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S CORPORATIONS: REQUIREMENTS

S corporations are currently the largest tax filer in the United States of America. This course covers the 
statutory requirements to be an S Corporation. 

LEARNING ASSIGNMENTS AND OBJECTIVES 

As a result of studying each assignment, you should be able to meet the objectives listed below each 
individual assignment.

SUBJECTS

Chapter 1: Requirements to Be an S Corporation

Study the course materials from pages 1 to 38
Complete the review questions at the end of each chapter
Answer the exam questions 1 to 10

Objectives:

• Recognize statutory requirements to be an S corporation.
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NOTICE
Copyright © 2018 CCH Incorporated and its licensors and affiliates. All rights reserved. 
This course includes the partial text of Practical Guide to S Corporations written by Michael 
Schlesinger and used with permission from CCH Incorporated, which owns the copyright. The 
course information, Learning Objectives, Supplemental Material, Review Questions and Re-
view Answers are written by Pacific CPE which owns the copyrights, thereto. No part of this 
publication may be reproduced, stored in a retrieval system, or transmitted in any form or by 
any means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as 
permitted under Section 107 or 108 of the 1976 United States Copyright Act, without the prior 
written permission of the Publisher.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best 
efforts in preparing this book, they make no representations or warranties with respect to the 
accuracy or completeness of the contents of this book and specifically disclaim any implied 
warranties or merchantability or fitness for a particular purpose. No warranty may be created 
or extended by sales representatives or written sales materials. The advice and strategies 
contained herein may not be suitable for your situation. You should consult with a professional 
where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any 
other commercial damages, including but not limited to special, incidental, consequential, or 
other damages.

The End User shall be permitted to use the Licensed Content for internal purposes only and 
not for resale or distribution. The Licensed Content is provided on an “as is” basis and with-
out any warranties of any kind, express or implied. CCH INCORPORATED AND ITS LICEN-
SORS AND AFFILIATES DISCLAIM ALL WARRANTIES WITH RESPECT TO THE LICENSED 
CONTENT, EXPRESS OR IMPLIED, INCLUDING BUT NOT LIMITED TO, WARRANTIES 
OF MERCHANTABILITY, FITNESS FOR A PARTICULAR PURPOSE, NON-INFRINGEMENT, 
TITLE, QUIET ENJOYMENT AND INFORMATION COMPLETENESS, CURRENCY OR AC-
CURACY.

End User assumes all responsibilities and obligations with respect to the selection of the Li-
censed Content to achieve End User’s intended results. End User assumes all responsibilities 
and obligations with respect to any decision or advice made or given as a result of the use or 
application of the Licensed Content. CCH and its licensors and affiliates are not engaged in the 
rendering of legal, accounting, tax or other professional advice or services. If legal, accounting, 
tax or other expert assistance is required, the services of a competent professional should be 
sought.

This course is sold with the understanding that the publisher is not engaged in rendering legal, 
accounting, or other professional advice and assumes no liability whatsoever in connection 
with its use. Since laws are constantly changing, and are subject to differing interpretations, we 
urge you to do additional research and consult appropriate experts before relying on the infor-
mation contained in this course to render professional advice.

© Pacific CPE, LP 2021

Program publication date 12/07/2021
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EXAM OUTLINE

• TEST FORMAT: The final exam for this course consists of 10 multiple-choice questions 
and is based specifically on the information covered in the course materials.

• ACCESS FINAL EXAM: Log in to your account and click Take Exam. A copy of the final 
exam is provided at the end of these course materials for your convenience, however you 
must submit your answers online to receive credit for the course.

• LICENSE RENEWAL INFORMATION: This course qualifies for 2 CPE hours.

• PROCESSING: You will receive the score for your final exam immediately after it is 
submitted. A score of 70% or better is required to pass. 

• CERTIFICATE OF COMPLETION: Will be available in your account to view online or 
print. If you do not pass an exam, it can be retaken free of charge.
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CHAPTER 1: REQUIREMENTS TO BE AN S 
CORPORATION

Chapter Objective
After completing this chapter, you should be able to:

• Recognize statutory requirements to be an S corporation.

¶101 BASIC REQUIREMENTS

Because an S corporation is a creature of statute, Congress has prescribed that all of the following 
requirements be met for a corporation to achieve S corporation status:

• Have no more than 100 shareholders

• Have only eligible shareholders (e.g., individuals, decedents’ estates, certain prescribed 
trusts, but not nonresident aliens)

• Be a domestic corporation

• Have only one class of stock

Tax Pointer 1

Even if a corporation meets all of the above requirements, it may not want S status 
because of the shareholder limitations. When parents who are eligible shareholders 
undertake estate planning, the S corporation limitations on trusts may make them 
opt for another business structure, such as a limited liability company classified as a 
partnership for tax purposes.

Tax Pointer 2

In terms of the definition of “domestic corporation,” it may be advantageous for a 
business to operate as a partnership for state tax purposes, but as an S corporation for 
federal tax purposes. For a discussion of this area, see ¶ 206.
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¶102 COUNTING THE SHAREHOLDERS

.01 Meeting the 100-Shareholder Limit

An S corporation may not have more than 100 shareholders at any time during the tax year or it will lose 
its S status. Cumulatively, an S corporation may show more than 100 shareholders during a tax year due 
to transfers of stock, but the total shareholders at any one time cannot exceed 100.

In the case of S corporations which will exceed one hundred shareholders, shareholders may consider 
doing an “end run” around Code Sec. 1361(b)(1)(A)’s one hundred shareholder limit by forming a 
partnership of S corporations. Rev. Rul. 94-43 approved such a procedure. In Rev. Rul. 94-43, the IRS 
sustained a partnership of three S corporations, where each S corporation had the maximum number of 
shareholders permitted. So if three hundred shareholders wanted to operate as a single business, they 
could form three S corporations comprised of one hundred shareholders each, and have these three S 
corporations enter into a partnership to do business.

Care must be practiced in establishing partnerships with S corporations since the partnership anti-abuse 
regulations, Reg. § 1.701-2, will strike down attempts to utilize a partnership unless (1) the partnership is 
bona fide and each partnership transaction or series of related transactions (individually or collectively), 
is entered into for a substantial business purpose, and (2) the form of each partnership transaction is 
respected under substance over form principles.

.02 Stock Held by a Husband and Wife

When stock is held jointly by a husband and wife, either as joint tenants or as tenants in common, the 
husband and wife are treated as one shareholder, although both spouses must personally consent to the 
S corporation election. If a husband and wife each own stock separately as well as jointly, they are still 
treated as one shareholder.

Community property states. In a community property state, the husband and wife are treated as one 
shareholder if they each own stock, regardless of whether or not they each own stock as common 
property.

Death of a spouse. If a spouse dies, stock owned by the surviving spouse and the estate of the 
deceased spouse will be treated as one shareholder. Likewise, if both spouses die, the two estates will 
be treated as one shareholder.

.03 Stock Held with Children, Grandchildren, or Parents

An individual who owns stock with his or her children, grandchildren, or parents is counted separately 
along with the shareholder children, grandchildren, or parents (e.g., if a father and his two children are 
shareholders of an S corporation, they count as three shareholders, not one, for the 100-shareholder 
numerical limit). Constructive ownership rules do not apply in determining the 100-shareholder numerical 
limit.
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Tax Pointer

 
See discussion at ¶ 202.08 where the family can file an election to be treated as one 
shareholder.

.04 Stock Held by a Nominee or Agent

If stock is held by a nominee, only the beneficial owner will be treated as a shareholder for the 
100-shareholder numerical limit. Likewise, stock held by an agent is deemed to be stock owned only by 
the principal.

Example 2-1

ADF Inc., an S corporation, issued 15 stock certificates: 13 to individuals; one to 
Commerce Bank, who is the agent for Don Adams; and one to Bob Jones, who is 
holding the stock as a nominee for his three sisters, Doris, Martha, and Sally Jones. 
ADF Inc. has the following 17 shareholders, although only 15 certificates were issued: 
the 13 individuals, Adams, and the three Jones sisters.

.05 Stock Held by a Custodian

When stock is held by a custodian under the Uniform Transfer to Minors Act (UTMA), the minor is 
deemed the owner, not the custodian. Thus, if one person acts as a custodian for four different minors, 
there are four shareholders.

.06 Stock Held by Unmarried Joint Tenants and Tenants in Common

If two or more unmarried persons own S corporation stock as joint tenants, tenants in common, and so 
on, each person counts as a shareholder.

.07 Beneficial Ownership

Occasionally, stock is not issued to a shareholder; yet, the parties and the S corporation treat the taxpayer 
as a shareholder. Such a situation arose in the case of Feraco. In Feraco, a father and son owned the 
stock of the corporation. A third taxpayer, Bob Butler (“Butler”) was given an option to purchase stock in 
the S corporation; however, no stock was issued to him. Nevertheless, the S corporation issued a Form 
1120S, Schedule K-1 to Butler each year that he was involved in the corporation. The Court held that 
Butler was a shareholder of the S corporation, even though he lacked legal title to the shares. In reaching 
its decision, the Court noted that besides Butler being listed as a shareholder on the S corporation’s tax 
return, Butler held executive positions typical of an owner of a corporation.


