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Ohio Supreme Court Declares Income of an ESBT Taxable to Grantor

Background and Impact on Ohio Taxpayers

The Ohio Supreme Court held in Knust v. Wilkins, 111
Ohio St. 3d 331 (Ohio 2006) (decided November 22,
2006) that income of a grantor trust designed as an elect-
ing small business trust (“ESBT”) under I.R.C. § 1361 et
seg. is taxable to the grantor personally, and that desig-
nation as an ESBT for federal income tax purposes does
not alter the Ohio tax treatment of the trust’s income.

The relevant facts of Knust are as follows. Two separate
trusts were created, solely with shares of stock of an S
corporation. It was undisputed that the trusts were gran-
tor trusts and that the trusts were properly designated as
ESBTs for federal income tax purposes. See |.R.C. §
1361(e)(3). On February 26, 2000, and subsequent to
the ESBT elections, the trusts sold the shares of S corpo-
ration stock. Each trust received $16 million and paid
federal income tax on the sale proceeds. During the
same year, the grantors/individual trustees of the trusts
reported and paid Ohio personal income tax on the pro-
ceeds from the sale of S corporation stock, for which
they filed a refund.

The refund request was denied by the Tax Commis-
sioner and affirmed on appeal by the Board of Tax Ap-
peals (“BTA”). The BTA agreed with the Tax Commis-
sioner, holding the two trusts were grantor trusts and the
ordinary rule for taxing grantor trusts (i.e., income
earned by such a trust is taxed not to the trust but rather
to the grantor himself/herself) was not changed by the
fact that the trusts were designated as ESBTs under fed-
eral tax law.

The Ohio Supreme Court (“Court”), in turn, affirmed the

decisions of the BTA and the Tax Commissioner. The
only question before the Court was whether the trusts’

status as ESBTs for federal income tax purposes

changed the taxability of the income that the grantor
trusts earned. The Court ultimately determined it did
not.

The Court reasoned that nothing in the Internal Revenue
Code suggests that the taxability of a grantor trust
changes or is otherwise modified when the trust is desig-
nated as an ESBT. See L.R.C. § 641 (c); see also I.R.C.
§§ 671-679 (grantor trust rules). The Court did not find
persuasive the fact that the grantors of the trusts did not
include the trust income as part of their own federal ad-
justed gross income. The Court stated that the Tax
Commissioner was not confined to follow such a state-
ment of reported earnings in applying provisions of the
Internal Revenue Code.

The Court found support for its conclusion in a recently
adopted Treasury Regulation. The regulation, which
applies to taxable years ending on and after December
29, 2000, provides that a grantor trust designated as an
ESBT is taxed as an ordinary grantor trust. See Treas.
Reg. §§ 1.641(c)-1(c); 1.641(c)-1(k). Although the
trusts in question terminated once the S corporation
stock was sold in February 2000, the Court found that
the trusts’ taxable years ended on December 31, 2000 as
a result of (1) the year end dates shown on the trust re-
turns filed for federal income tax purposes, and (2) the
lack of evidence suggesting an earlier taxable year end.
That portion of the decision is somewhat debatable
given the fact the sale of the S corporation stock termi-
nated the trusts prior to the applicability of the regula-
tion. See Justice O’Donnell’s dissenting opinion.

Congress created the ESBT designation in 1996 (P.L.
104-188) and gave trusts designated as ESBTs the
power to own stock in S corporations. Generally, for
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federal income tax purposes S items of income, deduc-
tion and credit were taxed according to special rules of  Action Items
taxation for ESBTs under I.LR.C. § 641(c). That is,

such items were taxable to the trust itself and not the GBQ will continue to monitor this development, as nec-
beneficiaries of the trust. On the other hand, non-S essary. GBQ SALT professionals are available to assist
items were taxed according to the normal trust taxation  you in determining how best to address tax issues re-
rules. There was some confusion at the federal level lated to the Knust decision.

about the taxation of ESBTs that also qualified as gran-
tor trusts, until Treasury Regulation §1.641(c)-1(c) was
adopted which stated the grantor trust rules prevail over
the ESBT rules.

For many years in Ohio, trusts were not subject to in-
come tax. The Ohio Department of Taxation took the
position, however, that ESBTs otherwise qualifying as
grantor trusts were taxable as grantor trusts (i.e., the
federal grantor trust provisions take precedence over the
ESBT provisions). See Information Release 2000-01
(January 19, 2000). In 2002, the law was changed pur-
suant to Senate Bill 261 which subjected trusts to in-
come tax at the state level and effectively shut down the
planning opportunity for ESBTs in Ohio. The Knust
decision is the first time the Court has addressed the
taxation of an ESBT that also qualifies as a grantor trust.
It is anticipated that not much litigation will ensue as a
result of Knust in light of Treasury Regulation § 1.641

(c)-1(c).
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