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The single class of stock requirement under Subchapter S seems, on the surface, clear and simple to

apply. Unfortunately, complying with the rule is far from simple, as discussed in this article.
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Internal Revenue Code Section 1361(a)(1) 1 defines the term "S corporation" as a "small business

corporation" for which an election under Code Section 1362(a) is in effect. In turn, Code Section

1361(b)(1) defines a "small business corporation" as a domestic corporation which is not an "ineligible

corporation" and which (1) does not have more than 100 shareholders, (2) subject to limited exceptions,

does not have a shareholder who is not an individual, (3) does not have a shareholder who is a

non-resident alien, and (4) does not have more than one class of stock. For this purpose, Code Section

1361(b)(2) defines an "ineligible corporation" as any corporation which is a financial institution that uses

the reserve method of accounting for bad debts, an insurance company taxed under Subchapter L of the

Code, or a DISC or former DISC.
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The prohibition against having more than one class of stock under Subchapter S has for decades

created consternation among tax practitioners and business owners alike. In fact, in many cases it has

been an insurmountable hurdle to attaining S corporation status. In other cases, it has caused the

termination of an otherwise valid S election.

The purpose of this article is to clearly explain the basic rules and eliminate some of the mystery

surrounding the single class of stock requirement. This author's hope is to provide practitioners with a

practical overview of the topic.

Basic Rule

The basic rule is that an S corporation can only have one class of stock. The key to only having one

class of stock is generally to make sure that all shares have identical rights to distribution and liquidation

proceeds. That sounds simple in concept, but it can be complex in application.

Two Special Rules

Code Section 1361(c) sets forth two special rules that, at the outset, need to be acknowledged. The

first special rule is contained in Code Section 1361(c)(4) . It provides that a corporation will not be

treated as having more than one class of stock solely because there are differences in voting rights

among the shares. Put another way, if the only difference between shares is voting rights, the

corporation will not violate the single class of stock rule.

PRACTICE ALERT: A corporation that has voting and non-voting shares, provided all of

the shares have identical rights to distribution and liquidation proceeds, does not violate

the single class of stock rule.

Multiple voting rights permit greater latitude in structuring management control and in shifting ownership

for estate planning purposes. As long as all shares have identical rights to distribution and liquidation

proceeds, differences in voting rights alone will not create a second class of stock. 2 Accordingly, S

corporations have the opportunity to attract outside capital and provide key employees with a proprietary

interest without diluting control. Likewise, for the same reason, the use of non-voting stock can be an

intricate part of estate planning, allowing gifts of shares to members of the next generation without giving

them voting rights.

A corporation may have shares which are entitled to vote on all corporate matters, including the election

of officers and directors, operating distributions, liquidation, etc., and shares which may not vote on any

corporate matters. Likewise, a corporation may have differences among the voting rights of the

outstanding shares. Accordingly, a corporation may (without violating the single class of stock rule) have

shares which may only vote on specific corporate matters and shares which may vote on all corporate
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matters (e.g., shares which may vote on all corporate matters and shares which may not vote on the

election of directors or officers, or operating distributions, but may vote on all other corporate matters).

Example 1: Corporation desires to make an S election. It issues voting stock to

management/shareholders and nonvoting to outside investor/shareholders. It is still

eligible to make an S election.

Example 2: The sole shareholder of Corporation, an S corporation, gifts his or her annual

gift tax exclusion amount or all or part of his or her lifetime estate/gift exclusion amount in

the form of nonvoting stock to each of his or her children, thereby shifting value without

giving up control. Assuming the Articles of Incorporation authorize the issuance of

nonvoting stock and the children are otherwise eligible S corporation shareholders, the

gifts will not impact the S election of Corporation.

The second special rule, commonly referred to as the straight debt safe harbor, is contained in Code

Section 1361(c)(5) . It provides that debt will not be treated as a second class of stock provided the

following requirements are met:
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• The debt is evidenced in writing;

• The debt is payable upon demand or on a specific date;

• The debt is a sum certain in money;

• The interest rate and interest payment dates are not contingent upon profits, the borrower's

discretion, or similar factors;

• The debt is not convertible (directly or indirectly) into shares; and

• The creditor is not an ineligible shareholder (i.e., a corporation, a non-resident alien, or an

ineligible trust or estate); provided , however, after 12/31/1996, the creditor may be a person

who is actively and regularly engaged in the lending business.

The Secretary has express authority under Code Section 1361(c)(5)(C) to prescribe regulations as are

necessary or appropriate to ensure the proper application of the straight debt safe harbor.

Single Class of Stock Regulations

On 5/28/1992, the Secretary issued regulations in final form on the single class of stock requirement. 3

These regulations (the "Final Regulations") generally apply to tax years of an S corporation beginning on

or after 5/28/1992. 4

The single class of stock regulations do not apply to:

• An instrument, obligation, or arrangement issued or entered into before 5/28/1992, and not
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materially modified after that date;

• A buy/sell agreement, redemption agreement, or agreement restricting transferability of shares

entered into before 5/28/1992, and not materially modified after that date; or

• A call option or similar instrument issued before 5/28/1992, and not materially modified after

that date.

Corporations and their shareholders, however, have the option of applying the Final Regulations on the

single class of stock requirement to prior years. 5

Identical Rights to Distribution and Liquidation Proceeds

As stated above, subject to certain exceptions, a corporation is treated as having only one class of stock

if all outstanding shares of the corporation confer identical rights to distribution and liquidation proceeds.

6

The determination of whether all outstanding shares of a corporation confer identical rights to distribution

and liquidation proceeds is a question of facts and circumstances. The proper analysis requires a review

of the corporation's "governing provisions" and "commercial contractual agreements."

Governing Provisions

A review of the corporation's Articles of Incorporation, the corporation's Bylaws, applicable state law, and

all binding agreements to which the corporation and its shareholders are parties relating to distribution

and liquidation proceeds is necessary. These documents are collectively referred to in the Final

Regulations as the "governing provisions." 7 If the review of a "governing provision" reveals that the

outstanding shares of a corporation do not confer identical rights to distribution and liquidation proceeds,

the corporation will be deemed to have greater than one class of stock.

Commercial Contractual Agreements

A review of all commercial contractual agreements to which the corporation and its shareholders are

parties, such as lease agreements, employment agreements, and loan agreements, as well as the

circumstances surrounding the execution of these documents, is necessary. Because these documents

do not directly relate to distribution or liquidation proceeds, they are not considered to be "governing

provisions." Rather, they are collectively referred to in the Final Regulations as "commercial contractual

agreements." 8 A commercial contractual agreement will only violate the single class of stock

requirement if the principal purpose of the agreement is to circumvent the rule. 9

State Law



The state law applicable to a corporation and its shareholders could create a second class of stock.

State law in this context constitutes a governing provision.

Example 3: The law of State X requires that permission be obtained from the Corporation

Commissioner before shares may be issued by a corporation. The Commissioner grants

permission to Corporation Y to issue its shares subject to the restriction that any person

who is issued shares in exchange for property, and not cash, must waive all rights to

receive distributions until the shareholders who contributed cash for shares have received

distributions in the amount of their cash contributions.

The Final Regulations provide that the condition imposed by the Corporation Commissioner pursuant to

the law of State X alters the right to distribution and liquidation proceeds conferred by the outstanding

shares of Corporation Y so that the rights to distribution and liquidation proceeds are not identical. Thus,

Corporation Y in the above example is treated as having more than one class of stock. 10

Example 4: State X has an income tax. State X requires that corporations pay state

income tax on behalf of their nonresident shareholders. The law of State X does not

require corporations to pay state income tax on behalf of resident shareholders.

Corporation Y has two resident shareholders and two nonresident shareholders.

Corporation Y complies with state law and pays state income taxes on behalf of its two

non-resident shareholders.

The payment of state income taxes by Corporation Y on behalf of its nonresident shareholders will be

treated as constructive distributions to those shareholders. Provided the resident shareholders have the

right (pursuant to a "governing provision") to distributions that take into account the tax payments
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made on behalf of nonresident shareholders, the shares would confer identical rights to distribution

proceeds. If there is no distribution equalizing provision in a "governing provision," however, Corporation

Y would have greater than one class of stock. 11

Bylaws or Articles of Incorporation

Bylaws and Articles of Incorporation are "governing provisions" and must be reviewed to determine

whether a corporation has more than one class of stock.

Example 5: Corporation Y has two equal shareholders, A and B. Pursuant to Corporation

Y's bylaws, A and B are entitled to equal distributions. Corporation Y actually distributes

$100,000 to A in the current year, but does not distribute $100,000 to B until the next

year.



Since there are no circumstances which indicate that the difference in timing occurred by reason of a

"governing provision" relating to distribution or liquidation proceeds, the timing difference is ignored.

Corporation Y only has one class of stock. 12 The below market loan provisions of Code Section 7872 ,

however, may apply to this situation.

Example 6: Corporation Y has two equal shareholders, A and B. Pursuant to Corporation

Y's bylaws, shareholder B will receive his or her distribution one year following the

distribution to shareholder A.

Since the timing difference occurred by reason of the bylaws, a "governing provision," Corporation Y will

be treated as having more than one class of stock. 13

Shareholder or Buy/Sell Agreements

Agreements among the shareholders of a corporation and agreements among the shareholders and the

corporation restricting transferability of shares, and redemption agreements among the shareholders and

the corporation are not "governing provisions." They are "commercial contractual agreements." As such,

these agreements will not create a second class of stock unless a principal purpose of the agreement is

to circumvent the single class of stock rule.

To establish whether that purpose exists, the subject agreement must establish a purchase price for the

shares which, at the time the agreement was entered into, was significantly in excess or below the fair

market value of the shares. 14 However, if the agreement provides for the redemption or purchase of

shares at book value or at a purchase price between fair market value and book value, the purchase

price will not be considered to be significantly in excess or below the fair market value of the shares for

this purpose. 15 A good faith determination of fair market value will be respected unless the value was

substantially in error and the determination was not performed with reasonable diligence. 16 A

determination of book value will be respected if it is determined in accordance with generally accepted

accounting principles (including permitted optional adjustments) or it is the book value which is used by

the corporation for a substantially non-tax purpose. 17

Notwithstanding the above rules, bona-fide agreements to redeem or purchase shares at the time of a

shareholder's death, divorce, disability, or termination of employment will not create a second class of

stock regardless of the facts and circumstances surrounding the agreement or the purchase price set

forth in the agreement. 18 The Commissioner was given specific authority in the Final Regulations to

issue revenue rulings or other publications which extend this rule to other types of bona-fide agreements

to redeem or purchase shares. 19

All shareholder and buy/sell agreements should contain the following savings clause:

"Notwithstanding anything herein to the contrary, the parties intend that, in all
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circumstances, each share of corporation shall have equal rights to distribution

and liquidation proceeds."

The Service has routinely ruled that the single class of stock rule has not been violated by a shareholder

agreement or buy/sell agreement where the agreement has not altered the rights conferred by shares to

distribution and liquidation proceeds. 20 Nevertheless, caution is advised. All shareholder agreements

and buy/sell agreements should contain the above savings clause.

Shareholder agreements and buy/sell agreements should deal with both business and tax issues.

A well-designed shareholder agreement or buy/sell agreement should deal with the following business

issues:

• Provide for an orderly transfer of shares upon the death, retirement, disability, and/or

termination of employment of a shareholder;

• Establish a fair market value for the shares;

• Provide a method for funding the purchase of the shares (i.e., insurance);

• Provide for the continuance of the business upon the termination of a shareholder's interest in

the corporation;

• Maintain shareholder liquidity;

• Provide a framework for the transfer of shares among shareholders and third parties, and

especially in the case of closely held corporations, prevention of transfers to outsiders without

the approval of the other shareholders; and

• Provide a path to minimize taxation upon receipt of insurance proceeds to fund the buy/sell

and recognize the opportunity for surviving shareholder(s) to obtain a stock basis increase due

to the purchase of a departing or deceased shareholder's stock.

A well-designed shareholder agreement or buy/sell agreement should also deal with the following S

corporation specific tax issues:
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• Preservation of the S election (i.e., limit the number of shareholders, restrict transfers to

ineligible shareholders, avoid violating the one class of stock rule);

• Method of allocating income, loss, deduction, and credit to a terminating shareholder's interest;

• Direction as to the amount and timing of operating distributions during S corporation years and

termination years;

• Requiring shareholder action upon inadvertent termination of an S election (i.e., application to

the Secretary for waiver for an inadvertent termination); and

• Agreement to revoke S status upon certain stated events.

In Private Letter Ruling 201017019 , the shareholders of X, an S corporation, entered into a

shareholder agreement with the corporation that required X to make payments to the shareholders, as

distributions with respect to X's stock, in an amount based on each shareholder's pro rata share of X's
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taxable income for a given taxable period. The payments were intended to ensure X's shareholders had

sufficient funds to pay the federal and state income tax liabilities resulting from their distributive share of

X's income.

If X's taxable income increased or its creditable foreign taxes were decreased after X's original IRS Form

1120S was filed for a particular taxable year, the shareholder agreement allowed X to make distributions

to the shareholders (with respect to the deficiency resulting from such increase or decrease) within a

reasonable time (the "Discretionary Payment Provision"). This Discretionary Payment Provision was

intended to allow X to assist its shareholders in paying any additional tax liability resulting from the tax

return adjustment.

X believed it was more efficient and equitable to base distributions under the Discretionary Payment

Provision on the shareholders' interests for the taxable period to which the adjustment relates, rather

than the shareholders' interests at the time the additional distributions are actually made (as the

shareholders' interests could change between these two distinct time periods). X proposed to amend the

Discretionary Payment Provision to cover other post-filing adjustments to X's tax returns. The new

provision would permit X to make a distribution to each person or entity that was a shareholder during

the relevant taxable year if any item of X's taxable income, gain, loss, deduction, or credit, or the like,

was adjusted or amended after X's original return for that taxable year had been filed.

Any such distributions:

• Were to be made in accordance with the shareholders' interests in X's taxable income or loss

for the taxable year;

• Could take into account any interest, penalties, or the like attributable to the post-filing

adjustment; and

• Would be made at a time selected by X, but in any event, at a reasonable time after the

relevant post-filing adjustment.

Based on the foregoing facts, the Service ruled the Discretionary Payment Provision (including the

proposed amendments) would not cause X to have more than one class of stock for purposes of Code

Section 1361(b)(1)(D) , and that distributions made pursuant to the Discretionary Payment Provision

would not cause X to have more than one class of stock under the same provision. The rights to

liquidation and distribution proceeds among shareholders were identical.

Employment Agreements

The employment agreements of shareholders/employees must be reviewed to determine if the

corporation has a second class of stock.

Example 7: Corporation Y has two equal shareholders, A and B, who are also employed

by Corporation Y and have binding employment agreements with the company. The

compensation paid by Corporation Y to A under A's employment agreement is
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reasonable. The compensation paid to B under B's employment agreement, however, is

found to be excessive.

Employment agreements are "commercially contractual agreements." They are not "governing

provisions." Therefore, unless the facts and circumstances indicate that a principal purpose of the

employment agreement is to circumvent the one class of stock requirement, Corporation Y will be found

to have only one class of stock. 21 Facts to consider include, looking at the agreement that was entered

into, the purpose of the agreement, the extent of the compensation difference between the

shareholders/employees, the reason for the differences in compensation among the

shareholders/employees, etc. Practitioners must be careful in the compensation area. It is an area

fraught with opportunities to run afoul of the single class of stock requirement.

Example 8: Corporation Y is required under binding employment agreements to pay

accident and health insurance premiums on behalf of certain shareholders/employees.

Due to the varying number of dependents of each shareholder/employee, different

premium amounts are paid by Corporation Y for each shareholder/employee.

As stated above, employment agreements are commercial contractual agreements. Accordingly, unless

a principal purpose of an employment agreement is to circumvent the one class of stock requirement,

the agreement will not cause the corporation to have more than one class of stock. The above facts and

circumstances do not reflect that a principal purpose of the agreement was to circumvent the one class

of stock rule. Thus, Corporation Y will not be determined to have more than one class of stock. 22

In PLR 9248019, 23 the Service held that a split dollar life insurance agreement entered into among an

S corporation and its shareholders did not violate the single class of stock rule. In the facts presented in

the PLR, the corporation paid 100% of premiums on existing insurance policies, less the cost of the term

insurance component, which were purchased and owned by the shareholders/employees. The Service

stated that the payments were fringe benefits to employees and not a vehicle for defeating the single

class of stock rule.

Loan Agreements and Other Commercial Contractual Agreements

As stated above, "commercial contractual agreements" are not "governing
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provisions." Thus, unless a principal purpose of such agreements is to circumvent the one class of stock

rule, such agreements will not cause a corporation to be determined to have more than one class of

stock.

Example 9: A is a shareholder of Corporation Y. Corporation Y makes a below market



loan to A.

The loan agreement, unless one of its principal purposes is to circumvent the one class of stock rule, will

not cause Corporation Y to have more than one class of stock. All facts and circumstances surrounding

the agreement must be reviewed, including the amount of the loan, the repayment terms, and the stated

interest rate in comparison to the current market rate. If the amount of the loan was significant and the

interest rate was extremely low, the Service could make a strong argument that a principal purpose of

the loan was to circumvent the one class of stock requirement. 24

Example 10: Corporation Y leases property from one of its shareholders. The lease

agreement requires rental payments which are greatly in excess of fair market rent.

Since a lease agreement is not among the "governing provisions," it will not cause Corporation Y to be

determined to have more than one class of stock unless one of the principal purposes of the lease is to

circumvent the one class of stock rule. Again, an analysis of the facts and circumstances must be

undertaken. If the lease agreement is greatly in excess of current fair market value, a good argument

may be made by the Service that a principal purpose of the lease is to violate the one class of stock rule.

Example 11: Corporation and its shareholders established an investment fund for the

shareholders. Participation was voluntary. Shareholders were given the opportunity to

invest a portion of their dividends into the fund. The fund was designed to serve as a

savings and investment vehicle for the shareholders, and an asset which the

shareholders could use to enhance the corporation's bonding capacity.

The Service was presented with the fact pattern contained in Example 11 in PLR 9330009. 25 The

Service determined that the investment fund was not a "governing provision." Thus, the investment fund,

which did not alter the shareholder's rights to distribution and liquidation proceeds, did not have a

principal purpose which was to circumvent the one class stock rule.

Stock Issued in Return for Services

Shares received in connection with the performance of services are not considered outstanding if the

shares are substantially non-vested (i.e., subject to a substantial risk of forfeiture). 26 If a holder of

shares makes a Code Section 83(b) election (to include the value of the shares and income), however,

the shares are considered outstanding. Thus, if a Code Section 83(b) election is in effect, an inquiry

must be made as to whether the shares confer rights identical to the other outstanding shares with

respect to distribution and liquidation proceeds.

Phantom Stock and Stock Appreciation Plans
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Incentive compensation and other deferred compensation arrangements such as phantom stock or stock

appreciation plans generally do not create a second class of stock for a corporation. However, for the

general rule to apply, four requirements must be met to avoid violating the single class of stock rule:

• The arrangement may not convey voting rights;

• The arrangement must be un-funded and merely an unsecured promise to pay money or

property in the future;

• The arrangement must be for employees or independent contractors offered in connection with

the performance of services and may not be excessive in reference to the actual services

performed; and

• The arrangement must be a plan with respect to which the employee or contractor is not

currently taxed (i.e., no Code Section 83(b) election is in effect). 27

Other Instruments, Obligations, and Arrangements

In general, instruments, obligations, or similar arrangements (whether or not designated as debt) issued

by a corporation will be treated as a second class of stock if the following two requirements are met:

• The instrument, obligation, or arrangement is equity or otherwise results in the holder being

treated as the owner of shares under the general principles of the federal tax law; and

• A principal purpose of issuing or entering into the instrument, obligation, or arrangement is to

circumvent the rights of the outstanding shares with respect to distribution or liquidation

proceeds, or to circumvent the limitations on eligible shareholders. 28

Short Term Unwritten Advances

Unwritten advances from a shareholder to the corporation that do not exceed $10,000 in the aggregate

at any time during the tax year of the corporation are not treated as a second class of stock if two

requirements are met:

• The advances are treated as debt by the parties; and

• The advances are expected to be repaid within a reasonable period of time. 29

The Final Regulations do not define the term "reasonable period of time." Presumably, a

period less than twelve months is reasonable.

The safe harbor applies even though advances are considered equity under general principles of federal

tax law. Also, the failure of an unwritten advance to meet the safe harbor will not result in the

determination that a second class of stock exists unless the advance is considered equity and a principal

purpose of the advance is to circumvent the rights of the outstanding shares to distribution or liquidation

proceeds, or to circumvent the limitations on eligible shareholders. 30
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Proportionately Held Obligations

Obligations of the same class that are considered equity under general principles of federal tax law, but

are owned solely by the owners of the outstanding shares of the corporation in proportion to their stock

holdings, are not
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automatically treated as a second class of stock unless a principal purpose of the obligations is to

circumvent the rights of the outstanding shares with respect to distribution and liquidation proceeds, or

the limitations on eligible shareholders. 31

Call Options, Warrants, and Similar Instruments

As a general rule, call options, warrants, and similar instruments issued by a corporation generally will

be treated as a second class of stock if, based upon all of the relevant facts and circumstances, it is

substantially certain that the instrument will be exercised by the holder or a potential transferee, and the

instrument has a strike price substantially below the fair market value of the underlying shares on the

date the instrument is issued, the date the instrument is transferred by a person who is an eligible

shareholder to a person who is an ineligible shareholder, or the date the instrument is materially

modified. If an option is issued in connection with a loan and the time period for exercise of the option is

extended consistent with a modification of the underlying loan, the extension will not be considered a

material modification. 32

A call option or similar instrument will not, however, be treated as a second class of stock if it is issued

by a corporation to a person actively and regularly engaged in the business of lending, in connection

with the securing by the corporation of a commercially reasonable loan. 33 The exception for lenders will

continue to apply even if the lender transfers the option and the underlying loan, or a portion thereof. If

the lender transfers the option without a corresponding portion of the underlying loan, this lender

exception ceases to exist. 34

A call option that is issued to an individual who is either an employee or independent contractor in

connection with the performance of services for the corporation or a related corporation (assuming the

option value is not excessive with reference to the services actually performed) will not be treated as a

second class of stock if: (1) the call option is non-transferable; and (2) the call option does not have a

readily ascertainable fair market value at the time the option is issued.

This exception for options issued to employees and independent contractors applies only if the services

are performed for the issuing corporation or for a corporation, the shares of which are owned 50% or

more by the issuing corporation. For purposes of determining the percentage of shares owned by the

issuing corporation, both the number of voting shares and the value of the shares must be considered.



This exception for options issued to employees and independent contractors will not be affected by the

termination of the employee or independent contractor after the issuance of the call option. If the call

option becomes transferable, the exception ceases to apply. 35 The Final Regulations specifically

provide that the Commissioner may provide other exceptions by revenue ruling or other "published

guidance."

A call option is not treated as a second class of stock if, on the date the call option is issued, transferred

by a person who is an eligible shareholder to a person who is not an eligible shareholder, or materially

modified, the strike price of the call option is at least 90% of the fair market value of the underlying

shares on that date. A good faith determination of value by the corporation will be respected unless it

can be shown that the value is substantially in error and the determination of value is not performed with

reasonable diligence to obtain a fair value. Failure of the option to meet this safe harbor, however, will

not in and of itself result in the option being treated as a second class of stock.

As discussed above, warrants, options, and convertible debentures that are disguised as equity could

create a second class of stock. In a case criticized by some commentators, the District Court for the

Northern District of California ( Santa Clara Housing Group, Inc., et al v. U.S. 36 ) ruled that warrants

issued by Santa Clara Valley Housing Group, Inc. ("Santa Clara"), an S corporation formed in 2000, to

its shareholders in connection with the shareholders' participation in a tax shelter, constituted a second

class of stock.

Santa Clara's stock was held by five family members (the "Schotts"). During the late 1990s, the Schotts

were approached by a large accounting firm marketing a tax shelter product known as the S Corporation

Charitable Contribution Strategy ("SC2"). (The SC2 was declared an abusive tax shelter in 2004.)

Pursuant to SC2, an S corporation's shareholders temporarily transfer most of the corporation's

non-voting stock (constituting a majority interest) to a tax-exempt charitable entity via a "donation,"

rendering the corporation's income largely tax-free.

Meanwhile, the shareholders retain all the shares of voting stock. The non-voting shares remain

"parked" in the charity for a pre-determined period of time, during which distributions are minimized or

avoided. After the period of time elapses, the charity sells the "donated" shares back to the original

shareholders.

The accumulated income is then distributed to the original shareholders either tax-free or at favorable

long-term capital gains rates. To protect against the possibility the donee might refuse to sell its majority

stock back to the original shareholders, warrants are issued to the shareholders prior to the "donation."

The warrants allow the shareholders to purchase a large number of new shares in the corporation and

effectively dilute the charity's interest.

Relying on the accounting firm's advice, and desiring to participate in SC2, the Schotts ensured they

owned 1,000 shares of outstanding stock of Santa Clara: 100 voting shares and 900 non-voting shares.

In June 2000, each of the shareholders was issued a warrant to purchase ten shares of non-voting stock



for every share of non-voting stock he or she actually held. The warrants were issued solely to protect

the Schotts' equity interest in Santa Clara while they engaged in the SC2 strategy.
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In July 2000, the Schotts collectively "donated" the 900 non-voting shares to the City of Los Angeles

Safety Members Pension Plan ("LAPF"), with the understanding LAPF would sell the shares back to the

Schotts after a certain period of time.

Over the next four years, Santa Clara reported more than $114 million in ordinary income, of which more

than $100 million was attributed to LAPF. During the four-year period, LAPF paid no taxes on the income

and only $202,500 in earnings (0.02% of the income allocated to LAPF) were distributed to it. In

December 2004, LAPF sold the 900 non-voting shares back to the original shareholders for a total of

$1,645,002. The warrants associated with the transfer in 2000 were cancelled in March 2006.

The IRS audited Santa Clara and the Schotts and determined SC2 was an abusive tax shelter under two

alternate theories: (1) the SC2 transaction lacked substance and should be disregarded or

recharacterized for tax purposes (in which case the Schotts were liable for taxes on the income passing

through to LAPF); or (2) the warrants issued in connection with the SC2 transaction violated statutes and

regulations governing S corporations and terminated Santa Clara's S status (in which case Santa Clara

would be taxed as a C corporation on all income earned while LAPF was a shareholder).

Santa Clara and one of the Schott shareholders paid the resulting tax deficiencies assessed by the IRS.

Then, they filed a lawsuit in the Federal District Court, seeking a refund.

The district court held that the warrants issued to the Schotts in connection with the SC2 constituted a

second class of stock under Treasury Regulation 1.1361-1(l)(4)(ii) , thus terminating Santa Clara's S

election. The court reasoned that the warrants were designed to permit the Schott family to retain

nominal ownership of approximately 90% of the corporation even though 90% of the actual shares had

been "donated" to LAPF. If LAPF had refused to sell the shares back, the Schotts could have exercised

the warrants, thereby diluting LAPF's 900 shares such that LAPF would go from owning 90% to

approximately 10% of the outstanding shares. In effect, the warrants "constituted equity," and were

intended to prevent LAPF from enjoying the rights of distribution or liquidation that ordinarily would

accompany ownership of the stock. Therefore, because Santa Clara's S election was terminated upon

issuance of the warrants, it was taxable as a C corporation and not entitled to a refund. 37

The taxpayer asked the district court to reconsider its decision, citing Treasury Regulation

1.1361-1(l)(4)(iii) , which contains three safe harbors whereby warrants are not to be considered a

second class of stock.

First, certain warrants issued to lenders (in the business of lending) in connection with commercially

reasonable loans to a corporation are not a second class of stock.

Second, certain warrants issued to employees or independent contractors in connection with the
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performance of services to a corporation are not a second class of stock.

Last, warrants are not a second class of stock if the strike price is at least 90% of the stock's value on

the date the warrants are issued, transferred from a person who is an eligible S shareholder to a person

who is not an eligible shareholder, or materially modified. For this purpose, a good faith determination of

fair market value is respected unless it can be shown that the value is substantially in error and was

arrived at without reasonable diligence.

Santa Clara asserted that the last safe harbor applied to its warrants. The court agreed to reconsider its

ruling on the grounds that the safe harbor would apply if the warrants met the strike price requirement.

The reconsideration hearing was scheduled to be heard on 8/9/2012, but there is no record of a court

ruling. It is quite possible the government and the taxpayer resolved the case. Many commentators

believe the court could have concluded that the entire SC2 arrangement itself was a second class of

stock as it lacked economic substance. Such approach would have avoided the entire analysis of the

warrants and the potential application of the safe harbor.

At any rate, Santa Clara Valley Housing Group, Inc. illustrates that warrants, absent meeting the

requirements under one of the safe harbors in the regulations, could constitute a second class of stock.

Caution is required!

Interesting Cases That Do Not End as Suspected

The Tax Court, in Jess L. Miller v. Commissioner , 38 was presented with a case where disproportionate

distributions should have terminated the S election. The court, however, was not that penal. Rather, it

noted disproportionality but ruled against the taxpayer on other grounds. The Tax Court ultimately held

that an S corporation shareholder, who had given most of his stock to his son in 2002, had long-term

capital gain on distributions made from the S corporation to him during 2003 because the distributions

exceeded his remaining basis in his S corporation stock.

JAM Pharmaceutical, Inc. ("JAM") was organized in 1995. In that year, Jess Miller ("Miller") acquired all

of JAM's outstanding stock-10,000 shares of common stock. In 2002, Miller amended JAM's articles of

incorporation to authorize JAM to issue nonvoting stock: (1) 1 million shares of class A voting stock; and

(2) 1 million shares of class B nonvoting stock. (We assume the only differences
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in the two classes of stock is voting rights-each share had identical distribution and liquidation rights.)

Thereafter, Miller surrendered his 10,000 shares of common stock for 10,000 shares of class A stock

and 90,000 shares of class B stock. On 12/31/2002, Miller's adjusted basis in his 100,000 shares was

$866,795 (Miller's original basis of $200,000 plus JAM's AAA balance of $666,795).

A purchase agreement dated 12/12/2002 for JAM stock was executed by Miller, as seller, and his son,



as buyer. The purchase agreement stated JAM had 1 million shares of stock and that Miller agreed to

sell to his son 950,000 shares of the stock for a purchase price per share of $0.10 a share. The

agreement also stated that the son's obligation to purchase the shares was subject to the following

conditions: (1) Miller would resign as director and officer of JAM on the closing date; and (2) all of the

shares would concurrently be sold to his son. No closing date was specified in the agreement.

Subsequently, Miller transferred 5,000 shares of class A stock and 90,000 shares of class B stock to his

son. Miller's son did not pay him the agreed upon purchase price for the stock. Miller did not resign as

director and officer of JAM.

On 7/24/2003, Miller filed a Form 709, United States Gift Tax Return, for 2002. On the Form 709, Miller

reported transfers of JAM stock on 12/31/2002 to his son as gifts subject to gift tax as follows: (1) 5,000

shares of class A stock with an adjusted basis of $43,340 and the value of the gift as $34,600; and (2)

90,000 shares of class B stock with an adjusted basis of $780,116 and the value of the gift as $511,200.

On 9/15/2004, JAM filed a Form 1120S for tax year 2003 and reported ordinary income of $366,162.

Attached to the return was a Schedule K-1 issued to Miller, reporting that Miller owned 5% of JAM's

stock during 2003 and that his share of JAM's ordinary income was $18,308. On 5/9/2005, JAM filed an

amended Form 1120S for tax year 2003 which reported a $1,110,390 loss, with the Schedule K-1 for

Miller reporting a $55,519 loss (5% of JAM's total loss).

The IRS examined JAM's 2003 amended return and determined that JAM had $382,452 of ordinary

income for the year and Miller's distributive share was $19,123. The IRS examiner also determined that

Miller received in 2003 distributions of $619,551 from JAM, $548,664 of which exceeded his stock basis

and was taxable as long-term capital gain.

Miller agreed he received $619,551 of distributions from JAM in 2003 but disagreed with the IRS's

computation of his stock basis. Miller first argued that he did not give the JAM stock to his son on

12/31/2002, but rather, sometime later in 2003. Second, Miller argued that he did not actually gift his

JAM stock to his son but engaged in a part-sale and part-gift transaction with his son. He asserted the

purchase price of $95,000 identified in the purchase agreement should be considered as paid through

the additional distributions that he received from JAM in 2003. Last, Miller argued that, because JAM

had made disproportionate distributions during 2003 (which neither he nor the IRS contended created a

second class of stock disqualifying JAM as an S corporation), those disproportionate distributions should

be "recharacterized" to treat the effective date of the transfers of JAM stock from Miller to his son as

occurring after the disproportionate distributions.

The Tax Court rejected all of Miller's arguments and determined Miller had made a gift of 95,000 shares

of JAM stock to his son on 12/31/2002, leaving Miller with a 5% interest in JAM and an adjusted stock

basis of $51,661. Consequently, as determined by the IRS, Miller had a long-term capital gain. In

rejecting Miller's first argument (that the gift took place later than 2002), the court noted the following

facts: (1) Miller's Form 709 reported that he gave 95% of his JAM shares to his son on 12/31/2002; (2)



no amended Form 709 was filed; (3) no gift was reported for 2003; (4) the stock certificate stubs

identified 12/31/2002 as the date that 95,000 shares of JAM were issued to Miller's son; and (5) JAM's

2003 tax return reported Miller as having a 5% interest in JAM. Each of these facts suggested the gift

occurred on 12/31/2002. Miller could not now disavow that gift.

With respect to Miller's second argument (that the JAM stock transfer was a part-sale, part-gift

transaction), the court noted that the sale of the JAM stock never occurred as outlined in the purported

purchase agreement. The agreement did not reflect JAMS's amended articles of incorporation

authorizing one million shares each of class A and class B stock. In fact, JAM had only issued a total of

100,000 shares of stock to Miller, not one million shares as indicated in the purchase agreement.

Moreover, Miller's son never paid for the shares, Miller did not resign as director and officer, no closing

date was ever specified in the agreement, and Miller did not report a sale of JAM stock on his 2002 or

2003 tax return.

Finally, the court rejected Miller's argument to recharacterize the disproportionate distributions made

during 2003 by JAM and treat the effective date of the transfer as occurring after the disproportionate

distributions. As authority for his position, Miller cited to Treasury Regulation 1.1361-1(l)(2)(i) , which

explains that distributions with different timings may be equalized to prevent an S corporation from losing

its S corporation status for having two classes of stock (i.e., to give appropriate tax effect in accordance

with the facts and circumstances). The court, however, did not find Treasury Regulation

1.1361-1(l)(2)(i) applicable or persuasive in this case. The
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taxpayer lost the case, but for some crazy reason it appears the S election of JAM continued despite the

disproportionate distributions. Caution: An astute auditor, if presented with these facts, would assert,

rightfully so, that the S election was terminated due to the disproportionate distributions. Jess L. Miller

cannot be relied upon to support a conclusion that disproportionate distributions are acceptable in the S

corporation arena - they are not allowed!

In Maggard v. Commissioner ( T.C. Memo 2024-77 ), two of the three shareholders caused the S

corporation to make disproportionate distributions. The court focused its analysis on Treasury

Regulation 1.1361-1(l)(2) . It ultimately concluded that the determination of whether shares of stock

confer identical rights to distribution and liquidation proceeds requires a focus on the corporation's

governing provisions (i.e., the articles of incorporation, bylaws, and other governing provisions), rather

than how distributions are actually made to the shareholders. In Maggard , the governing provisions

expressly provided for only one class of stock giving all shares equal rights to distribution and liquidation

proceeds. Based upon that fact, the court ultimately concluded that, despite many years of

disproportionate distributions, no second class of stock existed. Accordingly, the corporation's S election

was not terminated.

The facts of the case are convoluted. James Maggard co-founded an engineering firm with another
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individual. The business took the form of a corporation, and it made a timely S election. When his

co-founder left the business, Maggard brought in two individuals as shareholders whom he thought were

his friends. The friends proceeded to make unauthorized distributions to themselves that were well in

excess of their proportionate share. Upon audit, when Maggard got assessed tax on his proportionate

share of the corporation's income (which was never distributed to him), Maggard argued that the

disproportionate distributions created more than one class of stock, thereby terminating the corporation's

S election. The Service ruled against Maggard on appeal. Consequently, Maggard filed a petition in the

Tax Court, asserting that the S election had been terminated and thus he should not have to pay income

tax on distributions he never received. The case hinged on whether disproportionate distributions alone

terminate an S election.

A more detailed review of the facts of the case is required. Maggard and his friend Todd Schricker

co-founded Schricker Engineering Group ("Schricker"), an engineering consulting partnership. A few

years later, they incorporated Schricker in California and caused an S election to be made.

10,000 shares of stock were outstanding and owned equally by the two shareholders. Under California

law, this entitled each owner to a pro rata share of any dividends as well as any distribution of its assets

on liquidation. Cal. Corp. Code §§ 159, 400(b) (West 1975).

Pursuant to the Articles of Incorporation, the corporation is authorized to issue 10,000 common shares,

all of which are of one class. The Bylaws do not mention more than one class of stock or make any

allowance for disproportionate liquidation rights to its shareholders.

In July 2003, Todd Schricker sold his shares to Maggard. Maggard then sold a total of 6,000 shares in

Schricker to two individuals, LL (4,000 shares) and WJ (2,000 shares).

LL and WJ joined Schricker's Board of Directors and took on executive roles of their own. Maggard was

the company's lead engineer, though he also helped in sales and business development.

Because LL had an accounting background and was an old family friend, Maggard allowed him to

handle the corporation's accounting and financial matters. LL served as Schricker's CEO and CFO. WJ

became Schricker's corporate secretary. The two new shareholders together oversaw day-to-day

operations.

Pursuant to the corporation's governing provisions, each shareholder was entitled to a proportionate

share of the corporation's distributions. However, LL misappropriated funds by inflating reimbursements

for his expense accounts. He and WJ made disproportionate distributions of the corporation's earnings

to themselves.

LL stopped filing corporate tax returns (IRS Form 1120S). Also, he failed to issue IRS Schedules K-1 to

shareholders.

Eventually, Maggard caught on to the misdeeds of both LL and WJ. He hired a CPA and asked him to

reconcile the corporate books. It was ultimately discovered that LL overdistributed $160,800 to himself



and under-distributed about $165,000 to Maggard. Eventually Maggard accused LL and WJ of

embezzling more than $1 million, including about $250,000 in 2012 and $300,000 in each of 2013, 2014,

and 2015.

When Maggard confronted LL about the unauthorized distributions, LL denied wrongdoing. LL and WJ

eliminated Maggard's access to the corporation's books and records and froze him out of all business

meetings.

Using their majority positions on the Board of Directors, LL and WJ voted to increase their salaries,

vacation time, and other employee benefits. They authorized payouts to themselves of about $325,000

based on retroactively increasing the amount of paid time off they had on the books of the corporation.

Maggard received no such benefit.

LL and WJ went on the offensive, suing Maggard in California Superior Court, claiming (in addition to

other claims) breach of contract and fraud. They also sought declaratory relief, asserting LL and WJ

combined have 60% ownership of the corporation.

Maggard filed counterclaims, seeking rescission based on fraud and failure of consideration, conversion,

breach of contract, and embezzlement. He also sought declaratory relief to invalidate LL's ownership of

shares, as well as an accounting.

The court found that the corporation had over-distributed to LL and under-distributed to Maggard. The

court also found that Maggard had not authorized the disproportionate distributions to LL and WJ. The

judgment ordered the corporation to make a corrective distribution of $164,783 to Maggard.

LL and WJ refused to pay anything to Maggard. Instead, LL offered to buy Maggard's entire stake in the

company for $1,262,500. Maggard agreed.
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The settlement agreement included a covenant that Schricker would not make any changes to the

Schedule K-1s it finally issued to Maggard in 2018 for the 2012-2017 tax years. From this point on,

Maggard had no role - official or otherwise - in the company that he had cofounded.

Maggard contacted the IRS Commissioner's Whistleblower Office. After telling them his story, Maggard

was told that his whistleblower claim may cause the termination of the corporation's S corporation status,

making Schricker a C corporation and, presumably, it would owe corporate taxes to which it was not

previously subject. Additionally, it may mean that Maggard may not be required to include in his own

taxable income money that he was entitled to, but had not received, from the corporation.

In 2018, the corporation caused its 2011-2016 IRS Forms 1120S to be prepared and filed, but no IRS

Schedules K-1 were issued to Maggard. When his attorney contacted the corporation, asking where

Maggard's IRS Schedules K-1 were, LL offered a single number written on a napkin: $300,000. This

purportedly represented Maggard's pro rata portion of the corporation's losses for tax year 2014.



Maggard and spouse filed their tax return jointly, claiming the $300,000 on their 2014 return (filed in

2018).

Maggard received another napkin with a single number on it for 2015 (a $50,000 loss). Maggard and his

spouse used that number on their late filed 2015 return. Without any information for 2016, Maggard and

his spouse filed their 2016 return, reporting no income or loss from the corporation.

The corporation thereafter issued and filed IRS Schedules K-1 for 2014-2016. These IRS Schedules K-1

showed Maggard had, in fact, income for each of these tax years (rather than losses).

Upon audit, the IRS assessed taxes, interest, and penalties against Maggard and his spouse for

underreporting their income associated with the corporation. After losing on appeal, Maggard and his

spouse filed suit in the Tax Court, claiming that no tax is owing on their distributive share of the

corporation's income because during the tax years at issue it was a C corporation. The claimed

embezzlement constituted disproportionate distributions, terminating the corporation's S election.

The court quickly focused on Treasury Regulation 1.1361-1(l)(1): "[A] corporation is treated as having

only one class of stock if all outstanding shares of stock of the corporation confer identical rights to

distribution and liquidation proceeds." Citing Revenue Procedure 2022-19 , section 3.03, 2022-41 IRB

282, 286, the court noted that the IRS has stated that it will not treat any disproportionate distributions

made by a corporation as violating the single class of stock requirement if the governing provisions

provide for identical rights.

Maggard argued that LL and WJ embezzled from the corporation, resulting in unequal distributions. On

the other hand, the IRS asserted that the embezzlement does not matter because the regulation tells us

to focus on shareholder rights under a corporation's governing provisions, not what shareholders

actually do in practice (unless, of course, it is due to a commercial contractual agreement that has a

principal purpose to circumvent the single-class-of-stock rule).

On this point, the court sided with the IRS, reiterating the language out of the regulations:

A corporation is not treated as having more than one class of stock so long as the

governing provisions provide for identical distribution and liquidation rights.

The court went on to cite Minton v. Commissioner , 94 T.C.M. (CCH) 606 , 607 (2007), aff'd , 562 F.3d

730 (5th Cir. 2009). In that case, the court ruled that a binding agreement (i.e., a commercial contractual

agreement) among the shareholders allowing disproportionate distributions could terminate an S election

if its principal purpose is to circumvent the single class of stock requirement.

In the instant case, no governing provision authorized the disproportionate distributions resulting from

the alleged embezzlement of LL and WJ. Further, there was no commercial contractual agreement, the

principal purpose of which was to circumvent the single class of stock requirement.

The court stated:
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"Without that formal memorialization there was no formal change to Schricker's

having only one class of stock. And this means that we cannot revoke Schricker's

election to be an S corporation for disproportionate distributions under Treasury

Regulation § 1.1361-1(1)(2)."

Be careful. Blindly relying upon the ruling in Maggard could be dangerous. I am not sure it will be

followed in all circumstances.

Revenue Procedure 2022-19 - Streamlined Relief for Certain S
Corporation, ESBT, QSST, and QSub Election Failures

Revenue Procedure 2022-19 , released 10/11/2022, provides seamless relief for certain Subchapter S

corporation, Electing Small Business Trust ("ESBT"), Qualified Subchapter S Trust ("QSST"), and

Qualified Subchapter S Subsidiary ("QSub") failures. The express objective of Revenue Procedure

2022-19 is to reduce the time and cost traditionally associated with obtaining private-letter-ruling relief

when an S-corporation election or a QSub election is either inadvertently invalid from inception or

subsequently terminated. The revenue procedure also provides relief for late or defective elections

affecting ESBTs and QSSTs. In sum, the Service effectively converted several fact patterns that once

required a private letter ruling into an automatic, self-executing correction program. The key features,

eligibility standards, and procedural mechanics of the new guidance are outlined below. Revenue

Procedure 2022-19 can be an S election savings tool in the case of a governing provision creating

more than one class of stock.

Prior to Revenue Procedure 2022-19 , a corporation whose S-election was rendered invalid (most

commonly because of a violation of the single class of stock requirement, or the momentary presence of

an ineligible shareholder) had two possible avenues of relief. If the failure fell within very narrow "late

election" parameters, Revenue Procedure 2013-30 provided an automatic fix. For everything else, the

taxpayer was forced to request a private letter ruling, invoking Code Section 1362(f) (inadvertent

termination relief) or Code Section 1362(b)(5) (late election relief ), a process that entailed lengthy

factual submissions, a substantial
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user fee, legal and accounting fees, and the time for the IRS to process and respond to the request (i.e.,

18 months or thereabouts). Revenue Procedure 2022-19 is the IRS's response to its own ruling

backlog and an attempt to channel routine, low-risk failures into a standardized, streamlined pathway for

taxpayers.

Relief under Revenue Procedure 2022-19 is only available in the circumstances expressly identified in

the revenue procedure and only if the corporation and all affected shareholders have continuously

treated the corporation as an S corporation (or the subsidiary as a QSub) on all returns and information
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statements. The circumstances covered by the revenue procedure fall into four categories:

• Non-Identical Governing Provisions. A governing provision (e.g., articles, bylaws,

shareholder agreement, etc.) may inadvertently create non-pro-rata liquidation or distribution

rights (e.g., different preferred-return provisions or operating or liquidating preferences). If

those non-identical terms were never applied, or if they were applied only in a de minimis,

inadvertent fashion, the corporation may purge the offending language and obtain automatic

relief.

• Disproportionate Distributions. Administrative oversights, timing mismatches, or cash-flow

constraints sometimes cause an S corporation to make non-pro-rata distributions that, if left

uncorrected, constitute a prohibited second class of stock. Revenue Procedure 2022-19

allows relief provided that the disproportionate distributions were inadvertent, either reversed

or equalizing corrective distributions are made, and the correction occurs within a reasonable

time-generally by the extended due date of the return for the year in which the error is

discovered.

• Erroneous Stock-Record Entries. Situations arise in which a corporation's stock ledger

reflects a share issuance or transfer that never actually occurred (e.g., a scrivener's error

recording 100 shares rather than 10). Provided the erroneous entry is corrected and no party

acted on the mistaken entry, the corporation may invoke automatic relief under the revenue

procedure.

• Certain Trust-Shareholder and QSub Election Errors. The revenue procedure incorporates

into its automatic correction regime a series of trust-related failures previously addressed only

through PLRs (i.e., untimely or missing ESBT and QSST elections, a failure to attach requisite

beneficiary consents, and minor clerical errors in a QSub election form). It likewise covers late

QSub elections themselves, subject to limitations similar to those imposed for late

corporate-level Subchapter S elections under Revenue Procedure 2013-30 .

Relief is automatic only if every shareholder affected by the defect, including any transferees and the

beneficiaries of any trust shareholder, has at all times reported and paid tax consistently with S

corporation status. If any shareholder took a position inconsistent with pass-through treatment, the

corporation will not be eligible for automatic relief. In such situation, a private letter ruling will be required

to obtain relief.

To obtain automatic relief under Revenue Procedure 2022-19 , a corporation must:

• Amendment or Restatement. Amend or restate governing documents to eliminate

non-identical distribution rights. These documents must be retained in the corporation's

records.

• Correction. Make (or reverse) corrective distributions so that each shareholder ultimately

receives an amount pro-rata to his or her ownership interest for the entire period at issue.

• Stock Records. Correct the stock ledger or other records where erroneous entries were

discovered.

• Shareholder Statement. Secure a signed statement of consent from every affected
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shareholder or beneficiary. The revenue procedure contains a sample form for this purpose.

The Shareholder Statement must be retained in the permanent records of the corporation.

• Corporate Governing Statement. Obtain a signed governing statement of an officer of the

corporation. The revenue procedure contains a sample form for this purpose. The Corporate

Governing Statement must be retained in the permanent records of the corporation.

PRACTICE ALERT: Relief under Revenue Procedure 2022-19 is self-certifying. As

stated above, the corporation is required to retain a fully executed corporate governing

provision statement, a fully executed shareholder statement(s), and the revised governing

provisions in its permanent records. There is no need for the corporation or its

shareholders to affirmatively file anything with the IRS notifying it of the request for relief

under Revenue Procedure 2022-19 . However, if the IRS examines the corporation, the

corporation must provide this documentation to support meeting the requirements for

relief under the revenue procedure.

If the corporation is already under IRS examination, relief remains available under Revenue Procedure

2022-19 provided the examiner has not identified the issue before the taxpayer generates the

Shareholder Statement, the Corporate Governing Statement, and takes the required corrective action.

Upon satisfying the procedural requirements, the corporation is deemed to have a valid S election (or

QSub election) continuously from the originally intended effective date. No user fee is due, no private

letter ruling is issued, and the corporation may rely on the revenue procedure as conclusive authority for

the relief, absent fraud or misrepresentation. The Service retains the right to verify compliance on audit,

but the burden shifts to the government to show material misstatements if it seeks to invalidate the

self-correction action taken by the corporation.

Revenue Procedure 2022-19 does not repeal Revenue Procedure 2013-30 ; rather, it supplements it.

Taxpayers are still required to use Revenue Procedure 2013-30 for conventional "late" elections. If a

defect falls outside the express parameters of relief under Revenue Procedure 2022-19 and Revenue

Procedure 2013-30 (e.g., admission of an ineligible shareholder), PLR relief remains the only possible

remedy. Revenue Procedure 2022-19 provides that taxpayers who prefer the certainty of a PLR may

still request one, though
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the Service encourages use of the self-effectuating path offered by the revenue procedure if it is

applicable.

Revenue Procedure 2022-19 materially streamlines the remedial process for many common S

corporation defects. Tax practitioners should pursue a remedy under the revenue procedure whenever it

is available.

PRACTICE ALERT: Tax advisers should encourage S corporation clients to review
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governing provisions proactively for non-identical distribution rights, reconcile distribution

ledgers each tax year to ensure pro-rata distributions, confirm that stock ledgers

accurately reflect actual ownership and that all transfers have been properly recorded,

and review trust shareholders to verify that appropriate ESBT or QSST elections have

been properly and timely made.

Revenue Procedure 2022-19 affords taxpayers an efficient, no-fee pathway to cure the lion's share of

inadvertent defects that have historically plagued Subchapter S corporations. It is a welcome addition to

the S corporation flaw correction toolkit, especially in the case of a governing provision creating more

than one class of stock.

Today, we often see tax practitioners using the check-the-box regulations under Treasury Regulation

301.7701 to change the tax status of a limited liability company from a partnership to a corporation and

then they make an S election. That may all be good in some circumstances, but if care is not given to

ensure the requirements of Subchapter S are satisfied, including the single class of stock rule, the result

is that the entity is a C corporation for tax purposes. In most cases that would be an unwanted result.

Most limited liability company operating agreements typically contain provisions that could violate the

single class of stock requirement. These provisions may include, but are certainly not limited to,

maintenance of capital accounts, regulatory allocation provisions, special allocation provisions, and

non-pro rata distribution and liquidation provisions. In addition, most limited liability company operating

agreements are not concerned with provisions that limit a member's ability to transfer the member's

interest to a non-qualified S corporation shareholder. So, post-S status transfers that could terminate an

S election may be permitted. An example may include a transfer to a non-qualifying trust that was

innocent in nature (i.e., a trust established for estate planning purposes).

An obvious solution is to terminate any existing limited liability company operating agreement

immediately before the S election is effective. While that appears to be a viable solution, it may very well

turn out to be ineffective because most state limited liability company statutes expressly provide, to the

extent not specifically overridden by written agreement, the statutory provisions shall govern. 39 These

statutory schemes (governing provisions) may create more than one class of stock. So, it is important

that a carefully and thoughtfully drafted agreement is put in place as of the effective date or immediately

before the entity tax classification election. Specifically, such an agreement needs to supersede and

replace the old operating agreement and override any provision of the applicable state law limited liability

company statutory scheme that could jeopardize the S election. Again, the loss of the S election does

not invalidate an otherwise valid entity tax classification election. The result is that the entity is a C

corporation for federal income tax purposes.

Conclusion

At first blush, the single class of stock requirement under Subchapter S seems clear and simple to apply.
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Unfortunately, as the above discussion illustrates, complying with the rule is far from simple. The terrain

is full of traps for the unwary. However, obtaining a good understanding of the rules, and keeping an

alert eye on the road should keep tax practitioners from peril.
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