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recognized built-in gain for the taxable year 
ending on December 31, 2009. 

Example 3. Adjustment to net unrealized 
built-in gain for built-in loss in eliminated C 
corporation stock. (i) X, a calendar year C cor-
poration, elects to become an S corporation 
effective January 1, 2005. On that date, X’s 
assets (the first pool of assets) have a net un-
realized built-in gain of negative $5,000. 
Among the assets in the first pool of assets 
is 10 percent of the outstanding stock of Y, a 
C corporation, with a fair market value of 
$18,000 and an adjusted basis of $33,000. On 
March 1, 2009, X sells an asset that it owned 
on January 1, 2005, resulting in $8,000 of rec-
ognized built-in gain. X has had no other rec-
ognized built-in gains or built-in losses. X’s 
taxable income limitation for 2009 is $50,000. 
On June 1, 2009, Y transfers its assets to X in 
a reorganization under section 368(a)(1)(C). 

(ii) Under paragraph (b) of this section, the 
net unrealized built in-gain of the first pool 
of assets is adjusted to account for the elimi-
nation of the Y stock in the reorganization. 
The net unrealized built-in gain of the first 
pool of assets, therefore, is increased by 
$15,000, the amount by which the adjusted 
basis of the Y stock exceeded its fair market 
value as of January 1, 2005. Accordingly, for 
taxable years ending after June 1, 2009, the 
net unrealized built-in gain of the first pool 
of assets is $10,000. 

(iii) Under § 1.1374–2(a), X’s net recognized 
built-in gain for any taxable year equals the 
least of X’s pre-limitation amount, taxable 
income limitation, and net unrealized built- 
in gain limitation. In 2009, X’s pre-limitation 
amount is $8,000 and X’s taxable income limi-
tation is $50,000. The net unrealized built-in 
gain of the first pool of assets has been ad-
justed to $10,000, so X’s net unrealized built- 
in gain limitation is $10,000. X, therefore, has 
$8,000 net recognized built-in gain for the 
taxable year ending on December 31, 2009. X’s 
net unrealized built-in gain limitation for 
2010 is $2,000. 

Example 4. Adjustment to net unrealized 
built-in gain in case of prior gain recognition. 
(i) X, a calendar year C corporation, elects to 
become an S corporation effective January 1, 
2005. On that date, X’s assets (the first pool 
of assets) have a net unrealized built-in gain 
of $30,000. Among the assets in the first pool 
of assets is all of the outstanding stock of Y, 
a C corporation, with a fair market value of 
$45,000 and an adjusted basis of $10,000. Y has 
no current or accumulated earnings and 
profits. On April 1, 2007, Y distributes $18,000 
to X, $8,000 of which is treated as gain to X 
from the sale or exchange of property under 
section 301(c)(3). That $8,000 is recognized 
built-in gain to X under section 1374(d)(3), 
and results in $8,000 of net recognized built- 
in gain to X for 2007. X’s net unrealized built- 
in gain limitation for 2008 is $22,000. On June 
1, 2009, Y transfers its assets to X in a liq-

uidation to which sections 332 and 337(a) 
apply. 

(ii) Under paragraph (b) of this section, the 
net unrealized built in-gain of the first pool 
of assets is adjusted to account for the elimi-
nation of the Y stock in the liquidation. The 
net unrealized built-in gain of that pool of 
assets, however, can only be adjusted to re-
flect the amount of built-in gain that was in-
herent in the Y stock on January 1, 2005 that 
has not resulted in recognized built-in gain 
during the recognition period. In this case, 
therefore, the net unrealized built-in gain of 
the first pool of assets cannot be reduced by 
more than $27,000 ($35,000, the amount by 
which the fair market value of the Y stock 
exceeded its adjusted basis as of January 1, 
2005, minus $8,000, the recognized built-in 
gain with respect to the stock during the 
recognition period). Accordingly, for taxable 
years ending after June 1, 2009, the net unre-
alized built-in gain of the first pool of assets 
is $3,000. The net unrealized built-in gain 
limitation for 2009 is $0. 

[T.D. 8579, 59 FR 66464, Dec. 27, 1994, as 
amended by T.D. 9180, 70 FR 8728, Feb. 23, 
2005] 

§ 1.1374–4 Recognized built-in gain or 
loss. 

(a) Sales and exchanges—(1) In general. 
Section 1374(d)(3) or 1374(d)(4) applies 
to any gain or loss recognized during 
the recognition period in a transaction 
treated as a sale or exchange for Fed-
eral income tax purposes. 

(2) Oil and gas property. For purposes 
of paragraph (a)(1) of this section, an S 
corporation’s adjusted basis in oil and 
gas property equals the sum of the 
shareholders’ adjusted bases in the 
property as determined in section 
613A(c)(11)(B). 

(3) Examples. The rules of this para-
graph (a) are illustrated by the fol-
lowing examples. 

Example 1. Production and sale of oil. X is a 
C corporation that purchased a working in-
terest in an oil and gas property for $100,000 
on July 1, 1993. X elects to become an S cor-
poration effective January 1, 1996. On that 
date, the working interest has a fair market 
value of $250,000 and an adjusted basis of 
$50,000, but no oil has as yet been extracted. 
In 1996, X begins production of the working 
interest, sells oil that it has produced to a 
refinery for $75,000, and includes that 
amount in gross income. Under paragraph 
(a)(1) of this section, the $75,000 is not recog-
nized built-in gain because as of the begin-
ning of the recognition period X held only a 
working interest in the oil and gas property 
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(since the oil had not yet been extracted 
from the ground), and not the oil itself. 

Example 2. Sale of oil and gas property. Y is 
a C corporation that elects to become an S 
corporation effective January 1, 1996. Y has 
two shareholders, A and B. A and B each own 
50 percent of Y’s stock. In addition, Y owns 
a royalty interest in an oil and gas property 
with a fair market value of $300,000 and an 
adjusted basis of $200,000. Under section 
613A(c)(11)(B), Y’s $200,000 adjusted basis in 
the royalty interest is allocated $100,000 to A 
and $100,000 to B. During 1996, A and B take 
depletion deductions with respect to the roy-
alty interest of $10,000 and $15,000, respec-
tively. As of January 1, 1997, A and B have a 
basis in the royalty interest of $90,000 and 
$85,000, respectively. On January 1, 1997, Y 
sells the royalty interest for $250,000. Under 
paragraph (a)(1) of this section, Y has gain 
recognized and recognized built-in gain of 
$75,000 ($250,000¥($90,000+$85,000)=$75,000) on 
the sale. 

(b) Accrual method rule—(1) Income 
items. Except as otherwise provided in 
this section, any item of income prop-
erly taken into account during the rec-
ognition period is recognized built-in 
gain if the item would have been prop-
erly included in gross income before 
the beginning of the recognition period 
by an accrual method taxpayer (dis-
regarding any method of accounting 
for which an election by the taxpayer 
must be made unless the taxpayer ac-
tually used the method when it was a C 
corporation). 

(2) Deduction items. Except as other-
wise provided in this section, any item 
of deduction properly taken into ac-
count during the recognition period is 
recognized built-in loss if the item 
would have been properly allowed as a 
deduction against gross income before 
the beginning of the recognition period 
to an accrual method taxpayer (dis-
regarding any method of accounting 
for which an election by the taxpayer 
must be made unless the taxpayer ac-
tually used the method when it was a C 
corporation). In determining whether 
an item would have been properly al-
lowed as a deduction against gross in-
come by an accrual method taxpayer 
for purposes of this paragraph, section 
461(h)(2)(C) and § 1.461–4(g) (relating to 
liabilities for tort, worker’s compensa-
tion, breach of contract, violation of 
law, rebates, refunds, awards, prizes, 
jackpots, insurance contracts, war-
ranty contracts, service contracts, 

taxes, and other liabilities) do not 
apply. 

(3) Examples. The rules of this para-
graph (b) are illustrated by the fol-
lowing examples. 

Example 1. Accounts receivable. X is a C cor-
poration using the cash method that elects 
to become an S corporation effective Janu-
ary 1, 1996. On January 1, 1996, X has $50,000 
of accounts receivable for services rendered 
before that date. On that date, the accounts 
receivable have a fair market value of $40,000 
and an adjusted basis of $0. In 1996, X collects 
$50,000 on the accounts receivable and in-
cludes that amount in gross income. Under 
paragraph (b)(1) of this section, the $50,000 
included in gross income in 1996 is recognized 
built-in gain because it would have been in-
cluded in gross income before the beginning 
of the recognition period if X had been an ac-
crual method taxpayer. However, if X in-
stead disposes of the accounts receivable for 
$45,000 on July 1, 1996, in a transaction treat-
ed as a sale or exchange for Federal income 
tax purposes, X would have recognized built- 
in gain of $40,000 on the disposition. 

Example 2. Contingent liability. Y is a C cor-
poration using the cash method that elects 
to become an S corporation effective Janu-
ary 1, 1996. In 1995, a lawsuit was filed 
against Y claiming $1,000,000 in damages. In 
1996, Y loses the lawsuit, pays a $500,000 judg-
ment, and properly claims a deduction for 
that amount. Under paragraph (b)(2) of this 
section, the $500,000 deduction allowed in 1996 
is not recognized built-in loss because it 
would not have been allowed as a deduction 
against gross income before the beginning of 
the recognition period if Y had been an ac-
crual method taxpayer (even disregarding 
section 461(h)(2)(C) and § 1.461–4(g)). 

Example 3. Deferred payment liabilities. X is 
a C corporation using the cash method that 
elects to become an S corporation on Janu-
ary 1, 1996. In 1995, X lost a lawsuit and be-
came obligated to pay $150,000 in damages. 
Under section 461(h)(2)(C), this amount is not 
allowed as a deduction until X makes pay-
ment. In 1996, X makes payment and prop-
erly claims a deduction for the amount of 
the payment. Under paragraph (b)(2) of this 
section, the $150,000 deduction allowed in 1996 
is recognized built-in loss because it would 
have been allowed as a deduction against 
gross income before the beginning of the rec-
ognition period if X had been an accrual 
method taxpayer (disregarding section 
461(h)(2)(C) and § 1.461–4(g)). 

Example 4. Deferred prepayment income. Y is 
a C corporation using an accrual method 
that elects to become an S corporation effec-
tive January 1, 1996. In 1995, Y received $2,500 
for services to be rendered in 1996, and prop-
erly elected to include the $2,500 in gross in-
come in 1996 under Rev. Proc. 71–21, 1971–2 
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C.B. 549 (see § 601.601(d)(2)(ii)(b) of this chap-
ter). Under paragraph (b)(1) of this section, 
the $2,500 included in gross income in 1996 is 
not recognized built-in gain because it would 
not have been included in gross income be-
fore the beginning of the recognition period 
by an accrual method taxpayer using the 
method that Y actually used before the be-
ginning of the recognition period. 

Example 5. Change in method. X is a C cor-
poration using an accrual method that elects 
to become an S corporation effective Janu-
ary 1, 1996. In 1995, X received $5,000 for serv-
ices to be rendered in 1996, and properly in-
cluded the $5,000 in gross income. In 1996, X 
properly elects to include the $5,000 in gross 
income in 1996 under Rev. Proc. 71–21, 1971–2 
C.B. 549 (see § 601.601(d)(2)(ii)(b) of this chap-
ter). As a result of the change in method of 
accounting, X has a $5,000 negative section 
481(a) adjustment. Under paragraph (b)(1) of 
this section, the $5,000 included in gross in-
come in 1996 is recognized built-in gain be-
cause it would have been included in gross 
income before the beginning of the recogni-
tion period by an accrual method taxpayer 
using the method that X actually used before 
the beginning of the recognition period. In 
addition, the $5,000 negative section 481(a) 
adjustment is recognized built-in loss be-
cause it relates to an item (the $5,000 X re-
ceived for services in 1995) attributable to pe-
riods before the beginning of the recognition 
period under the principles for determining 
recognized built-in gain or loss in this sec-
tion. See paragraph (d) of this section for 
rules regarding section 481(a) adjustments. 

(c) Section 267(a)(2) and 404(a)(5) de-
ductions—(1) Section 267(a)(2). Notwith-
standing paragraph (b)(2) of this sec-
tion, any amount properly deducted in 
the recognition period under section 
267(a)(2), relating to payments to re-
lated parties, is recognized built-in loss 
to the extent— 

(i) All events have occurred that es-
tablish the fact of the liability to pay 
the amount, and the exact amount of 
the liability can be determined, as of 
the beginning of the recognition pe-
riod; and 

(ii) The amount is paid— 
(A) In the first two and one-half 

months of the recognition period; or 
(B) To a related party owning, under 

the attribution rules of section 267, less 
than 5 percent, by voting power and 
value, of the corporation’s stock, both 
as of the beginning of the recognition 
period and when the amount is paid. 

(2) Section 404(a)(5). Notwithstanding 
paragraph (b)(2) of this section, any 
amount properly deducted in the rec-

ognition period under section 404(a)(5), 
relating to payments for deferred com-
pensation, is recognized built-in loss to 
the extent— 

(i) All events have occurred that es-
tablish the fact of the liability to pay 
the amount, and the exact amount of 
the liability can be determined, as of 
the beginning of the recognition pe-
riod; and 

(ii) The amount is not paid to a re-
lated party to which section 267(a)(2) 
applies. 

(3) Examples. The rules of this para-
graph (c) are illustrated by the fol-
lowing examples. 

Example 1. Fixed annuity. X is a C corpora-
tion that elects to become an S corporation 
effective January 1, 1996. On December 31, 
1995, A is age 60, has provided services to X 
as an employee for 20 years, and is a vested 
participant in X’s unfunded nonqualified re-
tirement plan. Under the plan, A receives 
$1,000 per month upon retirement until 
death. The plan provides no additional bene-
fits. A retires on December 31, 1997, after 
working for X for 22 years. A at no time is a 
shareholder of X. X’s deductions under sec-
tion 404(a)(5) in the recognition period on 
paying A the $1,000 per month are recognized 
built-in loss because all events have occurred 
that establish the fact of the liability to pay 
the amount, and the exact amount of the li-
ability can be determined, as of the begin-
ning of the recognition period. 

Example 2. Increase in annuity for working 
beyond 20 years. The facts are the same as Ex-
ample 1, except that under the plan A re-
ceives $1,000 per month, plus $100 per month 
for each year A works for X beyond 20 years, 
upon retirement until death. X’s deductions 
on paying A the $1,000 per month are recog-
nized built-in loss. However, X’s deductions 
on paying A the $200 per month for the two 
years A worked for X beyond 20 years are not 
recognized built-in loss because all events 
have not occurred that establish the fact of 
the liability to pay the amount, and the 
exact amount of the liability cannot be de-
termined, as of the beginning of the recogni-
tion period. 

Example 3. Cost of living adjustment. The 
facts are the same as Example 1, except that 
under the plan A receives $1,000 per month, 
plus annual cost of living adjustments, upon 
retirement until death. X’s deductions under 
section 404(a)(5) on paying A the $1,000 per 
month are recognized built-in loss. However, 
X’s deductions under section 404(a)(5) on pay-
ing A the annual cost of living adjustment 
are not recognized built-in loss because all 
events have not occurred that establish the 
fact of the liability to pay the amount, and 
the exact amount of the liability cannot be 
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determined, as of the beginning of the rec-
ognition period. 

(d) Section 481(a) adjustments—(1) In 
general. Any section 481(a) adjustment 
taken into account in the recognition 
period is recognized built-in gain or 
loss to the extent the adjustment re-
lates to items attributable to periods 
before the beginning of the recognition 
period under the principles for deter-
mining recognized built-in gain or loss 
in this section. The principles for de-
termining recognized built-in gain or 
loss in this section include, for exam-
ple, the accrual method rule under 
paragraph (b) of this section. 

(2) Examples. The rules of this para-
graph (d) are illustrated by the fol-
lowing examples. 

Example 1. Omitted item attributable to 
prerecognition period. X is a C corporation 
that elects to become an S corporation effec-
tive January 1, 1996. X improperly capitalizes 
repair costs and recovers the costs through 
depreciation of the related assets. In 1999, X 
properly changes to deducting repair costs as 
they are incurred. Under section 481(a), the 
basis of the related assets are reduced by an 
amount equal to the excess of the repair 
costs incurred before the year of change over 
the repair costs recovered through deprecia-
tion before the year of change. In addition, X 
has a negative section 481(a) adjustment 
equal to the basis reduction. Under para-
graph (d)(1) of this section, the portion of X’s 
negative section 481(a) adjustment relating 
to the repair costs incurred before the rec-
ognition period is recognized built-in loss be-
cause those repair costs are items attrib-
utable to periods before the beginning of the 
recognition period under the principles for 
determining recognized built-in gain or loss 
in this section. 

Example 2. Duplicated item attributable to 
prerecognition period. Y is a C corporation 
that elects to become an S corporation effec-
tive January 1, 1996. Y improperly uses an 
accrual method without regard to the eco-
nomic performance rules of section 461(h) to 
account for worker’s compensation claims. 
As a result, Y takes deductions when claims 
are filed. In 1999, Y properly changes to an 
accrual method with regard to the economic 
performance rules under section 461(h)(2)(C) 
for worker’s compensation claims. As a re-
sult, Y takes deductions when claims are 
paid. The positive section 481(a) adjustment 
resulting from the change is equal to the 
amount of claims filed, but unpaid, before 
the year of change. Under paragraph (b)(2) of 
this section, the deduction allowed in the 
recognition period for claims filed, but un-
paid, before the recognition period is recog-

nized built-in loss because a deduction was 
allowed for those claims before the recogni-
tion period under an accrual method without 
regard to section 461(h)(2)(C). Under para-
graph (d)(1) of this section, the portion of Y’s 
positive section 481(a) adjustment relating to 
claims filed, but unpaid, before the recogni-
tion period is recognized built-in gain be-
cause those claims are items attributable to 
periods before the beginning of the recogni-
tion period under the principles for deter-
mining recognized built-in gain or loss in 
this section. 

(e) Section 995(b)(2) deemed distribu-
tions. Any item of income properly 
taken into account during the recogni-
tion period under section 995(b)(2) is 
recognized built-in gain if the item re-
sults from a DISC termination or dis-
qualification occurring before the be-
ginning of the recognition period. 

(f) Discharge of indebtedness and bad 
debts. Any item of income or deduction 
properly taken into account during the 
first year of the recognition period as 
discharge of indebtedness income under 
section 61(a)(12) or as a bad debt deduc-
tion under section 166 is recognized 
built-in gain or loss if the item arises 
from a debt owed by or to an S corpora-
tion at the beginning of the recogni-
tion period. 

(g) Completion of contract. Any item of 
income properly taken into account 
during the recognition period under the 
completed contract method (as de-
scribed in § 1.460–4(d)) where the cor-
poration began performance of the con-
tract before the beginning of the rec-
ognition period is recognized built-in 
gain if the item would have been in-
cluded in gross income before the be-
ginning of the recognition period under 
the percentage of completion method 
(as described in § 1.460–4(b)). Any simi-
lar item of deduction is recognized 
built-in loss if the item would have 
been allowed as a deduction against 
gross income before the beginning of 
the recognition period under the per-
centage of completion method. 

(h) Installment method—(1) In general. 
If a corporation sells an asset before or 
during the recognition period and re-
ports the income from the sale using 
the installment method under section 
453 during or after the recognition pe-
riod, that income is subject to tax 
under section 1374. 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00831 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



822 

26 CFR Ch. I (4–1–11 Edition) § 1.1374–4 

(2) Limitation on amount subject to tax. 
For purposes of paragraph (h)(1) of this 
section, the taxable income limitation 
under § 1.1374–2(a)(2) is equal to the 
amount by which the S corporation’s 
net recognized built-in gain would have 
been increased from the year of the 
sale to the earlier of the year the in-
come is reported under the installment 
method or the last year of the recogni-
tion period, assuming all income from 
the sale had been reported in the year 
of the sale and all provisions of section 
1374 applied. For purposes of the pre-
ceding sentence, if the corporation 
sells the asset before the recognition 
period, the income from the sale that is 
not reported before the recognition pe-
riod is treated as having been reported 
in the first year of the recognition pe-
riod. 

(3) Rollover rule. If the limitation in 
paragraph (h)(2) of this section applies, 
the excess of the amount reported 
under the installment method over the 
amount subject to tax under the limi-
tation is treated as if it were reported 
in the succeeding taxable year(s), but 
only for succeeding taxable year(s) in 
the recognition period. The amount re-
ported in the succeeding taxable 
year(s) under the preceding sentence is 
reduced to the extent that the amount 
not subject to tax under the limitation 
in paragraph (h)(2) of this section was 
not subject to tax because the S cor-
poration had an excess of recognized 
built-in loss over recognized built-in 
gain in the taxable year of the sale and 
succeeding taxable year(s) in the rec-
ognition period. 

(4) Use of losses and section 1374 at-
tributes. If income is reported under the 
installment method by an S corpora-
tion for a taxable year after the rec-
ognition period and the income is sub-
ject to tax under paragraph (h)(1) of 
this section, the S corporation’s sec-
tion 1374 attributes may be used to the 
extent their use is allowed under all 
applicable provisions of the Code in de-
termining the section 1374 tax. How-
ever, the S corporation’s loss recog-
nized for a taxable year after the rec-
ognition period that would have been 
recognized built-in loss if it had been 
recognized in the recognition period 
may not be used in determining the 
section 1374 tax. 

(5) Examples. The rules of this para-
graph (h) are illustrated by the fol-
lowing examples. 

Example 1. Rollover rule. X is a C corpora-
tion that elects to become an S corporation 
effective January 1, 1996. On that date, X 
sells Blackacre with a basis of $0 and a value 
of $100,000 in exchange for a $100,000 note 
bearing a market rate of interest payable on 
January 1, 2001. X does not make the election 
under section 453(d) and, therefore, reports 
the $100,000 gain using the installment meth-
od under section 453. In the year 2001, X has 
income of $100,000 on collecting the note, un-
expired C year attributes of $0, recognized 
built-in loss of $0, current losses of $100,000, 
and taxable income of $0. If X had reported 
the $100,000 gain in 1996, X’s net recognized 
built-in gain from 1996 through 2001 would 
have been $75,000 greater than otherwise. 
Under paragraph (h) of this section, X has 
$75,000 net recognized built-in gain subject to 
tax under section 1374. X also must treat the 
$25,000 excess of the amount reported, 
$100,000, over the amount subject to tax, 
$75,000, as income reported under the install-
ment method in the succeeding taxable 
year(s) in the recognition period, except to 
the extent X establishes that the $25,000 was 
not subject to tax under section 1374 in the 
year 2001 because X had an excess of recog-
nized built-in loss over recognized built-in 
gain in the taxable year of the sale and suc-
ceeding taxable year(s) in the recognition pe-
riod. 

Example 2. Use of losses. Y is a C corpora-
tion that elects to become an S corporation 
effective January 1, 1996. On that date, Y 
sells Whiteacre with a basis of $0 and a value 
of $250,000 in exchange for a $250,000 note 
bearing a market rate of interest payable on 
January 1, 2006. Y does not make the election 
under section 453(d) and, therefore, reports 
the $250,000 gain using the installment meth-
od under section 453. In the year 2006, Y has 
income of $250,000 on collecting the note, un-
expired C year attributes of $0, loss of 
$100,000 that would have been recognized 
built-in loss if it had been recognized in the 
recognition period, current losses of $150,000, 
and taxable income of $0. If Y had reported 
the $250,000 gain in 1996, X’s net recognized 
built-in gain from 1996 through 2005 (that is, 
during the recognition period) would have 
been $225,000 greater than otherwise. Under 
paragraph (h) of this section, X has $225,000 
net recognized built-in gain subject to tax 
under section 1374. 

Example 3. Use of section 1374 attribute. Z is 
a C corporation that elects to become an S 
corporation effective January 1, 1996. On 
that date, Z sells Greenacre with a basis of $0 
and a value of $500,000 in exchange for a 
$500,000 note bearing a market rate of inter-
est payable on January 1, 2011. Z does not 
make the election under section 453(d) and, 
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therefore, reports the $500,000 gain using the 
installment method under section 453. In the 
year 2011, Z has income of $500,000 on col-
lecting the note, loss of $0 that would have 
been recognized built-in loss if it had been 
recognized in the recognition period, current 
losses of $0, taxable income of $500,000, and a 
minimum tax credit of $60,000 arising in 1995. 
None of Z’s minimum tax credit is limited 
under sections 53(c) or 383. If Z had reported 
the $500,000 gain in 1996, Z’s net recognized 
built-in gain from 1996 through 2005 (that is, 
during the recognition period) would have 
been $350,000 greater than otherwise. Under 
paragraph (h) of this section, Z has $350,000 
net recognized built-in gain subject to tax 
under section 1374, a tentative section 1374 
tax of $122,500 ($350,000 × .35 = $122,500), and a 
section 1374 tax after using its minimum tax 
credit arising in 1995 of $62,250 ($122,500 ¥ 

$60,000 = $62,250). 

(i) Partnership interests—(1) In general. 
If an S corporation owns a partnership 
interest at the beginning of the rec-
ognition period or transfers property to 
a partnership in a transaction to which 
section 1374(d)(6) applies during the 
recognition period, the S corporation 
determines the effect on net recognized 
built-in gain from its distributive share 
of partnership items as follows— 

(i) Step One: Apply the rules of sec-
tion 1374(d) to the S corporation’s dis-
tributive share of partnership items of 
income, gain, loss, or deduction in-
cluded in income or allowed as a deduc-
tion under the rules of subchapter K to 
determine the extent to which it would 
have been treated as recognized built- 
in gain or loss if the partnership items 
had originated in and been taken into 
account directly by the S corporation 
(partnership 1374 items); 

(ii) Step Two: Determine the S cor-
poration’s net recognized built-in gain 
without partnership 1374 items; 

(iii) Step Three: Determine the S cor-
poration’s net recognized built-in gain 
with partnership 1374 items; and 

(iv) Step Four: If the amount com-
puted under Step Three (paragraph 
(i)(1)(iii) of this section) exceeds the 
amount computed under Step Two 
(paragraph (i)(1)(ii) of this section), the 
excess (as limited by paragraph (i)(2)(i) 
of this section) is the S corporation’s 
partnership RBIG, and the S corpora-
tion’s net recognized built-in gain is 
the sum of the amount computed under 
Step Two (paragraph (i)(1)(ii) of this 
section) plus the partnership RBIG. If 

the amount computed under Step Two 
(paragraph (i)(1)(ii) of this section) ex-
ceeds the amount computed under Step 
Three (paragraph (i)(1)(iii) of this sec-
tion), the excess (as limited by para-
graph (i)(2)(ii) of this section) is the S 
corporation’s partnership RBIL, and 
the S corporation’s net recognized 
built-in gain is the remainder of the 
amount computed under Step Two 
(paragraph (i)(1)(ii) of this section) 
after subtracting the partnership 
RBIL. 

(2) Limitations—(i) Partnership RBIG. 
An S corporation’s partnership RBIG 
for any taxable year may not exceed 
the excess (if any) of the S corpora-
tion’s RBIG limitation over its part-
nership RBIG for prior taxable years. 
The preceding sentence does not apply 
if a corporation forms or avails of a 
partnership with a principal purpose of 
avoiding the tax imposed under section 
1374. 

(ii) Partnership RBIL. An S corpora-
tion’s partnership RBIL for any tax-
able year may not exceed the excess (if 
any) of the S corporation’s RBIL limi-
tation over its partnership RBIL for 
prior taxable years. 

(3) Disposition of partnership interest. 
If an S corporation disposes of its part-
nership interest, the amount that may 
be treated as recognized built-in gain 
may not exceed the excess (if any) of 
the S corporation’s RBIG limitation 
over its partnership RBIG during the 
recognition period. Similarly, the 
amount that may be treated as recog-
nized built-in loss may not exceed the 
excess (if any) of the S corporation’s 
RBIL limitation over its partnership 
RBIL during the recognition period. 

(4) RBIG and RBIL limitations—(i) Sale 
of partnership interest. An S corpora-
tion’s RBIG or RBIL limitation is the 
total of the following— 

(A) The amount that would be the 
amount realized if, at the beginning of 
the first day of the recognition period, 
the corporation had remained a C cor-
poration and had sold its partnership 
interest (and any assets the corpora-
tion contributed to the partnership 
during the recognition period) at fair 
market value to an unrelated party; 
decreased by 
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(B) The corporation’s adjusted basis 
in the partnership interest (and any as-
sets the corporation contributed to the 
partnership during the recognition pe-
riod) at the time of the sale referred to 
in paragraph (i)(4)(i)(A) of this section; 
and increased or decreased by 

(C) The corporation’s allocable share 
of the partnership’s section 481(a) ad-
justments at the time of the sale re-
ferred to in paragraph (i)(4)(i)(A) of 
this section. 

(ii) Amounts of limitations. If the re-
sult in paragraph (i)(4)(i) of this sec-
tion is a positive amount, the S cor-
poration has a RBIG limitation equal 
to that amount and a RBIL limitation 
of $0, but if the result in paragraph 
(i)(4)(i) of this section is a negative 
amount, the S corporation has a RBIL 
limitation equal to that amount and a 
RBIG limitation of $0. 

(5) Small interest exception—(i) In gen-
eral. Paragraph (i)(1) of this section 
does not apply to a taxable year in the 
recognition period if the S corpora-
tion’s partnership interest represents 
less than 10 percent of the partner-
ship’s capital and profits at all times 
during the taxable year and prior tax-
able years in the recognition period, 
and the fair market value of the S cor-
poration’s partnership interest as of 
the beginning of the recognition period 
is less than $100,000. 

(ii) Contributed assets. For purposes of 
paragraph (i)(5)(i) of this section, if the 
S corporation contributes any assets to 
the partnership during the recognition 
period and the S corporation held the 
assets as of the beginning of the rec-
ognition period, the fair market value 
of the S corporation’s partnership in-
terest as of the beginning of the rec-
ognition period is determined as if the 
assets were contributed to the partner-
ship before the beginning of the rec-
ognition period (using the fair market 
value of each contributed asset as of 
the beginning of the recognition pe-
riod). The contribution does not affect 
whether paragraph (i)(5)(i) of this sec-
tion applies for taxable years in the 
recognition period before the taxable 
year in which the contribution was 
made. 

(iii) Anti-abuse rule. Paragraph 
(i)(5)(i) of this section does not apply if 
a corporation forms or avails of a part-

nership with a principal purpose of 
avoiding the tax imposed under section 
1374. 

(6) Section 704(c) gain or loss. Solely 
for purposes of section 1374, an S cor-
poration’s section 704(c) gain or loss 
amount with respect to any asset is not 
reduced during the recognition period, 
except for amounts treated as recog-
nized built-in gain or loss with respect 
to that asset under this paragraph. 

(7) Disposition of distributed partner-
ship asset. If on the first day of the rec-
ognition period an S corporation holds 
an interest in a partnership that holds 
an asset and during the recognition pe-
riod the partnership distributes the 
asset to the S corporation that there-
after disposes of the asset, the asset is 
treated as having been held by the S 
corporation on the first day of the rec-
ognition period and as having the fair 
market value and adjusted basis in the 
hands of the S corporation that it had 
in the hands of the partnership on that 
day. 

(8) Examples. The rules of this para-
graph (i) are illustrated by the fol-
lowing examples. 

Example 1. Pre-conversion partnership inter-
est. X is a C corporation that elects to be-
come an S corporation on January 1, 1996. On 
that date, X owns a 50 percent interest in 
partnership P and P owns (among other as-
sets) Blackacre with a basis of $25,000 and a 
value of $45,000. In 1996, P buys Whiteacre for 
$50,000. In 1999, P sells Blackacre for $55,000 
and recognizes a gain of $30,000 of which 
$15,000 is included in X’s distributive share. P 
also sells Whiteacre in 1999 for $42,000 and 
recognizes a loss of $8,000 of which $4,000 is 
included in X’s distributive share. Under this 
paragraph and section 1374(d)(3), X’s $15,000 
gain is presumed to be recognized built-in 
gain and thus treated as a partnership 1374 
item, but this presumption is rebutted if X 
establishes that P’s gain would have been 
only $20,000 ($45,000¥$25,000=$20,000) if 
Blackacre had been sold on the first day of 
the recognition period. In such a case, only 
X’s distributive share of the $20,000 built-in 
gain, $10,000, would be treated as a partner-
ship 1374 item. Under this paragraph and sec-
tion 1374(d)(4), X’s $4,000 loss is not treated as 
a partnership 1374 item because P did not 
hold Whiteacre on the first day of the rec-
ognition period. 

Example 2. Post-conversion contribution. Y is 
a C corporation that elects to become an S 
corporation on January 1, 1996. On that date, 
Y owns (among other assets) Blackacre with 
a basis of $100,000 and a value of $200,000. On 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00834 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



825 

Internal Revenue Service, Treasury § 1.1374–4 

January 1, 1998, when Blackacre has a basis 
of $100,000 and a value of $200,000, Y contrib-
utes Blackacre to partnership P for a 50 per-
cent interest in P. On January 1, 2000, P sells 
Blackacre for $300,000 and recognizes a gain 
of $200,000 on the sale 
($300,000¥$100,000=$200,000). P is allocated 
$100,000 of the gain under section 704(c), and 
another $50,000 of the gain for its fifty per-
cent share of the remainder, for a total of 
$150,000. Under this paragraph and section 
1374(d)(3), if Y establishes that P’s gain 
would have been only $100,000 
($200,000¥$100,000=$100,000) if Blackacre had 
been sold on the first day of the recognition 
period, Y would treat only $100,000 as a part-
nership 1374 item. 

Example 3. RBIG limitation of $100,000 or 
$50,000. X is a C corporation that elects to be-
come an S corporation on January 1, 1996. On 
that date, X owns a 50 percent interest in 
partnership P with a RBIG limitation of 
$100,000 and a RBIL limitation of $0. P owns 
(among other assets) Blackacre with a basis 
of $50,000 and a value of $200,000. In 1996, P 
sells Blackacre for $200,000 and recognizes a 
gain of $150,000 of which $75,000 is included in 
X’s distributive share and treated as a part-
nership 1374 item. X’s net recognized built-in 
gain for 1996 computed without partnership 
1374 items is $35,000 and with partnership 1374 
items is $110,000. Thus, X has a partnership 
RBIG of $75,000 except as limited under para-
graph (i)(2)(i) of this section. Because X’s 
RBIG limitation is $100,000, X’s partnership 
RBIG of $75,000 is not limited and X’s net 
recognized built-in gain for the year is 
$110,000 ($35,000+$75,000=$110,000). However, if 
X had a RBIG limitation of $50,000 instead of 
$100,000, X’s partnership RBIG would be lim-
ited to $50,000 under paragraph (i)(2)(i) of this 
section and X’s net recognized built-in gain 
would be $85,000 ($35,000+$50,000=$85,000). 

Example 4. RBIL limitation of $60,000 or 
$40,000. Y is a C corporation that elects to be-
come an S corporation on January 1, 1996. On 
that date, Y owns a 50 percent interest in 
partnership P with a RBIG limitation of $0 
and a RBIL limitation of $60,000. P owns 
(among other assets) Blackacre with a basis 
of $225,000 and a value of $125,000. In 1996, P 
sells Blackacre for $125,000 and recognizes a 
loss of $100,000 of which $50,000 is included in 
Y’s distributive share and treated as a part-
nership 1374 item. Y’s net recognized built-in 
gain for 1996 computed without partnership 
1374 items is $75,000 and with partnership 1374 
items is $25,000. Thus, Y has a partnership 
RBIL of $50,000 for the year except as limited 
under paragraph (i)(2)(ii) of this section. Be-
cause Y’s RBIL limitation is $60,000, Y’s 
partnership RBIL for the year is not limited 
and Y’s net recognized built-in gain for the 
year is $25,000 ($75,000¥$50,000=$25,000). How-
ever, if Y had a RBIL limitation of $40,000 in-
stead of $60,000, Y’s partnership RBIL would 
be limited to $40,000 under paragraph (i)(2)(ii) 

of this section and Y’s net recognized built- 
in gain for the year would be $35,000 
($75,000¥$40,000=$35,000). 

Example 5. RBIG limitation of $0. (i) X is a C 
corporation that elects to become an S cor-
poration on January 1, 1996. X owns a 50 per-
cent interest in partnership P with a RBIG 
limitation of $0 and a RBIL limitation of 
$25,000. 

(a) In 1996, P’s partnership 1374 items are— 
(1) Ordinary income of $25,000; and 
(2) Capital gain of $75,000. 
(b) X itself has— 
(1) Recognized built-in ordinary income of 

$40,000; and 
(2) Recognized built-in capital loss of 

$90,000. 
(ii) X’s net recognized built-in gain for 1996 

computed without partnership 1374 items is 
$40,000 and with partnership 1374 items is 
$65,000 ($40,000+$25,000=$65,000). Thus, X’s 
partnership RBIG is $25,000 for the year ex-
cept as limited under paragraph (i)(2)(i) of 
this section. Because X’s RBIG limitation is 
$0, X’s partnership RBIG of $25,000 is limited 
to $0 and X’s net recognized built-in gain for 
the year is $40,000. 

Example 6. RBIL limitation of $0. (i) Y is a C 
corporation that elects to become an S cor-
poration on January 1, 1996. Y owns a 50 per-
cent interest in partnership P with a RBIG 
limitation of $60,000 and a RBIL limitation of 
$0. 

(a) In 1996, P’s partnership 1374 items are— 
(1) Ordinary income of $25,000; and 
(2) Capital loss of $90,000. 
(b) Y itself has— 
(1) recognized built-in ordinary income of 

$40,000; and 
(2) recognized built-in capital gain of 

$75,000. 
(ii) Y’s net recognized built-in gain for 1996 

computed without partnership 1374 items is 
$115,000 ($40,000+$75,000=$115,000) and with 
partnership 1374 items is $65,000 
($40,000+$25,000=$65,000). Thus, Y’s partner-
ship RBIL is $50,000 for the year except as 
limited under paragraph (i)(2)(ii) of this sec-
tion. Because Y’s RBIL limitation is $0, Y’s 
partnership RBIL of $50,000 is limited to $0 
and Y’s net recognized built-in gain is 
$115,000. 

Example 7. Disposition of partnership interest. 
X is a C corporation that elects to become an 
S corporation on January 1, 1996. On that 
date, X owns a 50 percent interest in partner-
ship P with a RBIG limitation of $200,000 and 
a RBIL limitation of $0. P owns (among 
other assets) Blackacre with a basis of 
$20,000 and a value of $140,000. In 1996, P sells 
Blackacre for $140,000 and recognizes a gain 
of $120,000 of which $60,000 is included in X’s 
distributive share and treated as a partner-
ship 1374 item. X’s net recognized built-in 
gain for 1996 computed without partnership 
1374 items is $95,000 and with partnership 1374 
items is $155,000. Thus, X has a partnership 
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RBIG of $60,000. In 1999, X sells its entire in-
terest in P for $350,000 and recognizes a gain 
of $250,000. Under paragraph (i)(3) of this sec-
tion, X’s recognized built-in gain on the sale 
is limited by its RBIG limitation to $140,000 
($200,000¥$60,000=$140,000). 

Example 8. Section 704(c) case. Y is a C cor-
poration that elects to become an S corpora-
tion on January 1, 1996. On that date, Y con-
tributes Asset 1, 5-year property with a value 
of $40,000 and a basis of $0, and an unrelated 
party contributes $40,000 in cash, each for a 
50 percent interest in partnership P. The 
partnership adopts the traditional method 
under § 1.704–3(b). If P sold Asset 1 for $40,000 
immediately after it was contributed by Y, 
P’s $40,000 gain would be allocated to Y under 
section 704(c). Instead, Asset 1 is sold by P in 
1999 for $36,000 and P recognizes gain of 
$36,000 ($36,000¥$0=$36,000) on the sale. How-
ever, because book depreciation of $8,000 per 
year has been taken on Asset 1 in 1996, 1997, 
and 1998, Y is allocated only $16,000 of P’s 
$36,000 gain 
($40,000¥(3×$8,000)=($16,000¥$0)=$16,000) under 
section 704(c). The remaining $20,000 of P’s 
$36,000 gain ($36,000¥$16,000=$20,000) is allo-
cated 50 percent to each partner under sec-
tion 704(b). Thus, a total of $26,000 
($16,000+$10,000=$26,000) of P’s $36,000 gain is 
allocated to Y. However, under paragraph 
(i)(6) of this section, Y treats $36,000 as a 
partnership 1374 item on P’s sale of Asset 1. 

Example 9. Disposition of distributed partner-
ship asset. X is a C corporation that elects to 
become an S corporation on January 1, 1996. 
On that date, X owns a fifty percent interest 
in partnership P and P owns (among other 
assets) Blackacre with a basis of $20,000 and 
a value of $40,000. On January 1, 1998, P dis-
tributes Blackacre to X, when Blackacre has 
a basis of $20,000 and a value of $50,000. Under 
section 732(a)(1), X has a transferred basis of 
$20,000 in Blackacre. On January 1, 1999, X 
sells Blackacre for $60,000 and recognizes a 
gain of $40,000. Under paragraph (i)(7) of this 
section and section 1374(d)(3), X has recog-
nized built-in gain from the sale of $20,000, 
the amount of built-in gain in Blackacre on 
the first day of the recognition period. 

[T.D. 8579, 59 FR 66464, Dec. 27, 1994, as 
amended by T.D. 8995. 67 FR 34610, May 15, 
2002] 

§ 1.1374–5 Loss carryforwards. 

(a) In general. The loss carryforwards 
allowed as deductions against net rec-
ognized built-in gain under section 
1374(b)(2) are allowed only to the extent 
their use is allowed under the rules ap-
plying to C corporations. Any other 
loss carryforwards, such as charitable 
contribution carryforwards under sec-
tion 170(d)(2), are not allowed as deduc-

tions against net recognized built-in 
gain. 

(b) Example. The rules of this section 
are illustrated by the following exam-
ple. 

Example: Section 382 limitation. X is a C cor-
poration that has an ownership change under 
section 382(g)(1) on January 1, 1994. On that 
date, X has a fair market value of $500,000, 
NOL carryforwards of $400,000, and a net un-
realized built-in gain under section 
382(h)(3)(A) of $0. Assume X’s section 382 lim-
itation under section 382(b)(1) is $40,000. X 
elects to become an S corporation on Janu-
ary 1, 1998. On that date, X has NOL 
carryforwards of $240,000 (having used 
$160,000 of its pre-change net operating losses 
in its 4 preceding taxable years) and a sec-
tion 1374 net unrealized built-in gain of 
$250,000. In 1998, X has net recognized built-in 
gain of $100,000. X may use $40,000 of its NOL 
carryforwards as a deduction against its 
$100,000 net recognized built-in gain, because 
X’s section 382 limitation is $40,000. 

[T.D. 8579, 59 FR 66469, Dec. 27, 1994] 

§ 1.1374–6 Credits and credit 
carryforwards. 

(a) In general. The credits and credit 
carryforwards allowed as credits 
against the section 1374 tax under sec-
tion 1374(b)(3) are allowed only to the 
extent their use is allowed under the 
rules applying to C corporations. Any 
other credits or credit carryforwards, 
such as foreign tax credits under sec-
tion 901, are not allowed as credits 
against the section 1374 tax. 

(b) Limitations. The amount of busi-
ness credit carryforwards and min-
imum tax credit allowed against the 
section 1374 tax are subject to the limi-
tations described in section 38(c) and 
section 53(c), respectively, as modified 
by this paragraph. The tentative tax 
determined under paragraph (a)(3) of 
§ 1.1374–1 is treated as the regular tax 
liability described in sections 38(c)(1) 
and 53(c)(1), and as the net income tax 
and net regular tax liability described 
in section 38(c)(1). The tentative min-
imum tax described in section 55(b) is 
determined using the rate of tax appli-
cable to corporations and without re-
gard to any alternative minimum tax 
foreign tax credit described in that sec-
tion and by treating the net recognized 
built-in gain determined under § 1.1374– 
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