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S Corporations–Newly Issued Guidance Regarding Family Elections
In 2004, some significant changes were made to the Internal Revenue Code provisions that govern the federal income
tax treatment of S corporations. Most notably, the maximum number of shareholders that an S corporation may have
was increased from 75 to 100 and, for purposes of this S corporation shareholder limitation, an election (the “family
election”) was created that allows a shareholder to elect to treat all family members as a single shareholder. For
purposes of the family election, family members include a common ancestor (who is designated by the electing
shareholder) and the lineal descendants of the common ancestor (and their current and former spouses). An individual
cannot be a common ancestor if, as of the later of (i) the corporation’s first tax year beginning after 2004 or (ii) the time
the S corporation election is made, the individual is more than six generations removed from the youngest generation
of shareholders who would (but for this limit) be family members.
After a long delay, the Internal Revenue Service has finally issued interim guidance (IRS Notice 2005-91) regarding
the requirements for properly making the family election and its effect. The key points of this interim guidance are as
follows:
•

The family election may be made by any family member who is a shareholder.

•

The family election is made by the family member simply providing the corporation with the required
information. No filing with the Internal Revenue Service is required.

•

To be effective, an election must identify: (i) the family member making the election, (ii) the common
ancestor, and (iii) the first taxable year of the corporation for which the election is effective.

•

The common ancestor designated by the electing shareholder does not have to be alive at the time of the
election.

•

Family members will be deemed to include estates (and certain trusts) of deceased family members (for
the periods during which the estates or trusts hold stock), beneficiaries of certain trusts who are family
members, and owners of disregarded entities who are family members.

•

The family election is effective as of the first day of the corporation’s tax year designated by the electing
shareholder and will remain in effect until terminated, as provided by Treasury regulations that have not
yet been issued.

•

If two shareholders make separate family elections and the family members of one of the electing
shareholders are considered to be family members of the other electing shareholder (and therefore covered
by the family election made by the other electing shareholder), then the families of both electing
shareholders will be treated as a single shareholder.

•

Any elections made prior to the issuance of IRS Notice 2005-91 that do not conform to the rules contained
in the Notice must be supplemented or amended to conform to the interim guidance.
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Since the family election has no effect other than for purposes of the limitation on the number of shareholders an
S corporation may have, we recommend that all S corporations request that their shareholders execute family elections
whenever the 100 shareholder limitation might be an issue. However, it should be noted that even with this interim
guidance, there remain uncertainties concerning the family election. In addition, the ability to make (and the effect of)
the family election may be limited or affected by the S corporation’s governing documents (such as shareholder
agreements, by-laws, buy-back agreements, etc.). Therefore, please contact a member of the Vedder Price Tax &
Estate Planning Group for additional information and assistance.
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