
Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
Section 368.—Definitions
Relating to Corporate
Reorganizations

Does an election to treat a wholly owned sub-
sidiary of an S corporation as a qualified subchapter
S subsidiary (QSub) or an entity classification elec-
tion of a subsidiary terminate when the subsidiary’s
interest is transferred pursuant to certain section
368(a)(1) reorganizations or otherwise? See Rev.
Rul. 2004-85, page 189.

How does an S corporation taxpayer obtain late
QSub election relief for a subsidiary whose QSub
election terminated as a result of a transfer of the
QSub’s interest from one S corporation to another S
corporation? See Rev. Proc. 2004-49, page 210.

Section 671.—Trust
Income, Deductions, and
Credits Attributable to
Grantors and Others as
Substantial Owners

How will certain Delaware statutory trusts be clas-
sified for federal tax purposes and may a taxpayer ac-
quire an interest in certain Delaware statutory trusts
without recognition of gain or loss under section 1031
of the Internal Revenue Code. See Rev. Rul. 2004-
86, page 191.

Section 677.—Income for
Benefit of Grantor

How will certain Delaware statutory trusts be clas-
sified for federal tax purposes and may a taxpayer ac-
quire an interest in certain Delaware statutory trusts
without recognition of gain or loss under section 1031
of the Internal Revenue Code. See Rev. Rul. 2004-
86, page 191.

Section 761.—Terms
Defined

How will certain Delaware statutory trusts be clas-
sified for federal tax purposes and may a taxpayer ac-
quire an interest in certain Delaware statutory trusts
without recognition of gain or loss under section 1031
of the Internal Revenue Code. See Rev. Rul. 2004-
86, page 191.

Section 1361.—S Corpo-
ration Defined
26 CFR 1.1361–5: Termination of QSub election.
(Also §§ 368, 1361, 7701, 1.1361–3, 1.1361–4,
1.1361–5, 301.7701–3.)

Effect of mergers on qualified sub-
chapter S subsidiary (QSub) elections.
This ruling discusses the effect certain in-
terest transfers have on QSub and entity
classification elections.

Rev. Rul. 2004–85

ISSUES

(1) Does an election to treat a wholly
owned subsidiary of an S corporation as a
qualified subchapter S subsidiary (QSub),
as described in § 1361(b)(3)(B) of the In-
ternal Revenue Code, terminate solely be-
cause the S corporation engages in a trans-
action that qualifies as a reorganization un-
der § 368(a)(1)(F)?

(2) Does an election to treat a subsidiary
as a QSub terminate if the S corporation
(whether by sale or reorganization un-
der § 368(a)(1)(A), (C), or (D)) transfers
100 percent of the QSub stock to an-
other S corporation in a transaction that
does not qualify as a reorganization under
§368(a)(1)(F)?

(3) Does an entity classification elec-
tion of an eligible entity, as described in
§ 301.7701–3(b) of the Procedure and Ad-
ministration Regulations, terminate solely
because the owner transfers (whether by
sale, reorganization under § 368(a)(1)(A),
(C), (D), or (F), or otherwise) all of the
membership interest in the eligible entity
to another person?

FACTS

Situation 1. X is a State A S corporation
that owns 100 percent of the stock of Sub
1, a corporation that X has elected to treat
as a QSub. The shareholders of X form
U, a State B corporation. X merges with
and into U in a transaction qualifying as
a reorganization under § 368(a)(1)(F). The
shareholders of X own 100 percent of the
stock of U and U is eligible to be an S
corporation under § 1361(b)(1).

Situation 2. Y is an S corporation that
owns 100 percent of the stock of Sub 2, a
corporation that Y has elected to treat as
a QSub. Y (whether by sale or reorgani-
zation under § 368(a)(1)(A), (C), or (D))
transfers Y’s assets, including 100 percent
of Sub 2 stock, to M, an S corporation, in a
transaction that is not a reorganization un-
der § 368(a)(1)(F).

Situation 3. Z is a corporation that owns
100 percent of the membership interests in
LLC1, an eligible entity that elected to be
classified for federal tax purposes as an as-
sociation, contrary to its default classifica-
tion. Z (whether by sale, reorganization
under § 368(a)(1)(A), (C), (D), or (F), or
otherwise) transfers all of the membership
interests in LLC1 to N, another person.

LAW AND ANALYSIS

Situations 1 and 2

Section 1361(a)(1) provides that the
term “S corporation” means, with respect
to a taxable year, a small business corpora-
tion (as defined in § 1361(b)(1)) for which
an election under § 1362(a) is in effect for
the year.

Section 1361(b)(3)(B) allows an S cor-
poration to elect to treat any domestic cor-
poration that is not an ineligible corpora-
tion (as defined in § 1361(b)(2)) as a QSub
if 100 percent of the stock of the corpo-
ration is held by the S corporation. Sec-
tion 1.1361–3(a) of the Income Tax Reg-
ulations provides the time and manner of
making a QSub election.

Under § 1361(b)(3)(A), a corporation
that is a QSub is not treated as a separate
corporation. Instead, all assets, liabilities,
and items of income, deduction and credit
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of a QSub are treated as assets, liabilities,
and such items (as the case may be) of the
S corporation.

Section 1.1361–4(a)(2) provides that, if
an S corporation makes a valid QSub elec-
tion with respect to a subsidiary, the sub-
sidiary is deemed to have liquidated into
the S corporation. Under § 1.1361–4(b),
this liquidation is generally deemed to oc-
cur at the close of the day before the QSub
election is effective.

Under § 1.1361–5(a)(1)(ii), if a QSub
election terminates as a result of the ter-
mination of its parent’s S corporation elec-
tion, then the termination of the QSub elec-
tion is effective at the close of the last day
of the parent’s last taxable year as an S cor-
poration. Under § 1.1361–5(a)(1)(iii), if a
QSub election terminates as the result of
any other event, then the termination of a
QSub election is effective at the close of
the day on which the event causing the ter-
mination occurs.

Sections 1361(b)(3)(C) and 1.1361–
5(b)(1) provide that if a QSub election
terminates, the former QSub is treated as a
new corporation that, immediately before
the termination, acquires all of its assets
(and assumes all of its liabilities) from the
S corporation in exchange for stock of the
new corporation. The tax treatment of this
transaction or of a larger transaction that
includes this transaction is determined un-
der the Internal Revenue Code and general
principles of tax law, including the step
transaction doctrine.

Section 1.1361–5(b)(3), Example 9, de-
scribes the tax consequences of a trans-
fer by an S corporation (X) of 100 percent
of the stock of a QSub (Y) to a C corpo-
ration (Z). The example provides that the
deemed formation of Y by X (as a con-
sequence of the termination of Y’s QSub
election) is disregarded for federal income
tax purposes. The transaction is treated as
a transfer of the assets of Y to Z, followed
by Z’s transfer of those assets to the capi-
tal of Y in exchange for Y stock. If, instead,
Z is an S corporation, and Z makes a QSub
election for Y effective as of the date of Z’s
acquisition of Y, then Z’s transfer of the as-
sets of Y in exchange for Y stock, followed
by the immediate liquidation of Y as a con-
sequence of the QSub election are disre-
garded for federal income tax purposes.

Sections 1361(b)(3)(D) and 1.1361–
5(c)(1) provide that, absent the consent of
the Commissioner, a corporation whose

QSub status terminates (and any successor
corporation as defined in § 1.1362–5(b))
may not make an S election or have a
QSub election made with respect to it
before its fifth taxable year which begins
after the first taxable year for which the
termination was effective.

Section 1.1361–5(c)(2) provides that in
the case of S and QSub elections effec-
tive after December 31, 1996, if a corpo-
ration’s QSub election terminates, the cor-
poration may make an S election or have
a QSub election made with respect to it
before the expiration of the five-year pe-
riod described in § 1361(b)(3)(D) provided
that (i) immediately following the termina-
tion, the corporation (or its successor cor-
poration) is otherwise eligible to make an
S election or have a QSub election made
for it; and (ii) the relevant election is made
effective immediately following the termi-
nation of the QSub election.

Section 368(a)(1)(F) provides that the
term “reorganization” means, among other
things, a mere change in identity, form, or
place of organization of one corporation,
however effected.

Section 1.381(b)–1(a)(2) provides that,
in the case of a reorganization qualify-
ing under § 368(a)(1)(F) (whether or not
such reorganization also qualifies under
any other provision of § 368(a)(1)), the
acquiring corporation shall be treated (for
purposes of § 381) just as the transferor
corporation would have been treated if
there had been no reorganization.

Rev. Rul. 64–250, 1964–2 C.B. 333,
concludes that when an S corporation
merges into a newly formed corporation
in a transaction qualifying as a reorganiza-
tion under § 368(a)(1)(F), and the newly
formed surviving corporation also meets
the requirements of an S corporation, the
reorganization does not terminate the S
election. Thus, the S election remains in
effect for the new corporation.

In Situation 1, X (an S corporation)
merges into U (a corporation that meets the
requirements to be a small business cor-
poration under § 1361(b)(1)) in a transac-
tion qualifying as a reorganization under
§ 368(a)(1)(F). Under Rev. Rul. 64–250,
U will be treated as a continuation of X.
U, therefore, will be an S corporation im-
mediately after the merger. Because U is
treated as a continuation of X, the reorga-
nization does not terminate X’s election to
treat Sub 1 as a QSub.

In Situation 2, Y (an S corporation)
transfers its assets, including 100 percent
of the stock of Sub 2 (a QSub), to M (an
S corporation). Because the transaction
does not qualify as a reorganization under
§ 368(a)(1)(F), M will not be treated just
as Y would have been treated if there had
been no reorganization. After the trans-
action, Y no longer owns Sub 2, and Y’s
QSub election for Sub 2 does not carry
over to M. Therefore, the QSub election
of Sub 2 terminates at the close of the day
on which Y transfers its assets, including
100 percent of the Sub 2 stock to M, un-
less M makes a QSub election for Sub 2,
effective immediately following the ter-
mination. See § 1.1361–5(a)(1)(iii) and
1.1361–5(c)(2).

If M makes a QSub election for Sub
2, effective immediately following the
termination of Sub 2’s QSub election,
then M’s deemed transfer of the assets of
Sub 2 in exchange for the stock of Sub
2 and the immediate liquidation of Sub
2 as a consequence of the QSub election
are disregarded for federal income tax
purposes. See §§ 1.1361–4(b)(3)(ii) and
1361–5(b)(3), Example 9. There will be
no period between the termination of Sub
2’s QSub election and the deemed liqui-
dation of Sub 2 during which Sub 2 is a C
corporation.

If M does not make a QSub election for
Sub 2, effective immediately following the
termination, then the transaction will be
treated as a transfer of the assets of Sub 2 to
M, followed by M’s contribution of Sub 2’s
assets to Sub 2 in exchange for Sub 2 stock.
See § 1.1361–5(b)(3), Example 9. Sub 2
will not be eligible to be treated as a QSub
or an S corporation before the expiration of
the period described in § 1361(b)(3)(D).

Situation 3

Section 301.7701–3(a) of the Procedure
and Administration Regulations provides
that a business entity that is not classified
as a corporation under § 301.7701–2(b)(1),
(3), (4), (5), (6), (7), or (8) (an eligible en-
tity) can elect its classification for federal
tax purposes.

Section 301.7701–3(b) provides default
classifications for eligible entities. Under
§ 301.7701–3(b)(1), unless a domestic el-
igible entity elects otherwise, it is disre-
garded as an entity separate from its owner
if it has a single owner and is a partner-
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ship if it has more than one owner. Un-
der § 301.7701–3(b)(2)(i), unless a foreign
eligible entity elects otherwise, it is: (A)
a partnership if it has two or more own-
ers and at least one owner does not have
limited liability, (B) an association if all
owners have limited liability, or (C) disre-
garded as an entity separate from its owner
if it has a single owner that does not have
limited liability.

Section 301.7701–3(c)(1)(i) provides
that an eligible entity may elect to be
classified other than as provided under
§ 301.7701–3(b) by filing Form 8832,
Entity Classification Election, with the
applicable service center.

In Situation 3, Z transfers to N 100
percent of the membership interests in
LLC1, an eligible entity that has elected
to be classified as an association. Under
§ 301.7701–3(c)(1), LLC1 elects its own
classification. LLC1’s classification con-
tinues until LLC1 elects otherwise or no
longer remains eligible for that classifica-
tion. Therefore, the sale or transfer of the
LLC1 membership interests to N does not
affect LLC1’s election to be classified as
an association.

HOLDINGS

(1) An election to treat a wholly owned
subsidiary of an S corporation as a QSub,
as described in § 1361(b)(3)(B), does not
terminate solely because the S corporation
engages in a transaction that qualifies as a
reorganization under § 368(a)(1)(F).

(2) An election to treat a subsidiary
as a QSub terminates if the S corpora-
tion transfers 100 percent of the QSub
stock (whether by sale or reorganization
under § 368(a)(1)(A), (C), or (D)), to an-
other S corporation in a transaction that
does not qualify as a reorganization under
§368(a)(1)(F).

(3) An entity classification election
of an eligible entity, as described in
§ 301.7701–3(b), does not terminate solely
because the owner (whether by sale, reor-
ganization under §368(a)(1)(A), (C), (D),
or (F), or otherwise) transfers all of the
membership interest in the eligible entity
to another person.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Charles J. Langley, Jr. of the Office
of Associate Chief Counsel (Passthroughs

& Special Industries). For further infor-
mation regarding this revenue ruling, con-
tact Mr. Langley at 202–622–3060 (not a
toll-free call).

for a term of 10 years. Under the terms of
the lease, Z is to pay all taxes, assessments,
fees, or other charges imposed on Black-
acre by federal, state, or local authorities.
In addition, Z is to pay all insurance, main-
tenance, ordinary repairs, and utilities re-
lating to Blackacre. Z may sublease Black-
acre. Z’s rent is a fixed amount that may
be adjusted by a formula described in the
lease agreement that is based upon a fixed
rate or an objective index, such as an es-
calator clause based upon the Consumer
Price Index, but adjustments to the rate or
index are not within the control of any of
the parties to the lease. Z’s rent is not con-
tingent on Z’s ability to lease the property
or on Z’s gross sales or net profits derived
from the property.

Also on January 1, 2005, A forms DST,
a Delaware statutory trust described in the
Delaware Statutory Trust Act, Del. Code
Ann. title 12, §§ 3801 – 3824, to hold
property for investment. A contributes
Blackacre to DST. Upon contribution, DST
assumes A’s rights and obligations under
the note with BK and the lease with Z. In
accordance with the terms of the note, nei-
ther DST nor any of its beneficial owners
are personally liable to BK on the note,
which continues to be secured by Black-
acre.

The trust agreement provides that inter-
ests in DST are freely transferable. How-
ever, DST interests are not publicly traded
on an established securities market. DST
will terminate on the earlier of 10 years
from the date of its creation or the disposi-
tion of Blackacre, but will not terminate on
the bankruptcy, death, or incapacity of any
owner or on the transfer of any right, title,
or interest of the owners. The trust agree-
ment further provides that interests in DST
will be of a single class, representing un-
divided beneficial interests in the assets of
DST.

Under the trust agreement, the trustee
is authorized to establish a reasonable re-
serve for expenses associated with holding
Blackacre that may be payable out of trust
funds. The trustee is required to distrib-
ute all available cash less reserves quar-
terly to each beneficial owner in propor-
tion to their respective interests in DST.
The trustee is required to invest cash re-
ceived from Blackacre between each quar-
terly distribution and all cash held in re-
serve in short-term obligations of (or guar-
anteed by) the United States, or any agency
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