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OPI NI ON

VWHERRY, Judge: This case, which involves a petition for
redetermnation of a deficiency for petitioner’s 2003 tax year,
is before the Court on respondent’s QOctober 23, 2008, notion for
partial summary judgnent. See Rule 121(a).' Respondent argues
that petitioner is not eligible for S corporation status during
2003 because it had an ineligible sharehol der--a Roth individual
retirement account (Roth IRA)--during that year. Petitioner
counters that a Roth IRAis an eligible S corporation sharehol der
and that petitioner’s S corporation status remained intact. For
the reasons di scussed below, we agree with respondent.

Backgr ound

Petitioner is a Nevada corporation that elected S
corporation status and filed its 2003 tax return on a Form 1120S,
U.S. Income Tax Return for an S Corporation.? Petitioner’s sole
shar ehol der during 2003 was a custodial Roth I RA account for the

benefit of Paul D Mundo. 3

Rul e references are to the Tax Court Rules of Practice and
Procedure. Unless otherwi se noted, section references are to the
I nternal Revenue Code of 1986, as anended and in effect for the
tax year at issue.

The Form 1120S indicates that petitioner’s S election was
effective Cct. 2, 2002.

3The account was held at the First Trust Co. of Onaga in
Onaga, Kansas.
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Respondent issued petitioner a notice of deficiency on Apri
10, 2007. Respondent nade various determ nations, including that
petitioner is taxable as a C corporation for 2003 because it had
an ineligible shareholder. Petitioner filed a petition with this
Court on July 6, 2007. Respondent noved for partial summary
j udgnment on the issues of whether petitioner is eligible for S
corporation status for Federal tax purposes for 2003 and, if not,
whet her petitioner is treated as a C corporation for that year.
Petitioner contests that notion.

Di scussi on

A Summary Judgment

Rul e 121(a) allows a party to nove “for a summary
adj udication in the noving party’ s favor upon all or any part of
the legal issues in controversy.” Summary judgnent is
appropriate “if the pleadings, answers to interrogatories,
depositions, adm ssions, and any ot her acceptable materials,
together with the affidavits, if any, show that there is no
genui ne issue as to any material fact and that a decision may be
rendered as a matter of law.” Rule 121(b). Facts are viewed in

the light nost favorable to the nonnoving party. Dahlstromv.

Commi ssioner, 85 T.C 812, 821 (1985). The noving party bears

t he burden of denonstrating that no genuine issue of materi al
fact exists and that the noving party is entitled to judgnent as

a matter of | aw Sundstrand Corp. v. Conm ssioner, 98 T.C 518,
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520 (1992), affd. 17 F.3d 965 (7th Gr. 1994). The Court has
consi dered the pleadings and other materials of record and
concludes that there is no genuine justiciable issue of materi al
fact. Wiether a Roth IRAis an eligible S corporation
sharehol der is a | egal question appropriate for decision by
summary judgnent.

B. S Cor por ati ons: Shar ehol der Eliqgibility

An S corporation is not generally subject to Federal incone
taxes. Sec. 1363(a).* Like a partnership, it is a conduit

t hrough which inconme flows to its shareholders. See Gtlitz v.

Commi ssioner, 531 U. S. 206, 209 (2001) (*“Subchapter S allows

sharehol ders of qualified corporations to elect a ‘pass-through
taxati on system under which incone is subjected to only one |evel
of taxation.”).

A qualifying “small business corporation” nust affirmatively
el ect S corporation status in order to be treated as an S
corporation for Federal incone tax purposes. Secs. 1361(a),
1362(a)(1l). That S election term nates automatically and
imredi ately if any of the eligibility rules is violated. Sec.
1362(d)(2). For exanple, if an ineligible sharehol der acquires

stock in an S corporation, the S corporation’s S election

“Al t hough S corporations generally do not pay Federal incone
tax, in sonme circunstances they nay be subject to corporate-|evel
taxes on certain built-in gains and excess passive investnent
i ncone. See secs. 1374(a), 1375(a).
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termnates on the date on which the ineligible sharehol der
acquired the stock. Sec. 1362(d)(2)(B); sec. 1.1362-2(b)(2),
I ncone Tax Regs. |If we agree with respondent that a Roth IRAis
an ineligible S corporation sharehol der, then petitioner was not
an S corporation during 2003 and should be taxed as a C
corporation for that year

The S corporation eligibility rules, which focus on both the
corporate and sharehol der levels, are quite el aborate. Anong
those rules are detailed shareholder eligibility requirenments
that restrict the nunber and type of eligible S corporation
sharehol ders. I n general, S corporation shareholder eligibility
islimted to donestic individuals, estates, certain trusts, and
certain exenpt organizations. See sec. 1361(b)(1)(B), (c)(2),
(6). Section 1361(c)(2)(A) prescribed, as of the tax year at
i ssue, the types of trusts that are eligible S corporation
shar ehol ders:

(2) Certain trusts permtted as sharehol ders. --

(A) I'n general.--For purposes of subsection
(b)(1)(B), the followng trusts may be sharehol ders:

(1) Atrust all of which is treated (under
subpart E of part | of subchapter J of this
chapter) as owned by an individual who is a
citizen or resident of the United States.

(1i) A trust which was described in clause
(1) imrediately before the death of the deened
owner and whi ch continues in existence after such
death, but only for the 2-year period begi nning on
the day of the deenmed owner’s death
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(ti1) Atrust with respect to stock
transferred to it pursuant to the terns of a will,
but only for the 2-year period beginning on the
day on which such stock is transferred to it.

(tv) Atrust created primarily to exercise
the voting power of stock transferred to it.

(v) An electing small business trust.

The list of eligible S corporation sharehol ders has been
anything but static. Wen subchapter S was first added to the
I nternal Revenue Code in 1958, the only perm ssible S corporation
sharehol ders were donestic individuals and estates. In the Tax
Ref orm Act of 1976, Pub. L. 94-455, sec. 902(c)(2)(A), 90 Stat.
1609, Congress anmended subchapter S to allow certain trusts to
own S corporation stock. In the Small Business Job Protection
Act of 1996, Pub. L. 104-188, sec. 1316(a), 110 Stat. 1785,
Congress anended section 1361(b)(1)(B) and added section
1361(c)(6) to permt certain tax-exenpt organizations to own S
corporation stock.®> Although it took effect after the tax year
at issue, a nore recent and nore rel evant congressional anmendnent

permts a bank to nake an S corporation election where the bank’s

°The list of perm ssible tax-exenpt organizations that sec.
1361(c)(6) permts to owm S corporation stock includes qualified
pensi on, profit-sharing, and stock bonus plans (wthin the
meani ng of sec. 401(a)) and exenpt organi zations (within the
meani ng of sec. 501(a) and (c)(3)). Petitioner’s Roth |IRA was
not a qualified pension, profit-sharing, or stock bonus plan
under sec. 401(a) nor an exenpt organization within the neaning
of sec. 501. Petitioner does not argue to the contrary.
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stock is held in a trust that qualifies as an IRA or a Roth |IRA
See sec. 1361(c)(2)(A)(vi).°®
C. | RAS’

Provisions for traditional | RAs were enacted into the
I nternal Revenue Code as part of the Enpl oyee Retirenent |ncone
Security Act of 1974, Pub. L. 93-406, sec. 2002(b), 88 Stat. 959.
The | RA provisions were designed “to create a system wher eby
enpl oyees not covered by qualified retirenment plans woul d have

the opportunity to set aside at |east sone retirenment savings on

a tax-sheltered basis.” Canpbell v. Comm ssioner, 108 T.C. 54,

63 (1997). The basic tax characteristics of a traditional |IRA
are (1) deductible contributions, (2) the accrual of tax-free

earni ngs (except with respect to section 511 unrel ated busi ness

®The Anerican Jobs Creation Act of 2004, Pub. L. 108-357,
sec. 233(a), 118 Stat. 1434, added that provision to sec.
1361(c)(2) (A). The added cl ause applies only to bank stock held
in an IRA or a Roth IRA as of Cct. 22, 2004. Because of the
tenporal limtation a bank cannot qualify for an S corporation
el ection where (i) any portion of its stock is held in a trust
that qualifies as an individual retirenent account and (ii) such
stock was transferred to the trust after Cct. 22, 2004. W wll
di scuss that clause and what precipitated its addition to the
I nternal Revenue Code later in this Opinion

‘Al t hough the Internal Revenue Code refers only to | RAs and
Roth I RAs, to distinguish between Roth IRAs and non-Roth IRAs in
this Opinion we refer to non-Roth IRAs as traditional |RAs.

The parties seem ngly agree that, for purposes of
eligibility as an S corporation shareholder, there is no
difference between a traditional IRA and a Roth | RA
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incone), and (3) the inclusion of distributions in gross incone.?
See secs. 219(a), 408(a), (d)(1), (e).

Roth I RAs are of nore recent vintage, having been created as
part of the Taxpayer Relief Act of 1997, Pub. L. 105-34, sec.
302, 111 Stat. 825, to further encourage individual savings. The
basic tax characteristics of a Roth IRA are (1) nondeducti bl e
contributions, (2) the accrual of tax-free earnings, and (3) the
exclusion of qualified distributions fromgross incone. See sec.
408A(a), (c)(1), (d)(1) and (2)(A).°

Section 408(a) provides in pertinent part that “the term
“individual retirenent account’ neans a trust created or
organized in the United States for the exclusive benefit of an
i ndi vidual or his beneficiaries”. However, IRAs and Roth | RAs

can assune another legal form They can be custodi al accounts.

81 RA distributions rolled over pursuant to sec. 408(d)(3)
wi thin 60 days of receipt are excluded fromthe | RA beneficiary's
gross incone. In addition, for taxable years after 2005 certain
gualified charitable distributions of up to $100,000 a year nade
by an IRA trustee at the I RA beneficiary’s direction may be
excludable fromthe | RA beneficiary’ s incone. See sec.
408(d) (8) (A

°The timng of the tax benefit is the critical difference
between traditional and Roth IRAs. A traditional |RA provides an
i mredi ate tax benefit, as contributions are deductible. Wen
distributions are eventually taken froma traditional |IRA they
will be included in gross inconme and subject to Federal incone
tax. In contrast, there is no inmmediate tax benefit to Roth IRA
contributions, as they are not deductible. The tax benefit cones
| ater, when qualified distributions are taken fromthe Roth | RA
and are not included in gross incone and are therefore not
subj ect to Federal incone tax.
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In that case, they nust be treated as trusts in order to qualify
as |RAs. See sec. 408(h). In other words, a custodial account
| RA nust be treated as a trust in order for it to qualify as an
| RA under section 408.

D. Parties’ Arqunents

Petitioner has two argunents. First, petitioner argues that
“a custodial account qualifying as an | RA al so neets the
qualifications to be a shareholder of an S corporation.”
According to petitioner, the beneficiary of the custodi al
account--in this case, M. D Mindo--should be considered the
shar ehol der for purposes of section 1361. In support of that
argunment, petitioner cites section 1.1361-1(e)(1), Inconme Tax
Regs., which provides that “The person for whom stock of a
corporation is held by a nom nee, guardi an, custodian, or an
agent is considered to be the sharehol der of the corporation for
pur poses of this paragraph (e) and paragraphs (f) and (g) of this
section.” Petitioner also cites Rev. Rul. 66-266, 1966-2 C. B
356, and Priv. Ltr. Rul. (PLR) 86-05-028 (Nov. 4, 1985)!° for the
proposition that S corporation stock held in a custodial account

for a disabled person or by a custodian under the Uniform G fts

©private letter rulings may not be used or cited as
precedent under sec. 6110(k)(3), but we assune that petitioner
cites the 1985 private letter ruling as evidence of the practice
of the Comm ssioner. See Hanover Bank v. Conm ssioner, 369 U S
672, 686 (1962); Magdalin v. Conm ssioner, T.C Meno. 2008-293
n.7.
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to Mnors Act is treated as held by the disabled person or child.
Petitioner’s other argunent is that an IRAis a grantor trust
that qualifies as an S corporation sharehol der under section
1361(c)(2)(A) (i), which provides that eligible S corporation
sharehol ders include “A trust all of which is treated (under
subpart E of part | of subchapter J of this chapter) as owned by
an individual who is a citizen or resident of the United
States. !

Respondent argues that “an I RA custodial account is very
different” fromthe custodial accounts that were the subjects of
the revenue ruling and the PLR because in those instances “the
assets are held in a custodial account for soneone who can not
legally hold themfor thenselves, and the inconme is taxed
currently.” Respondent points to the sharp contrast between
those situations and the instant one “where a person who can
legally hold the asset chooses to transfer such assets to the
custodi an so tax benefits can be achieved.” Addressing
petitioner’s other argunent, respondent points to Rev. Rul. 92-
73, 1992-2 C.B. 224, in which the Conm ssioner concluded that a
trust that qualifies as an IRAis not a permtted sharehol der of

an S corporation.

1Subpt. E of pt. | of subch. J includes secs. 671-679.
Trusts that fall under those sections are often referred to as
“grantor trusts”.
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E. Roth IRAs Are Not Eliqgible S Corporation Sharehol ders??

We begin by acknow edging that no statute or regulation in
ef fect during 2003 explicitly prohibited a traditional or a Roth
| RA fromowning S corporation stock.'® At that tinme, the only
| egal authority specifically addressing the issue was Rev. Rul.
92-73, supra.! Thus, the legal issue presented in this case is
one of first inpression in our Court.

1. Def erence to Revenue Rulings

“A ‘Revenue Ruling’ is an official interpretation by the
Service that has been published in the Internal Revenue Bulletin.
Revenue Rulings are issued only by the National Ofice and are
publ i shed for the information and gui dance of taxpayers, Internal
Revenue Service officials, and others concerned.” Sec.

601.601(d)(2)(i)(a), Statenent of Procedural Rules.

2That is, except for the limted transitory reli ef
explicitly authorized by Congress vis-a-vis S corporation banks.

See supra p. 6.

BRecently finalized sec. 1.1361-1(h)(1)(vii), Inconme Tax
Regs., contains such an explicit prohibition. The regul ation was
effective Aug. 14, 2008. T.D. 9422, 2009-2 C.B. 898.

YThere is one judicial opinion, involving a case in which
nei ther the Comm ssioner nor the United States was a party that
touched on, but did not decide, the issue. See Schuylkill
Skyport Inn, Inc. v. Rich, Gvil No. 95-3128 (E.D. Pa., Jan. 6,
1998) (“All of the parties to this litigation recognize that, if
an |RA is a sharehol der of a corporation, that corporation under
the I nternal Revenue Code and Regul ati ons cannot be a valid
Subchapter *S corporation.”).
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We are not bound by revenue rulings, ' and, applying the

standard enunci ated by the Suprene Court in Skidnore v. Swft &

Co., 323 U. S. 134, 140 (1944), the weight (if any) that we afford
t hem depends upon their persuasiveness and the consistency of the

Commi ssioner’s position over tine. See PSB Hol dings, Inc. v.

Comm ssioner, 129 T.C 131, 142 (2007) (“[We evaluate the

revenue ruling under the | ess deferential standard enunciated in

Skidnore v. Swift & Co., 323 U S. 134 (1944)").' The

15See, e.g., Estate of Lang v. Conmi ssioner, 64 T.C. 404,
406- 407 (1975) (“A revenue ruling, wthout nore, of course, is
sinply the contention of one of the parties to the litigation,
and is entitled to no greater weight.”), affd. in part and revd.
in part on other grounds 613 F.2d 770 (9th G r. 1980). In
affirmng that opinion in part, the Court of Appeals concl uded
that “The Tax Court properly declined to defer to an unreasonabl e
ruling.” Estate of Lang v. Conm ssioner, 613 F.2d at 776.

¥In United States v. Mead Corp., 533 U.S. 218 (2001), the
Suprene Court recognized that there are various types of agency
pronouncenents that nmay be entitled to differing | evels of
deference and that the | owest |evel of deference--Skidnore
deference--has continuing vitality. See id. at 234 (“Chevron did
nothing to elimnate Skidnore’s holding that an agency’s
interpretation may nerit sone deference whatever its form given
the ‘specialized experience and broader investigations and
information’ available to the agency” (quoting Skidnore v. Swift
& Co., 323 U S. 134, 139 (1944)); id. at 235 (concluding that a
tariff classification ruling by the U S. Custons Service “may
surely claimthe nerit of its witer’s thoroughness, |ogic, and
expertness, its fit with prior interpretations, and any ot her
sources of weight”). 1In so doing, the Supreme Court set forth a
two-prong test for determ ning whether to afford an agency
pronouncenent Chevron deference. [d. at 226-227 (“W hold that
adm nistrative inplementation of a particular statutory provision
qualifies for Chevron deference when it appears that Congress
del egated authority to the agency generally to make rul es
carrying the force of law, and that the agency interpretation
claimng deference was pronulgated in the exercise of that
authority.”); see also Marnol ej o-Canpos v. Holder, 558 F.3d 903,
(continued. . .)
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Statenent of Procedural Rul es acknow edges the neani ngf ul

distinction to be drawn between regul ati ons and revenue rulings.

18, .. conti nued)
908 (9th Gir. 2009) (en banc) (“Not every agency interpretation
of its governing statute is entitled to Chevron deference,
however.").

The Departnent of the Treasury and the Internal Revenue
Service issue various types of pronouncenents including, for
exanpl e, Treasury decisions (i.e. regulations), revenue rulings,
revenue procedures, technical advice nmenoranduns, and private
letter rulings. Those pronouncenents warrant varying |levels of
judicial deference, in accordance with the test set forth by the
Suprene Court in United States v. Mead Corp., supra. Revenue
rulings do not warrant Chevron deference under the test set forth
in United States v. Mead Corp., supra, because they clearly fai
the test’s second prong. See Nelson v. Comm ssioner, 568 F.3d
662, 665 (8th Cr. 2009) (analyzing a revenue ruling using
Ski dnore deference), affg. 130 T.C. 70 (2008); Kornman &
Associates, Inc. v. United States, 527 F.3d 443, 454 (5th Gr.
2008) (“Even assum ng that revenue rulings satisfy the first
prong of the Mead test, see |I.R C. §8 7805(a), they clearly fai
the second.”); id. (“Furthernore, other circuit courts have
uniformy held that revenue rulings are not entitled to Chevron
deference.”) (string citation omtted); see also
Aeroqui p-Vickers, Inc. v. Conm ssioner, 347 F.3d 173, 181 (6th
Cr. 2003) (“Wien promul gating revenue rulings, the I RS does not
invoke its authority to make rules with the force of |aw
Specifically, the IRS does not claimfor revenue rulings ‘the
force and effect of Treasury Departnent regulations.”” (citing
Rev. Proc. 89-14, 1989-1 C.B. 814)).

Absent stipulation to the contrary, the appropriate venue
for an appeal of the decision in this case is the Court of
Appeals for the Ninth GCrcuit, in which there is strong support
for affording revenue rulings Skidnore deference. See Texaco
Inc. v. United States, 528 F.3d 703, 711 (9th G r. 2008) (“We
have held that generally revenue rulings are entitled at least to
‘ Skidnore deference.’”); QOmwhundro v. United States, 300 F.3d
1065, 1067-1069 (9th Cr. 2002) (per curiam (analyzing a revenue
ruling using Skidnore deference); MDaniel v. Chevron Corp., 203
F.3d 1099, 1112 (9th G r. 2000) (“Though revenue rulings do not
have the force of law, they do constitute a body of experience
and i nformed judgnment to which we may | ook for guidance.”).
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See sec. 601.601(d)(2)(v)(d), Statenent of Procedural Rules
(“Revenue Rulings published in the Bulletin do not have the force
and effect of Treasury Departnent Regul ations (including Treasury
deci sions), but are published to provide precedents to be used in
the di sposition of other cases, and may be cited and relied upon
for that purpose.”).

2. Per suasi veness of Rev. Rul. 92-73

The rationale underlying Rev. Rul. 92-73, supra, is
straightforward--traditional IRAs are not eligible S corporation
shar ehol ders because the beneficiary of a traditional IRA is not
taxed currently on the IRA's share of the S corporation’ s incone
whereas the beneficiaries of the perm ssible S corporation
sharehol der trusts listed in section 1361(c)(2)(A) are taxed
currently on the trust’s share of such incone.

The revenue ruling s rational e sensibly distinguishes |RAs

fromgrantor trusts governed by sections 671-679.® “Wen a

YRev. Rul. 92-73, 1992-2 C.B. 224, was issued before the
Roth I RA provisions were enacted into the Internal Revenue Code.
It referred to |RAs, which we refer to as traditional |RAs.

8Al t hough Roth | RAs did not exist when the revenue ruling
was issued, the Comm ssioner would have had even nore reason to
di stinguish Roth IRAs fromgrantor trusts. Distributions froma
traditional I RA are included in gross incone under sec. 408(d).
Qualified distributions froma Roth IRA are not includable in
gross incone under sec. 408A(d). Thus, if a Roth IRA qualified
as an S corporation sharehol der, tax alcheny in a free enterprise
busi ness context could be achieved. This would grant an
overwhel m ng conpetitive tax benefit to a Roth | RA-owned busi ness
conpared to a C corporation conpetitor who is subject to two
| evel s of tax--one at the corporate | evel and another at the

(continued. . .)
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grantor or another person is treated under subpart E (section 671
and follow ng) as the owner of any portion of a trust, there are
included in conputing his tax liability those itens of incone,
deduction, and credit against tax attributable to or included in
that portion.” Sec. 1.671-3(a), Incone Tax Regs.; see Estate of

O Connor v. Conm ssioner, 69 T.C. 165, 174 (1977) (“Wen a

grantor or other person has certain powers in respect of trust
property that are tantanmount to dom nion and control over such
property, the Code ‘Il ooks through’ the trust form and deens such
grantor or other person to be the owner of the trust property and
attributes the trust incone to such person.”). That, of course,
is not the case with traditional and Roth | RAs--earni ngs accrue

tax free in both entities.® It follows that the tax

8, .. continued)
sharehol der | evel. Though it can be argued that the unrel ated
busi ness income tax (UBIT) functions to plug this |oophole, it is
not clear that the UBIT would do so in a case |like the instant
one.

®When Rev. Rul. 92-73, supra, was issued, Congress had not
yet amended sec. 1361 to permt certain tax-exenpt entities to
own S corporation stock. See supra p. 6. Wth the Snall
Busi ness Jobs Protection Act of 1996, Pub. L. 104-188, 110 Stat.
1755, certain tax-exenpt entities--including enployee stock
ownership plans (ESOPs) that satisfy the requirenents of sec.
401(a)--becane eligible S corporation shareholders for the first
time. Petitioner thoughtfully argues that the 1996 anendnents
underm ne the rationale of Rev. Rul. 92-73, supra, because ESCP
participants are not taxed currently on an S corporation’s
incone. Petitioner argues further that “The anal ysis used by
respondent in Rev. Rul. 92-73 was inplicitly overturned by the
enactnent of the S corporation ESCOP rules.” W respectfully
di sagree. The 1996 anendnents in no way bear on the
Comm ssioner’s ultimate conclusion in Rev. Rul. 92-73, supra,

(continued. . .)
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rel ati onshi p between an individual beneficiary and a traditional
or Roth IRA is not governed by the grantor trust provisions of

subpart E of part | of subchapter J (sections 671-679).%°

19, .. continued)
that the Federal inconme tax rules relating to grantor trusts are
inconpatible with the Federal inconme tax rules relating to |IRAs.
In other words, the fact that Congress has all owed certain tax-
exenpt entities (including ESOPs) to own S corporation stock does
not mean, ipso facto, that IRAs and grantor trusts are treated
the same for Federal inconme tax purposes. See Staff of Joint
Comm on Taxation, Ceneral Explanation of Tax Legi sl ation Enacted
in the 104th Congress, at 130-131 (J. Conm Print 1996).
Moreover, as explained later in this Opinion, (1) had Congress
intended to allow IRAs to owmn S corporation stock, it would have
said so explicitly and (2) all avail able evidence reflects that
Congress has expressed a contrary intent.

20\W\het her an | RA assunes the legal formof a custodial
account or a trust is inmaterial to whether an IRAis an eligible
S corporation sharehol der. Mreover, the fact that M. D Mundo’ s
Roth I RA assuned the formof a custodial account undercuts the
grantor trust argument. Although M. D Mundo’s Roth IRA is
designated “custodial”, it is deenmed a trust for purposes of sec.
408. See sec. 408(h). Sec. 408(h) provides that custodi al
account | RAs are treated as trusts “For purposes of this
section”--neaning for purposes of sec. 408 and no other section
of the Internal Revenue Code. This neans that a custodi al
account | RA would not be treated as a trust for purposes of sec.
1361(c)(2)(A) (i) and the grantor trust provisions. Furthernore,
petitioner’s reliance on Rev. Rul. 66-266, 1966-2 C. B. 356, and
Priv. Ltr. Rul. 86-05-028 (Nov. 4, 1985) for the proposition that
we should | ook through the custodial account to its owner for S
corporation shareholder eligibility purposes is unpersuasive.
The fact that the Conmm ssioner has applied the law |liberally when
dealing with S corporation stock held for disabled individuals
does not conpel us to conclude that he nust extend the sane
i beral application to all S corporation stock held in custodial
accounts whet her the owners are disabled or not.

Finally, petitioner’s reliance on sec. 1.1361-1(e)(1),
| ncone Tax Regs., is unpersuasive. Paragraph (e), which is
titled “Nunber of sharehol ders”, does not stand for the
proposition that the tax | aw | ooks through an I RA trust and
treats its owner/beneficiary as the sharehol der for purposes of
(continued. . .)
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We al so note that, as a technical matter, traditional and
Roth 1 RAs do not appear to be grantor trusts and their taxation
is governed by sections 408 and 408A, which are in subchapter D
part I, of the Internal Revenue Code. Unlike grantor trusts,
traditional and Roth | RAs exi st separate fromtheir owners for
Federal incone tax purposes. Wre that not the case, Congress
woul d not have needed to subject IRAs to the unrel ated business

income tax (UBIT).?

20( ... conti nued)
determning S corporation shareholder eligibility. Unlike the
i nstances contenpl ated by the regul ati on--where i ncone
attributable to S corporation stock (e.g., dividends) flows
t hrough a “nom nee, guardian, custodian, or an agent” to the
i ndi vi dual for whomthe stock is held--such inconme does not flow
through an IRA to its beneficiary. It is the IRA's incone, not
the beneficiary’s. An IRA exists on its own--separate fromits
benefici ary--and, under sec. 408(e)(1) is exenpt fromtaxation
unless UBIT is triggered, in which case the income tax is paid by
the IRA, not its beneficiary. Al though the IRA's accunul ated
income wll, under current |aw, eventually be released to the
beneficiary or successor beneficiary in a taxable (traditional
| RA) or nontaxable (Roth IRA) distribution streamsone tine in
the future, that does not nake the I RA a “nom nee, guardi an,
custodi an, or an agent” of the beneficiary with respect to the S
corporation stock for purposes of sec. 1.1361-1(e)(1l), Inconme Tax
Regs. See infra note 21. The trust (M. D Muindo’s Roth I RA) and
not M. Di Mundo (the individual) was petitioner’s sole
shar ehol der

2The UBIT, which is provided for in secs. 511-514,
functions “to prevent tax-exenpt organizations fromunfairly
using their tax-exenpt status to conpete with comerci al
busi nesses.” Alumi_ Association of the Univ. of O., Inc. v.
Comm ssioner, T.C. Meno. 1996-63, affd. 193 F.3d 1098 (9th G r
1999). The Internal Revenue Code inposes UBIT on tax-exenpt
organi zations, including IRAs. See sec. 408(e)(1). If the
| nternal Revenue Code treated an IRA's owner as owming the IRA s
i ncome--rather than treating the IRA as owning the incone
itsel f--Congress woul d not have needed to subject IRAs to UBIT.
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I n any event, even assum ng arguendo that traditional and
Roth 1 RAs could technically qualify as grantor trusts (because of
their owners’ powers and interests), it would be nonsensical to
treat themas such. |In the case of a grantor trust, the grantor
is subject to tax on the trust’s income and gains--the trust is
sinply a conduit through which the incone and gains pass to the

grantor. See Estate of O Connor v. Comm ssioner, supra at 174;

see al so Hornberger v. Conm ssioner, T.C Meno. 2000-42 n.5 (“A

grantor trust is not subject to the income tax. Rather, all of
the i ncone and deductions pertaining to a grantor trust nust be
taken into account by the grantor.”), affd. 4 Fed. Appx. 174 (4th
Cr. 2001).% 1In stark contrast, the tax |aw does not | ook

t hrough I RAs, and no Federal incone tax is paid on an IRA's

i ncome and gains (except when UBIT is triggered). Because the
tax-free accrual of income and gains is one of the cornerstones
of traditional and Roth IRAs, it would make no sense to treat

| RAs as grantor trusts thereby ignoring one of their

qui ntessential tax benefits. As it stands, an IRA--and not its

grantor or beneficiary--owns the IRA's incone and gains, and

22In fact, a grantor trust that is treated as owned by one
person and neets the requirenents of sec. 1.671-4(b)(2)(i)(A),
| nconme Tax Regs., need not obtain a separate tax identification
nunber, sec. 301.6109-1(a)(2), Proced. & Adm n. Regs., and is not
required to file a separate tax return, sec. 1.671-4(b), Incone
Tax Regs. |Instead, the owner may report the trust’s inconme on
his or her own return.
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section 408(e) exenpts the IRA from Federal inconme tax (except
when UBIT is triggered).

Finally, since issuing Rev. Rul. 92-73, supra, the
Commi ssioner has applied it consistently to all I RAs. For
exanpl e, the Comm ssioner regularly invokes Rev. Rul. 92-73,
supra, in PLRs addressing inadvertent term nation waiver requests
under section 1362(f).2* See, e.g., Priv. Ltr. Rul. 2009-15-020
(Dec. 19, 2008); Priv. Ltr. Rul. 2008-45-037 (July 31, 2008);
Priv. Ltr. Rul. 2005-01-013 (Sept. 29, 2004).

3. O her Conpelling Reasons To Reject the Legal
Interpretation Petitioner Advocates

O nore significance than Rev. Rul. 92-73, supra, is the
fact that there is no indication that Congress ever intended to
allow IRAs to own S corporation stock; the only avail able
evi dence suggests otherwise. To begin wth, IRAs are not
explicitly listed in section 1361 as eligible S corporation
sharehol ders. Had Congress intended to render IRAs eligible S
corporation shareholders, it could have done so explicitly, as it
has in the limted case of banks desiring to elect S status. See

Traynor v. Turnage, 485 U S. 535, 547 (1988) (“If Congress had

i ntended instead that primary al coholismnot be deened ‘w || ful

m sconduct’ for purposes of 8§ 1662(a)(1l), as it had been deened

ZIf an S corporation’s S election is inadvertently
termnated (for exanple, because stock is issued to an ineligible
sharehol der), the S corporation can seek a PLR deem ng the
term nation inadvertent and permtting the S corporation to
retain its S corporation status. See sec. 1362(f).
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for purposes of other veterans’ benefits statutes, Congress nost

certainly would have said so.”); Helvering v. Stockholns Enskil da

Bank, 293 U.S. 84, 93 (1934) (“If it had been intended to nmake an
exenption in respect of such taxes in favor of nonresidents, it
i s reasonabl e to suppose that Congress would have said so in
explicit terns instead of |leaving the fate of taxes upon the

| arge sunms thus involved to depend upon the way in which a court
m ght happen to construe the word ‘resident’ --a nost

unsati sfactory substitute, as the conflicting decisions in this
and the next succeeding case bear witness.” (fn. ref. omtted)).
Mor eover, the events that precipitated Congress’ decision to
carve out the very narrow exception that allows IRAs to hold
shares in S corporation banks reflect that, except for that
limted circunstance, Congress has not permtted [RAS to own S
corporation stock.

In a section of the G amm Leach-Bliley Act, Pub. L. 106-102,
sec. 721, 113 Stat. 1470 (1999), titled “Expanded Smal| Bank
Access to S Corporation Treatnent”, Congress ordered the
Comptrol l er General of the United States to conduct a study of
possi ble revisions to the rules governing S corporations
including “permtting shares of such corporations to be held in
i ndividual retirenment accounts”. Such a study woul d have been
unnecessary i f Congress considered IRAs eligible S corporation

shar ehol ders.
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The Conptroller General’s response cane in the formof a
June 2000 Government Accounting Ofice (GAO report to Congress.
The GAO observed that “Although C-corporation banks are permtted
to have | RA shareholders, if they wish to becone S-corporations
they must elimnate the | RA sharehol ders” and that “Treasury
officials generally opposed this proposal because permtting |IRAs
to hold shares in S-corporation banks woul d create untaxed incone
for a potentially long period of tine.” U S. General Accounting
O fice, BANKING TAXATION: I nplications of Proposed Revisions
Governi ng S-Corporations on Community Banks 6-7 (GAQ GGD- 00- 159)
(2000). Later inits report the GAO noted that “Legal and
accounting experts we interviewed indicated that elimnating | RA
shar ehol ders i ncreases the cost and | ength of the Subchapter S
conversion process for banks and their sharehol ders” and went on
to explain why that is so. [d. app. IV at 47

Congress eventual ly acted by addi ng section
1361(c)(2) (A (vi) in 2004. See supra note 6. That provision is
a very narrow one. It permts traditional and Roth IRAs to be
sharehol ders of S corporation banks, but only to the extent of
bank stock held by the I RAs as of Cctober 22, 2004. The
| egi sl ative history underlying that statutory anmendnent reflects
t hat Congress was acting to anend the | aw because of its belief
that 1RAs were ineligible S corporation sharehol ders. See H
Rept. 108-548 (Part 1), at 129 (2004) (“Under present |law, an |IRA

cannot be a sharehol der of an S corporation.”).
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If petitioner is correct, then that change in | aw -preceded
by a congressionally mandated study--was unnecessary, and in
enacting section 1361(c)(2)(A)(vi) Congress engaged in a useless
act after sending the Conptroller General on a fool’s errand.

Al though interpretations by a subsequent Congress of a previous
Congress’ legislative intent are not controlling,? we are
reluctant to inpute a useless act to Congress and to reach a
conclusion that renders an entire clause of section 1361 nere

surplusage. See United States v. Hecla Mning Co., 302 F.2d 204,

211 (9th GCr. 1961) (“We cannot assune that Congress did a
usel ess act. The fact that Congress saw fit to enact this
amendnent confirns our conclusion that there may be no offset in
the conputation of interest.”).

The trend toward increased flexibility for S corporations
means that the tinme may conme when Congress sees fit to allow | RAs

to own stock in any S corporation.?® For now, as in 2003, that is

24Al t hough a subsequent Congress’ view of a prior Congress
action is not controlling, see United States v. Phila. Natl.
Bank, 374 U. S. 321, 348-349 (1963) (observing that “‘The views of
a subsequent Congress form a hazardous basis for inferring the
intent of an earlier one’” (quoting United States v. Price, 361
U S 304, 313 (1960))), a subsequent Congress’ viewis certainly
entitled to weight in a case like this one, see Seatrain
Shi pbuilding Corp. v. Shell QI Co., 444 U S. 572, 596 (1980)
(“[While the views of subsequent Congresses cannot override the
unm st akabl e intent of the enacting one, such views are entitled
to significant weight, and particularly so when the precise
intent of the enacting Congress is obscure” (citations omtted)).

20n May 7, 2009, a bill was introduced in the Senate that
woul d expand S corporation shareholder eligibility to include al
(continued. . .)
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not the case. As a consequence, M. D Muindo’s Roth | RA was not
eligible to own shares in petitioner. Because it did, petitioner
was ineligible for S corporation status in 2003. See sec.
1362(d)(2). Petitioner is therefore a C corporation for Federal
i ncone tax purposes for the 2003 tax year.

The Court has considered all of petitioner’s contentions,
argunents, requests, and statenents. To the extent not discussed
herein, we conclude that they are neritless, noot, or irrelevant.

To reflect the foregoing,

An appropriate order wll

be i ssued granting respondent's

nmotion for partial sunmary

judgnent .
Revi ewed by the Court.

COLVI N, COHEN, WELLS, HALPERN, VASQUEZ, GALE, THORNTON
MARVEL, GOEKE, GUSTAFSON, and PARI'S, JJ., agree with this
maj ority opinion.

23( ... continued)
traditional and Roth I RAs by nodifying sec. 1361(c)(2)(A) (vi).
See S. 996, 111th Cong., 1lst Sess., sec. 6(a) (2009). The sane
proposal was introduced in the Senate in each of the two
precedi ng Congresses. See S. 3063, 110th Cong., 2d Sess., sec.
6(a) (2008); S. 3838, 109th Cong., 2d Sess., sec. 102(a) (2006).
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HALPERN, J., concurring: | agree with much of the majority
opinion but wite to supplenent the argunment therein.

In this case, we nust decide whether a Roth IRA is a proper
sharehol der of an S corporation. Because the Roth IRAis a
custodi al account, petitioner argues that, pursuant to section
1.1361-1(e)(1), Incone Tax Regs., its beneficiary, M. D Mindo,
is considered the sharehol der of the S corporation. M. D Mindo,
of course, would be a proper S corporation sharehol der.

| agree with Judge Holnes as to the neani ng of section
1.1361-1(e)(1), Incone Tax Regs. Yet acceptance of that neaning
is only the starting point for an analysis of the interaction
bet ween the rul es governing S corporations and those governing

| RAs. See, e.g., Boys Markets, Inc. v. Retail Cerks Union,

Local 770, 398 U. S. 235, 250 (1970) (“Statutory interpretation
requi res nore than concentrati on upon isolated words; rather,
consi deration nust be given to the total corpus of pertinent |aw
and the policies that inspired ostensibly inconsistent

provi sions.”).

Custodi al accounts constituting | RAs are accorded speci al
(tax-exenpt) treatnent by section 408(e)(1). The general rule
for custodial accounts (as the majority notes, see majority op.
note 20) is flow hrough taxation of the beneficiary; i.e.,
current inclusion of incone, etc. That tax treatnent is a key
characteristic of custodial accounts and, presumably, the
rational e for considering the beneficiary of a custodial account

that holds S corporation stock to be a shareholder of the S
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corporation. The S corporation thus earns incone that (thanks to
the regulation) is considered to flowdirectly to the beneficiary
of the custodial account. Custodial accounts qualifying as |RAs,
however, preclude that flow hrough tax treatnment, either
deferring taxation of (what is still pretax) incone (traditional
| RA) or exenpting that incone entirely (Roth IRA).! For that
reason, a custodial account qualifying as an IRA utterly subverts
the rationale for the attribution rule in the regulation. Thus,
| do not consider the regulation as authority that a custodi al
account qualifying as an IRA is a proper shareholder of an S
corporation.?

In short, the critical attributes of an IRA--i.e., deferral
of or exenption fromtaxation--are antithetical to the rationale
for permtting custodial accounts to be sharehol ders of S
corporations. Section 408 affords exceptional (and highly

favorable) tax treatnent to certain custodial accounts. For that

Y'n his dissent, Judge Hol nes quotes sec. 1.1361-1(e)(1),
I ncone Tax Regs., as follows: “Ordinarily, the person who would
have to include in gross inconme dividends distributed with
respect to the stock of the corporation (if the corporation were
a C corporation) is considered to be the sharehol der of the
corporation.” Dissenting op. p. 29. Yet the effect (indeed, the
purpose) of sec. 408 is to alter the tax dynam cs of that
di stribution--the person who owns C corporation stock through an
| RA need not (of course) include in gross incone any dividend so
di stri but ed.

2Judge Hol nes argues that “the stakes are not that great”.
D ssenting op. p. 57. But that m sses the point. | suggest
that, regardless of the financial stakes, the logic of the
statute precludes the result petitioner seeks.
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reason, IRAs are different in kind fromregul ar custodi al

accounts and thus are not eligible S corporation sharehol ders.

GALE, THORNTON, MARVEL, GOEKE, and WHERRY, JJ., agree with
this concurring opinion.
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HOLMES, J., dissenting: In 2003, there were 2500 shares of
stock in Taproot Adm nistrative Services, Inc., titled “First
Trust Conpany of Onega, as custodian for Paul D Mundo.” A regu-
| ation states that “[t]he person for whom stock of a corporation
is held by a * * * custodian * * * |s considered to be the share-
hol der of the corporation.”? The First Trust Conpany of Onega is
a custodian. D Mundo woul d therefore seemto be the person who
is considered to be Taproot’s shareholder.? Since he is undoubt -
edly an individual, why exactly is it that Taproot is disquali-
fied frombeing an S corporation? |f enough commentators say
“IRAs can’t be S-corporation sharehol ders” or, nore precisely,
“the IRS says IRAs can’'t be S corporation sharehol ders,” does
that nmake it so?®

And m ght we not be subtly assum ng the concl usion by phras-
ing the questions that way, when it mght turn out to be the case
that | RAs--at | east sonme | RAs--don’t own property thensel ves, but

are instead a form of ownership?

1 Sec. 1.1361-1(e)(1), Incone Tax Regs.

2 The Conmi ssioner subtly restates the ownership by
par aphrase, variously stating in his notion that D Mundo’s Roth
| RA was the shareholder, Mt. at 2; that the stock was held in a
custodial I RA account for the benefit of D Mundo' s self-directed
Roth IRA, Mdt. at 3; and that the stock was owned by the trust
conpany as custodi an for D Mundo, Sorenson Decl. at 2. W should
of course not sort this out on a summary-judgnent notion, but
i nstead assune the supportable facts nost in Taproot’s favor.

3 Taproot and its conpanion cases are only a few of nearly
a hundred pending before the Court. Fourteen were assigned to ny
di vision, but the parties settled them and deci ded to nmake
Taproot the test case.



- 28 -
l.

The majority’ s analysis of this question--apart froma brief
mention in a footnote, see majority op. note 20--drifts away from
construing the regulation into an exegesis of a revenue ruling
dealing with IRAs set up as trusts,* private letter rulings,® and
| egi sl ative nonhistory® (i.e., the story of what sone Congresses
t hought previous Congresses had deci ded, or even what sone agen-
cies told Congress the I RS thought that previous Congresses had
deci ded.)

| begin with the Code. Section 1361(b)(1)(B) defines an S
corporation (which the Code nore formally calls a “small business
corporation”) as a donestic corporation “which does not * * *
have as a sharehol der a person (other than an estate, a trust
described in subsection (c)(2), or an organization described in
subsection (c)(6)) who is not an individual.” An S corporation’s
shar ehol ders nust be sonewhere on this list. Taproot argues that
Di Mundo qual i fies because he is an individual person.

That shoul d be obvious. Wen the Code doesn't define a
term courts try to construe it in accordance with its ordinary

everyday neaning. United States v. New Mexico, 536 F.2d 1324,

1328 (10th Cr. 1976). And the term “individual” nmeans a human
being. Jonson v. Comm ssioner, 353 F.3d 1181 (10th G r. 2003),

affg. 118 T.C. 106 (2002); see also Liddane v. Conm ssioner, T.C

4 See mpjority op. p. 11.
° See mpjority op. pp. 18-19.

6 See mpjority op. p. 19.
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Menmo. 1998-259, affd. w thout published opinion 208 F.3d 206 (3d
Cr. 2000). Section 7701(a)(1) includes “individual” inits list
of those whomthe Code regards as “persons,” along with “a trust,
estate, partnership, association, conpany or corporation.” But
when property is held by a custodian for the benefit of another,
who counts under section 1361(b)(1)(B) as an “individual per-
son?”--the hol der, the beneficiary, or the account itself? The
Secretary should be the one resol ving such anbiguity in the Code.
And he has.

In 1995, the Secretary filled this particular gap with
section 1.1361-1(e), Incone Tax Regs. This regulation tells us
who counts as an individual sharehol der of an S corporation:

Ordinarily, the person who would have to include in gross

i ncone dividends distributed with respect to the stock of

the corporation (if the corporation were a C corporation) is

considered to be the sharehol der of the corporation. * * *

The regul ati on expl ai ns by exanple how to apply this general
principle in the cases of ownership by a married couple, by
tenants in common, or by joint tenants. But then it reverts to
stating a general rule for other anbi guous cases:

The person for whom stock of a corporation is held by a

nom nee, guardi an, custodian, or an agent is considered to

be the sharehol der of the corporation for purposes of this

par agr aph ge) and paragraphs (f) and (g) of this section.
o [1d. ]

! Wil e section 1.1361-1(e), Incone Tax Regs., is
captioned “Nunber of shareholders,” and the majority apparently
dism sses its relevance to the question of who may owmn S
corporation stock in part on that account, see mgjority op. note
20, that argunent is belied by the cross-reference to paragraphs
(f) and (g). Even if captions count, section 1361-1(f), Incone
Tax Regs. (“Sharehol der nmust be an individual or estate”), does

(continued. . .)
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The Code doesn’t define “custodian”, but the dictionary
definition is “one entrusted officially with guarding and keep-
ing.” MerriamWbster's Third New International D ctionary 559
(2002). That fits here, and is simlar to other uses of the word
in federal law. See, e.g., 31 U S C sec. 3302(a) (2006) (custo-
di an as soneone who keeps noney safe without using it hinself);

Marshall v. Marshall, 547 U.S. 293, 310 n.4 (2006) (alien proper-

ty custodi an as sonmeone who receives, holds, adm nisters, and ac-
counts for noney). This seens to fit with what the Onega trust
conpany was doing for DiMundo. | conclude fromthis that Onega
actually is a custodian of the S-corporation stock.

That Taproot’s stock is held by a custodian is not enough,
of course, for it to qualify as an S corporation. Let us go to
the regulation again. It states:

The person for whom stock of a corporation is held by a

nom nee, guardi an, custodian, or an agent is considered to

be the sharehol der of the corporation for purposes of this

paragraph (e) and paragraphs (f) and (g) of this section.

For exanple, a partnership nay be a nom nee of S corporation

stock for a person who qualifies as a shareholder of an S

corporation. However, if the partnership is the benefici al

owner of the stock, then the partnership is the sharehol der,
and the corporation does not qualify as a snmall busi ness

cor porati on.

Sec. 1.1361-1(e)(1), Incone Tax Regs. (Enphasis added.)

Who, then, is the “person for whom stock of a corporation is

hel d?” The italicized phrase fromthe | ast sentence in the ex-

cerpt leads ne to read the regul ation as equating “benefici al

(...continued)
tell us who qualifies as a sharehol der, and expressly includes in
the Iist anyone who counts as a sharehol der under section 1.1361-
1(e), Incone Tax Regs.
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owner” with “the person for whom stock of a corporation is held.”
And this would nean, in a case like this one, that the correct
guestion is: “Who’'s the beneficial owner of the Taproot stock
held in the | RA?”

Whet her D Mundo’ s | RA custodi al account makes himthe bene-
ficial owner depends upon the ternms of his contract with the cus-
todi an and applicable local law. W recently held, for exanple,
that although a partner had title to a partnership interest he
was not its beneficial owner because the inconme fromthe partner-

ship was distributed to his nother. Wndheimyv. Conm Ssioner,

T.C. Meno. 2009-136. And the Conm ssioner hinmself has already
ruled that “for purposes of determ ning who is a sharehol der
under the provisions of Subchapter S of the Code, benefici al
ownership of the stock rather than technical legal title is con-
trolling.” Rev. Rul. 70-615, 1970-2 C.B. 169, clarified by Rev.
Rul . 75-261, 1975-2 C. B. 350 (“accordingly, since under the facts
in Revenue Ruling 70-615, the taxpayer held the share of stock as
an accommodation for the transferor under an ‘acknow edgnent of
trust’ and had no beneficial interest therein the taxpayer is
properly characterized as a nom nee, and not as a trustee”).

The problens with figuring out who, exactly, counted when a
stock’s title was held by a nom nee or agent caused nuch litiga-

tion before the 1995 regulation. See, e.g., Wlson v. Conmm s-

sioner, 560 F.2d 687, 689 (5th Cr. 1977) (beneficial ownership
of stock, not nere record ownership or other formal indicia, de-

term nes who bears those tax consequences), affg. T.C Meno.
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1975-92; W& WFertilizer Corp. v. United States, 527 F.2d 621

626 (. d. 1975) (trusts, but not custodians, count as real
parties in interest for consenting to subchapter S status); Kean

v. Comm ssioner, 469 F.2d 1183, 1187 (9th Cr. 1972) ("'share-

hol ders’ who nust file a consent are not necessarily ‘sharehol -
ders of record’ but rather beneficial owners of shares”), affg.

in part and revg. in part 51 T.C 337 (1968); Danenberg v.

Commi ssioner, 73 T.C. 370, 390 (1979) (beneficial ownership
controls); CHM Co. v. Conm ssioner, 68 T.C. 31, 37 n.13 (1977

Hof fman v. Comm ssioner, 47 T.C 218, 233-234 (1966) (benefici al

ownership, not technical legal title, critical factor), affd. per
curiam 391 F.2d 930 (5th Cr. 1968).

But let’s assunme on this notion for summary judgnent that
Di Mundo (and not sonmeone he’s designated) woul d be that benefici-
ary. As applied to this case, then, section 1.1361-1(e)(1), In-
cone Tax Regs., would read: “For purposes of paragraph (e) (limt
on nunber of sharehol ders) and paragraph (f) (sharehol ders nust
be individuals), the person for whom stock of the corporation is
held (Paul Di Mundo) by a nom nee, guardi an, custodi an, or an ag-
ent (Onega) is considered to be the sharehol der of an S cor pora-
tion (Taproot).” This reading seens to nmake sense.

Taproot cited Revenue Ruling 66-266, 1966-2 C B. 356, and
Priv. Ltr. Rul. 86-05-028 (Nov. 4, 1985) to support its reading
of the regulation. The Comm ssioner seized on these pre-1995

citations and urged that they be read as limted to custodi ans
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for property held by mnors and di sabl ed persons. The majority
agr eed:

The fact that the Conm ssioner has applied the law liberally

when dealing with S corporation stock held for disabled

i ndi vi dual s does not conpel us to conclude that he nust

extend the sane |liberal application to all S corporation

stock held in custodial accounts whether the owners are

di sabl ed or not.

See mpjority op. note 20.

The reasoni ng of Revenue Ruling 66-266 needs to be qualified
in light of 40 years’ of anmendnents to the S corporation rules,
amendnents that have now created a | egal environnment where the
initial rule--only individuals and estates of decedents can hold
S corporation stock in their own nanes--has been superseded by an
expanding |list of exceptions, stretching fromtax-exenpt organi -
zations (under sections 401(k) and 501) to ESOPs, (QSSTs, trusts,
corporations, and partnershi ps.

The 1966 revenue ruling was inportant at the time for start-
ing to erode the law s focus on title. But the regulation’s
establishment as a general principle that title won't matter if
stock is held by one entity for another was an avul sive change.
VWhat matters now i s whether the beneficial owner of the stock is
an eligible owner.

The list in section 1.1361-1(e)--“nom nee, guardi an, custo-

dian, or an agent”--has no limtation based on the disability of

any individual beneficiary. And the use of the word “custodi an”
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strongly suggests that a plain reading of the regul ati on supports
the taxpayer’s position here.?8

Bankruptcy courts, which have sone expertise in the area,
have no trouble holding that the beneficial interest of a debtor
in an IRA held by a custodian (or a trustee, for that matter) is
attached by the section 6321 federal tax lien, classifying | RAs
as the debtor’s own property under 11 U S.C. sec. 541 (2006).
See, e.g., Schreiber v. United States, 163 Bankr. 327, 334

(Bankr. N.D. Ill. 1994); Crystal Bar, Inc. v. Cosmc, Inc., 758

F. Supp. 543, 544, 551 (D.S.D. 1991); Deppisch v. United States,

227 Bankr. 806, 808-09 (Bankr. S.D. Chio 1998). This gives the
| RS the power to seize taxpayers’ property held in an IRA  See

secs. 6331-6334; Kane v. Capital Guardian Trust Co., 145 F. 3d

1218, 1223 (10th Cr. 1998) (right to liquidate |IRA undoubtedly
constituted a “right to property” subject to levy); Equitable

Life Assurance Socy. of the United States v. M scho, 363 F. Supp.

2d 1239, 1245-46 (E.D. Cal. 2005). Such cases suggest that the
beneficial owner of property held in a custodial individual
retirement account is the owner of the |IRA

Nonet hel ess, the majority dism sses the regulation’s
applicability because:

That regulation * * * does not stand for the proposition

that the tax |law | ooks through an IRA trust and treats its

owner/ beneficiary as the sharehol der for purposes of
determining S corporation shareholder eligibility. Unlike

8 It is striking that the Conm ssioner chose to discuss
the revenue ruling, and even private letter rulings, in his
brief, but omtted any nention of what seens to be a
di rectly-on-point regulation.
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the i nstances contenpl ated by the regul ati on--where i ncone

attributable to S corporation stock (e.g., dividends) flows

t hrough a “nom nee, guardi an, custodian, or an agent” to the

i ndi vidual for whomthe stock is held--such income does not

flow through an IRA to its beneficiary. It is the IRA s

i ncome, not the beneficiary’s.

See majority op. note 20. | don't think this is right--a custo-
dial TRAis an account, not a trust--and while it is certainly a
met hod of owning sonmething, it’s not obvious that a custodi al
account itself is an entity capable of owning anything. One

woul dn't say, for exanple, that “Blackacre was owned by a tenancy
by the entirety,” one would say that “M. and Ms. X owned Bl ack-
acre as tenants by the entirety.” And so the final question to
ask of the regulation is whether a custodial account is itself

“t he person for whom stock of a corporation is held” by a custo-
dian. The majority’ s dism ssal seens odd in |ight of the power
of both bankruptcy courts and the collection armof the RS to
take property in IRAs to pay their owner’s debts in a way they
never would if the IRA were a legally distinct person.

The majority does make one textual argunment. It reasons in
note 20 that | RAs nmust be separate entities because unrel ated
busi ness incone tax (UBIT) is inposed on them

An | RA exists on its own--separate fromits beneficiary--

and, under section 408(e)(1) is exenpt fromtaxation unless

UBIT is triggered, in which case the inconme tax is paid by

the IRA, not its beneficiary. Although the IRA"'s accunul a-

ted incone wll, under current |aw, eventually be rel eased

to the beneficiary or successor beneficiary in a taxable

(traditional I RA) or nontaxable (Roth IRA) distribution

streamsone tine in the future, that does not nmake the I RA a

“nom nee, guardi an, custodian, or an agent” of the benefici-

ary with respect to the S corporation stock for purposes of
section 1.1361-1(e)(1), Incone Tax Regs.
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But the | anguage of section 408(e) subjecting IRAs to UBIT®
seens not that nuch different fromthe | anguage of the Code’ s
exci se taxes. Section 4041(a)(1)(A), for exanple inposes “a tax
on any liquid other than gasoline.” But no one would say that a
gall on of diesel fuel is a person. |Instead, regul ations define
what “person” is liable for the tax. See, e.g., sec. 48.4041-
4(b), Manufacturers & Retailers Excise Tax Regs. And, I|ike
section 408(e), section 3121(1)(4), refers to “wages subject to
the taxes inposed by this chapter”--obviously referring not to
“wages” as a “person” owing a tax, but wages earned by a person
owi ng the tax (and, in context) wages as the source of the tax’s
paynment. The majority is ascribing tax incidence--who bears the
tax liability--to rules about tax reporting and w thhol di ng.

The nore fundamental problemw th this reasoning is that, as
|’ ve already noted, supra p. 29, the Code itself defines
“person,” and custodial accounts are not on that list. See
Eustice & Kuntz, Federal I|ncone Taxation of S Corporations,
par. 3.03[9] n. 145 (4th ed. 2001) (“perhaps the account is not an
entity at all, and the individual should count as the direct

shar ehol der for purposes of IRC 8 1361. See IRC § 408(h) for

° UBIT is a tax inposed by section 511 on the incone of
ot herw se tax-exenpt entities derived froma trade or business
that is regularly engaged in and which is not substantially
related to the reason the entity is tax-exenpt--for exanple, a
pasta conpany owned by a |l aw school. C F. Mieller Co. v.

Comm ssioner, 190 F.2d 120 (3d Cr. 1951), revg. 14 T.C 922
(1950). Sections 408(e)(1) and 408A(a) subject both traditional
and Roth IRAs to UBIT.
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support.”)® As the Ninth Circuit has held, “determning who is a
beneficial sharehol der requires analysis of the actual role the
shar ehol der has pl ayed in corporate governance.” Pahl v.

Comm ssi oner, 150 F.3d 1124, 1129 (9th Gr. 1998), affg. T.C

Meno. 1996-176. In various custodial account agreenents
preapproved by the IRS, the depositor (owner) is responsible for
providing information to the custodian;! he can conbine IRAs to
satisfy the m ninmumdistribution requirenents under section

408(a)(6);* he can replace the custodian at any tine;* he is

10 In a private letter ruling not cited by the
Comm ssioner or the magjority, the IRS decided | ong ago that the
owner of S corporation shares in a custodial account is not the
custodi an or the account but the owner of the account. Priv.
Ltr. Rul. 80-10-028 (Dec. 11, 1979). W don't rely on this
ruling, since the Code forbids us fromrelying on private letter
rulings as precedent, even those cited by both parties (and
di scussed briefly by the majority). See sec. 6110(k)(3).

1 “The Depositor agrees to provide the Custodian with al
i nformati on necessary to prepare any reports required by section
408(i) and Regul ation sections 1.408-5 and 1.408-6." Sout hwest
Securities, Inc., Individual Retirenment Custodial Account Agree-
ment and Disclosure Statenent (2002) (SW5), par. 5.01,
http://ww. W sconsi ndi scount. coni pdf s/ | RAAgr eenent 05_06. pdf .
see also Fidelity Investnents, Fidelity IRA and Roth | RA
Cust odi al Agreenments (2009) (Fidelity), art. V (IRA) and art. VI
(Roth), http://personal.fidelity.conm accounts/pdf/custodials.pdf.

12 “The owner of two or nore traditional | RAs may satisfy
the m nimumdistribution requirenents described above by taking
fromone traditional I RA the anmount required to satisfy the
requi renent for another in accordance with the regul ati ons under
section 408(a)(6).” SW5, par. 4.06; Fidelity, art. IV, par. 6
(IRA); TD AMERI TRADE Clearing, Inc., Roth IRA D sclosure
St atenent & Custodi al Agreenent (2007) (Aneritrade)
http://wwv. tdaneritrade. com forns/ AMID401. pdf, art. I1.

13 “The Depositor may at any time renove the Custodian and
repl ace the Custodian with a successor trustee or custodi an of
the Depositor’s choice by giving 30 days notice of such renoval

(continued. . .)
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hi msel f responsi ble for any fees, taxes and adm nistrative
expenses; ! and he directs and controls the investnents in the
account . Such agreenents--while obviously not controlling here-
-at | east suggest in their apparent uniformty that custodial -
account I RAs would likely be found at trial to be under the
control of their owers. It is hard to see how they could be
consi dered “persons” of their own, instead of channels through
whi ch their owners direct and nmanage their investnents.

And a longer | ook at the regulation shows that it doesn't
make i mmedi ate taxability a defining characteristic of custodial

accounts. ' Instead, it nakes the key characteristic the

13(,..continued)
and replacenent.” SW5, par. 8.04(b); Aneritrade, art. X

4 “All such fees, taxes, and other adm nistrative expenses
charged to the account shall be collected either fromthe assets
in the account or fromany contributions to or distributions from
such account if not paid by the Depositor, but the Depositor
shal | be responsible for any deficiency.” SW5 par. 8.05(c);
Fidelity, art. 11X pars. 16, 18 (Roth); Ameritrade, 8.01(c).

15 “At the direction of the Depositor * * * the Custodi an
shal |l invest all contributions to the account and earni ngs
thereon in investnents acceptable to the Custodian * * *. The
Cust odi an shall have no duty other than to follow the witten
i nvestnment directions of the Depositor, and shall be under no
duty to question said instructions and shall not be |iable for
any investnent |osses sustained by the Depositor.” SW5, par.
9.01; Fidelity, art. I X, par. 2 (Roth); Ameritrade, art. VI.

16 Anot her textual argument, though unnmade by the
Comm ssioner, is to play with the distinction in section 408(h)
itself, which treats custodial IRAs as trusts “for purposes of
this section” but their custodians as trustees “for purposes of
this title.” (Enphases added.) The Conmm ssioner m ght have
argued that, because section 1361 is part of “this title,” then
“custodian” in the regulation should be read to nean “trustee.”
Treating the custodian as a trustee (wth its inposition by
reference of recordkeeping duties |ike those found in section
(continued. . .)
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beneficial enjoynent of the account. And the regulation itself
lists other entities or exenpt organizations as eligible owers
of S corporation stock.?
| ndeed, the relationship between the custodian and the S

corporation’s stock was described by the |leading treatise as the
custodi an’ s hol di ng “nom nal ownershi p” versus the owner of the
account’s “beneficial ownership.” See Eustice & Kuntz, Federal

| ncone Taxation of S Corporations, par. 3.03[18], at 3-90 (Supp.
2 2009). And the Comm ssioner has adopted that distinction when
it suits him |IRS Coordinated |ssue Paper on S Corporation Tax
Shelters, at 6 (Nov. 8, 2004) (“Because the exenpt party appears

to be sinply a facilitator w thout beneficial ownership of the S

18, .. conti nued)
6047) does not, however, nean that the custodial account would
beconme a trust.

The Secretary does know how to wite regulations that would
make that happen. For exanple, section 401(f) (governing
qualified pension and benefit plans) says that “For purposes of
this title, in the case of a custodial account * * * the person
hol di ng the assets of such account * * * shall be treated as the
trustee thereof.” But the regulation--section 1.401(f)-

1(c)(1) (i), Income Tax Regs.--specifies that “Such a custodi al
account * * * js treated as a separate |egal person which is

exenpt fromincone tax under section 501(a). In addition, the
person hol ding the assets of such account * * * s treated as the
trustee thereof.” (Enphases added.)

7 The Secretary put this |language into section
1.1361-1(e), Inconme Tax Regs. 1995. See T.D. 8600, 1995-2 C. B
135. He revisited the | anguage in 2002 (each potential current
beneficiary of the ESBT is counted as a sharehol der of any S
corporation whose stock is owned by the ESBT, T.D. 8994, 2002-1
C.B. 1078; and less than a year ago (providing that the
beneficiary of an ESBT or the beneficiary of an IRA are
considered the S corporation shareholders, T.D. 9422, 2008-2 C. B
898.
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corporation stock, the exenpt party generally should not be
treated as a sharehol der for purposes of the allocation of
i nconme. ") 18
So we have a regul ation whose validity is unchallenged by
either the mpjority or the Conm ssioner.?® Nor does it seem
possi bl e that such a chall enge coul d have succeeded under Chevron

step one, which tells us to ask whether Congress “has directly

spoken to the precise question at issue.” Chevron, U S A Inc.

v. Natural Res. Def. Council, Inc., 467 U S. 837, 842 (1984).

The majority concedes as nmuch. See mgjority op. note 20.

Chevron step two--whether the agency’s solution is reasonabl e--
seens equally easy to clinb: A focus on the beneficial ownership
of stock under a custodian’s control |ooks directly at who
ultimately bears the benefits and risks of S corporation stock

owner shi p?® and gi ves us a reasonable answer to the question of

8 Coordi nated i ssue papers, like revenue rulings, are
drafted by IRS attorneys and represent “‘nerely the opinion of a
| awyer in the agency and nust be accepted as such’, and are ‘not
bi nding on the * * * courts.”” See N. Ind. Pub. Serv. Co. v.
Commi ssioner, 105 T.C. 341, 350 (1995) (quoting Stubbs, Overbeck
& Associates, Inc. v. United States, 445 F.2d 1142, 1146-47 (5th
Cr. 1971)), affd. 115 F.3d 506 (7th Gr. 1997).

9 The Ninth Crcuit |long ago upheld the pre-1995 version
of the regulation, sec. 1.1371-1(d)(1), Inconme Tax Regs. Kean v.
Comm ssi oner, 469 F.2d 1183, 1187 (9th G r. 1972), affg. in part
and revg. in part 51 T.C. 337 (1968).

20 See also Wlson v. Comm ssioner, 560 F.2d 687, 690 (5th
Cr. 1977) (“Shareholders in close corporations generally have
sone role (however formal or mnor) in corporate governance, bear
a risk of corporate failure, and stand to share in corporate
successes. The extent to which the individual in question
exhi bits these characteristics hel ps determ ne whether he is a
beneficial shareholder.”), affg. T.C. Meno. 1975-92, cited in

(continued. . .)
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whet her Di Mundo can put his Taproot stock in a custodial -account
| RA wi thout triggering Taproot’'s transformation into a C

cor porati on.

The dispute within our Court should have been on the neani ng
of the actual words of the regulation, but the majority shifts
its focus to a set of authorities that can't help us in constru-
i ng that | anguage.

| tag al ong.

.

The majority’ s conclusion rests on old Revenue Ruling 92-73,
rules relating to grantor trusts, congressional inaction in
response to the RS s continuing reliance on the revenue ruling
in the PLRs it issues, and nunerous statenents by organi zations
hoveri ng around Congress about the current state of the IRS s
views on the subject.? \Whiile consistent, these spotty
indications are not controlling |aw but nerely denonstrations
that the authors of the PLRs haven’'t thought through the neaning
of the 1995 regqgul ati on agai nst a background of steady expansion

in S-corporation shareowning eligibility.

20( ... conti nued)
Christian & Grant, Subchapter S Taxation, par. 14.04 (4th ed.
2000) (“Who Must Consent”).

2l The majority admts “that no statute or regulation in
effect during 2003 explicitly prohibited a traditional or a Roth
| RA fromowning S corporation stock.” See mgjority op. p. 11
It further argues that section 1.1361-1(h)(1)(vii), Inconme Tax
Regs., effective Aug. 14, 2008, contains such an explicit
prohi bition. As we shall explain, we do not think the 2004
anendnent applies to I RAs in nonbank S corporations, and
certainly not custodial I RAs, which are governed by section
1.1361-1(e), Inconme Tax Regs.
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The three thenmes flow ng through the majority opinion--
deference to the revenue ruling and the Comm ssioner’s conti nuing
reliance on it, disagreement with any characterization of | RAs as
grantor trusts, and such |legislative history as exists, al
spring fromthese authorities.

| will |ook at each.

A

The majority packs nost of its reasoning aboard Revenue Rul -
ing 92-73, which cursorily held that I RAs couldn’t be consi dered
grantor trusts in determning their eligibility as S-corporation
shar ehol ders because the rules that apply to grantor trusts “are
inconpatible with the rules that apply to” IRAs. Yet the revenue
ruling answered a single question: “lIs a trust that qualifies as
an individual retirenent account under section 408(a) of the
| nternal Revenue Code a permtted sharehol der of an S corporation
under section 13617?”

The ruling reviewed Code section 1361(c)(2)(A) (i) and
1361(d) (1) and reasoned:

A section 408(a) trust cannot also be a trust described in

section 1361(c)(2)(A) (i) or a QSST treated as a trust de-

scribed in section 1361(c)(2)(A)(i) because the rules that
apply to a trust described in section 1361(c)(2)(A) (i) or

QSST treated as such a trust are inconpatible with the rules

that apply to a section 408(a) trust. Therefore, a section

408(a) trust cannot satisfy the rules applicable to a trust

that is a permtted sharehol der of an S corporation.
(Enphases added).

This revenue ruling is much too weak a plank to bear the
load the majority puts on it. First and forenost, as enphasized

above, the ruling is ained at 1 RAs held as trusts governed by
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section 408(a). The account in our case is not a trust; it’s a
custodi al account. Custodial account |IRAs are not “true trusts.”

Walsh v. Galloway, 308 Bankr. 709, 713-14 (Bankr. WD. Pa. 2001)

(section 408(a) limts the characterization of custodial -account
| RAs as trusts to that section alone); see also infra p. 44.
B.

The majority’s | engthy discussion, see majority op. pp. 1l4-
18, of IRAs as grantor trusts is understandable in |light of the
Comm ssioner's own extended analysis along this line, and his
refusal to engage in the regulatory analysis that Taproot did.
(And to be fair, Taproot itself contributed to the m sdirection
by chasing the rabbit trail laid down by the Conmm ssioner). ??

The majority steers us to section 408(h) to |lash custodi al
accounts and trusts together. See majority op. pp. 8-9. That
section provides:

SEC. 408(h). Custodial accounts.--For purposes of this
section, a custodial account shall be treated as a trust if

t he assets of such account are held by a bank (as defined in

subsection (n)) or another person who denbnstrates, to the

satisfaction of the Secretary, that the manner in which he
will adm nister the account will be consistent with the
requi renents of this section, and if the custodi al account
woul d, except for the fact that it is not a trust,

constitute an individual retirement account described in
subsection (a). [Enphasis added.]

22\ note, without opining on its consequences, that the
revenue ruling preceded by a few years Congress’s 1996 and 1997
anendnents to the S-corporation rules to provide that an enpl oyee
stock ownership plan (ESOP) under section 401 could be a
sharehol der of an S corporation although the tax treatnent of an
ESOP beneficiary is equivalent to that of a traditional |IRA
owner, and the incone of an ESOP is taxed under section 72 when
distributed to the beneficiary just like an IRA's is.
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The enphasi zed phrase confines section 408(h)’s equation of
trusts and custodi al accounts to section 408. Section 408 pl aces
l[imts on IRAs on rollover contributions, on who can be a custo-
di an, on what assets can be held in them on whether they can be
forfeited, or on whether their assets can be conm ngled. Section
408(h) sinply directs us to these other parts of section 408.

And we really should have spotted the obvious point that
this revenue ruling--issued in 1992--is nost unlikely to be hel p-
ful in deciding the neaning of a regulation issued three years
|ater. Revenue rulings don’t trunp regulations. W thus agree
with Taproot that Revenue Ruling 92-73's skinpy analysis, if
relevant at all to this case, was overturned by the 1995 regul a-
tion and the Comm ssioner's |ater analysis of S Corporation ow
nership eligibility for ESOPs. See Rev. Rul. 2003-27, 2003-1
C. B. 597.

C.

What really seens to lead the najority to its conclusion is
| ess the old revenue ruling and grantor-trust rules than its
extensi ve consideration of public policy and what it concl udes
fromthe fact that “there is no indication that Congress ever
intended to allow IRAs to own S-corporation stock.” See mpjority
op. p. 19. The mpjority first notes that IRAs are not explicitly
listed in section 1361 as eligible S-corporation sharehol ders.
This is true, but the Supreme Court has repeatedly warned that
“congressional silence | acks persuasive significance.” Brown v.

Gardner, 513 U. S. 115, 121 (1994) (citation omtted); Weth v.
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Levine, 555 U.S. __, __, 129 S. Ct. 1187, 1216 (2009) (“the
relevance is * * * not in any inferences that the Court may draw
from congressional silence about the notivations or policies

underlying Congress’ failure to act”); Rapanos v. United States,

547 U.S. 715, 749 (2006) (noting the Court's “oft-expressed
skepticismtowards reading the tea | eaves of congressional
i naction”).

The majority next argues that “had Congress intended to
render I RAs eligible S-corporation shareholders, it could have
done so explicitly, as it has in the limted case of banks de-
siring to elect S status.” See mgjority op. p. 19. The nmmjor-
ity’s reference here is to section 1361(c)(2)(A)(vi), added to
the Code in 2004 by the American Jobs Creation Act of 2004, Pub.
L. 108-357, sec. 233(a), 118 Stat. 1434.2° It nmmkes trust |RAs
eligible S corporation owners:

(vi) In the case of a corporation which is a bank (as
defined in section 581) or a depository institution holding
conpany (as defined in section 3(w) (1) of the Federal

Deposit Insurance Act (12 U.S.C. 1813 (w) (1)), a trust which
constitutes an individual retirenment account under section

23 Foll owi ng this anendnent, the Secretary added
subdi vision (vii) to section 1.1361-1(h)(1), Inconme Tax Regs.
“I'n the case of a corporation which is a bank * * * a trust which
constitutes an individual retirenent account under section
408(a), including one designated as a Roth I RA under section
408A, but only to the extent of the stock held by such trust in
such bank or conpany as of Cctober 22, 2004. I ndivi dual
retirement accounts (including Roth | RAs) are not otherw se
eligible S corporation sharehol ders.”

Whil e not an issue discussed by the ngjority, note that the
new regul ation applies only to IRAs set up as trusts and may in
context apply only to banks or bank hol di ng conpani es organi zed
as S corporations. In any event, it applies only prospectively,
after the year invol ved here.



- 46 -

408(a), including one designated as a Roth I RA under section

408A, but only to the extent of the stock held by such trust

i n such bank or conpany as of the date of the enactnent of

this cl ause.

VWiile we agree with the majority that the 2004 anendnment was
a “very narrow exception that allows IRAs to hold shares in S
corporation banks”, see majority op. p. 20, we disagree with the
maj ority about its significance as a window into the m nd of
Congress on the general eligibility of S-corporation sharehol ders
to hold their stock in IRAs. First, the amendnent had an excep-
tionally narrow focus. It was limted to trusts and did not in-
cl ude custodi al accounts |ike DiMundo’s IRA. And its narrow
focus matched the narrow problemit was ai med at--existing share-
hol ders of small banks who held their stock in IRAs. Even when
Congress anends parts of a statute, the Suprenme Court has warned
us that “as a general matter * * * [the] argunents [of congres-

sional inaction] deserve little weight in the interpretive pro-

cess.” Central Bank of Denver, N.A Vv. First Interstate Bank of

Denver, N. A, 511 U S. 164, 187 (1994). And the narrow focus of

Congress’s attention shoul d make us even nore cautious--“when, as
here, Congress has not conprehensively revised a statutory schene
but has made only isol ated anmendnents, we have spoken nore bl unt-
ly: “It is “inpossible to assert with any degree of assurance
that congressional failure to act represents” affirmative
congressional approval of the Court's statutory interpretation.’”

Patterson v. MlLean Credit Union, 491 U S. 164, 175, n.1 (1989)

(quoting Johnson v. Transp. Agency, Santa Cara County, 480 U. S.

616, 671-72 (1987) (Scalia, J., dissenting).
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The GAO report quoted so extensively by both the Comm s-
sioner and the majority only adds nore ballast to ny enphasis on
t he narrowness of this problem-the inpact of the old | aw on
community banks. The anmendnent was sinply a specific solution
offered to a particular problem itself a consequence of a |ong-
ti me ban on banks’ being allowed to organi ze as S corporations
t hat Congress didn't lift until 1996.2%

After 1996, banks faced a costly and conplicated process to
convert frombeing a Cto an S corporation if they had enpl oyees
who had tucked their shares into RAs. The chairman of the
| ndependent Community Bankers of America (|1 CBA) described the
obst acl es:

| RAs often hold significant portions of bank stock, thereby
[imting banks' ability to elect S Corporation status. In
many cases, banks find it virtually inpossible to elimnate
the significant anobunt of stock owned by I RAs due to capital
constraints.

* * * * * * *

* * * [T)he owner of the IRAis a disqualified party and is
prohi bited from purchasing the conmunity bank's stock from
the IRA. * * * |RAs that participate in prohibited transac-
tions taint the entire fund and the tax exenption is |ost.
The account ceases to be an IRA on the first day of the
taxabl e year in which the prohibited transaction occurs .

The Departnent of Labor has granted exenptions, on a
case- by-case basis, fromthe prohibited transaction rul es
when the IRA wanted to sell stock to a disqualified party.
However, applications nmust be submtted for each individual
case and are tinme consum ng and expensi ve.

| CBA recomends al |l owi ng owners of | RAs hol ding the
stock of a community bank making the S Corporation election

24 Smal | Business Job Protection Act of 1996, Pub. L
104- 188, sec. 1315, 110 Stat. 1785 (anending sec. 1361(b)(2)(A)).
Before this Act, banks couldn’t be S corporations.
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to purchase the subject securities fromthe IRAs. This can
be acconplished by anmending | RC 84975 or I RC 8408 to all evi -
ate the penalty associated with an IRA selling one of its
assets to its owner

Hearing on S Corporation Reforns Before the Subcomm on Sel ect
Revenue Measures of the House Comm on Ways and Means, 108th
Cong., 1st Sess. 41-42 (2003) (statenment of C R “Rusty”
Cloutier, President and Chief Executive Oficer, MdSouth Bank,
Chai rman of the Independent Community Bankers of Anmerica) (fn.
refs. omtted).

The GAO focused on this problemand consulted | egal and
accounting experts, Treasury officials, and others solely on the
cost and del ays of elimnating | RA sharehol ders when a bank
converted to S status. And while the GAO s Report did note “IRAs
are not eligible to be S-corporation sharehol ders under present
| aw, ”2®* GAO Report, app. IV at 47, nowhere did it cite any
authority for this contention (though it’s reasonable to assune
it had Revenue Ruling 92-73 in mnd).

The Secretary responded to the GAO study in a short letter.
He referred to “a series of proposals related to banks organi zed
as S corporations” and commented that his discussion was limted
to the particul ar subject of the potential inpact of the proposal
on conmmunity banks. He then went on to address the specific
probl em

The prohibition of I RAs as sharehol ders al so creates

difficulties only for banks that had been previously

organi zed as C corporations. * * * |t is inportant to
enphasize in the text of the report that a substanti al

2 GAO Rep. at 47.
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nunber of banks are already operating as S corporations, and

t heref ore have presunmably not found these provisions, which

are necessary in our view for the reasons di scussed above,

i nsur nount abl e.
GAO Rep. at 61

The nost interesting part of Treasury’s response is its
suggestion that the real problemw th S corporation sharehol ders
putting their stocks in IRAs was the possibility that the corpor-
ation’s operating profit mght go untaxed for quite a while:

Treasury officials generally opposed this proposal because

permtting IRAs to hold shares in S corporation banks woul d
create untaxed inconme for a potentially |ong period of tine.

* * %

Id. at 6-7.

* * * * * * *

Treasury indicated that if IRAs were allowed to be S
corporation shareholders, froma policy standpoint, the
Unr el at ed Busi ness I ncone Tax should be inposed, which
parallels simlar tax treatnent of other pension funds.
ld. app. |V, at 49.
The Deputy Assistant Treasury Secretary for Tax Policy
repeated those concerns:
Qur support, however, is explicitly conditioned on the S
Corporation incone earned in the I RA being treated as
unrel ated busi ness taxable incone. W are concerned that,
i f enacted, subsequent efforts will be nmade that woul d nmake
such inconme not subject to UBIT (as was done in the case of
ESOPs), thus elimnating any and all tax on such incone.
Hearings, supra at 19 (statement of Gegory F. Jenner, Deputy
Assi stant Secretary for Tax Policy, U S. Departnent of the
Treasury).
Since the 2004 anendnent, several Congressnen have intro-

duced bills to allow S-corporation stock to be held in I RAs of
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all types. The mpjority, see majority op. note 25, cites the
failure of these efforts as additional support for inferring a
prohi bition on owning S corporation stock in |RAs.

But aski ng why Congress hasn’t anmended the Code to reverse
Revenue Ruling 92-73 isn't the right way to | ook at the problem
In a systemlike tax law, so heavily dependent on regulations to
fill the inevitable gaps, the right questions are what does a
regul ati on nmean and does it stay within the boundaries marked out
in the Code. Chevron doesn't tell us to ask why Congress didn't
do what the regulation does; it tells us to ask whether the
regulation is valid as a reasonable interpretation of an anbi gu-

ity in the Code. Redlark v. Conm ssioner, 141 F.3d 936, 939 (9th

Cir. 1998), revg. 106 T.C. 31 (1996); Swallows Holding, Ltd. v.

Conm ssioner, 126 T.C 96, 157 (2006) (Hal pern, J. dissenting),

vacated 515 F. 3d 162 (3d Gr. 2008). Here, the anbiguous termin
the Code is “individual” in section 1361(b)(1)(B) and, as ex-
pl ai ned above, the regulation is a perfectly reasonabl e construc-
tion of that term If, as also expl ained above, a custodial ac-
count is not a person, but a way a person can own property, then
the regulation as applied certainly allows D Mundo to hold his
stock in a custodial account, even an |RA

The majority’ s approach also veers toward relying on the
doctrine of |egislative reenactnment, when it argues that Congress
has to have been aware of the IRS s revenue ruling and PLRs but
chose not to anend the Code in response. Yet there is no evi-

dence that Congress knew of any Code section or regulation or
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revenue ruling or even PLR on this matter. This should have
started caution flags fluttering. “The re-enactnent doctrine
* * * js nost useful in situations where there is sone indication
t hat Congress noted or considered the regulations in effect at
the time of its action. Oherw se, the doctrine may be as
doubtful as the silence of the statutes and |egislative history

to which it is applied.” Peoples Fed. Sav. & Loan Association v.

Conm ssi oner, 948 F.2d 289, 302-03 (6th Cr. 1991), revg. T.C

Meno. 1990- 129.
[T,

But there remain two questions that seemto really trouble
the mpjority: Wiy is it only now that anyone is making this
argunent? And wouldn’t the systemfall apart if people could
hold S corporation shares in their |RAs?

A

Whenever a novel |egal argunent about an old law is pro-
posed, a prudent judge should ask why no one’ s ever thought of it
before. But whatever presunption of incorrectness novelty nust

bear, it can’t be a conplete bar.?®

26 “Two University of Chicago Nobel | aureates wal ki ng down
a canmpus sidewal k. One says to the other, ‘There’'s a $20-bill on
the sidewalk in front of you.” Wthout |ooking down, the other
| aureate retorts, ‘No there isn’t.” To which the first |aureate
says in sone frustration, ‘Well, look dowmn. [It’s right there!
The second | aureate then cl oses off the debate * * * *‘There
couldn’t be. If there were a $20-bill on the sidewal k, soneone
woul d have picked it up.’” MKenzie, Book Overview. A Defense of
Rat i onal Behavi or in Economcs, ch. 1, at 3 (Merage School of
Busi ness, Univ. of Cal., Irvine (under devel opment in 2008) (but
based on a long oral tradition). On the hazards of picking up
money from si dewal ks, see generally Roberts v. State, 12 P.2d 701

(continued. . .)
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And there’ s a reasonabl e explanation for no one’ s having
rai sed the argunent till now. To understand it, consider the
guestion’ s chronol ogy:

1958- - Subchapter S corporations put in the Code--ownership
limted to individuals and estat es?’

1966- - Revenue Rulings 65-90 and 66-266 all ow m nors or
ot hers under disabilities, whose property is held in
custodi al accounts or by estates, to be eligible S
corporation sharehol ders?®

1974--Traditional I RAs put in the Code?

1976--Gantor trusts allowed to be S-corporation
shar ehol der s%°

1992- - Revenue Ruling 92-73 holds that an IRA held by a
trust is not a trust eligible to be an S-corporation
shar ehol der 3!

1995--Section 1.1361-1(e)(1), Incone Tax Regs., is issued.?*

26(, .. continued)
(Gkla. Crim App. 1931); Atkinson v. Birm ngham 116 A 205 (R |
1922).

21 Former secs. 1371-1377 were first added to the Code by
t he Techni cal Anendnents Act of 1958, Pub. L. 85-866, sec. 64, 72
Stat. 1650.

28 Revenue Rulings 65-90, 1965-1 C. B. 428, and 66- 266,
1966-2 C.B. 356.

29 Enpl oyee Retirenent Income Security Act of 1974, Pub.
L. 93-406, sec. 2002(b), 88 Stat. 959. Sept. 2, 1974,

30 Tax Reform Act of 1976, Pub. L. 94-455, sec.
902(c)(2)(A), 90 Stat. 1609.

3 Revenue Ruling 92-73, 1992-2 C. B. 224.

32 T.D. 8600, 1995-2 C. B. 135, (July 21, 1995). Former
section 1.1371-1(d)(1), Incone Tax Regs., issued under forner
Code section 1371, provided that partnerships and trusts and not
their partners or beneficiaries were treated as the sharehol ders.
In 1995, the Secretary changed position and promul gated section
1.1361-1, Inconme Tax Regs., partially allowing nore flexible S

(continued. . .)
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1996- - Banks are allowed to be organized as S corporations?

1997--Roth I RAs are put in the Code**

2004 -- |IRAs already owning shares in banks converting to S

corporation status are expressly nmade eligible

shar ehol ders. **

This is a history of adhocery--Congress and the I RS finding
solutions to new problens in the area as they arose. Wat nakes
the 1995 regulation so significant is that it marked the first
tinme that the Secretary chose to stop tweaking the |ist of

eligible S-corporation shareholders, and instead set up a general

principle for dealing with a class of situations where various

32(...continued)
corporation ownership and possession. The Secretary put sone
extra thought into this. Wen first proposed, the regulation
provided that in the case of a partnership “the partnership (and
not its partners) is considered to be the sharehol der and the
corporation does not qualify as a small business corporation.”
Fol |l owi ng comments that questioned why stock held by a partner-
ship as nom nee could not be considered to be owned by the bene-
ficiary, the Secretary reversed course and the final regul ations
provi ded that the person for whom a partnership holds S-corpora-
tion stock will be treated as the shareholder. T.D. 8600, 1995-2
C.B. at 136 (July 21, 1995). His explanation for including par-
tnerships on the list of eligible sharehol ders, particularly when
other flomhru entities were al so added over the years, suggests
that preserving the “tax dynam cs” of S-corporation distribu-
tions, see Halpern, J. concurring op. note 1, was not his primary
goal .

33 Smal | Busi ness Job Protection Act of 1996, Pub. L.
104- 188, sec. 1315, 110 Stat. 1785 (anmending sec. 1361(b)(2)(A)).

34 Taxpayer Relief Act of 1997, Pub. L. 105-34, sec.
302(a), 111 Stat. 825.

35 The Anerican Jobs Creation Act of 2004, Pub. L
108- 357, sec. 233(a), 118 Stat. 1434, added that provision to
sec. 1361(c)(2)(A).
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entities exercised different attributes of ownership--title,
possession, etc.

The problemis that the parts of the IRS overseeing | RA | aw
don’t seemto have noticed this turn taken by the parts of the
| RS overseeing S-corporation law. Treatise witers have noticed,
but have neverthel ess cautioned tax planners agai nst taking the
ri sk of challenging the Service, given the stakes involved. See
Eustice & Kuntz, supra par. 3.03[9]; Blau et al., 1 S Corpora-
tions Federal Taxation par. 3.30 (2009). One can understand this
caution--having even one ineligible sharehol der triggers revo-
cation of S-corporation status, sec. 1361(b)(1), wth its immedi -
ate inposition of a second |ayer of taxation on profit distribu-
tions to the shareholders. This makes the absence of precedent
on the question understandable--for a corporation that has share-
hol ders who have put their stock in an IRA electing S-Corpora-
tion status could trigger excise tax on excess contributions,
sec. 4973; penalties on prohibited transactions, sec. 4975; and a
tax on distributions fromthe affected corporation that w |l
apply to all its sharehol ders.

B

There is, finally, the objection that by allow ng S-corpora-
tion stock to be held in tax-deferred or tax-exenpt |IRA accounts,
“tax alcheny in a free enterprise business context could be
achieved. This would grant an overwhel m ng conpetitive tax bene-
fit to a Roth | RA-owned business conpared to a C corporation

conpetitor who is subject to two |l evels of tax--one at the cor-
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porate | evel and another at the sharehol der level.” See mpjority
op. note 18. But this underestimtes the strengths of the Code’s
ot her defenses agai nst such shenanigans. There are nunerous |i-
mtations on what can go in and out of an |IRA--incone-contribu-
tion limts, sec. 219; deadlines for contributions, sec. 219;
penal ties on prohibited transactions, sec. 4975; penalties on ex-
cess contributions, sec. 4973; etc.3 But even nobre inportantly,
whil e custodial retirenent accounts are generally exenpt fromtax
on undistributed I RA incone, they are still “subject to the taxes
i nposed by section 511 (relating to inposition of tax on
unrel ated busi ness incone of charitable, etc. organizations).”
Sec. 408(e)(1).

It’s UBIT, not the revocation of S-corporation status, that
pl ugs any | oophole. Wile IRAs normally may hold a variety of
i nvestnments including cash, stocks, and bonds, they are exenpt
fromtax on inconme derived fromsuch investnments. This cluster
of Taproot-like cases all seemto feature investnents such as
real -estate and other small businesses that woul d generate UBIT.
See sec. 512(a)(1l); see also supra note 9.

That is certainly what seens to have been happening in this
case and the two related to it. The oral settlenent in D Mindo

V. Comm ssioner, docket No. 15395-07, included D Mundo’'s conces-

% |gnoring such constraints is presumably what |ed the
Comm ssi oner to consider sone schenes involving S corporations
and ESOPs to be abusive tax transactions under section 409(p).
The Secretary nade them “listed transactions” under the tax
shelter regulations, including its disclosure requirenments. See
Noti ce 2004-8, 2004-1 C. B. 333 (Jan. 26, 2004).
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sion of the penalty owed for making excess contributions to an
| RA under section 4973, as well as his concession that he re-
ceived nearly a mllion dollars in unreported taxable dividends
fromthe operating business standing in back of Taproot that
flowed into his custodial account. It really would be tax al che-
my if such operating profits went untaxed in an IRA. But the
solution is what the parties came up with here--a recognition
t hat whet her taxed as unrel ated inconme or deened dividends, the
i ncome woul d neverthel ess be taxed.

They did have $8,549 of what they called interest |eft over,
and stipulated to the Court that resolution of this summary-
j udgnment notion would govern whether that trickle of an incone
stream woul d be taxed as C-corporation incone or flow through to
D Mundo’s Roth IRA.  The practical effect of ruling against the
governnment here would |ikewi se be much snaller than the majority
fears, given the breadth of the income that is subject to UBIT.
7 Fed. Tax Coordinator 2d (RIA), pars. D-6916.1, D 6901 (2009)
(characterization of the incone and |loss from S corporation to
t ax- exenpt organi zati on as unrel ated busi ness incone applies
regardl ess of the nature of such incone.)

This case is a rem nder that tax |aw does not cascade into
the real world through a single channel. It neanders instead
t hrough a vast delta, and any general principles tugged al ong by
its current are just as likely to sink in the braided and re-
brai ded rivulets of specific Code provisions and the nurk of

regul ations as they are to survive and be useful in deciding real



- 57 -
cases. Taproot thinks it found a course through the confl uence
of the subchapter S and IRA rules that it could successfully
navigate. Its route would be new, but the stakes are not that
great, and the sky will remain standing if we had just read and
applied the regulation as it is.
| respectfully dissent.

- FOLEY, KROUPA, and MORRISON, JJ., agree with this dissenting
opi ni on.



