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The potential pitfalls involved in 
the acquisition of, or merger with, an 
entity that has elected to be taxed 
under Subchapter S of the Internal 
Revenue Code, often referred to as an 
S corporation, should not be underesti-
mated or overlooked. While an S-cor-
poration seller or target can provide 
significant tax benefits in a transac-
tion, an improper election to be taxed 
as an S corporation by the target, also 
known as an invalid election, or the 
unintentional failure to comply with 
the requirements of an S corporation, 
also known as an inadvertent termina-
tion, can have even more significant 
negative consequences.

For example, if an S corporation 
made an invalid election or caused an 
inadvertent termination, it or its suc-
cessor may be liable for the taxes it 
would have paid in the previous three 
years had it been taxed as a C Corpo-
ration. Further, and less obviously, if 
a company acquires a qualified sub-
chapter-S subsidiary, often referred to 
as a QSUB, from an S Corporation, it 
may seem as though any potential risks 
associated with an invalid S corpora-
tion would remain with the seller if 
that seller continues to exist following 
closing. However, the tax treatment of 
certain transaction structures involv-
ing S corporations can change depend-
ing on whether the seller is a valid S 
corporation. For example, the acquisi-
tion of a QSUB is generally treated as 
an asset transaction for tax purposes, 
but if the seller is not a valid S corpo-
ration, then the transaction could be 
taxed as a stock purchase, which could 
mean a loss of any step-up in basis in 
the underlying assets—an unwelcome 
surprise for any client.

To avoid risks that may arise from 
an invalid election or an inadvertent 
termination, counsel should conduct 
thorough diligence of matters related 
to an entity’s status as an S corporation. 
For example, counsel should confirm 
that the entity has met the require-
ments of an S corporation at all times 
since its election to be taxed as such. 
Careful analysis is required in deter-
mining whether all owners are eligible 
shareholders and that the ownership 
structure does not violate the one class 
of stock rule. Further, counsel should 
ensure that the seller or target properly 
completed and filed the election to be 
taxed as an S corporation and that all 
elections for its subsidiaries were prop-

erly filed with the IRS. Additionally, 
counsel should review the history of 
the entity’s status as an S corporation 
since a conversion to an S corporation 
within the last five years could sub-
ject the entity to “built-in gains” tax. 
These diligence items are illustrative 
only and not exhaustive. Counsel may 
wish to seek the advice of tax special-
ists.

If the seller or target may have inad-
vertently terminated its status as an S 
corporation, counsel can, among other 
remediation techniques, request a pri-
vate letter ruling from the IRS stating 
that any such inadvertent termination 
did not result in the entity losing its 
status as a valid S corporation, which 
requires the entity to provide informa-
tion concerning the potential issue, 
company history, shareholder informa-
tion, and other matters related to the 
S election as well as affidavits from 
shareholders making certain attesta-
tions. The IRS is generally lenient in 

providing favorable rulings in the case 
of inadvertent terminations; however, 
such letters can take six months or 
longer to obtain, which often does not 
align with desired transaction time-
lines. If there are potential issues con-
cerning S corporation validity or if the 
purchaser does not wish to take on any 
risk associated with an inadvertent ter-
mination, the purchaser can shift the S 
corporation risk to the seller by request-
ing indemnification and placing a por-
tion of the consideration in escrow 
specifically for such issues. Generally, 
such funds would be released following 
the receipt of a favorable private letter 
ruling from the IRS or once the statute 
of limitations lapses. Alternatively, the 
parties may agree to obtain tax insur-
ance specifically covering S corpora-
tion matters. With the recent rise in 
representation and warranty and tax 
insurance, insurance for S-corpora-
tion matters has become more popular 
with premiums decreasing as insurance 

companies become more comfortable 
with the process. Insurance may not 
be practical for smaller transactions 
because many insurers have minimum 
premiums in the low six figures; how-
ever, some sellers are receptive to such 
a cost when the alternative may be a 
holdback equal to C corporation tax 
liability for the past three years or the 
potential loss resulting from no step-up 
in basis. 

While the solutions and risk toler-
ance of clients related to S-corpora-
tion issues can vary considerably, it is 
imperative that counsel identify and 
communicate the potential risks asso-
ciated with S corporation sellers or 
targets; the risk can be fairly remote, 
but the consequences can be very sig-
nificant. HN
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What makes a happy, successful attorney take the 
leap to another law firm?

For Victor Vital, it was the opportunity to grow and 
expand his practice on a nimble national platform 
with an attractive  cost structure. So when Barnes & 
Thornburg opened its Dallas office almost six years 
ago, he jumped at the chance to get in on the ground 
floor of such a full-service firm.

“Because of the firm’s national footprint, with offices 
all over the country, I’ve been able to steadily build 

my book of business on a national platform with low 
overhead and virtually nonexistent bureaucratic 
red tape,” he says. “And my clients enjoy access 
to a vast network of skilled attorneys.” 

Victor also values the firm’s long track record 
of revenue growth, profitability and rock-solid 
financial stability. That’s been especially 
important in the past year. “We’ve been so 
busy we didn’t even consider laying people 
off — in fact, we’ve actually added attorneys 
and staff, which is pretty remarkable, given 
the environment.”

And the glue that holds it all together 
is the collegial culture at Barnes & 
Thornburg. “A lot of firms pay lip service 
to collaboration, but you still run into 
silos, bureaucracy and lack of trust. Here 
it’s different. When I pick up the phone, 
I get the help I need right away. And the 
marketing and professional support I 
receive is exceptional.”

Taken together, Victor says joining 
Barnes & Thornburg was one of the 
best career moves he has made. 
“This is a place where I can prosper, 
thrive and be happy in the company 
of a truly supportive team.”

See what sets us apart in Dallas 
at btlaw.com
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