end of paragrapl
ered a beneficiary for purposes of paragrapfirust-2 is not an eligible shareholdiis S corpora- (a) to read as follows:
(m)(1)(ii) of this section. If the probability that Statetion election terminates. ]
will receive a distribution from Trust ever equals or (i) Distributee trust that is a section 8 1.1362—7 Effective date.
exceeds 5 percent, State would then be considered 361(c)(2)(A)(ii) trust Assume the same facts as in
beneficiary of the ESBT. Because State is an org&xample i) except that Trust-2 is a trust treated as (@) * * * Section 1.1362-6(b)(2)(iv) is
nizaFion described in section 170(c)(1), rather thaowned byA under section 676 bef:ausehad the applicable on and after the date the final
_sec_tlc_)n 170(c)<2_) through (5), State_W(’)uId be apower to revoke Trust-2 at any time prior As regulations are published in tikederal
ineligible beneficiary and the corporation’s S corpodeath. On January 1, 2008 dies. Because Trust-2 Regist
ration election would terminate. is a trust described in section 1361(c)(2)(A)(ii) dur- egisier.
Example 5 Potential current beneficiaries and ing the 2-year period beginning on the dayAsf el

distributee trusts (i) Distributee trust holding S cor- death, under paragraph (m)(4)(iv)(C) of this section, Par. 8. Section 1.1377-1 is amended
poration stock Trust-1 has a valid ESBT election in Trust-2’s only potential current beneficiary is theby:
effect. The t_rustee of Trust-1 has the power to digerson listed in secthn 1361(0)(2)(8)(@_5 gstate. 1. Adding paragraph (a)(2)(iii).
tribute to A directly or to any trust created for the Example 7 Potential current beneficiaries and 2 AddingE le 3 h
benefit ofA. On January 1, 2000/ creates Trust-2 powers of appointmentM creates Trust for the ben- : mg Xample Jo paragrap (C)
for the benefit ofA. Also on January 1, 2000, the efit of A. A also has a current power to appoint 1Nhe additions read as follows:
trustee of Trust-1 distributes some S corporatiomcome or principal to anyone excefptA’'s credi-
stock to Trust-2. The current income beneficiary ofors,A's estate, ané's estate’s creditors. The poten-8 1.1377-1 Pro rata share.
Trust-2 makes a timely and effective election to treatal current beneficiaries of Trust will b& and all
Trust-2 as a QSST. Because Trust-2 is a valid S casther persons except fais creditorsA's estate, and (@) * * *
poration shareholder, the distribution to Trust-2 doe8’s estate’s creditors. This nhumber will exceed the (2) * K%
_r:ot I;err??linattel)the ESI?TdetIectiog t?]f T;l;st—él. T;uls;—ZWZ_S— ?r;]arledholsder limit tc_n‘ se?tio; t:L361(b)(1)(tA_). ' If (iii) Electing small business trust (ESBT)
itself will not be counted toward the 75-shareholdefrust holds S corporation stock, the corporation’s %Iection If an ESBT election is effective
limit of section 1361(b)(1)(A). Additionally, election will terminate. . ,
becauseA is already counted as an S corporation Pgr. 6. Section 1.1362—6 is amended [ﬁ}q a day other than the first day of trust's
shareholder because A status as a potential cur- revising paragraph (b)(2)(iv) to read adaxable year, and the trust was already ar
rent income beneficiary of Trust-&is not counted f0||0WS' eligible S corporation shareholder under a
_Ia_gaT ;y reason &f's status as the deemed owner o different provision of section 1361(C)(2),

e § 1.1362-6 Election and consents. then section 1377 applies to allocate S cor-

(i) Distributee trust not holding S corporation ) .
stock Assume the same facts as in paragraph (i) qf poration income between the two types of

* % % % . .
this Example 5except that no S corporation stock is ‘v trusts. The first day the ESBT is treated as
distributed to Trust-2. Because Trust-2 would be eli- (D) an S corporation shareholder is the effec-
H ] q * k% . .
gible to make a QSST election or an ESBT election (2) tive date of the ESBT election. The ESBT

if it owned S corporation stock, under paragraph (iv) Trusts In the case of a trust glection does not result in the prior trust

(m)(4)(iv)(D) of this section it is deemed to be a trus ; i ; . N L
described in section 1361(c)(2)(A). Under parahescr|bed in section 1361(c)(2)(A)peing treated as terminating its entire inter-

graph (m)(4)(iv)(C) of this section, the potential cur-INClUdING & trust treated under sectioRgt in jts S corporation stock for purposes
rent beneficiaries of Trust-2 are considered thd 361(d)(1)(A) as a trust described in segs¢ paragraph (b) of this section, unless the
potential current beneficiaries of Trust-1. Becausion 1361(c)(2)(A)(i) and excepting @Nprior trust was described in section
A, the potential'current benefici_ary of Trust-2, iselecting small business trust described im361(c)(2)(A)(ii) or (iii)
already a potential current beneficiary of TrusAl, section 1361(C)(2)(A)(V) (ESBT)), only e r '

is not counted twice for purposes of the 75-shar
holder limit of the S corporation. Fhe person treated as the shareholder for gy » «

Example 6 Potential current beneficiaries and PUrposes of section 1361(b)(1) must con- Example 3 Effect of conversion of a qualified
distributee trust (i) Distributee trust that would sent to the election. When stock of theubchapter S trust (QSST) to an electing small busi-
itself qualify as an ESBTTrust-1 holds stock iX,  corporation is held by a trust, both huspess trust (ESBT) (i) On January 1, 2000, Trust
an S corporation, and has a valid ESBT election iBand and wife must consent to any eledeceives 100% of the ;tc_)ck of S corpora_ltlon. Trust’s
effect. Under the terms of the governing instrumen[tlon if the husband and wife have a Comgurrgnt income bepeflmary makes a tmely QSST
of Trust-1, the trustee has discretion to make distrib- o . election under section 1361(d)(2), effective January
utions toA, B and Trust-2, a trust for the benefit of MUNIty interest in the trust property. See, 2000. Later, the trustee and current income bene-
AandB’s children,C, D andE. Trust-2 would qual- paragraph (b)(2)(i) of this section for rulediciary of Trust elect pursuant to §1.1361-1(j)(12), to
ify to be an ESBT, but it owns no S corporation stociconcerning community interests in S corterminate the QSST election and convert to an
and has made no ESBT election. Under paragra%‘bration stock. In the case of an ESBTESBT’ effective July 1, 2002. In 2002, Trugt®
(m)(4)(iv) of this section, Trust-2's potential current rata share of S corporation’s nonseparately comput-

beneficiaries are treated as the potential current beﬁ'-Ie trustee and the owner of any portion d income is $100,000.

eficiaries of Trust-1 and are counted as shareholdeig€ trust that consists of the stock in one or iy For purposes of computing the income allo-
for purposes of section 1361(b)(1). ThasB,C,D more S corporations under subpart E, pactble to the QSST and to the ESBT, Trust is treated



as a QSST through June 30, 2002, and Trust is tre:
ed as an ESBT beginning July 1, 2002. Pursuant
section 1377(a)(1), thero rata share of S corpora-
tion income allocated to the QSST is $49,58
($100,000 x 181 days/365 days), and fhe rata
share of S corporation income allocated to the ESB
is $50,411 ($100,000 x 184 days/365 days).

Par. 9. Section 1.1377-3 is amended !
revised to read as follows:

8§ 1.1377-3 Effective date.

Section 1.1377-1 and 1.1377-2 appl
to taxable years of an S corporatiol
beginning after December 31, 1996
except that § 1.1377-1(a)(2)(iii) and (c
Example 3are applicable on and after the
date the final regulations are published i
the Federal Register

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue

(Filed by the Office of the Federal Register on De
cember 28, 2000, 8:45 a.m., and published in th
issue of the Federal Register for December 29, 200
65 F.R. 82963)



