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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO THE 
CONCLUSION OF THIS WASHINGTON REPORT. 

In Bulletin No. 09-109, we reported on Taproot Administrative Services, Inc. v. 
Commissioner, a case of first impression in which the Tax Court ruled that a 
Roth IRA is not an eligible shareholder of an S corporation. As a result, the 
corporate taxpayer in Taproot could not be treated as an S corporation. Now, 
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the Court of Appeals for the Ninth Circuit has affirmed the Tax Court 
decision, declaring that to adopt the taxpayer’s position would have required 
the conclusion that Congress consciously crafted a legislative scheme enabling 
shareholders to employ Roth IRAs to perpetually avoid taxation on S 
corporation profits.  

 
 An S corporation is an electing domestic corporation that does not have as a shareholder a 
person who is not an individual (other than an estate, certain trusts, or tax exempt 
organizations, including qualified pension, profit sharing and stock bonus plans).  Eligible 
trusts include grantor trusts, voting trusts, qualified subchapter S trusts (“QSSTs”), 
electing small business trusts (“ESBTs”), and trusts treated as qualified shareholders for a 
two-year period after the death of the grantor.  Generally, the income taxation of S 
corporations is similar to that of partnerships because an S corporation’s income flows 
through to its shareholders and is taxed at the shareholder level. 

  

Tax Court Decision Summary 

  

Before the Tax Court, the corporate taxpayer first argued that a custodial account 
qualifying as an IRA also meets the qualifications to be a shareholder of an S corporation, 
since Treasury Regulation §1.1361-1(e)(1) provides that “[t]he person for whom stock of a 
corporation is held by a nominee, guardian, custodian, or an agent is considered to be the 
shareholder of the corporation.”  The taxpayer further contended that an IRA is a grantor 
trust for federal income tax purposes, which should also qualify it as an eligible S 
corporation shareholder.  The Tax Court, however, held that a Roth IRA is not an eligible 
S corporation shareholder because IRAs, as distinguished from grantor trusts, (1) are not 
taxed currently on the IRA’s share of the S corporation’s income and (2) are governed by 
distinct Internal Revenue Code (“Code”) sections that deem IRAs to exist separately from 
their owners for federal tax purposes.  The Tax Court relied in large part on Revenue 
Ruling 92-73, which holds that traditional IRAs are not eligible S corporation shareholders 
because the IRA beneficiary is not taxed currently on the IRA’s share of the S 
corporation’s income. 

  

Ninth Circuit Summary 
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The Ninth Circuit reviewed the Tax Court decision de novo, reviewing the record in the 
light most favorable to the appellant-taxpayer to determine whether there was a genuine 
issue of fact and whether the Tax Court applied the substantive law correctly.  Because 
there were no disputed facts in this case, the only question was whether a custodial Roth 
IRA qualifies as an eligible shareholder for determining S corporation status.  While the 
Ninth Circuit agreed with the Tax Court’s reasoning, it stated that the Tax Court failed to 
address the taxpayer’s argument that the IRA qualified as a S corporation shareholder 
because of its status as a custodial account.   

  

On appeal, the taxpayer argued that IRAs, trusts and custodial accounts lack the essential 
attributes of a separate tax-paying entity and should be treated as legally indistinguishable 
from their individual owners.  Accordingly, the beneficiary of the Roth IRA would be the 
deemed owner of the shares, making the Roth IRA an eligible S corporation shareholder.  
The Ninth Circuit rejected this view, stating that “[taxpayer] provides neither persuasive 
reasoning nor convincing authority for this conclusion.  To the contrary, the reasoning 
behind Revenue Ruling 92-73 unequivocally supports the opposite result.”  The Ninth 
Circuit notes that, under Revenue Ruling 92-73, a trust is a permitted shareholder only if it 
is described in Code §1361(c)(2)(A)(i) (regarding grantor trusts), or is a QSST that is 
treated as a trust under Code §1361(c)(2)(A)(i) pursuant to a beneficiary’s election.  As a 
result, under Revenue Ruling 92-73, IRAs and Roth IRAs established as trusts are 
excluded from eligibility.  The revenue ruling also notes that the IRA taxation rules are 
incompatible with the rules applying to grantor trusts and QSSTs because the IRA 
beneficiary does not pay taxes on income until distributions are made from the trust.   

  

Next, the taxpayer argued that Treasury Regulation §1.1361-1(e)(1) directly authorizes 
ownership of S corporation shares by IRAs created as custodial accounts, since it provides 
that the person for whom stock is held by a custodian is considered to be the shareholder.  
Because the Roth IRA in this case was created as a custodial account, the taxpayer argued 
that the beneficiary should be treated as the shareholder for S corporation eligibility.  The 
IRS countered that the regulation requires consideration of who ultimately bears the tax 
responsibility, citing Treasury Regulation §1.1361-1(e)(1) which states in pertinent part 
that “ordinarily, the person who would have to include in gross income the dividends 
distributed with respect to the stock of the corporation is considered the shareholder of the 
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corporation.”  In other words, the current taxation of the beneficiary with regard to income 
derived from the corporate stock provides the rationale for treating the beneficiary as a 
shareholder of stock held in a custodial account.  

  

The Ninth Circuit agreed with the IRS’s narrow interpretation of Treasury Regulation 
§1.1361-1(e)(1), restricting its application to custodial accounts in which dividends of the 
corporation are taxed in the same year.  It also agreed with the IRS’s opinion that 
ownership of custodial IRAs and Roth IRAs should not be attributed to the underlying 
individual for purposes of S corporation eligibility.  Finally, the Ninth Circuit noted that 
there is no indication in the legislative history that Congress ever intended IRAs or other 
entities entitled to deferred taxation to be eligible S corporation shareholders. 

  

Any AALU member who wishes to obtain a copy of any of the items discussed in this 
Washington Report may do so through the following means: (1) use hyperlink above next 
to “Major References,” (2) log onto the AALU website at http://www.aalu.org/ and enter 
the Member Portal with your last name and birth date and select Current Washington 
Report for linkage to source material or (3) email Anthony Raglani at  raglani@aalu.org 
and include a reference to this Washington Report. 

 
 

In order to comply with requirements imposed by the IRS which may apply to 
the Washington Report as distributed or as re-circulated by our members, please 

be advised of the following:  
 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 
USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF 

AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 
INTERNAL REVENUE SERVICE.  

 
In the event that this Washington Report is also considered to be a "marketed 

opinion" within the meaning of the IRS guidance, then, as required by the IRS, 
please be further advised of the following:  
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THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 

MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED 
ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 
The mission of AALU is to promote, preserve and protect advanced life insurance planning for the benefit of our members, 

their clients, the industry and the general public.  
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