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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.
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Outline
I. Overview of Trusts as S Corp shareholders

II. Trust Eligibility 
III. QSSTs
IV. ESBTs
V. Practical Considerations 
VI. Inadvertent Terminations
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S-Corps and Estate 
Planning

• Estates
– Individual passes away owning shares

• Testamentary Trusts
– Last will and testament leaves shares to a beneficiary in trust

• Revocable Trusts
– Living trust funded with shares during client’s lifetime, then the 

trust terminates when the client passes

• Irrevocable Trusts 
– Grantor trusts 
– Non-grantor trusts
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S-Corps in Trust?
• Revocable Trusts – modern approach to estate planning 

– Continuity – Asset management during incapacity
– Efficiency – save time and money by avoiding probate 
– Privacy – avoid public probate proceedings and disclosures 

• Irrevocable Trusts – testamentary or inter vivos
– Control – Settlor can determine who will steward the family 

wealth and how beneficiaries receive distributions
– Protection – If distributions are discretionary, trust assets 

cannot be reached by a beneficiary’s creditors (generally)
– Preservation – Assets in trust may be exempt from estate and 

generation-skipping transfer taxes for multiple generations
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S-Corporation Status
• §1361(a) – “S corporation” is a “small business 

corporation” for which an election under §1362(a) is in 
effect. Otherwise, it is a C-corporation.

• §1361(b) – “Small business corporation” is a domestic 
corporation which does not have:

(A) more than 100 shareholders,
(B) a shareholder as a person other than an estate or 

trust described in §1361(c)(2) who is not an 
individual,

(C) a nonresident alien as a shareholder, and
(D) more than 1 class of stock. 
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Trust Eligibility
• §1361(c)(2)(A) – The following trusts 

may be shareholders:
(i) A trust all of which is treated (under subpart E of part I of 

subchapter J of this chapter) as owned by an individual who is a 
citizen or resident of the United States.

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

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

…
(v) An electing small business trust (ESBT).
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§1361(c)(2)(A)(i) … 
“subpart E, part 1, subchapter J, chapter 1”

• Grantor trust rules – §671 through §679 

• §671 – If grantor trust status is triggered …
– Even though assets are held by a trust (revocable or 

irrevocable) and not the grantor, the grantor is treated 
as the owner of the trust assets for income tax purposes

– All the trust’s items of income, deduction and credit are 
attributable to the grantor and reported on his or her 
individual income tax return

– The grantor is liable for the trust’s income tax liability

• §1362(c)(2)(B)(i) – The grantor shall be treated as the 
S-corporation shareholder
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Triggering Grantor Trust 
Status

• §673 – Reversionary interests
• §674 – Power to control beneficial enjoyment
• §675 – Administrative powers

– “Lending power” – Trustee may lend to the grantor without adequate 
interest or security

– “Swap power” – Grantor may reacquire trust assets by substituting 
other assets of equal value

• §676 – Power to revoke
– Grantor has the power to revoke the trust and reacquire the assets

• §677 – Income for benefit of grantor
– Trust income may be distributed, or held and accumulated for future 

distribution, to grantor or grantor’s spouse (generally)
– Trust income may be applied to pay life insurance premiums on 

policies insuring the life of the grantor or grantor’s spouse (generally)
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Revocable Trust – Eligible 
Shareholder?

• During the grantor’s life –
– §1361(c)(2)(A)(i) §676 power to revoke (etc.) 

Yes

• Upon the grantor’s death –
– Power to revoke is extinguished at death; no longer 

a grantor trust as to the grantor

– Recall: §1361(c)(2)(A)(ii) – A trust which was described in 
clause (i) (i.e., a wholly owned grantor trust) immediately before 
the death of the deemed owner and which continues in 
existence after such death, but only for the 2-year period 
beginning on the day of the deemed owner’s death.
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Irrevocable Trust – Eligible 
Shareholder?

During the grantor’s life –

• §1361(c)(2)(A)(i)  Maybe
• Look for income rights (ILIT, GRAT, SLAT), lending and swap powers

• “Intentionally defective grantor trust” –
– Common estate tax planning structure. Removes assets from 

client’s gross estate for estate tax purposes, but intentionally 
triggers grantor trust status

– Allows trust assets to grow free of tax erosion while client’s 
gross estate is further reduced by the income tax liability

– Client uses swap power to acquire low basis assets from the 
trust and put high basis assets into the trust; low basis assets in 
the client’s hands receive a §1014 basis step-up at passing. 
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Irrevocable Trust – Eligible 
Shareholder?

Non-grantor trusts (incl. grantor trusts after grantor’s 
death) –
• §1361(c)(2)(A)(i) (wholly owned grantor trust)  No. 

• §1361(c)(2)(A)(ii) (wholly owned grantor trust terminated 
by grantor’s death)  N/A for inter vivos non-grantor trusts

• §1361(c)(2)(A)(v)  electing small business trust  Option 

• §1361(d)  Qualified subchapter S trust  Option
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Qualified Subchapter S Trusts 
(QSSTs)

• Eligible shareholder of an S corporation during life of the 
beneficiary

• Beneficiary of a QSST is treated as the owner of the stock and is 
therefore considered the shareholder

• Grantor trust= grantor is the shareholder and owner for federal 
income tax purposes

• QSST trust= beneficiary is the shareholder and owner for federal 
income tax purposes
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QSST Requirements

• Domestic trust
• Only one current beneficiary who must be a U.S. citizen/resident
• All trust income must be distributed annually (or required to be 

distributed) to the current beneficiary during his or her life while 
the trust owns the stock

– Income (defined in IRC 643(b)) refers to fiduciary accounting income 
(i.e., money), not taxable income (i.e., activity allocated on the K-1).

– FAI is based on the actual net receipts and disbursements, which are 
allocated between principal and income under the trust 
agreement/state principal and income act 

– Applies to all income of the trust, not just income from the stock. May 
consider dividing the trust between stock and other assets and 
making QSST election with regard to stock portion only
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QSST Requirements Cont’d

• Trust corpus may only be distributed to the current beneficiary 
during his or her life while the trust owns the stock

• No distributions may be made to satisfy the grantor’s legal 
obligations

• Trust must terminate no later than the current income 
beneficiary’s death

• All trust assets must be distributed to the current income 
beneficiary if trust terminates before current income beneficiary’s 
death

• Current income beneficiary must make a timely QSST election
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QSST Election

• Beneficiary must make the QSST election as follows within 2 
months and 16 days of the following events:

– Trust’s receipt of S corp stock 
– First day of taxable year the C corp makes the S election where trust already 

owns the stock
– Date a grantor trust ceases to be a grantor trust (other than by reason of death of 

the deemed owner)
– Date of the expiration of the 2-year period after the death of the deemed owner 

of a grantor trust (where estate is treated as the deemed shareholder)
– Date of the expiration of the 2-year period after a deceased shareholder’s death 

if the trust is a testamentary trust (i.e., trust that receives stock under will)
– Date of the expiration of the 2-year period after a death of QSST beneficiary

• Planning note: upon the grantor’s death, the trust remains a 
permitted shareholder for 2 years. Consider making QSST election 
sooner rather than later based on relative income tax rates of trust 
vs. QSST beneficiary
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QSST Election cont’d

• Separate QSST election must be made for each S corporation the 
trust holds stock in 

• Filed with the IRS Service Center where S corp files its return
• Election may be revoked only with IRS consent obtained through 

a PLR, unless converted to an ESBT
• May elect to convert from ESBT to QSST (and vice versa) once 

every 36 months
• Under Rev. Proc 2013-30, in some cases automatic relief for a late 

election without a PLR is allowed if within 3 years and 75 days 
after effective date of election
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Sample QSST Election
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Qualified Subchapter S Trust (QSST) Election  
 
Internal Revenue Service 
Ogden, UT  84201 
 

Re:  BB, Inc., a Florida corporation, EIN: 55-5555555 (the “Corporation”) 
 
Pursuant to §1361(d)(2) of the Internal Revenue Code of 1986, as amended (the “Code”), 

I hereby elect to treat the below-referenced trust as a Qualified Subchapter S Trust (“QSST”) 
under §1361(d)(3) of the Code.  As required by Treas. Reg. §1.1361-1(j)(6), the following 
information is provided: 

1.  
Name Address Taxpayer Identification Number 
Corporation:  BB, Inc. [ADDRESS] 55-5555555 
Trust:  BB Trust dated 
December 14, 2020 (“Trust”) 

[ADDRESS] 55-5555556 

Current Income Beneficiary of 
Trust:  Ben Beneficiary 

[ADDRESS] 555-55-5555 

 
2. The election is made under §1361(d)(2) of the Code. 
 
3. The election is to be effective as of December 14, 2020. 
 
4. On December 14, 2020, 25 shares of common stock of the Corporation were transferred 

to the Trust.  
 
5. The Trust was formed on December 14, 2020 by an Agreement between Sally Settlor and 

Tom Trustee, which contains the following provisions meeting the requirements of Treas. Reg. 
§1.1361-1(j)(6)(E), (1), (2), an (3): 

 
a. All of the Trust’s income will be or is required to be distributed currently to the 

current income beneficiary. 
b. The current income beneficiary is an individual who is a U.S. citizen. 
c. The current income beneficiary will be the only income beneficiary of the Trust 

during the beneficiary’s life. 
d. Any principal of the Trust distributed during the current income beneficiary’s life 

will be distributed only to such beneficiary. 
e. The current income beneficiary’s income interest will terminate on the earlier of 

the beneficiary’s death or the Trust’s termination. 
f. If the Trust terminates during the current income beneficiary’s life, all assets of 

the Trust will be distributed to the current income beneficiary. 
g. No istribution by the Trust will be in satiafcation of the Settlor’s legal obligation 

to support the current income beneficiary. 
 

 Under penalties of perjury, the undersigned certifies that the Trust meets the definitional 
requirements of a QSST under Code §1361(d)(3) and that all information provided in this 
election statement is true, correct and complete. 
 
Dated:               
       Ben Beneficiary, Beneficiary 


Qualified Subchapter S Trust (QSST) Election 


Internal Revenue Service
Ogden, UT  84201

Re:  BB, Inc., a Florida corporation, EIN: 55-5555555 (the “Corporation”)

Pursuant to §1361(d)(2) of the Internal Revenue Code of 1986, as amended (the “Code”), I hereby elect to treat the below-referenced trust as a Qualified Subchapter S Trust (“QSST”) under §1361(d)(3) of the Code.  As required by Treas. Reg. §1.1361-1(j)(6), the following information is provided:

		Name

		Address

		Taxpayer Identification Number



		Corporation:  BB, Inc.

		[ADDRESS]

		55-5555555



		Trust:  BB Trust dated December 14, 2020 (“Trust”)

		[ADDRESS]

		55-5555556



		Current Income Beneficiary of Trust:  Ben Beneficiary

		[ADDRESS]

		555-55-5555





1. The election is made under §1361(d)(2) of the Code.

2. The election is to be effective as of December 14, 2020.

3. On December 14, 2020, 25 shares of common stock of the Corporation were transferred to the Trust. 


4. The Trust was formed on December 14, 2020 by an Agreement between Sally Settlor and Tom Trustee, which contains the following provisions meeting the requirements of Treas. Reg. §1.1361-1(j)(6)(E), (1), (2), an (3):

a. All of the Trust’s income will be or is required to be distributed currently to the current income beneficiary.

b. The current income beneficiary is an individual who is a U.S. citizen.

c. The current income beneficiary will be the only income beneficiary of the Trust during the beneficiary’s life.

d. Any principal of the Trust distributed during the current income beneficiary’s life will be distributed only to such beneficiary.

e. The current income beneficiary’s income interest will terminate on the earlier of the beneficiary’s death or the Trust’s termination.

f. If the Trust terminates during the current income beneficiary’s life, all assets of the Trust will be distributed to the current income beneficiary.

g. No istribution by the Trust will be in satiafcation of the Settlor’s legal obligation to support the current income beneficiary.


Under penalties of perjury, the undersigned certifies that the Trust meets the definitional requirements of a QSST under Code §1361(d)(3) and that all information provided in this election statement is true, correct and complete.

Dated: 





















Ben Beneficiary, Beneficiary



Death of QSST Beneficiary
• QSST may hold stock for up to 2 years after beneficiary’s death If 

the trust continues to qualify as a QSST after death of the 
beneficiary, each successive income beneficiary of the continuing 
trust is treated as consenting to the QSST election, unless the 
successor beneficiary files refusal to consent within 2 months and 
16 days

– Example: B is the sole beneficiary of Trust A, a QSST. Upon B’s death, Trust A 
continues for the benefit of C and D, current income beneficiaries holding 
separate independent shares (but not separate trusts under state law). C and D 
are deemed to consent to B’s election. 

• If the trust divides on the beneficiary’s death into one or more 
trusts under state law, new QSST elections must be filed

– Example: B is the sole beneficiary of Trust A, a QSST. Upon B’s death, Trust A 
divides into separate trusts for the benefit of C and D. The new trusts will need 
new QSST elections. 
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Sample QSST Provision 
in Trust Agreement

(a) Qualified Subchapter S Trust.  The Trustee in its discretion may set aside the S corporation stock in a separate trust for 
the current income beneficiary of such trust, so that a Qualified Subchapter S Trust (“QSST”) election under Section 1361 of the
Internal Revenue Code can be filed with respect to that trust.  If a trust has more than one permissible current income beneficiary, 
the following will apply.  If my wife is a permissive beneficiary, she will be the sole beneficiary of the QSST.  Otherwise, the
Trustee shall divide that S corporation stock into shares so that there is a share for each of my descendants, per stirpes.  The Trustee 
shall hold each share as a separate QSST for the persons described above, and each such person will be the sole beneficiary of his or 
her QSST.  To the greatest extent possible, the Trustee shall administer each QSST under the terms of the trust from which it was 
derived, but subject to the following overriding provisions.  The Trustee shall notify the beneficiary of each separate trust promptly 
that a QSST election must be filed with the Internal Revenue Service.  Thereafter, each beneficiary shall file a timely and proper 
QSST election with the Internal Revenue Service.  

(b) Administration of QSSTs.  If the beneficiary does make the QSST election, then his or her separate trust will be 
administered as set forth below.

(1) Income Payments.  During the beneficiary’s life, the Trustee shall pay all net income of the trust to the beneficiary 
(and only to that beneficiary) in quarterly or more frequent installments.  The beneficiary’s income interest in the trust will 
terminate on the earlier of his or her death or the termination of the trust under its terms.
(2) Principal Invasions.  If the beneficiary is otherwise entitled to receive principal distributions, the Trustee may 
distribute principal from that separate trust during the beneficiary’s life only to or for the benefit of that beneficiary (and no 
one else).
(3) Final Distribution.  If the QSST is terminated during the beneficiary’s life, the Trustee shall distribute all 
remaining assets of that separate trust to that beneficiary.  If the beneficiary dies before that trust’s termination, all remaining 
assets of the QSST are to be distributed as provided in the original trust, but subject to this Section 22.1.
(4) Termination of QSST Status.  If a QSST trust would cease to qualify as an S corporation shareholder, the Trustee 
in its discretion may: (i) make an ESBT election for that QSST; (ii) distribute all S corporation stock to the beneficiary; or if 
the beneficiary is deceased, (iii) distribute all S corporation stock as provided in such trust upon the beneficiary’s death.
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QSST Reporting and Mechanics

• QSST should obtain its own EIN and file a Form 1041 
• Beneficiary reports all activity from S corp K-1 on his or her 

individual income tax return because beneficiary is the deemed 
shareholder and owner. 

• Upon sale of stock, the trust is taxed on any gain because election 
terminates at that time. However, beneficiary is treated as the 
shareholder upon sale for purposes of suspended at-risk and 
passive activity losses

• QSST may own S corp stock and other assets, requiring splitting 
income between S corp portion (beneficiary) and non-S corp 
portion (trust) 

• 1041 Instructions and PPC Deskbook are helpful
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Benefits of QSST

• Income is taxed at beneficiary’s graduated rates, rather than 
trust’s compressed rates 

– Trust top marginal rate at $13,450 of income in 2022
– Single/MFJ top marginal rate at $539,900/$647,850 of income in 2022

• QSST essentially grows income-tax free and beneficiary can burn 
down taxable estate with income tax payments 
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Electing Small Business Trust 
(“ESBT”)

• Requirements.  I.R.C. § 1361(e).
– Must be a domestic trust;
– No interest in the ESBT was acquired by purchase;
– All of the ESBT’s beneficiaries are individuals, distributee 

trusts, estates, or charitable organizations, including 
nonresident aliens, and all are permitted shareholders of 
S corporation stock; and

– The trust elects to be treated as an ESBT.
• Certain trusts cannot be ESBTs.  I.R.C. § 1361(e)(1)(B).

– Any QSST;
– Any trust that is exempt from federal income tax; and
– Any CRAT or CRUT.
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Electing Small Business Trust 
(“ESBT”)

• Each Potential Current Beneficiary is treated as a 
shareholder.  I.R.C. § 1361(c)(2)(b)(v).
– A Potential Current Beneficiary is a person who, at any 

time during the relevant period, is entitled to (or at the 
discretion of any person may) receive a distribution from 
principal or income of the ESBT.  

– For purposes of determining the identity of a Potential 
Current Beneficiary during any period, the following are 
disregarded: 

• Powers of Appointment that remain unexercised at the end of 
the period; 

• Future or contingent interests; and 
• Anyone who first becomes entitled to distributions from the ESBT 

during the one-year period ending with the date of the trust's 
disposition of all of its stock in an S corporation.
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Electing Small Business 
Trust (“ESBT”)

• Distributee Trusts. Treas. Reg. § 1.1361-
1(m)(4)(iv).

– A distributee trust is a qualified beneficiary of an ESBT. 

– A distribute trust is a trust that receives, or may receive, a distribution from 
an ESBT, whether the rights to receive the distribution are fixed or 
contingent, immediate or deferred.

– A person who has a beneficial interest in a distributee trust is the 
beneficiary of the ESBT.  Additionally, a distributee trust is the beneficiary 
of the ESBT if the distributee trust is an organization described in §
170(c)(2) or (3).

– A distributee trust does not include a trust that is not currently in existence 
(e.g., a trust, created under a trust agreement upon the occurrence of a 
specific event, that has not yet been established or funded with assets 
and, therefore, has no income, losses, deductions, or credits).
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Electing Small Business 
Trust (“ESBT”)

• Distributee Trust Illustrations 
– QSST Distributee Trust Holding S-corporation Stock. Trust 1, a valid ESBT, is permitted to 

make distributions to Child A or another trust for the benefit of Child A.  Parent 
establishes Trust 2 for the benefit of Child A.  The Trustee of Trust 1 distributes S-
corporation stock to Trust 2 (a distributee trust).  Child A, as the sole current income 
beneficiary of Trust 2, makes a valid and timely QSST election (within 2½ months of 
receipt of the S-corporation stock).  While Trust 2 is a distributee trust, it will not be 
counted as a shareholder of Trust 1 because Child A is already counted as the 
potential current beneficiary of Trust 1.

– ESBT Distributee Trust Not Holding S-corporation Stock.  Same facts as above, except 
Trust 1 is permitted to make distributions to Child A, Child B, and Trust 2, established for 
the benefit of Child C, Child D, and Child E. The Trustee of Trust 1 makes distributions 
to Trust 2 but maintains control of all S-corporation stock.  While Trust 2 would qualify 
as an ESBT, it need not make an ESBT election because it does not receive 
distributions of S-corporation stock.  Further, the beneficiaries of Trust 2 are counted as 
potential current beneficiaries of Trust 1, but Trust 2 is not, itself, treated as a potential 
current beneficiary of Trust 1 because Children C, D, and E are already counted as 
potential current beneficiaries of Trust 1. 
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Electing Small Business Trust 
(“ESBT”)

• ESBT Election.  I.R.C. § 1361(e)(3); Treas. Reg. §
1.1361-1(m)(2).
– Made by the Trustee.
– Filed with the IRS Service Center where the S 

corporation return is filed.
– Filed within 2 ½ months of effective date.
– Election statement must include (i) identification of 

each potential current beneficiary, and (ii) contain 
representations that:  (a) all potential current 
beneficiaries are eligible Subchapter S 
shareholders; and (b) the trust is eligible for ESBT 
treatment. (See Treas. Reg. § 1.1361-1(m)(2)(ii) for 
complete detail of information required to be 
included in election statement) 
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QSST v. ESBT: A Few 
Distinctions

QSST ESBT
Distributions All income must be 

distributed to sole 
current trust income 
beneficiary

Discretionary 

Beneficiaries Must have only one (US 
citizen or resident) 
beneficiary (in all 
circumstances)

Individuals (e.g., 
nonresident aliens), 
estates, or charities

Taxation of S-
Corporation Income

Flows to beneficiary and 
taxed at beneficiary's 
applicable tax rate

Recognized at trust level 
and taxed at highest 
trust marginal rate (flat 
rate)

Election Made By Beneficiary Trustee
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Practical Considerations:
NIIT and Trusts

• Net investment income tax (NIIT) is a 3.8% tax imposed on net 
investment income of  individuals, estates, and trusts. 

• Individuals: Tax base for NIIT is the lesser of (i) net investment 
income or (ii) excess (if any) of MAGI exceeds threshold amount 
($200k for single taxpayers and $250k for MFJ taxpayers)

• Estates and Trusts: Tax base for NIIT is the lesser of (i) 
undistributed net investment income or (ii) excess (if any) of the 
adjusted gross income over the trust’s highest tax bracket amount 
(i.e., $13,450 for 2022)
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Practical Considerations:
NIIT and Trusts

• S corp pass-thru investment income is exempt from NIIT if the 
shareholder materially participates in the S corp’s business. 

• NIIT is imposed on the deemed owner of the S corp stock for 
federal income tax purposes. 

• When does the NIIT apply to trusts?
– QSST= beneficiary’s activity, except upon sale of stock, look to 

trustee’s participation because trust is taxed on stock sale
– ESBT and other trusts= trustee’s activity
– Grantor trust= grantor’s activity
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Practical Considerations: 
QSST vs. ESBT

• S corp portion income of an ESBT is taxed at the top marginal 
trust rate vs. the QSST beneficiary’s graduated individual rates of 
the beneficiary

• ESBT may make sense to trap income in the trust where the 
beneficiary is subject to state income taxes

• For purposes of NIIT, is the beneficiary active in the S corp 
business or trustee (or can someone who is active be appointed as 
trustee)? 

• Effect of proposed new grantor trust rules in House Ways and 
Means Committee bill on QSST: could assets of a QSST be 
included in the beneficiary’s estate?
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Practical Considerations
Fixing a Trust to Become a Permitted Shareholder

• If a trust agreement fails to meet technical requirements to qualify 
as a permitted shareholder:
– Is there an amendment power in the trust agreement (e.g., tax 

or administrative purposes)?
– Decanting under trust agreement or state law?
– Trust modification (nonjudicial or judicial) under state law?
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• Recurring problems with many S corporations 
include the untimely discovery of a failure to 
timely file an S election, filing of an inadvertently 
invalid election, or inadvertent termination of a 
previously valid S election.

• Absent relief, the termination of an S election 
can have severe consequences, particularly 
where the corporation has been making regular 
distributions.

Inadvertent Termination
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Common Causes of 
Inadvertent Termination

• Following Reasonable Estate Administration. 
Estate of U.S. resident or citizen is a qualified 
shareholder (without election) for period of 
reasonable administration. (See Treas. Reg. 
Section 1.641(b)-3(a))

• Transfer of Stock from Estate. 
– Estate will cease to be qualified shareholder if the 

stock is transferred from the estate.
– With respect to stock transferred to a trust pursuant 

to the terms of a will, the trust will be a qualified 
shareholder for the 2 year period following the 
date the stock is transferred to it.

• NOTE that the period is only 2 years as opposed to the 
undefined period of administration for an estate.
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Common Causes of 
Inadvertent Termination

• Revocable Trust Becomes Irrevocable at Death. 
Special rule for revocable trust that becomes 
irrevocable upon death of grantor. General rule 
is that such trust may hold stock for two year
period following death or transfer, but if such trust 
and the estate make a Section 645 election to 
treat a “qualified revocable trust” as part of the 
estate, then such trust may hold the stock for the 
period of administration of the estate.

• Mistaken QSST Election. Recall that there can 
only be one income beneficiary during the life of 
the current income beneficiary.
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Common Causes of 
Inadvertent Termination

• Termination of Grantor Trust Status. 
– A trust that was a grantor trust immediately before 

the death of the grantor is a qualified shareholder, 
but only for the two year period following death. 

– If a grantor trust is terminates for reasons other than 
the grantor’s death, the trust will cease to be 
qualified shareholder and the corporations S 
election will terminate.

– Examples:
• Grantor intentionally terminates status by disclaiming or 

giving up rights that make the trust a grantor trust.
• Change in Trustee that changes whether the Trustee is 

an adverse party under the grantor trust rules.
• Creation of (or administration of assets as) marital trust.
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Common Causes of Inadvertent 
Termination

– Illustration 
• ABC Trust, which holds S-corporation stock, was a revocable trust during 

the life of Sally, treated as a wholly owned grantor trust for income tax 
purposes. The Trust was, therefore, a valid S-corporation shareholder 
because Sally was the deemed owner of the stock during her life (recall 
that no QSST or ESBT election is necessary in this situation).  

• Upon the death of Sally, ABC Trust Agreement provides that the Trust shall 
divide into three separate trusts for Sally’s children and descendants, A 
Trust, B Trust, and C Trust. 

• During the process of estate administration, Sally’s Estate makes no 
distributions of assets to the trusts created under the ABC Trust Agreement. 
Recall that, during the period of administration, A Trust, B Trust, and C Trust 
are not distributee trusts because these Trusts do not yet hold assets. 

• Upon distribution of S-corporation stock, however, A Trust, B Trust, and C 
Trust must make a QSST or ESBT election within 2 months and 15 days of 
receiving the stock. 
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• Conditions for Inadvertent Termination Relief (§
1362(f)):
– IRS determines the termination invalidity was inadvertent;
– Within a reasonable period of time after discovery of such 

problem, steps are taken to qualify the corporation for an S 
election, or as a QSUB, as the case may be; 

– The corporation and shareholders agree to adjustments that 
the Commissioner may require for the period of such invalid 
or inadvertent termination of the election; and

– Except where automatic relief is available under Rev. Proc. 
2013-30, § 1362(f) relief is sought through the filing of a 
private letter ruling request with the IRS national office and 
payment of the required user fee.

Inadvertent Termination 
Relief
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• In the case of a late or no S election, QSST election, ESBT 
election, or QSUB election, automatic relief may be 
available under Rev. Proc. 2013-30, so long as:
– The corporation intended to be an S corporation as of a 

certain date;
– Relief is sought within 3 years and 75 days after the intended 

effective date; 
– The failure to qualify as an S corporation was solely because 

an S election, QSST election, ESBT, or QSUB election was not 
timely filed; 

– The corporation had reasonable cause for the failure to 
make a timely election; and

– All of the applicable procedural requirements of Rev. Proc. 
2013-30 are satisfied.

Inadvertent Termination -
Automatic

45



• Section 5.04 of Rev. Proc. 2013-30 provides that the 3 
year and 75 day limitation on granting automatic 
relief will not apply if certain enumerated requirements 
are satisfied:

1) The corporation is not seeking late corporate classification election relief concurrently 
with a late S corporation election; 

2) The corporation fails to qualify as an S corporation solely because the Form 2553 was 
not timely filed; 

3) The corporation and all of its shareholders reported their income consistent with S 
corporation status for the year the S corporation election should have been made, 
and for every subsequent taxable year (if any); 

4) At least 6 months have elapsed since the date on which the corporation filed its tax 
return for the first year the corporation intended to be an S corporation; and 

5) Neither the corporation nor any of its shareholders was notified by the IRS of any 
problem regarding the S corporation status within 6 months of the date on which the 
Form 1120S for the first year was timely filed, and 

6) The completed Election Form includes the statement(s) described in Section 5.02 of 
the revenue procedure. 

Inadvertent Termination -
Automatic
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• If automatic relief is unavailable because 
steps were not timely taken to qualify for 
relief under Rev. Proc. 2013-30, or the facts 
do not satisfy other requirements of the Rev. 
Proc, relief is only available through the filing 
of a private letter ruling request with the IRS 
national office.

Inadvertent Termination -
PLR
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• Common invalid election or inadvertent 
termination S corporation scenarios for which 
relief has been granted under §1362(f) by 
private letter rulings include the following:
– Failure to Timely File Election. A QSST or ESBT election was 

not timely filed (by the beneficiary, in the case of a QSST, 
or by the trustee, in the case of an ESBT) [PLR 201528028];

– Nonqualified Shareholder. The S election terminated 
because stock ownership passed to a nonqualified 
shareholder, such as a partnership or LLC treated as a 
partnership for tax purposes [PLR 201813012; PLR 
201706001];

Inadvertent Termination -
PLR
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– Conversion of Entity. Various rulings have addressed 
situations in which an entity was either formed as a 
state law limited partnership or LLC, or later 
converted to a limited partnership or LLC, coupled 
with an election to be taxed as a corporation and 
an S election.  However, the partnership or LLC 
agreement provided for maintenance of capital 
accounts and allocations and distributions that were 
inconsistent with the single class of stock 
requirements that distributions be in accordance 
with stock ownership.  Thus, the election was either 
invalid or terminated on the subsequent conversion. 
[PLR 201840004; PLR 201706001];

Inadvertent Termination -
PLR
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– Termination of Grantor Trust Status – Grantor Death. 
Grantor trust status of a trust shareholder was terminated 
by death of the grantor and an ESBT election was not 
made within two years from the date of death of the 
grantor (§ 1361(c)(2)(A)(ii)) [PLR 201544006; PLR 
201613004];

– Termination of Grantor Trust Status – Other than Grantor 
Death. Grantor trust status of a trust shareholder was 
terminated other than by death of the grantor and 
either a QSST election, if available, or ESBT election was 
not made within the sixteen day and two month period 
beginning on the date of termination of grantor trust 
status (Reg. §§ 1.1361-1(j)(6)(iii) and 1.1361-1(m)(2)(iii)) 
[PLR 201636013];

Inadvertent Termination -
PLR
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– Testamentary Transfer to Trust. Failure to make a 
QSST or ESBT election within two years from the 
date on which stock was transferred to a trust 
pursuant to the terms of a will (§ 1361(c)(2)(A)(iii)) 
[PLR 201527008];

– Invalid Consent by QSST Trustee. Consent to the S 
election by a QSST was erroneously made by the 
trustee, rather than by the income beneficiary, as 
required [PLR 201729016];

– Invalid Consent by Grantor Trust Trustee. 
Shareholder consent by a grantor trust was 
erroneously signed by the trustee rather than the 
deemed owner [PLR 201537001];

Inadvertent Termination -
PLR
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– Lack of Community Property Consent. Failure of 
the S election to contain signatures of  spouses 
who held a community property interest in the 
stock [PLR 201531008];

– Failure of QSST to Distribute Income. A QSST 
became an ineligible shareholder when it failed to 
satisfy the QSST income distribution requirements 
[PLR 201716004];

– Excessive Passive Income. An S corporation with 
prior C corporation E&P had passive investment 
income in excess of 25% of gross receipts for three 
consecutive years, resulting in a termination of the 
S election [PLR 201629001]; and

Inadvertent Termination -
PLR
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– Conversion to Partnership Shareholder Upon Death 
of DRE Owner. S corporation stock was owned by 
an LLC which was, in turn, owned by an individual 
and his grantor trust and, therefore, disregarded.  
On the individual’s death, the trust ceased to be a 
grantor trust and the LLC automatically became a 
partnership between the estate and the trust, for 
tax purposes, thereby terminating the S election.  
The corporation redeemed the shares held by the 
estate in order to qualify for the ruling [PLR 
201730002].

Inadvertent Termination -
PLR
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• In each of these rulings, the ruling was 
conditioned upon restructuring, as 
applicable, such that the corporation 
qualified to be an S corporation.  In 
the case of ownership by an ineligible 
shareholder, that restructuring 
generally took the form of a divestiture 
of such stock to an eligible owner. 

Inadvertent Termination -
PLR
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The IRS typically will require that the corporation and 
shareholders make adjustments; for example:
- In the case of a failure to file a timely ESBT, the IRS will 

typically require that amended tax returns be filed for 
open years and any tax difference and accrued 
interest be paid within 120 days of the ruling;

- In the event that the statute of limitations on 
assessment has lapsed on any of such interim years, 
the IRS typically will still require that the tax difference 
and accrued interest for such barred years 
nevertheless be paid as a condition of the ruling;

Inadvertent Termination -
PLR
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- In the case of a failure of a QSST to make an 
income distribution, the IRS usually requires 
that such distributions be made; and

- In the case of three consecutive years of 
excess passive income by an S corporation 
with C corporation E&P, the IRS will generally 
require that the E&P be distributed.

Inadvertent Termination -
PLR
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• The current user fee for a private 
letter ruling seeking relief under §
1362(f) is $38,000.

• The typical time for receipt of the 
letter ruling is 6-12 months from 
the time of submission of the 
ruling request.

Inadvertent Termination -
PLR
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