












trustee. However, because of the limitations that apply to the ownership of S corporation stock, 
care must be taken in choosing and structuring the appropriate type of trust. 

Although there are several types of trusts which can hold S corporation stock, this article 
will only discuss two such trusts. The most common type of trust used to hold S corporation 
stock is the Qualified Subchapter S Trust, or "QSST." In order to qualify as a QSST, the 
following requirements of Code § 1361(d) must be met: (1) there must be only one income 
7beneficiary (who must be a U.S. citizen), (2) the income beneficiary must receive all of the trust 
income annually, (3) any principal distributed during the income beneficiary'S life must l?e 
distributed to the income beneficiary, (4) the trust must .terminate on the ·earlier of the death of 
the income beneficiary or on some other pre-determined date, (5) upon termination of the trust 
during the beneficiary's life, the trust must distribute all of its income and principal to the income 
beneficiary, and (6) the income beneficiary of the QSST must affirmatively elect to have the trust 
treated as a QSST with respect to the stock of each S corporation held by the trust. If any of the 
above requirements are not met, the Subchapter S election will be terminated. 

Several other special considerations apply to drafting and structuring QSST's. First, in 
order to avoid the application of statutory default provisions that could destroy QSST status, 
consideration should be given to whether any modification of the state's principal and income act 
is needed. Second, care should be used in drafting special powers of appointment. The QSST 
should not include an inter vivos special power Of appointment, because such a power may 
disqualify the trust by allowing income to be paid to a person other than the income beneficiary. 

. If a testamentary special. power of appointment is used, the permitted appointees should be 
limited to persons (of type and number) who are eligible S corporation shareholders. Finally, to 
help safeguard QSST status, the trustor should consider appointing either a non-beneficiary 
trustee or appointing a co-trustee for the purposes of making distributions from the trust. Prior to 
drafting a QSST the practitioner should carefully review Co.de § 1361 and Treasury Regulations 

§ 1.1361-10). 

Another type of trust that can hold S corporation stock is the Electing Small Business 
Trust (ESBT). The ESBT offers substantially more flexibility than a QSST. Unlike the QSST, 
the ESBT may have multiple income beneficiaries, and it can he a "spray" trust for the benefit of 
a surviving spouse and children. In addition, the trustee of an ESBT may have discretion in 
making distributions and accumulat�g income for future distributions. 

In order to qualify as an ESBT, the following requirements under Code § 1361(e) must be 
met: (1) each beneficiary must be an individual, an estate, or a charitable organization described 
in Code § 170(c)(2) - (5), (2) interests in the trust must be acquired by gift, bequest or other 
non-purchase transaction, (3) the trustee of the trust must make a timely ESBT election, which 
can only be· revoked with the consent of the IRS, and (4) each of the "potential current 
beneficiaries" must be individuals or estates which otherwise are eligible to be S corporation 
shareholders. "Potential ClUTent beneficiaries" are defmed as persons who are entitled to, or may 
at the discretion of any person, receive principal or income distributions during any tax period. 
The rules for ESBT's are set forth in Treasury Regulation§ 1.1361-1(m). 

7 



An important consideration in determining whether to use an ESBT or a QSST is its 
income tax treatment. For federal income tax purposes, income from S corporation stock held by 
an ESBT (other than stock t6 which the grantor trust rules apply) is taxed at the highest trus.t rate 
(38.6% in 2002), while income from a QSST is taxed at the income beneficiaries' rates. 

Certain special considerations apply in drafting and structuring ESBT's. First, because 
each potential current beneficiary of an ESBT is counted as a single shareholder of the 
S corporation, in order to preserve the S corporation status, the terms of the trust should limit the 
potential current beneficiaries to no more than 75 persons. Second, including an inter viv�s or 
testamentary power of appointment will disqualify an ESBT unless·permitted appointees are 
limited to eligible shareholders of S corporation stock. Additionally, careful attention should be 
given to the new treasury regulations effecting ESBT's as they affect not only the types of 
beneficiaries but also.the manner and type of elections that can be made. 

SUMMARY AND CONCLUSION 
. 

Trusts continue to be versatile planning tools in niany business contexts. They can allow 
business owners to extend their control or influence over the affairs of the business after their 
disability or death, and they can facilitate the orderly transition of.business interests when used in 
conjunction with cross-purchase agreements. Trusts can be used with all types of business 
ownership interests, including S corporation stock, but it is essential that they be structured and 
drafted carefully, and that all relevant issues, including those discussed above, be taken into 

. consideration. 
. 
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