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by ol?taining and exercising management rights in portfolio compa-
nies is the_mos‘[ likely option. The right to designate members of the
b_oard of directors of portfolio companies is most desirable, but other
rights frequently obtained by investors in venture capital and lever-
aged_buyout situations (e.g., rights to inspect corporate records at
any time, receive all financial reports, and meet with and advise man-
agement) also may qualify. To avoid problems created by a recent
Dep{mment of Labor advisory opinion, most partnerships seeking to
qlzalzfy as VCOCs are closing in escrow or not taking down investors’
contributions until they are ready to make their first investment.' dn
the other hand, for securities partnerships that do not anticipate being
gbic_a to qualify for the venture capital operating company exemption

iln_ntapg ownership by benefit plan investors of any class of peu“tf:erZ
ship interests to less than 25 percent of that class (disregarding all

ipterests (_)wneé by the sponsors and their affiliates) may be the most
likely option.

Conclusion

Tax-exempt and foreign investors in a securities partnership
share a common interest in having the partnership avoid service in-
come, but their interests diverge in other respects. If a significant
portion of the partnership’s financing is expected to come from fof—
eign investors, forming an offshore parallel partnership for those in-

vestors continues to be the most desirable approach to address their
specific concerns.

% See note 82 supra.
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Minimizing the Built-in Gains Tax
Imposed Under Section 1374

Recent changes in the tax law
have caused an increasing number
of C corporations to convert, of
consider converting, to S corpora-
tion status.! Although a corpora-
tion that has converted from C
corporation to § corporation status
may enjoy considerabie tax ben-
efits attributable to its new status,
the conversion process is fraught
with potential pitfalls.,” One of

* Richard B, Comiter, of the Florida
Bar, is a partaer with the law firm Au-
gust & Comiter, P.A., in West Palm
Beach, Florida. Stephen R. Looney is
an associate with the Orlando, Florida,
faw firm Dean, Mead, Egerton, Blood-
worth, Capouano & Bozarth. He is also
a member of the ABA Tax Section’s
S Corporation Committee.

I These recent changes include the
repeal of the General Utilities doctrine,
the reduction of individual tax rates
below corporate tax rates, and the
broadening of the scope of the corpo-
rate alternative minimum tax, which
does not apply to S corporations.

? For an excellent discussion of the
tax issues involved in converting from
C corporation to § corporation status,
see August, “‘Converting from a C 1o
an S Corporation,” 47 N.Y.U. Tax
Inst. 14-1 {1989); L. Bravenec, Feder-
al Taxation of § Corporations and
Shareholders 6-1 {Practising Law In-
stitute 2d ed. 1988},
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these is the built-in gains fax im-
posed under Section 1374 as re-
vised by TRA "86" and by TAMRA
This column examines the applica-
tion and scope of the built-in gains
tax and focuses on a number of
planning techniques that may be
used at both the preconversion and
postconversion stages to minimize
or eliminate the built-in gains tax.

Built-in Gains Tax

{7 Imposition and Computation.
Section 1374 imposes a corporate-
level tax on the built-in gains of 5
corporations that were previously
C corporations.” Section 1374 ap-
plies to the built-in gains recog-
nized by a corporation during the
ten-year period following such cor-
poration’s conversion to S status.’

}TRA 86, Pub. L. No. 99-514, 100
Stat. 2085, § 632 (1986).

+ TAMRA, Pub. L. No. 100-647, 102
Stat. 3342, § 1006(f} (1988).

ST.R.C. § 1374(a). The purpose be-
hind the enactment of the built-in gains
tax by TRA 86 was to prevent the cir-
cumvention of the repeal of the Gener-
al Utilities doctrine by electing to be an
S corporation. Under § 1374(c}(1}, only
S corporations that were previously C
corporations are subject to the built-
in gains tax. Additionally, however,
§ 1374(d)}8) subjects § corporations
with no prior C history to the built-in
gains tax with respect to assets ac-
quired from C corporations in certain
tax-free asset acquisitions. See text ac-
companying notes 16, 17 infra.

6§ 1.R.C. § 1374(dX7). In the case of
zn S corporation’s acquisition of assets
subject to the built-in gains tax under
§ 1374(d)(8), the ten-year recognition
period will begin on the day such assets
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The amount of the built-in gains tax
is presently 34 percent (the highest
rate of tax set forth in Section
11(b)) of the ‘‘net recognized built-
in gain’* of the S corporation for its
taxable year.”

The net recognized built-in gain
of an S corporation is the lesser of
the amount that would be the tax-
able income of the S corporation
for the taxable vear if only recog-
nized built-in gains and recognized
built-in losses were taken into ac-
count or such corporation’s taxable
income for the taxable year com-
puted without the benefit of the
dividends-received deduction or the
deduction for net operating loss
carryovers.* The term “‘recognized
built-in gain’ is defined as meaning
any gain recognized during the ten-
year recognition period, beginning
on the effective date of the cor-
poration’s S election, from the dis-
position of any asset except to the
extent that the S corporation can
establish that the particular asset
disposed of was not held by such
are acquired from the C corporation
rather than on the first day of the cor-
poration’s first taxable year as an S
corporation. For the potential applica-
ton of § 1374 outside of the ten-vear
recognition period, see note 40 infra.

TLR.C. § 1374(b)(1). § 1374(b}{4) pro-
vides that where the gain is attribut-
able to the disposition of an asset that
would produce long-term capital gain,
the rate of tax may not exceed the rate
that would be imposed under § 1201{a).
For corperations subject to the built-in
gains tax, § 1366(1)(2) provides for
the reduction of the amount of gain
which would otherwise pass through to
the corporation’s shareholders by the
amount of the built-in gains tax.

#ER.C.§ 1374(d)2).
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corporation as of the effective date
of its S election or that such asset’s
built-in gain (the excess of the
asset’s fair market value over its
adjusted tax basis) as of the effec-
tive date of such corporation’s S
election was less than the gain rec-
ognized by the corporation on the
disposition.

Similarly, the term ‘‘recognized
built-in loss”’ is defined as meaning
any loss recognized during the ten-
year recognition period on the dis-
position of any asset to the extent
that the S corporation can show
that such asset was held by it as of
the effective date of its conversion
to S corporation status and that the
amount of the loss recognized does
not exceed the amount of such
asset’s built-in loss (the excess of
the asset’s adjusted tax basis over
its fair market value) as of the
effective date of the corporation’s
8 election ®

As previously stated, the base of
the buiit-in gains tax is the lesser of
the amount that would be the tax-
able income of the S corporation
for the taxable year if only its rec-
ognized built-in gains and recog-
nized built-in losses were taken
into account or such corporation’s
taxable income for the taxable
year, Further reduction to the base
of the tax is permitted for any net
operating loss carryforwards and
any capital loss carryforwards aris-
ing in a taxable vear during which
the corporation was a C corpo-
ration,” Additionally, the tax com-

TLR.CL$8 [374(d)(3). 1374(d)4).

® LR.C. § 1374(b)(2). The use of net
operating loss carryovers to offset the
base of the built-in gains tax will pre-
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puted under Section 1374 may be
reduced by business and alterna-
tive minimum tax credit carryfor-
wards arising from years in which
the corporation was a  corpora-
tion.!!

[] Limitations on Built-in Gains
Tax. Section 1374(c)(2) provides
that the amount of net recognized
built-in gain taken into account un-
der Section 1374 for any taxable
year may not exceed the net un-
realized built-in gain of all the
corporation’s assets less the net
built-in gains recognized by the
corporation in preceding years
within the recogrition period. Net
unrealized built-in  gain is the
amount by which the fair market
value of all the corporation’s assets
as of the beginning of its first tax-
able year as an S corporation ex-
ceeds the aggregate adjusted bases
of such assets at such time.”* The
sumably be subject to the limitations
prescribed in § 382 and the use of cap-
ital loss carryovers to offset the base of
the built-in gains tax will presumably
be subject to the Himitations prescribed
in §§ 1211 and 1212. See, however,
note 36 infra and accompanying text.

BT R.C. § 1374(0)(3)B), as modified
by the Revenue Reconciliation Act of
1989 (RRA "89).

2LR.C§ 1374dY(1). If the aggre-
gate adjusted bases of a corporation’s
assets exceed the aggregate fair market
value of such assets as of the date
of the corporation’s conversion to S
corporation status, the built-in gains
tax will pot apply to such corporation.
§ 1374(d)(5}C) provides that a corpora-
tion’s net unrealized built-in gain is to
be properly adjusted for built-in income
items {such as accounts receivable of
cash basis taxpayers) and built-in de-
duction items (such as accounts pay-
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maximum amount of built-in gains
subiect to tax under Section 1374 is
therefore limited to the amount of
pre-C to S conversion appreciation
in the corporation’s assets and
does not include any postconver-
sion appreciation in such assets.

In addition to the limitation
placed on the aggregate amount of
net built-in gains that may be rec-
ognized by an S corpeoration, the
taxable income limitation limits the
amount of net built-in gains recog-
nized by an S corporation on an an-
nual basis. Because a corporation’s
taxable income may serve as the
base for the built-in gains tax," the
maximum amount of net built-in
gains (built-in gains less built-in
losses) that must be recognized by
an S corporation in a particular tax-
able year within the recognition pe-
riod is limited to the amount of the
corporation’s taxable income for
such vear. The taxable income
limitation was recently modified by
TAMRA and requires the carry-
over of the excess of the corpora-
tion's net recognized built-in gains
over its taxable income.* In other

able of cash-basis taxpayers). RRA "89
clarified that items of income and loss
that would be treated as built-in gain or
built-in loss items if recognized within
the recognition period are included in
the computation of net unrealized built-
in gain or net unrealized built-in loss, as
of the first day of the corporation’s first
taxable year as an S corporation, with-
out regard to when or whether such
items are actually recognized within
the recogaition period.

BLR.C. § 13742} ANI).

BT R.C. § 1374(d)}2KB), as enacted
by TAMRA § 1006(f).
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words, any recognized built-in gain
which is not subject to the built-in
gains tax because of the taxable in-
come limitation must be carried
forward and is subject to the built-
in gains tax in the S corporation’s
succeeding taxable years to the ex-
tent that the S corporation sub-
sequently has other taxable income
{that is not already otherwise sub-
ject to the built-in gains tax) for
any taxable year within the ten-
year recognition period.

Nevertheless, the TAMRA mod-
ification providing for the carry-
over of any recognized built-in gain
not taken into account because of
the taxable income Himitation is ap-
plicable only in the case of S elec-
tions filed on or after March 31,
1988. Consequently, corporations
electing S corporation status by
filing elections before March 31,
1988, and which are otherwise sub-
ject to the built-in gains tax, may
utilize the taxable income limite-
tion without regard to the new
carryover provisions enacted by
TAMRA.

[} After-Acquired Assefs, In ad-
dition to modifying the taxable in-
come Hmitation on the built-in
gains tax, TAMRA also clarified
the treatment of after-acquired
assets. Under Section 1374 as ret-
roactively amended by TAMRA,
where an asset having a built-in
gain or loss held on the first day of
S corporation status is exchanged
for another asset in a transaction in
which the new asset’s basis is de-
termined in whole or in part by ref-
erence to the basis of the old asset
(such as in a like-kind exchange un-
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der Section 1031), the new asset
will be treated as being held on the
first day of S corporation status and
as having the same built-in gain or
foss as did the old asset.” The new
assetf will therefore be subject to
the built-in gains tax to the same
extent as the old asset.

In addition, TAMRA revised
Section 1374 to expressly provide
that the built-in gains tax applies to
any asset acquired by an S corpora-
tion from a C corporation where
the basis of such acquired asset in
the hands of the S corporation is
determined (in whole or in part) by
reference to the basis of such asset
in the hands of the C corporation
(such as in a tax-free reorganiza-
tion under Section 361}.°° Con-
sequently, every asset acquisition
from a C corporation will be sub-
ject to a separate determination as
to the amount of net unrealized
built-in gain and net recognized
bailt-in gain, as well as to a sep-
arate ten-year recognition period
beginning with the date the S
corporation acquires such assets
from the C corporation.’” This rule

BLR.C. § 1374(d)X6), as enacted by
TAMRA § 1006(f}.

% LR.C. § 1374(d)R), as enacted by
TAMRA § 1006(f). Presumably, the
built-in gains tax will also apply to tax-
free acquisitions of assets from S cor-
porations subject to the built-in gains
tax. See Announcement 86-128, 1986-5
LR.B. 5. Additionally, § 1374(d)}8)
should apply only to S corporations
(not already subject 1o the built-in gains
tax) that acguire assets in tax-free
transactions occurring after the effec-
tive date of TRA "86.

7 In the case of multiple asset ac-
quisitions subject to § 1374(dX8), the
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applies to all § corporations,
regardiess of when their S elections
were made or whether such cor-
porations have always been S cor-
porations.

1 Dispesitions. An S corpo-
ration’s recognized built-in gain
includes gain recognized from
the ‘‘disposition’”’ of any asset.
TAMRA clarified that the term
“disposition”” includes not only
sales and exchanges, but other in-
come recognition events that effec-
tively dispose of or relinguish the
taxpayer’s right to claim or receive
income.® For example, the term
“*disposition” for purposes of the
built-in gains tax includes the col-

recordkeeping attendant to the segrega-
tion of the net unrealized built-in gain
and recognized built-in gain and loss
for each such acquisition could become
burdensome. Presumably, the disposi-
tion of an asset having built-in loss
from one acquisition could not be used
to offset a built-in gain generated by the
disposition of an asset acquired in a
different transaction. It is also unclear
how the taxable income limitation will
be applied in such cases. For example,
should the assets acquired by an S
corporation (already subject to the
built-in gains tax on its own assets)
from a C corporation in a transaction
covered by § 1374{d%8) be subject to
their own taxable income limitation, or
should there be only one taxable in-
come limitation? If so, how should a
single taxable income limitation be
apportioned among the different assets
of the S corporation that are subject
to separate built-in gains fax com-
putations? See Orbach & Raymond,
*Questions About BIGs and BILs for S
Corporations,” 43 Tax Notes 1273
{June 5, 1989).

181 R.C. § 1374(d)35).
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lection of accounts receivable by
cash basis taxpavers and the com-
pletion of long-term contracts per-
formed by taxpayers using the
completed contract method of ac-
counting. The Revenue Reconcil-
iation Act of 1989 (RRA '89)
amended Section 460 and no longer
permits the use of the completed
contract method of accounting for
any portion of long-term contract
income except under certain lm-
ited circumstances. The receipt of
payments constituting principal
with respect to qualifying install-
ment obligations under Section 453
should presumably be treated as
dispositions subject to the built-in
gains tax imposed under Section
1374

A corporation utilizing the LIFO
inventory method will be subject to
the built-in gains tax with respect
to dispositions of its inventory only
to the extent that a LIFO inventory
layer existing prior to the beginning
of such corporation’s first S year is
subsequently invaded.® The impact
of the buili-in gains tax on the dis-
position of inventory (regardless of
which inventory method is used by
the corporation) depends, in large
part, on the manner in which the
fair market value of inventory is
determined for purposes of the
built-in gains tax.”

5 See August, note 2 supra, at 14-53.

% See note 43 infra and accompany-
ing text.

I Neijther the statute nor the legisla-
tive history of TRA 86 provides guid-
ance as to how the fair market value of
inventory is to be determined. If, for
example, the retail value of inventory is
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Preconversion Planning
Opportunities

The following discussion focuses
on methods by which the built-in
gains tax may be either minimized
or eliminated for those corpora-
tions that are planning to convert
from C corporation to S corpora-
tion status.

L} Early Election. Once a corpo-
ration has made the decision to
convert from C corporation to S
corporation status, it should make
its S election as soon as possible,
since only preconversion asset ap-
preciation, and not postconversion
asset appreciation, is subject to the
built-in gains tax. Additionally, the
sooner the election is made, the
sooner the ten-year recognition pe-
riod during which the built-in gains
tax is in effect will lapse,

An early election is crucial not
only for an existing C corporation
converting to S cerporation status
but alse for a sole proprietor-

used, the built-in gains tax attributable
te the disposition of inventory could be
significant. If, on the other hand, the
wholesale value of inventory is used,
the disposition of inventory will be sub-
ject to little, if any, built-in gains tax.
The Service has discussed the possibil-
ity of applying the principles contained
in § 1060 (allocation of purchase price
in asset sales) to determine the value
allocated to inventory for built-in gains
tax purposes. If this approach were uti-
lized, it is doubtful that inventory
would be allocated more than its
wholesale value, and thus, the impact
of the built-in gains tax on the disposi-
tion of inventory would be minimal.
See Partnership Tax Rep. (CCH), at 7
{Aug. 29, 1988).
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ship, partnership, or other unin-
corporated business which is in-
corporating. In such cases, it is
crucial that the unincorporated
business file its S election effective
for its first taxable vear so that it
can completely escape application
of the built-in gains tax (except
with respect to any assets that it
may subsequently acquire from C
corporations). If the newly formed
corporation fails to elect S corpora-
tion status for its first taxable year
and later converts to S corporation
status, such corporation will be ful-
ly subject to the built-in gains tax
because of its C corporation his-
tory, even if it was a C corporation
for only one taxable year. The fail-
ure of an unincorporated business
to elect S corporation status for its
first taxable year as a corporation is
particularly detrimental because
not only will preconversion corpo-
rafe appreciation in its assets be
subject to the built-in gains tax but
also any preincorporation appre-
ciation in its assets will be subject
to the built-in gains tax.”

] Deferral of Disposition of Loss
Assets. Where a C corporation
contemplating conversion to S cor-
poration status has built-in loss
assets that it intends to dispose of
in the near future, the corporation

should defer the disposition of such

# Preincorporation appreciation will
be subject to the built-in gains tax since
a corporation, in a § 351 incorporation
transaction or in a § 118 capital con-
tribution transaction, will receive only
a carryover basis in the assets trans-
ferred to it in such transaction. LR.C.
§ 362(a).

S CORPORATIONS

built-in loss assets until after it has
converted to § corporation status
in order to minimize the impact of
the built-in gains tax. If such built-
in loss assets are not disposed of
prior to conversion to S corpora-
tion status, the built-in losses in
these assets will reduce the overall
net unrealized built-in gain limita-
tion on the built-in gains tax and
will also (when disposed of by
the corporation) offset recognized
built-in gains and reduce the cor-
poration’s taxable income. Since
buiit-in deduction items (such as
accounts payable of a cash basis
corporation} are treated as built-in
losses for the taxable year in which
such amounts are deducted by the
corporation,” a € corporation con-
templating conversion to S corpo-
ration status should also defer the
deduction of such items until after
that conversion.

[} Preconversion Transfer of
Loss Assets to Corporation. An-
other preconversion technique
which may be utilized in limited
circumstances to reduce the effect
of the built-in gains 1ax involves the
preconversion transfer, under Sec-
tion 351 or Section 118, of built-in
loss assets to the converting cor-
poration. This particular method
of minimizing the built-in gains
tax must be used with caution,

BLR.C. § 1374(d)SKB) as modified
by RRA '85. RRA 89 clarified that a
net operating loss or capital loss carry-
forward is not treated as a separate
item of built-in deduction but simply
offsets recognized built-in gain to the
extent otherwise permitted.
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however, since the Service has an-
nounced that it will implement
rules that will provide that built-in
loss property contributed to a
corporation after the date that is
two years before the earlier of the
beginping of the corporation’s first
taxable year as an S corporation or
the date the S election was filed by
such corporation, will not be taken
into account in computing the cor-
poration’s overall pet unrealized
built-in gain limitation.* Presum-
ably, when the corporation dis-
poses of such assets, the loss rec-
ognized by the corporation on such
disposition will not be taken into
account in determining the net rec-
ognized built-in gains or net recog-
nized built-in  losses  of the
corporation.” However, a corpora-
tion may receive the benefit of
built-in loss assets contributed to
it prior to its conversion to S
corporation status if the corpora-
tion can demonstrate a “‘clear and
substantial relationship’® between
the contributed property and the
corporation’s business.®

3 Accounts Receivable Planning
Opportunities. Special tax plan-

# Announcemeni 86-128, 1986-5
ILR.B. 5.

* See Orbach & Raymond, note 17
supra, at 1277, It is unclear whether the
disposition of such built-in loss assets
may be used to decrease the taxable in-
come of the S corporation in determin-
ing its taxable income for purposes of
limiting the amount of net recognized
built-in gain taken into account during
the taxable year.

% Announcement 86-128,  1986-5
i.R.B. 5.
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ning opportunities are available to
minimize the built-in gains tax in
the case of cash basis corporations.
As discussed previously, the col-
lection of accounts receivable by a
cash basis S corporation triggers
application of the built-in gains tax.
Because of the pass-through nature
of an S corporation, the collection
of accounts receivable by a cash
basis corporation that has con-
verted from C corporation to S
corporation status will result in a
forced double taxation on such re-
ceivables, vielding an approximate
effective tax rate of 52.4 percent
under current tax rates.” If, how-
ever, a corporation accelerates its
recetvables income and recognizes
such income prior to its conver-

2" For example, assume that a cash
basis C corperation has $10,000 of ac-
counts receivable. If the C corporation
accelerates the recognition of these re-
ceivables in its last C year, assuming a
maximum 34 percent corporate tax
rate, the tax imposed on the collection
of the receivables will be $3,400. Addi-
tionally, the earnings and profits of the
corporation will be increased by $6.600
{$10,000 income less $3,400 tax). The
shareholders will not be taxed on these
carnings and profits, however, until the
earnings and profits are distributed by
the corporation to the shareholders. On
the other hand, if the receivables are
collected in the corporation’s first S
year, the built-in gains tax will apply,
and the shareholders will also be taxed
on the pass-through of income net of
tax. Assuming a 34 percent corporate
tax rate and a 28 percent individual tax
rate, the corporate-level built-in gains
tax will be $3,400 and the shareholders’
tax will be $1,848, vielding an approxi-
mate effective tax rate of 52.4 percent.
See Bravenecg, note 2 suprg, at 6-52,
6-53.
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sion to S corporation status, the
corporation may be able to defer
(possibly indefinitely) sharcholder-
level tax on such receivables in-
come unti] distribution of the earn-
ings and profits generated by the
collection of those receivables to
the corporation’s sharcholders.
Additionally, the recognition of
receivables income by a corpora-
tion prior to its conversion fo S
corporation status will have the
added benefit of decreasing its
overall net unrealized built-in gain
limitation.”® A cash-basis corpora-
tion converting from C corporation
status to S corporation status might
also consider changing from the
cash basis of accounting to the ac-
crual basis prior to its conversion if
it is unable to otherwise accelerate
recognition of income-on its ac-
counts receivable.”

% The preconversion recognition of
receivables income will, however, have
the negative effect of increasing the
earnings and profits of the C corpora-
tion. The increased earnings and profits
will, in turn, affect the distribution
rules applicable fo the corporation after
its conversion to S corporation status
under § 1368(c} and could also result in
the imposition of a corporate-level tax
on the corporation under § 1375 and in
the termination of the corporation’s §
election under § 1362(d).

2 Although still uncertain, it would
appear that any net positive adjustment
caused by the change from the cash
basis of accounting to the accrual basis
of accounting will not be treated as a
built-in gain for purposes of the built-in
gains tax. See Bravenec, note 2 supra,
at 6-54. Prior to converting from the
cash method of accounting to the ac-
crual method, a corporation shouid
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{7 Inventory Planning Opportu-
nities. A corporation that costs its
inventory under the FIFO method
of accounting will generally be sub-
ject to the built-in gains tax on the
disposition of its inventory on hand
as of the effective date of the con-
version. Thus, prior to a conver-
sion to S status, a { corporation
should consider converting to the
LIFO inventory method, because a
corporation that uses the LIFO in-
ventory method will be subject to
the built-in gains tax on the dispost-
tion of iis inventory only if 1t in-
vades a LIFO inventory layer that
existed prior to its S election. Be-
fore a corporation changes its in-
ventory costing method from the
FIFO methed to the LIFO method,
however, it should consider the im-
pact of Section 1363(d), as enacted
by RA '87. This section requires a
converting corporation (which in-
ventories goods under the LIFO in-
ventory method) to recapture in
income the amount by which the
value of its inventory under the
FIFO method exceeds the value of
its inventory under the LIFO
method.* Moreover, the adverse

constder the benefits of the cash meth-
od over the accrual method, including
the ability to control more easily the
timing of income and deductions.

# Any increase in tax caused by the
LIFG recapture amount is payable in
four equal installments; the first install-
ment is due by the due date {without
regard to extensions} of the corporate
tax return for the corporation’s last
year as a C corporation. The three suc-
ceeding instaliments are due and pay-
able by the due date (without regard to
extensions) of the corporation’s tax re-
tarn for the three succeeding taxable

i7%

tax consequences caused by this
LIFO recapture rule might moti-
vate a corporation to change from
the LIFO method to the FIFO
method prior to its conversion to S
status.*

years. No interest is payable on these
installments if they are paid by their re-
spective due dates. The LIFO recap-
ture rule is generally effective for S
corporation elections made after De-
cember 17, 1987. See RA '87, Pub.
L. No. 100-203, 101 Stat, 1330,
§ 10,227(a).

3 By changing from the LIFO in-
ventory method to the FIFQ inventory
method prior to converting lo S
corporation status, postconversion dis-
positions of inventory owned by the
corporation as of the date of the con-
version will be subject to the built-in
gains tax. Announcement 86-128, 1986-
5 1.R.B. 5. Additionally, in Rev, Proc.
88-15, 1988-1 C.B. 683, the Service pro-
vided that a corporation changing from
LIFO to FIFO prior to electing S
corporation status could not take
advantage of the six-year § 48i(a)
adjustment period to recognize the in-
come generated by the change from
LIFQ to FIF(. Rather, the Service ap-
plied rules similar to those contained in
§ 1363(d) (LIFO recapture) and re-
quired the corporation to pay the in-
crease in its fax caused by its pre-
conversion change from LIFO to FIFO
in four equal installments. The first in-
stallment was due by the due date of
the corporation’s tax return for its last
year as a ( corporation, and the
remaining installments were due and
payable by the due date of the corpora-
tion’s tax return for the three succeed-
ing years. A corporation contemplating
a preconversion change from LIFQO 1o
FIFO should alse consider the advan-
tage LIFO has over FIFO during times
of rising prices (i.e., LIFO produces a
iower ending inventory figure than does
FIFO, thus increasing cost of goods
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(] Appraisal of Assets. Where a
converting corporation can  es-
tablish either that the particular
asset disposed of was not held by
the corporation as of the effective
date of its conversion from C
corporation to S corporation status
or that such asset’s built-in gain as
of the date of the corporation’s
conversion from C to S status was
less than the gain recognized by the
corporation on such disposition,
the amount of the corporation’s
recognized built-in gain will be re-
duced accordingly.” The built-in
gains tax is thus lmited to the
amount of the converting corpora-
tion’s preconversion appreciation
in its assets, Therefore, it may be
essential for the converting corpo-
ration to have each of its assets
identified and appraised as of the
effective date of its conversion.

Postconversion Planning
Opportunities

In addition to the preconversion
planning opportunities previously
discussed, there are a variety of
techniques that may be used by
the converting corporation to min-
imize or eliminate its built-in gains
tax following its conversion from
C corporation to S corporation
siaius,

{7 Preservation of Flections,
Because the excess capital gains

sold (over cost of goods sold under
FIFO) and decreasing taxable income
{below taxable income under FIFO)).

2LR.C, §§ 1374A)3)A), 1374(d)
(3X(B).
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tax imposed by Section 1374 prior
to its amendment by TRA 86 is
generally less burdensome than the
new built-in gains tax imposed un-
der amended Section 1374, in most
cases it will be beneficial for those
C corporations that filed S corpora-
tion elections prior to 1987 to retain
and preserve such elections so as
not to become subject to the new
built-in gains tax.” Similarly, since
the rules applicable to C corpora-
tions that converted to S corpora-
tion status during the transitional
period and that otherwise qualified
for transitional rule relief are less
burdensome than the rules imposed
under the new built-in gains tax,
corporations that made transitional-

* § 1374, prior fo its amendment by
TRA 86 {0O1d § 1374), imposed a tax on
the ““excess capital gains’” of S cor-
porations that were formerly C cor-
porations for the three-taxable-vear pe-
riod beginning with the first day of the
corporation’s first taxable year as an S
corporation. Old § 1374(a) subjected §
corporations to a corporate-level tax if
(1) the net capital gain {the excess of
long-term capital gains over capital
losses) of the S corporation for the tax-
able year exceeded $25,000; (2) the S
corporation’s net capital gain for the
taxable year exceeded 50 percent of its
taxable income for such taxable year:
and (3) the S corporation’s taxable in-
come for the iaxable year exceeded
$25,000. Old § 1374(b) specified that
the amount of the excess capital gains
tax was the lower of (1) an amount
equal to the tax, determined under
§ 1201{a), on the amount by which the
net capital gain of the 8 corporation for
the year exceeded $25,000; or (2)an
amount equal to the tax that would be
imposed by § 11 on the taxable income
of the S corporation for the vear if the
corporation were not an S corperation.
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period S elections should retain
and preserve such elections so as
not to become subject to the new
built-in gains tax.*

Though corporations filing S
elections after 1988 are fully sub-
ject to the new built-in gains tax, it
will still be beneficial for these cor-
porations to preserve such elec-
tions to avoid the application of a
new ten-year recognition period,
which would result if such corpora-
tion’s S election terminates and the
corporation subseguently files a
new S election.

{1 Matching of Built-in Losses
With Built-in Gains. A corporation
may minimize the impact of the
buili-in gains tax by disposing of
assets that have built-in losses dur-
ing taxable years in which it has
disposed of assets having built-in
gains. Similarly, a cash basis
corporation subject to the built-in

¥ Transitional rule relief was avail-
able to certain ‘“‘qualified corpora-
tions” (as defined under TRA '86
§ 633(d)3)y which filed S corporation
elections prior to 1989, For such cor-
porations, the new built-in gains tax ap-
plies only to ordinary and short-term
capital gain assets, and the old excess
capital gains tax applies to long-term
capital gain assets, provided the value
of the qualified corporation was less
than $5 million. Where a qualified cor-
poration’s value exceeded 35 million
(but did not exceed $10 million), both
the new built-in gains tax and the old
excess capital gains tax applied to a
portion of the corporation’s long-term
capital gains assets, Corporations hav-
ing a valae of more than $10 million did
not qualify for the special transitional
rule relief, See Rev. Rul. 86-141, 1986-2
C.B. 151,
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gains tax should match built-in loss
items {such as accounts payable)
with buiit-in gain items (such as ac-
counts receivable) recognized dus-
ing the taxable year. Corporations
electing S status after March 31,
1988, must carry forward any ex-
cess recognized buili-in gains over
built-in losses that are not subject
to the built-in gains tax due to the
taxable income limitation. Thus, it
will be even more important for
such corporations {as opposed to
corporations making S elections
prior to March 31, 1988, which are
not subject to the carrvforward
rule) to reduce their recognized
built-in gains by recognized built-in
fosses in the same year so as {o re-
duce the net recognized gains to an
amount less than the taxable in-
come of the corporation for the tax-
able year. In other words, if a
corporation that filed its S election
after March 31, 1988, can make the
base of the built-in gains tax the ex-
cess of recognized built-in gains
over recognized built-in  losses
rather than taxable income, that
corporation will be able to avoid
application of the new carryfor-
ward rule enacted by TAMRA,

[} Reduction of Taxable In-
come. Since the base of the built-in
gains tax is the lesser of the taxable
income of the corporation or the
amount that would be its taxable
income if only recognized built-in
gains and recognized built-in losses
were taken into account, the
corporation may minimize or elimi-
nate the imposition of the built-in
gains tax for a given taxable year
by reducing or eliminating its tax-
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able income. However, as pre-
viously discussed, for corporations
making § elections after March 31,
1988, to the extent that the taxable
income of the corporation is less
than the excess of the corpora-
tion’s recognized built-in  gains
aover its recognized built-in losses,
such excess will be carried forward
and treated as built-in gain in the
corporation’s succeeding taxable
yvear., Nevertheless, if the corpora-
tion can eliminate (or greatly mini-
mize) its taxable income during the
entire ten-year recognition period
(by means of the payment of com-
pensation to its shareholders or by
some other method), the corpora-
tion may be able to completely
aveid imposition of the built-in
gains tax.¥ For corporations that
made S elections prior to March 31,
1688, the reduction of taxable in-
come is just as important as the
matching of recognized built-in
fosses with recognized built-in
gains since such corporations are
not subject to the carryforward rule
enacted by TAMRA.

{1 Net Operating Loss Carryfor-
wards. Under Section 1374(b)(2),

3% Although the Service has not tradi-
tionally asserted “‘reasonable com-
pensation’ arguments with respect to S
corporations, the reduction of an S cor-
poration’s taxable income for purposes
of minimizing the built-in gains tax by
means of the payment of compensation
could prompt the Service to utilize rea-
sonable compensation arguments to
attack such schemes. See Andrews,
“Current Non-Stock Executive Com-
pensation and Fringe Benefit Issues.”
S Corporations: J. Tax, Legal and Bus.
Strategies 3 (1989).
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the base of the built-in gains tax for
a particular taxable vear, whether
it is the excess of recognized built-
in gains over recognized buift-in
losses or the corporation’s taxable
income, may be reduced by net op-
erating loss carryforwards arising
from years in which the corpora-
tion was a C corporation. Like-
wise, capital loss carryforwards
from C years are aliowed to reduce
the base of the built-in gains tax.
Where an ownership change occurs
in conjunction with a conversion
from C corporation to S corpora-
tion status, there is some support
for the propesition that the net op-
erating loss limitations contained in
Section 382 should nor apply to
limit the amount of net operating
loss carryforward which may be
used to reduce the built-in gains tax
base.* This remains an unresolved

* The argument that § 382 should nor
apply to limit the amount of net recog-
nized built-in gain which may be offset
by net operating loss carryforwards is
founded on the technical language of
§¢ 382 and 1374. While § 382 places a
limitation on the amount of raxable in-
come for any postchange vear which
may be offset by prechange losses
(1.LR.C. § 382(a)), the built-in gains tax
is imposed on the ner recognrized buile-
in gain of the S corporation as defined
in § 1374 and not on the S corporation’s
taxable income. Though the base of the
built-in gains tax may be the taxable in-
come of the corporation (without tak-
ing into account net operating loss car-
ryforwards), this does not make *‘net
recognized buiit-in gain® the equiva-
lent of “*taxable income’ for § 382 pur-
poses. However, § 1374(b) does pro-
vide that for purposes of determining
the amount of any net operating loss
which may be carried forward to subse-
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issue, however, and it is doubtful
that the Service would follow this
position. The tax computed under
Section 1374 may also be reduced
by business and alternative mini-
mum tax credit carryforwards from
C years.”

[ Deferral Technigues. Another
postconversion method of minimiz-
ing the impact of the built-in gains
tax is for the § corporation to dis-
pose of its built-in gain assets in
nonrecognition transactions (e.g.,
in a Section 1031 like-kind ex-
change, a Section 1033 involuntary
conversion, a Section 351 in-
corporation transaction, or a Sec-
tion 361 reorganization transaction)
s0 as to defer recognition of the
built-in gain inherent in its assets.
Though the amendments made by
TAMRA subject any asset received
by an S corporation in a non-
recognition transaction (such as
those previously mentioned) to the
built-in gains tax to the same extent
as the asset that was disposed of
the nonrecognition transaction it-
self will not trigger application of
the built-in gains tax and may
therefore be used as a deferral de-
vice.

An S corporation may also mini-
mize the impact of the built-in gains
tax foilowing its conversion to §

quent taxable years, the amount of the
net recognized built-in gain is to be
treated as taxable income. Therefore, it
is probable that the Service will take
the position that for purposes of § 382,
net recognized built-in gain should be
treated as taxable income.

LR.C. § 1374(bX3)B) as modified
by RRA "89.

BIR.C. § 1374(d)(6).
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status by use of the installment
sales method under Section 453,
Where the corporation must dis-
pose of an asset having a built-in
gain, it should structure the dis-
postition as a deferred payment sale
under Section 453 with a balloon
payment due in the year following
the end of the ten-year recognition
period. Under this technique, ap-
plication of the built-in gains tax
may be completely avoided.” How-
ever, the Service has indicated that
it may not allow the built-in gains
tax to be circumvented in this
fashion.®

Where appropriate economic cir-
cumstances exist, consideration
should be given to the use of a ten-
vear lease with an option to buy at
the end of the fease term as a de-
ferral technique to avoid the im-
position of the built-in gaias tax
during the ten-year recognition pe-
riod. If, however, a transaction is
structured as a lease but is, in sub-
stance, a sale, it may be recharac-
ferized for tax purposes,* which, in
turn, could trigger the application
of the built-in gains tax.” The best

» See Rev. Rul. 78-89, 1978-1 C.B.
272; LTR 8829046; LTR 8704042; LTR
8649032; LTR 8243169,

 See Notice 90-27, 1990-15 L.R.B. I,
where the Service stated that it will
issue regulations providing that under
certain circumstances § 1374 will con-
tinue to apply to income recognized un-
der the installment method durigg tax-
able years ending afier the expiration
of the ten-vear recognition period.

# See Swift Dodge v. Comm’r, 692
F.2d 651 (9th Cir. 1982).

# See notes 39, 40 supra and ac-
companying text for a discussion of the
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approach to counter an argument
from the Service that a lease is a
disguised installment sale is for the
lease payments to be based on a
fair market value rent coupled with
an option to purchase for fair mar-
ket value at the end of the lease
term.” Nevertheless, if the eco-
nomics of the transaction require a
purchase option that does not nec-
essarily reflect the fair market val-
ue of the asset at the end of the
lease term, there is case law that
may under certain circumstances
support the characterization of
such a transaction as a lease rather
than a sale.¥

In addition to the deferral tech-
niques involving nonrecognition
transactions, installment sales, and
long-term leases, a corporation
should consider simply avoiding
the disposition of assets having
built-in gain during the ten-year
recognition period. Alternatively,

use of instaliment sales as a method to
minimize or avoid the built-in gains tax.

# The fair market value of the leased
asset at the end of the lease term could
be based on an appraiser’s best es-
timate of its fair market value at the
time of execution of the lease or an ap-
praisal prepared at the end of the lease
term.

“ Where the lease contains an option
to purchase, its mere presence does not
require the transaction to be recharac-
terized, if equity is not created. See
Lockhart Leasing Co. v. Comm’r, 54
T.C. 301 (1970), aff’d, 446 F.2d 269
(10th Cir. 1971}, A lessee tends to ac-
quire equity when the stim of the rental
payments plus option price equals or
exceeds the fair market value of the
property. See FHstate of Starr v.
Comm’r, 274 F.2d 294 (9th Cir. 1959).
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where such dispositions are un-
avoidable, disposition of assets
having built-in losses should be
matched with the disposition of
built-in gain assets, as discussed
previously, to minimize the cor-
poration’s built-in gains tax expo-
sure,

[l Inventory Planning Opportu-
nities. If the converting corporation
valued its inveatory under the
LIFO inventory method prior to its
conversion to S corporation status,
it is crucial, in order to avoid
application of the built-in gains tax
to inventory dispositions, that the
corporation not invade a LIFO in-
ventory layer that existed prior
to the corpoeration’s conversion to
S corporation status.* If the con-
verting corporation is successful in
avoiding the invasion of a preexist-
ing LIFO inventory laver, the
corporation will completely avoid
imposition of the built-in gains tax
on the disposition of its inventory.*

# If a corporation has been utilizing
the FIFO inventory method prior to its
conversion to S corporation status, it
might consider converting from FIFO
to LIFO gfter its conversion to S
corporation status to avoid the LIFO
recapture rule imposed under § 1363(d)
and at the same time avoid the built-in
gains tax by maintaining preexisting in-
ventory layers. Such a techaique, how-
ever, would likely be challenged by the
Service under its § 337(d) regulatory
authority as a manipulation of account-
ing methods to avoid the built-in gains
tax. See August, note 2 supra, at 14-50,

* Such corporation is, however, still
subject to the [.IFO inventory recap-
ture ritle of § 1363(d). See note 30 supra
and accompanying text.
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Conclusion

Though the built-in gains tax
poses a significant obstacle to a
corporation converting from C
corporation to S corporation sta-
tus, there exists a multitude of
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planning opportunities, both pre-
conversion and postconversion,
which the alert tax practitioner
may use to either minimize or
eliminate the converting corpora-
tion’s exposure to the built-in gains
tax.



