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SEC 1374.  TAX IMPOSED ON CERTAIN BUILT-IN GAINS

(a) GENERAL RULE.—If for any taxable year beginning in the recognition period an S corporation has a net recognized built-in gain, there is hereby imposed a tax (computed under 
subsection (b)) on the income of such corporation for such taxable year.

(d) DEFINITIONS AND SPECIAL RULES.—For purposes of this section—

(7) RECOGNITION PERIOD.—

(A) IN GENERAL.—The term “recognition period” means the 10-year period beginning with the 1st day of the 1st taxable year for which the corporation was an S corporation.

(B) SPECIAL RULES FOR 2009, 2010, AND 2011.—No tax shall be imposed on the net recognized built-in gain of an S corporation—

(i) in the case of any taxable year beginning in 2009 or 2010, if the 7th taxable year in the recognition period preceded such taxable year, or

(ii) in the case of any taxable year beginning in 2011, if the 5th year in the recognition period preceded such taxable year.

The preceding sentence shall be applied separately with respect to any asset to which paragraph (8) applies.

(C) SPECIAL RULE FOR 2012, 2013, AND 2014.—For purposes of determining the net recognized built-in gain for taxable years beginning in 2012, 2013, or 2014, subparagraphs (A) 
and (D) shall be applied by substituting “5-year” for “10-year”.

(D) SPECIAL RULE FOR DISTRIBUTIONS TO SHAREHOLDERS.—For purposes of applying this section to any amount includible in income by reason of distributions to shareholders pursuant 
to section 593 (e)—

(i) subparagraph (A) shall be applied without regard to the phrase “10-year”, and

(ii) subparagraph (B) shall not apply.

(E) INSTALLMENT SALES.—If an S corporation sells an asset and reports the income from the sale using the installment method under section 453, the treatment of all payments 
received shall be governed by the provisions of this paragraph applicable to the taxable year in which such sale was made.



Built-in Gains Tax Imposed:
Upon an S corporation that has converted from a C corporation to an S corporation

Upon an S corporation that acquires assets from a C corporation in a tax-free 
transaction



History of Built-In Gains Tax
Before 2009, the BIG tax applied to gains recognized during the first 10 years after the
S election was effective.

In 2009 and 2010, the effective recognition period for the BIG tax was shortened to
seven years, and it was temporarily shortened to five years for 2011.

The American Taxpayer Relief Act of 2012 extended the five-year recognition period
for the BIG tax to 2012 and 2013.

The Tax Increase Prevention Act of 2014 extended the five-year recognition period for
the BIG tax again to 2014.



Built-In Gains Matrix
Built-In Gain Tax Rate By Year

First S Year
2000 2009 2010 2011 2012 2013 2014 2015
2001 0% 0%
2002 0% 0% 0%
2003 35% 0% 0% -
2004 35% 35% 0% - -
2005 35% 35% 0% - - -
2006 35% 35% 0% - - - 35%
2007 35% 35% 35% - - - 35%
2008 35% 35% 35% 35% - - 35%
2009 35% 35% 35% 35% 35% - 35%
2010 35% 35% 35% 35% 35% 35%
2011 35% 35% 35% 35% 35%
2012 35% 35% 35% 35%
2013 35% 35% 35%
2014 35% 35%
2015 35%



Application of Section 1374
Applicability to RICs and REITs

Necessity of obtaining proper appraisal at beginning of recognition period

Interaction with net operating losses

Installment sales

Mid-year conversions

Taxable income limitation

Traps for the unwary



PLR 201150023 –
Tax imposed on built-in gains—
recognition period—prepayments—
real estate investment trusts.
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Taxpayer’s Representations
1. The Taxpayer will have only one taxable year beginning in 20__ (the “Taxpayer's 20
[Redacted Text] Taxable Year”).

2. Effective Date 1, the Taxpayer elected under part II of subchapter M of Chapter 1 of
the Code to be taxed as a REIT. Since its Date 1 election, Taxpayer has continuously
maintained its REIT status.

3. At the time of the Conversion, the Taxpayer had a net unrealized built-in gain
(within the meaning of Treas. Reg. § 1.337(d)-7(b)(1)(i) and section 1374(d)(1)); at
that time, the Taxpayer (directly or through one or more disregarded entities) owned
Property A and Property B, and there was an unrealized built-in gain in each of
Property A and Property B.



Taxpayer’s Representations (continued)
4. The Taxpayer did not elect deemed sale treatment under Treas. Reg. § 1.337(d)-
7(c), and did not recognize gain with respect to Property A or Property B, in
connection with the Conversion.

5. The Taxpayer (directly or through one or more disregarded entities) continuously
owned Property A and Property B from the time of the Conversion until Date 2 and
Date 4, respectively.

6. LP sold Property A and Property B to LLC 3 in exchange for the Installment Notes,
and the purchase price and terms of the Installment Notes were consistent with arms'
length terms.



Taxpayer’s Representations (continued)
7. The Installment Notes constitute indebtedness for federal income tax purposes.
8. The Taxpayer is reporting the gain from the sale of its properties in exchange for
the Installment Notes on the installment method under section 453. Prior to the
Taxpayer's 20__ Taxable Year the Taxpayer has not recognized any of the built-in gain
from the sale of Property A or Property B.
9. For the Taxpayer's 20__ Taxable Year, the aggregate recognized built-in gain
(including any gain recognized as a result of the prepayment of some or all of the
principal outstanding on the Installment Notes in the Taxpayer's 20__ Taxable Year)
will not be completely offset by one or more of the following: recognized built-in loss,
net operating loss, capital loss, or other loss from the taxable year or carried over
from another taxable year.



Taxpayer’s Representations (continued)
10. For the Taxpayer's 2011 Taxable Year, the pre-limitation amount (within the
meaning of Treas. Reg. § 1.1374-2(a)(1)) will not be limited by the taxable income
limitation (section 1374(d)(2)(A)(ii), Treas. Reg. §§ 1.1374-2(a)(2), and 1.1374-4(h)(2)),
and no portion of the recognized built-in gain resulting from the Prepayment will be
treated as if it was reported in a subsequent taxable year (section 1374(d)(2)(B)) and
Treas. Reg. § 1.1374-4(h)(3)).
11. For the Taxpayer's 20__ Taxable Year, Taxpayer's net unrealized built-in gain
(within the meaning of Treas. Reg. § 1.337(d)-7(b)(1)(i) and section 1374(d)(1)) will
exceed the amount of net recognized built-in gain (within the meaning of section
1374(d)(2) and Treas. Reg. § 1.1374-2(a)). As such, none of the net recognized built-in
gain will be limited by Taxpayer's net unrealized built-in gain pursuant to section
1374(c)(2).



PLR Conclusion
Provided the Taxpayer receives the Prepayment during the Taxpayer's 20__ Taxable
Year, the recognized built-in gain resulting from the Prepayment will be included in
calculating Taxpayer's net recognized built-in gain for the Taxpayer's 20__ Taxable
Year.

Pursuant to section 1374(d)(7)(B)(ii), no tax will be imposed on the portion of the
Taxpayer's net recognized built-in gain for the Taxpayer's 20__ Taxable Year that is
attributable to the Prepayment.



Proper Appraisal
Statutory presumption that all gains recognized by an S corporation during the 
recognition period are subject to the built-in gains tax.

Best defense is a proper appraisal of the assets at the beginning of the recognition 
period.

Appraisal should value all assets including goodwill and going-concern value.



Interaction with Net Operating Losses
Losses, realized or unrealized, may reduce the built-in gains tax in two ways:

1.  Unrealized loss is included in the determination of the net unrealized built-in gain

2.  If a corporation has both RBIG and RBIL in the same tax year, the two are 
combined to determine net RBIG.

Corporation should plan to recognize the loss from a loss asset in the same tax year as it recognizes 
the gain from a gain asset.
Corporation may lose the benefit of holding the loss asset or claiming the built-in deduction if the 
loss or deduction is recognized in a tax year preceding the year in which the built-in gain or income 
item is recognized. 

Cannot carryforward an unused RBIL or deduction for offset against a future RBIG.



Installment Sale Rules
If a corporation sells an asset and reports the gain under the Code Sec. 453 
installment sales rules, the treatment of the payments is determined by the 
rules applicable to the tax year in which the sale was made.
Examples:  
S corporation sold a built-in gain asset in 2008 and reported the gain using the 
installment method.  The gain recognized in 2012 or 2013 is subject to tax.
S corporation sold an asset in 2012 and the sale occurred beyond the 5-year 
recognition period.  The gain reported under the installment method in 2015 is 
not subject to tax even if we have a 10-year recognition period in 2015.



Taxable Income Limitation
If the net recognized built-in gain for any tax year is equal to the taxable income 
limitation, the amount by which its pre-limitation amount exceeds its taxable income 
limitation is a recognized built-in gain carryover that is included in its pre-limitation 
amount for the next tax year.

Example:

In year 1, an S corporation sells an asset with a $50,000 BIG and has a loss from other 
activities of $50,000, resulting in 0 taxable income.  The S corporation is therefore not 
subject to built-in gains tax in year 1.  In year 2, due to the carry-forward of the BIG, 
the $50,000 is taken into account in the built-in gains tax calculation.
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