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SUMVARY: This docunent contains final regulations that apply to
certain transactions or events that result in a Regul ated

I nvest ment Conpany [RIC] or a Real Estate Investnent Trust

[ REI T] owning property that has a basis determ ned by reference
to a C corporation’s basis in the property. These regul ations
affect RICs, REITs, and C corporations and clarify the tax
treatment of transfers of C corporation property to a RIC or

REI T.

DATES: Effective Date: These regul ations are effective March

18, 2003.

Applicability Dates: For dates of applicability, see

§81.337(d)-5(d), 1.337(d)-6(e) and 1.337(d)-7(f).
FOR FURTHER | NFORMATI ON CONTACT: Jennifer D. Sledge, (202) 622-

7750 (not a toll-free nunber).



SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The collection of information contained in these final
regul ati ons has been reviewed and approved by the Ofice of
Managenent and Budget in accordance with the Paperwork
Reducti on Act of 1995 (44 U. S.C. 3507(d)) under control number
1545-1672. This information is required to obtain a benefit,
i.e., to elect to recognize gain as if the C corporation had
sold the property at fair nmarket value or to elect section 1374
treat ment.

An agency may not conduct or sponsor, and a person is not
required to respond to, a collection of information unless the
collection of information displays a valid control nunber
assigned by the Ofice of Managenent and Budget.

The estimated annual burden per respondent is 30 m nutes.

Comrents concerning the accuracy of this burden estimte
and suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: IRS Reports Clearance Oficer,
W CAR: MP: T: T: SP, Washi ngton, DC 20224, and to the Office of
Managenment and Budget, ATTN:. Desk Officer for the Departnent of

the Treasury, O fice of Information and Regul atory Affairs,

Washi ngt on, DC 20503.
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Books or records relating to a collection of information
must be retained as long as their contents m ght becone
material in the admnistration of any internal revenue | aw.
Generally, tax returns and tax return information are
confidential, as required by 26 U S.C. 6103.

Backgr ound

Thi s docunent contains anmendnents to 26 CFR part 1. On
February 7, 2000, tenporary regulations [TD 8872] (the 2000
temporary regulations) relating to certain transacti ons or
events that result in a RIC or REIT owning property that has a
basis determ ned by reference to a C corporation’s basis in the
property were published in the Federal Register (65 FR 5775).
A notice of proposed rul emaki ng (REG 209135-88) cross-
referencing the tenporary regul ati ons was published in the
Federal Register for the sane day (65 FR 5805). The 2000
tenmporary regul ations were intended to carry out the purposes

of the repeal of the General Utilities doctrine as enacted in

the Tax Reform Act of 1986 (the 1986 Act)(Public Law 99-514,
100 Stat. 2085), as anended by the Technical and M scel | aneous
Revenue Act of 1988 (Public Law 100-647, 102 Stat. 3342).

The 1986 Act anended sections 336 and 337 to require
corporations to recognize gain or loss on the distribution of

property in connection with conplete |liquidations other than
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certain subsidiary |iquidations. Section 337(d) directs the
Secretary to prescribe regulations as may be necessary to carry

out the purposes of the General Utilities repeal, including

rules to “ensure that such purposes may not be circunvented

t hrough the use of a regul ated investnment conpany, a real
estate investnent trust, or tax-exenpt entity . . . .~

The 2000 tenporary regul ations also reflected the

principles set forth in Notice 88-19 (1988-1 C.B. 486), in
whi ch the I RS announced its intention to pronul gate regul ati ons
under the authority of section 337(d) with respect to
transactions or events that result in a RIC or REIT owni ng
property that has a basis determ ned by reference to a C
corporation’s basis (a carryover basis). Notice 88-19 provided
that the regulations would apply with respect to the net built-
in gain of C corporation assets that becone assets of a RIC or
REI'T by the qualification of a C corporation as a RIC or REIT
or by the transfer of assets of a C corporation to a RIC or
REI'T (a conversion transaction). The Notice further provided
that, where the regul ations apply, the C corporation would be
treated, for all purposes, as if it had sold all of its assets
at their respective fair market values and i medi ately
| i qui dated. The Notice provided, however, that the regul ations

woul d not allow the recognition of a net |oss and that
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I mmedi ate gain recognition could be avoided if the C
corporation that qualified as a RIC or REIT or the transferee
RIC or REIT, as the case may have been, elected to be subject
to tax under section 1374 with respect to the C corporation
property. Notice 88-19 also indicated that the regul ations
woul d apply retroactively to June 10, 1987.
A public hearing on the cross-referenced notice of

proposed rul emaki ng was held on May 10, 2000. W.itten or
el ectronic coments responding to the notice of proposed
rul emaki ng were received. After consideration of these
comments, Treasury and the IRS decided to issue two new sets of
tenmporary regulations. On January 2, 2002, tenporary
regul ations [TD 8975] (the 2002 tenporary regul ations) were
publ i shed in the Federal Register (67 FR 8). The regul ations
under 81.337(d)-6T apply to conversion transactions occurring
on or after June 10, 1987 and before January 2, 2002, and the
regul ations under 81.337(d)-7T apply to conversion transactions
occurring on or after January 2, 2002. A notice of proposed
rul emaki ng (REG 142299-01 and REG 209135-88) cross-referencing
the tenmporary regul ati ons was published in the Federal Register
for the same day (67 FR 48).

The regul ati ons under 81.337(d)-6T provide that, if

property of a C corporation that is not a RIC or REIT becones
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the property of a RIC or REIT in a conversion transaction, then
the C corporation is subject to deenmed sale treatnent, unless
the RIC or REIT elects to be subject to section 1374 treatnent.
Thus, the C corporation generally recognizes gain and | oss as
If it sold the property converted to RIC or REIT property or
transferred to the RIC or REIT (the converted property) to an
unrel ated party at fair nmarket value inmedi ately before the
conversion transaction. |[If the C corporation recognizes net
gain on the deened sale, then the basis of the converted
property in the hands of the RIC or REIT is adjusted to its
fair market value immedi ately before the conversion
transaction. The regul ations under 81.337(d)-6T do not permt
a C corporation to recognize a net |loss on the deened sale.
VWhere there is a net |oss, the C corporation recognizes no gain
or loss on the deened sale, and the C corporation’s basis in
t he converted property carries over to the RIC or REIT.

The regul ati ons under 81.337(d)-7T provide that, if
property of a C corporation that is not a RIC or REIT becones
the property of a RIC or REIT in a conversion transaction, then
the RIC or REIT will be subject to tax on the net built-in gain
in the converted property under the rules of section 1374 and
t he regul ations thereunder, unless the C corporation that

qualifies as a RIC or REIT or transfers property to a RIC or
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REIT elects deened sale treatnent. In nost other respects, the
regul ati ons under 81.337(d)-7T follow the regul ati ons under
81.337(d)-6T.

No public hearing was requested or held on the 2002
tenmporary regulations. Witten or electronic comments
responding to the notice of proposed rul emaki ng were received.
After consideration of all the comments, the proposed
regul ations are adopted as anended (the final regul ations) by
this Treasury decision, and the correspondi ng tenporary
regul ations are renmoved. The revisions are discussed bel ow.
Expl anation and Sunmary of Coments

This preanble first discusses a change in the tine for
maki ng the section 1374 election under 81.337(d)-6. This
preanbl e then discusses the clarification of the rules
concerning the use of loss carryforwards, credits and credit
carryforwards found in the regul ati ons under both 81.337(d)-6
and 81.337(d)-7. Finally, this preanble discusses the
clarification of certain issues related to the special rule for
partnerships found in 81.337(d)-7.

Tine for Making Section 1374 El ection under 81.337(d)-6

As expl ai ned above, the regulations under 81.337(d)-6T
provide that, if property of a C corporation that is not a RIC

or REIT beconmes the property of a RIC or REIT in a conversion
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transaction, then the C corporation is subject to deened sale
treatment, unless the RIC or REIT elects to be subject to
section 1374 treatnent. Under 81.337(d)-6T(c)(4)(ii), the
section 1374 election may be filed by the RIC or REIT with any
Federal income tax return filed by the RIC or REIT on or before
March 15, 2003, provided that the RIC or REIT has reported
consistently with such election for all periods. Commentators
expressed concern that, in the case of a conversion transaction
occurring on January 1, 2002 (the last date of applicability of
8§1.337(d)-6T), the time limt for making a section 1374

el ection could preclude a RIC or REIT from extendi ng the due
date of its Federal incone tax return beyond March 15, 2003.

In response to this coment, the final regul ati ons under
8§1.337(d)-6 extend the tinme for making the section 1374

el ection to Septenber 15, 2003.

Use of Loss Carryforwards, Credits and Credit Carryforwards

Under the 2002 tenporary regul ations, recognized built-in
gai ns and recogni zed built-in | osses that have been taxed in
accordance with these regulations are treated |i ke other gains
and | osses of RICs and REITs that are not subject to tax under
t hese regul ations. Thus, they are included in conputing
i nvest nent conpany taxable income for purposes of section

852(b)(2), real estate investnent trust taxable income for
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pur poses of section 857(b)(2), net capital gain for purposes of
sections 852(b)(3) and 857(b)(3), gross incone derived from
sources within any foreign country or possession of the United
States for purposes of section 853, and the dividends paid
deduction for purposes of sections 852(b)(2)(D), 852(b)(3)(A),
857(b) (2)(B), and 857(b)(3)(A).

In addition, consistent with section 1374, the 2002
tenporary regul ations generally allow RICs and REITs to use
| oss carryforwards and credits and credit carryforwards arising
i n taxabl e years for which the corporation that generated the
attribute was a C corporation (and not a RIC or REIT) to reduce
net recognized built-in gain and the tax thereon, subject to
the limtations inposed by sections 1374(b)(2) and (b)(3) and
8§81.1374-5 and 1.1374-6. The 2002 tenporary regul ations al so
provi de an ordering rule for applying | oss carryforwards,
credits, and credit carryforwards to reduce net recogni zed
built-in gain (and the tax thereon) and RIC or REIT taxable
i ncome (and the tax thereon). Under this ordering rule, |oss
carryforwards of a RIC or REIT nust be used to reduce net
recogni zed built-in gain for a taxable year to the greatest
extent possible before such | osses can be used to reduce
i nvest nent conpany taxable income for purposes of section

852(b) or real estate investnent trust taxable income for
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pur poses of section 857(b). A simlar rule applies to the use
of credits and credit carryforwards.

A comment at or asked whet her the use of |oss carryforwards,
credits and credit carryforwards for purposes of section 1374
affected the use of loss carryforwards, credits and credit
carryforwards for purposes of subchapter M In response to
this comment, the final regul ations under 881.337(d)-6 and
1.337(d)-7 clarify that the use of |loss carryforwards, credits
and credit carryforwards for purposes of the section 1374 tax
does not change the extent to which such | oss carryforwards,
credits and credit carryforwards can be used for purposes of
subchapter M

Special Rule for Partnerships under 81.337(d)-7

Section 81.337(d)-7T applies to property transferred by a
partnership to a RIC or REIT to the extent of any C corporation
partner’s proportionate share of the transferred property (the
partnership rule). The regulations state that, if the
partnership elects deened sale treatment with respect to such
transfer, then any gain recognized by the partnership on the
deened sal e nust be specially allocated to the C corporation
partner.

In response to comrents, the regul ati ons have been revised

to clarify that the principles of section 704(b) and (c) apply
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In determning the C corporation partner’s share of the
transferred property. As revised, the regul ati ons provide that
the principles of these regulations apply to property
transferred by a partnership to a RIC or REIT to the extent of
any C corporation partner’s distributive share of the gain or
l oss in the transferred property. The follow ng sections
hi ghl i ght other specific comments received with respect to this
rul e.

Part nerships with Miultiple Corporate Partners

A comment at or expressed concern that the partnership rule
does not specify whether the C corporation partner or the
partnership is considered the transferor for purposes of making
the deened sale election. Further, the comentator asserted
that in the case of a partnership with nultiple corporate
partners, each corporate partner should be allowed to nake (or
not make) a deemed sal e el ection.

Treasury and the I RS believe that requiring each corporate
partner to nake a deened sale el ection would be inconsistent
wth section 703(b) (which generally requires that el ections be
made at the partnership |level) and woul d create unnecessary
adm ni strative conplexity. Therefore, the final regul ations
under 81.337(d)-7 retain the rule under section 703(b) that the

deened sale election is nade at the partnership |evel.
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Contribution of Loss Assets by Partnership

Under the partnership rule, if a partnership were to el ect
deened sal e treatnment under 81.337(d)-7T, any gain recognized
by the partnership on the deened sale is allocated to the C
corporation partner. A commentator expressed concern that if
the contribution by the partnership to a RIC or REIT includes
mul ti ple assets, the deened sale may generate | osses on certain
assets and gain on others even though there is an overall net
built-in gain. The commentator suggested that |osses
recogni zed by the partnership nust also be allocated to the C
cor poration partner.

Under 81.337(d)-7T, when a partnership elects deened sale
treatment, only net gains are recognized. |If a net gainis
recogni zed, the C corporation partner will receive the benefit
of offsetting |osses (as a result of the reduction in net
gain). The final regulations under 81.337(d)-7 have been
nodified to clarify that the gain allocated to the C
corporation partner on a deenmed sale transaction is the C
corporation partner’s distributive share of the net gain in the
assets transferred to the RIC or REIT by the partnershinp.

Al l ocation of Gain or Loss on Subsequent Sale of RIC or REIT

St ock
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Under section 358, a partnership that elects deened sale
treatment under 81.337(d)-7T(c) with respect to a conversion
transaction increases its basis in the RIC or REIT stock by the
net gain recognized on such transaction. A comrentator
suggested that the C corporation partner should be allowed to
use this basis increase to offset any gain or | oss recogni zed
by the partnership on the eventual sale of the RIC or REIT
st ock.

Treasury and the IRS agree with this comment.
Accordingly, the final regul ations under 81.337(d)-7 provide
t hat any adjustnent to the basis of the RIC or REIT stock held
by the partnership as a result of electing deened sale
treatment will constitute an adjustnment to the basis of that
stock with respect to the C corporation partner only.

Part nerships with Tax- Exenpt Partners

A comment at or expressed concern that the partnership rule
in 81.337(d)-7T may have an unintended punitive effect when the
C corporation partner is a tax-exenpt entity. Tax-exenpt
entities that are partners in a partnership that hol ds debt
financed property are subject to tax under the unrel ated
busi ness inconme tax (UBIT) rules unless certain criteria are
satisfied. One of these criteria (the fractions rule) requires

that: (1) the tax-exenpt partner’s share of overall partnership
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I ncome for any tax year is no greater than its smallest share
of partnership loss in any tax year; and (2) each allocation
wth respect to the partnership has substantial econom c effect
within the neaning of section 704(b)(2). The comment at or
expressed concern that the special allocation of gain to the
t ax-exenpt partner that is required by 81.337(d)-7T when the
partnershi p makes a deened sale election may violate the
fractions rule, tainting all income fromthe partnership for
UBI T pur poses.

In response to this coment, Treasury and the I RS have
amended the regul ati ons under section 514 to provide that
al l ocations that are mandated by statute or regul ati on (other
t han subchapter K of chapter 1 of the Internal Revenue Code and
the regul ations thereunder) are not considered for purposes of
determ ning qualification under the fractions rule. This rule
applies to partnership allocations nade in taxable years
begi nning on or after January 1, 2002.
Speci al Anal yses

It has been determ ned that this Treasury decision is not
a significant regulatory action as defined in Executive Order
12866. Therefore, a reqgulatory assessnent is not required. It
al so has been determ ned that section 553(b) of the

Adm ni strative Procedure Act (5 U.S.C. chapter 5) does not
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apply to these regul ati ons and, because the regul ati ons do not
i npose a collection of information on small entities, the
Regul atory Flexibility Act (5 U S.C. chapter 6) does not apply.
Therefore, a Regulatory Flexibility Analysis is not required.
Pursuant to section 7805(f) of the Code, these final
regulations will be submtted to the Chief Counsel for Advocacy
of the Small| Business Adm nistration for comment on their
i mpact on small business.
Drafting Information

The principal author of these regulations is Jennifer D.
Sl edge of the O fice of Associate Chief Counsel (Corporate).
Ot her personnel from Treasury Department and the IRS
participated in their devel opnent.
Li st of Subjects

26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.

26 CFR Part 602

Reporti ng and recordkeepi ng requirenents.
Adoption of Anmendnents to the Regul ations

Accordingly, 26 CFR parts 1 and 602 are anended as
fol |l ows:

PART 1--1NCOVE TAXES
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Paragraph 1. The authority citation for part 1 is amended
by renoving the entries for “Section 1.337(d)-5T", “Section
1.337(d)-6T", and “Section 1.337(d)-7T" and adding entries in
numerical order to read in part as foll ows:

Aut hority: 26 U.S.C. 7805 * * *

Section 1.337(d)-5 also issued under 26 U.S.C. 337.
Section 1.337(d)-6 also issued under 26 U.S.C 337.
Section 1.337(d)-7 also issued under 26 U.S.C. 337. * * *
§1.337(d)-5T [ Redesi gnated as 8§1.337(d)-5]

Par. 2. Section 1.337(d)-5T is redesignated as 81.337(d)-5
and the | anguage “(tenporary)” is renoved fromthe end of the
section headi ng.

Par. 3. Newly designated 81.337(d)-5 is anended as
fol | ows:

1. In paragraph (b)(3), first sentence, the reference to
“81.337(d)-5T(b)” is rempved and “paragraph (b) of this
section” is added in its place.

2. In paragraph (d), third sentence, the references to
“81.337(d)-5T(b)(1)” and “81.337(d)-6T" are renoved and
“paragraph (b)(1) of this section” and “81.337(d)-6" are added
in their places, respectively.

3. In paragraph (d), fourth sentence, the reference to
“81.337(d)-6T" is renoved and “81.337(d)-6" is added in its

pl ace.
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4. In paragraph (d), last sentence, the reference to
“81.337(d)-7T" is renoved and “81.337(d)-7" is added in its
pl ace.
Par. 4. Section 1.337(d)-6 is added to read as foll ows:

81.337(d)-6 New transitional rules inposing tax on property

owned by a C corporation that becones property of a R C or

REI T.

(a) General rule--(1) Property owned by a C corporation

t hat becones property of a RIC or REIT. |If property owned by a

C corporation (as defined in paragraph (a)(2)(i) of this
section) becones the property of a RIC or REIT (the converted
property) in a conversion transaction (as defined in paragraph
(a)(2)(ii) of this section), then deened sale treatment wl|
apply as described in paragraph (b) of this section, unless the
RIC or REIT elects section 1374 treatnment with respect to the
conversion transaction as provided in paragraph (c) of this
section. See paragraph (d) of this section for exceptions to

t his paragraph (a).

(2) Definitions--(i) C corporation. For purposes of this

section, the term C corporation has the meaning provided in

section 1361(a)(2) except that the term does not include a RIC

or REIT.
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(ii1) Conversion transaction. For purposes of this

section, the term conversion transacti on neans t he

qualification of a C corporation as a RIC or REIT or the

transfer of property owned by a C corporation to a RIC or REIT.

(b) Deened sale treatnment--(1) In general. If property
owned by a C corporation becones the property of a RIC or REIT
in a conversion transaction, then the C corporation recognizes
gain and loss as if it sold the converted property to an
unrel ated party at fair market value on the deened sal e date
(as defined in paragraph (b)(3) of this section). This
par agraph (b) does not apply if its application would result in
the recognition of a net loss. For this purpose, net |o0ss is
t he excess of aggregate | osses over aggregate gains (including
items of inconme), without regard to character.

(2) Basis adjustnent. |If a corporation recognizes a net

gai n under paragraph (b)(1) of this section, then the converted
property has a basis in the hands of the RIC or REIT equal to
the fair market value of such property on the deened sal e date.

(3) Deened sale date--(i) RIC or REIT qualifications. |If

t he conversion transaction is a qualification of a C
corporation as a RIC or REIT, then the deened sale date is the

end of the last day of the C corporation’s |ast taxable year
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before the first taxable year in which it qualifies to be taxed
as a RIC or REIT.

(ii) G her conversion transactions. |If the conversion

transaction is a transfer of property owned by a C corporation
to a RRC or REIT, then the deened sale date is the end of the
day before the day of the transfer.

(4) Exanple. The rules of this paragraph (b) are
illustrated by the foll owi ng exanpl e:

Exanple. Deened sale treatnment on nmerger into RIC (i)
X, a cal endar-year taxpayer, has qualified as a R C since
January 1, 1991. On May 31, 1994, Y, a C corporation and
cal endar -year taxpayer, transfers all of its property to Xin a
transaction that qualifies as a reorgani zation under section
368(a)(1)(C). X does not elect section 1374 treatnment under
paragraph (c) of this section and chooses not to rely on
81.337(d)-5. As a result of the transfer, Y is subject to
deened sal e treatnment under this paragraph (b) on its tax
return for the short taxable year ending May 31, 1994. On May
31, 1994, Y' s only assets are Capital Asset, which has a fair
mar ket val ue of $100, 000 and a basis of $40,000 as of the end
of May 30, 1994, and $50, 000 cash. Y also has an unrestricted
net operating |oss carryforward of $12,000 and accumul at ed
earnings and profits of $50,000. Y has no taxable incone for
the short taxable year ending May 31, 1994, other than gain
recogni zed under this paragraph (b). In 1997, X sells Capital
Asset for $110,000. Assune the applicable corporate tax rate
is 35%

(ii) Under this paragraph (b), Y is treated as if it sold
the converted property (Capital Asset and $50, 000 cash) at fair
mar ket val ue on May 30, 1994, recognizing $60, 000 of gain
($150, 000 anpunt realized - $90,000 basis). Y nust report the
gain on its tax return for the short taxable year ending My
31, 1994. Y may offset this gain with its $12,000 net
operating loss carryforward and will pay tax of $16,800 (35% of
$48, 000) .
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(iii1) Under section 381, X succeeds to Y's accunul ated
earnings and profits. Y's accunul ated earnings and profits of
$50, 000 i ncrease by $60, 000 and decrease by $16,800 as a result
of the deened sale. Thus, the aggregate amount of subchapter C
earnings and profits that nust be distributed to satisfy
section 852(a)(2)(B) is $93,200 ($50,000 + $60,000 - $16, 800).
X's basis in Capital Asset is $100,000. On X s sale of Capital
Asset in 1997, X recognizes $10, 000 of gain, which is taken
i nto account in conmputing X' s net capital gain for purposes of
section 852(b)(3).

(c) Election of section 1374 treatnent--(1) ln general--

(i) Property owned by a C corporation that becones property of

a RIC or REIT. Paragraph (b) of this section does not apply if

the RIC or REIT that was fornerly a C corporation or that
acquired property froma C corporation nmakes the el ection
descri bed in paragraph (c)(4) of this section. A RICor REIT
t hat makes such an election will be subject to tax on the net
built-in gain in the converted property under the rul es of
section 1374 and the regul ations thereunder, as nodified by
this paragraph (c), as if the RIC or REIT were an S

cor porati on.

(ii) Property subject to the rules of section 1374 owned

by a RIC, REIT, or S corporation that becones property of a RIC

or REIT. |If property subject to the rules of section 1374
owned by a RIC, a REIT, or an S corporation (the predecessor)
becomes the property of a RIC or REIT (the successor) in a
continuation transaction, the rules of section 1374 apply to

t he successor to the sanme extent that the predecessor was



21
subject to the rules of section 1374 with respect to such
property, and the 10-year recognition period of the successor
with respect to such property is reduced by the portion of the
10-year recognition period of the predecessor that expired
before the date of the continuation transaction. For this
pur pose, a continuation transaction means the qualification of
the predecessor as a RIC or REIT or the transfer of property
fromthe predecessor to the successor in a transaction in which
the successor’s basis in the transferred property is
determ ned, in whole or in part, by reference to the
predecessor’s basis in that property.

(2) Modification of section 1374 treatnment--(i) Net

recogni zed built-in gain for REITs--(A) Prelimtation anount.

The prelimtation amount determ ned as provided in 81.1374-
2(a)(1) is reduced by the portion of such amount, if any, that
is subject to tax under section 857(b)(4),(5), (6), or (7).
For this purpose, the amobunt of a REIT s recognized built-in
gain that is subject to tax under section 857(b)(5) is conputed
as follows:

(1) Where the tax under section 857(b)(5) is conmputed by
reference to section 857(b)(5)(A), the amount of a REIT s
recogni zed built-in gain that is subject to tax under section

857(b)(5) is the tax inposed by section 857(b)(5) multiplied by
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a fraction the nunmerator of which is the anmount of recognized
built-in gain (without regard to recogni zed built-in | oss and
recogni zed built-in gain from prohibited transactions) that is
not derived from sources referred to in section 856(c)(2) and

t he denom nator of which is the gross incone (without regard to
gross income from prohibited transactions) of the REIT that is
not derived fromsources referred to in section 856(c)(2).

(2) Where the tax under section 857(b)(5) is conmputed by
reference to section 857(b)(5)(B), the amount of a REIT s
recogni zed built-in gain that is subject to tax under section
857(b)(5) is the tax inmposed by section 857(b)(5) multiplied by
a fraction the numerator of which is the anount of recognized
built-in gain (wthout regard to recognized built-in [oss and
recogni zed built-in gain fromprohibited transactions) that is
not derived from sources referred to in section 856(c)(3) and
t he denom nator of which is the gross incone (wthout regard to
gross inconme from prohibited transactions) of the REIT that is

not derived from sources referred to in section 856(c)(3).

(B) Taxable inconme limtation. The taxable incone
limtation determ ned as provided in 81.1374-2(a)(2) is reduced
by an anount equal to the tax inmposed under sections 857(b)(5),
(6), and (7).

(i1) Loss carryforwards, credits and credit carryforwards
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--(A) Loss carryforwards. Consistent with paragraph (c)(1)(i)

of this section, net operating |oss carryforwards and capital

| oss carryforwards arising in taxable years for which the
corporation that generated the | oss was not subject to
subchapter M of chapter 1 of the Internal Revenue Code are

al l owed as a deduction agai nst net recognized built-in gain to
the extent allowed under section 1374 and the regul ati ons

t hereunder. Such |l oss carryforwards nust be used as a
deducti on agai nst net recognized built-in gain for a taxable
year to the greatest extent possible before such | osses can be
used to reduce other investnent conpany taxable income for

pur poses of section 852(b) or other real estate investnent
trust taxable inconme for purposes of section 857(b) for that

t axabl e year.

(B) Credits and credit carryforwards. Consistent with

paragraph (c)(1)(i) of this section, mninmumtax credits and
busi ness credit carryforwards arising in taxable years for

whi ch the corporation that generated the credit was not subject
to subchapter M of chapter 1 of the Internal Revenue Code are
al l owed to reduce the tax inposed on net recogni zed built-in
gai n under this paragraph (c) to the extent allowed under
section 1374 and the regul ati ons thereunder. Such credits and

credit carryforwards nust be used to reduce the tax inposed
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under this paragraph (c) on net recognized built-in gain for a
t axabl e year to the greatest extent possible before such
credits and credit carryforwards can be used to reduce the tax,
i f any, on other investnent conpany taxable inconme for purposes
of section 852(b) or on other real estate investnent trust
t axabl e i ncome for purposes of section 857(b) for that taxable
year.

(iii) 10-year recognition period. In the case of a

conversion transaction that is a qualification of a C
corporation as a RIC or REIT, the 10-year recognition period
described in section 1374(d)(7) begins on the first day of the
RICs or REIT s first taxable year. 1In the case of other
conversion transactions, the 10-year recognition period begins
on the day the property is acquired by the RIC or REIT.

(3) Coordination with subchapter Mrul es-—(i) Recognized

built-in gains and | osses subject to subchapter M Recogni zed

built-in gains and | osses of a RIC or REIT are included in
conputing investnment conpany taxable incone for purposes of
section 852(b)(2), real estate investnent trust taxable income
for purposes of section 857(b)(2), capital gains for purposes
of sections 852(b)(3) and 857(b)(3), gross incone derived from
sources within any foreign country or possession of the United

States for purposes of section 853, and the dividends paid
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deduction for purposes of sections 852(b)(2)(D), 852(b)(3)(A,
857(b)(2)(B), and 857(b)(3)(A). In conmputing such income and
deduction itenms, capital |oss carryforwards and net operating
| oss carryforwards that are used by the RIC or REIT to reduce
recogni zed built-in gains are allowed as a deduction, but only
to the extent that they are otherw se allowable as a deduction
agai nst such income under the Internal Revenue Code (i ncluding
section 852(b)(2)(B)).

(ii) Treatnment of tax inposed. The anpunt of tax inposed

under this paragraph (c) on net recognized built-in gain for a
taxabl e year is treated as a | oss sustained by the RIC or the
REI'T during such taxable year. The character of the loss is
determ ned by allocating the tax proportionately (based on
recogni zed built-in gain) anong the itens of recognized built-
in gain included in net recognized built-in gain. Wth respect
to RICs, the tax inposed under this paragraph (c) on net
recogni zed built-in gain is treated as attributable to the

portion of the RIC s taxable year occurring after October 31.

(4) Making the section 1374 election--(i) lLn general. A
RIC or REIT nakes a section 1374 election with the follow ng
statenment: “[Insert name and enployer identification nunber of
electing RIC or REIT] elects under 81.337-6(c) to be subject to

the rules of section 1374 and the regul ati ons thereunder with
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respect to its property that formerly was held by a C
corporation, [insert name and enployer identification nunmber of
the C corporation, if different fromname and enpl oyer
i dentification nunber of the RIC or REIT].” However, a RIC or
REI'T need not file an election under this paragraph (c), but
will be deened to have nmade such an election if it can
denonstrate that it informed the Internal Revenue Service prior
to January 2, 2002 of its intent to nake a section 1374

el ection. An election under this paragraph (c) is irrevocable.

(ii) Time for making the election. An election under
this paragraph (c) may be filed by the RIRC or REIT with any
Federal income tax return filed by the RIC or REIT on or before
Septenber 15, 2003, provided that the RIC or REIT has reported
consistently with such election for all periods.

(5) Exanple. The rules of this paragraph (c) are
illustrated by the foll owi ng exanpl e:

Exanple. Section 1374 treatnment on REIT election. (i) X
a C corporation that is a cal endar-year taxpayer, elects to be
taxed as a REIT on its 1994 tax return, which it files on March
15, 1995. As aresult, Xis a REIT for its 1994 taxable year
and woul d be subject to deened sal e treatnent under paragraph
(b) of this section but for X s tinely election of section 1374
treatment under this paragraph (c). X chooses not to rely on
81.337(d)-5. As of the beginning of the 1994 taxable year, X's
property consisted of Real Property, which is not section
1221(a)(1) property and which had a fair market val ue of
$100, 000 and an adj usted basis of $80,000, and $25, 000 cash. X
al so had accunul ated earni ngs and profits of $25, 000,
unrestricted capital |oss carryforwards of $3,000, and
unrestricted business credit carryforwards of $2,000. On July
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1, 1997, X sells Real Property for $110,000. For its 1997
t axabl e year, X has no other inconme or deduction itens. Assunme
t he highest corporate tax rate is 35%

(ii) Upon its election to be taxed as a REIT, X retains
its $80,000 basis in Real Property and its $25, 000 accumnul at ed
earnings and profits. X retains its $3,000 of capital |oss
carryforwards and its $2,000 of business credit carryforwards.
To satisfy section 857(a)(2)(B), X nust distribute $25,000, an
ampunt equal to its earnings and profits accunul ated in non-
REI'T years, to its shareholders by the end of its 1994 taxable
year.

(ii1) Upon X' s sale of Real Property in 1997, X recognizes
gai n of $30,000 ($110,000 - $80,000). X s recognized built-in
gain for purposes of applying section 1374 is $20, 000 ($100, 000
fair market value as of the beginning of X' s first taxable year
as a REIT - $80,000 basis). Because X s $30,000 of net incone
for the 1997 taxabl e year exceeds the net recognized built-in
gai n of $20,000, the taxable income limtation does not apply.
X, therefore, has $20,000 net recognized built-in gain for the
year. Assunming that X has not used its $3,000 of capital |oss
carryforwards in a prior taxable year and that their use is
al |l owed under section 1374(b)(2) and 81.1374-5, X is allowed a
$3, 000 deduction against the $20,000 net recognized built-in
gain. X would owe tax of $5,950 (35% of $17,000) on its net
recogni zed built-in gain, except that X may use its $2, 000 of
busi ness credit carryforwards to reduce this tax, assum ng that
X has not used the credit carryforwards in a prior taxable year
and that their use is allowed under section 1374(b)(3) and
81.1374-6. Thus, X owes tax of $3,950 under this paragraph

(c).

(iv) For purposes of subchapter M of chapter 1 of the
I nternal Revenue Code, X s earnings and profits for the year
i ncrease by $26, 050 ($30,000 capital gain on the sale of Real
Property - $3,950 tax under this paragraph (c)). For purposes
of section 857(b)(2) and (b)(3), X' s net capital gain for the
year is $23,050 ($30,000 capital gain reduced by $3,000 capital
| oss carryforward and further reduced by $3,950 tax).

(d) Exceptions— (1) Gain otherw se recogni zed. Paragraph

(a) of this section does not apply to any conversion

transaction to the extent that gain or |oss otherwise is
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recogni zed on such conversion transaction. See, for exanple,
sections 336, 351(b), 351(e), 356, 357(c), 367, 368(a)(2)(F),
and 1001.

(2) Re-election of RIC or REIT status-—(i) Generally.

Except as provided in paragraphs (d)(2)(ii) and (iii) of this
section, paragraph (a)(1l) of this section does not apply to any
corporation that-—-

(A) Imediately prior to qualifying to be taxed as a RIC
or REIT was subject to tax as a C corporation for a period not
exceedi ng two taxable years; and

(B) I'mmediately prior to being subject to tax as a C
corporation was subject to tax as a RIC or REIT for a period of
at | east one taxable year.

(ii) Property acquired from another corporation while a C

corporation. The exception described in paragraph (d)(2)(i) of

this section does not apply to property acquired by the
corporation while it was subject to tax as a C corporation from
any person in a transaction that results in the acquirer’s
basis in the property being determ ned by reference to a C
corporation’s basis in the property.

(iii) RICs and REITs previously subject to section 1374

treatment. If the RIC or REIT had property subject to paragraph

(c) of this section before the RIC or REIT becanme subject to
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tax as a C corporation as described in paragraph (d)(2)(i) of
this section, then paragraph (c) of this section applies to the
RIC or REIT upon its requalification as a RIC or REIT, except
that the 10-year recognition period with respect to such
property is reduced by the portion of the 10-year recognition
period that expired before the RIC or REIT became subject to
tax as a C corporation and by the period of time that the
corporation was subject to tax as a C corporation.

(e) Effective date. This section applies to conversion

transactions that occur on or after June 10, 1987, and before
January 2, 2002. In lieu of applying this section, taxpayers
generally may apply 81.337(d)-5 to determ ne the tax
consequences (for all taxable years) of any conversion
transaction that occurs on or after June 10, 1987 and before
January 2, 2002, except that RICs and REITs that are subject to
section 1374 treatnent with respect to a conversion transaction
may not rely on 81.337(d)-5(b) (1), but nust apply paragraphs
(ca)(D (i), (c)(2)(i), (c)(2)(ii), and (c)(3) of this section,
with respect to built-in gains and | osses recognized in taxable
years beginning on or after January 2, 2002. Taxpayers are not
prevented fromrelying on 81.337(d)-5 nmerely because they el ect
section 1374 treatnent in the manner described in paragraph

(c)(4) of this section instead of in the manner described in
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81.337(d)-5(b)(3) and (c). For conversion transactions that
occur on or after January 2, 2002, see 81.337(d)-7.
81.337(d)-6T [ Renpved]

Par. 5. Section 1.337(d)-6T is renoved.

Par. 6. Section 1.337(d)-7 is added to read as foll ows:

81.337(d)-7 Tax on property owned by a C corporation that

becones property of a RIC or REIT.

(a) General rule--(1) Property owned by a C corporation

t hat becones property of a RIC or REIT. |If property owned by a

C corporation (as defined in paragraph (a)(2)(i) of this
section) becones the property of a RIC or REIT (the converted
property) in a conversion transaction (as defined in paragraph
(a)(2)(ii) of this section), then section 1374 treatnment w ||
apply as described in paragraph (b) of this section, unless the
C corporation elects deened sale treatnment with respect to the
conversion transaction as provided in paragraph (c) of this
section. See paragraph (d) of this section for exceptions to

t his paragraph (a).

(2) Definitions--(i) C corporation. For purposes of

this section, the term C corporation has the neaning provided

in section 1361(a)(2) except that the term does not include a

RIC or REIT.
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(ii) Conversion transaction. For purposes of this

section, the term conversion transacti on neans t he

qualification of a C corporation as a RIC or REIT or the
transfer of property owned by a C corporation to a RIC or REIT.

(b) Section 1374 treatnent--(1) In general--(i) Property

owned by a C corporation that becones property of a R C or

REIT. |If property owned by a C corporation becones the
property of a RIC or REIT in a conversion transaction, then the
RIC or REIT will be subject to tax on the net built-in gain in
t he converted property under the rules of section 1374 and the
regul ations thereunder, as nodified by this paragraph (b), as
if the RIC or REIT were an S corporation.

(ii) Property subject to the rules of section 1374 owned

by a RIC, REIT, or S corporation that becones property of a RIC

or REIT. If property subject to the rules of section 1374
owned by a RIC, a REIT, or an S corporation (the predecessor)
beconmes the property of a RIC or REIT (the successor) in a
continuation transaction, the rules of section 1374 apply to
the successor to the sane extent that the predecessor was
subject to the rules of section 1374 with respect to such
property, and the 10-year recognition period of the successor
with respect to such property is reduced by the portion of the

10-year recognition period of the predecessor that expired
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before the date of the continuation transaction. For this
pur pose, a continuation transaction nmeans the qualification of
the predecessor as a RIC or REIT or the transfer of property
fromthe predecessor to the successor in a transaction in which
the successor’s basis in the transferred property is
determ ned, in whole or in part, by reference to the
predecessor’s basis in that property.

(2) Modification of section 1374 treatnment--(i) Net

recogni zed built-in gain for REITs-—{A) Prelimtation anount.

The prelimtation amount determ ned as provided in 81.1374-
2(a)(1) is reduced by the portion of such amount, if any, that
is subject to tax under section 857(b)(4), (5), (6), or (7).

For this purpose, the amobunt of a REIT s recognized built-in
gain that is subject to tax under section 857(b)(5) is conputed
as follows:

(1) Where the tax under section 857(b)(5) is conmputed by
reference to section 857(b)(5)(A), the amount of a REIT s
recogni zed built-in gain that is subject to tax under section
857(b)(5) is the tax inmposed by section 857(b)(5) multiplied by
a fraction the numerator of which is the anount of recognized
built-in gain (wthout regard to recognized built-in [oss and
recogni zed built-in gain fromprohibited transactions) that is

not derived from sources referred to in section 856(c)(2) and
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t he denom nator of which is the gross incone (without regard to
gross income from prohibited transactions) of the REIT that is
not derived from sources referred to in section 856(c)(2).

(2) Where the tax under section 857(b)(5) is computed by
reference to section 857(b)(5)(B), the amount of a REIT s
recogni zed built-in gain that is subject to tax under section
857(b)(5) is the tax inposed by section 857(b)(5) multiplied by
a fraction the numerator of which is the anount of recognized
built-in gain (wthout regard to recognized built-in [oss and
recogni zed built-in gain fromprohibited transactions) that is
not derived from sources referred to in section 856(c)(3) and
t he denom nator of which is the gross incone (without regard to
gross inconme from prohibited transactions) of the REIT that is
not derived from sources referred to in section 856(c)(3).

(B) Taxable inconme limtation. The taxable incone

limtation determ ned as provided in 81.1374-2(a)(2) is reduced
by an anount equal to the tax inposed under section 857(b)(5),
(6), and (7).

(ii1) Loss carryforwards, credits and credit carryforwards

--(A) Loss carryforwards. Consistent with paragraph (b) (1) (i)

of this section, net operating |oss carryforwards and capital
| oss carryforwards arising in taxable years for which the

corporation that generated the | oss was not subject to



34
subchapter M of chapter 1 of the Internal Revenue Code are
al l owed as a deduction agai nst net recognized built-in gain to
the extent allowed under section 1374 and the regul ati ons
t hereunder. Such |l oss carryforwards nust be used as a
deducti on agai nst net recognized built-in gain for a taxable
year to the greatest extent possible before such | osses can be
used to reduce other investnment conpany taxable income for
pur poses of section 852(b) or other real estate investnent
trust taxable inconme for purposes of section 857(b) for that
t axabl e year.

(B) Credits and credit carryforwards. Consistent with

paragraph (b)(1)(i) of this section, mninmumtax credits and
busi ness credit carryforwards arising in taxable years for

whi ch the corporation that generated the credit was not subject
to subchapter M of chapter 1 of the Internal Revenue Code are
al l owed to reduce the tax inposed on net recogni zed built-in
gai n under this paragraph (b) to the extent allowed under
section 1374 and the regul ati ons thereunder. Such credits and
credit carryforwards nust be used to reduce the tax inposed
under this paragraph (b) on net recognized built-in gain for a
taxabl e year to the greatest extent possible before such
credits and credit carryforwards can be used to reduce the tax,

i f any, on other investnent conpany taxable income for purposes
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of section 852(b) or on other real estate investnent trust
t axabl e i ncome for purposes of section 857(b) for that taxable
year.

(iii) 10-year recognition period. In the case of a

conversion transaction that is a qualification of a C
corporation as a RIC or REIT, the 10-year recognition period
described in section 1374(d)(7) begins on the first day of the
RICs or REIT s first taxable year. |In the case of other
conversion transactions, the 10-year recognition period begins
on the day the property is acquired by the RIC or REIT.

(3) Coordination with subchapter Mrul es-—(i) Recognized

built-in gains and | osses subject to subchapter M Recogni zed

built-in gains and |losses of a RIC or REIT are included in
conputing investnment conpany taxable incone for purposes of
section 852(b)(2), real estate investnent trust taxable income
for purposes of section 857(b)(2), capital gains for purposes
of sections 852(b)(3) and 857(b)(3), gross incone derived from
sources within any foreign country or possession of the United
States for purposes of section 853, and the dividends paid
deducti on for purposes of sections 852(b)(2) (D), 852(b)(3)(A),
857(b)(2)(B), and 857(b)(3)(A). In computing such inconme and
deduction itens, capital |oss carryforwards and net operating

| oss carryforwards that are used by the RIC or REIT to reduce
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recogni zed built-in gains are allowed as a deduction, but only
to the extent that they are otherw se allowable as a deduction
agai nst such income under the Internal Revenue Code (i ncluding
section 852(b)(2)(B)).

(ii) Treatnment of tax inposed. The anmpbunt of tax inposed

under this paragraph (b) on net recognized built-in gain for a
taxabl e year is treated as a | oss sustained by the RIC or the
REI'T during such taxable year. The character of the loss is
determ ned by allocating the tax proportionately (based on
recogni zed built-in gain) anong the itens of recognized built-
in gain included in net recognized built-in gain. Wth respect
to RICs, the tax inposed under this paragraph (b) on net
recogni zed built-in gain is treated as attributable to the
portion of the RIC s taxable year occurring after October 31.

(4) Exanple. The rules of this paragraph (b) are
illustrated by the foll owi ng exanpl e:

Exanple. Section 1374 treatnent on REIT election. (i)
X, a Ccorporation that is a cal endar-year taxpayer, elects to
be taxed as a REIT on its 2004 tax return, which it files on
March 15, 2005. As a result, Xis a REIT for its 2004 taxable
year and is subject to section 1374 treatnment under this
paragraph (b). X does not el ect deened sal e treatnent under
paragraph (c) of this section. As of the beginning of the 2004
t axabl e year, X' s property consisted of Real Property, which is
not section 1221(a)(1l) property and which had a fair market
val ue of $100, 000 and an adjusted basis of $80,000, and $25, 000
cash. X also had accurul ated earnings and profits of $25, 000,
unrestricted capital |oss carryforwards of $3,000, and
unrestricted business credit carryforwards of $2,000. On July
1, 2007, X sells Real Property for $110,000. For its 2007
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t axabl e year, X has no other income or deduction itens. Assune
t he highest corporate tax rate is 35%

(i1) Upon its election to be taxed as a REIT, X retains
its $80,000 basis in Real Property and its $25, 000 accumul at ed
earnings and profits. X retains its $3,000 of capital |oss
carryforwards and its $2,000 of business credit carryforwards.
To satisfy section 857(a)(2)(B), X nmust distribute $25, 000, an
amount equal to its earnings and profits accunul ated in non-
REIT years, to its shareholders by the end of its 2004 taxable
year.

(iii) Upon X s sale of Real Property in 2007, X
recogni zes gain of $30,000 ($110,000 - $80,000). X's
recogni zed built-in gain for purposes of applying section 1374
is $20,000 ($100,000 fair market value as of the beginning of
X's first taxable year as a REIT - $80, 000 basis). Because X's
$30, 000 of net income for the 2007 taxable year exceeds the net
recogni zed built-in gain of $20,000, the taxable incone
limtation does not apply. X, therefore, has $20, 000 net
recogni zed built-in gain for the year. Assum ng that X has not
used its $3,000 of capital loss carryforwards in a prior
t axabl e year and that their use is allowed under section
1374(b)(2) and 81.1374-5, X is allowed a $3,000 deduction
agai nst the $20, 000 net recognized built-in gain. X would owe
tax of $5,950 (35% of $17,000) on its net recognized built-in
gain, except that X may use its $2,000 of business credit
carryforwards to reduce the tax, assum ng that X has not used
the credit carryforwards in a prior taxable year and that their
use is allowed under section 1374(b)(3) and 81.1374-6. Thus, X
owes tax of $3,950 under this paragraph (b).

(iv) For purposes of subchapter M of chapter 1 of the
I nternal Revenue Code, X s earnings and profits for the year
i ncrease by $26, 050 ($30,000 capital gain on the sale of Real
Property - $3,950 tax under this paragraph (b)). For purposes
of section 857(b)(2) and (b)(3), X' s net capital gain for the
year is $23,050 ($30,000 capital gain reduced by $3,000 capital
| oss carryforward and further reduced by $3,950 tax).

(c) Election of deened sale treatnent--(1) In general.

Par agraph (b) of this section does not apply if the C

corporation that qualifies as a RIC or REIT or transfers
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property to a RIC or REIT makes the el ection described in
paragraph (c)(5) of this section. A C corporation that nakes
such an el ection recognizes gain and loss as if it sold the
converted property to an unrelated party at fair market val ue
on the deened sale date (as defined in paragraph (c)(3) of this
section). See paragraph (c)(4) of this section concerning
limtations on the use of loss in conputing gain. This
paragraph (c) does not apply if its application would result in
the recognition of a net loss. For this purpose, net |loss is

t he excess of aggregate | osses over aggregate gains (including
items of inconme), without regard to character

(2) Basis adjustnment. |If a corporation recognizes a net

gai n under paragraph (c)(1) of this section, then the converted
property has a basis in the hands of the RIC or REIT equal to
the fair market value of such property on the deened sal e date.

(3) Deened sale date--(i) RIC or REIT qualifications. |If

the conversion transaction is a qualification of a C
corporation as a RIC or REIT, then the deened sale date is the
end of the last day of the C corporation’s |ast taxable year
before the first taxable year in which it qualifies to be taxed
as a RIC or REIT.

(ii) Other conversion transactions. |f the conversion

transaction is a transfer of property owned by a C corporation
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toa RICor REIT, then the deened sale date is the end of the
day before the day of the transfer.

(4) Anti-stuffing rule. A C corporation nust disregard

converted property in conputing gain or |oss recognized on the
conversion transaction under this paragraph (c), if--

(i) The converted property was acquired by the C
corporation in a transaction to which section 351 applied or as
a contribution to capital;

(i1) Such converted property had an adjusted basis
i mmedi ately after its acquisition by the C corporation in
excess of its fair market value on the date of acquisition; and

(iii) The acquisition of such converted property by the C
corporation was part of a plan a principal purpose of which was
to reduce gain recognized by the C corporation in connection
with the conversion transaction. For purposes of this paragraph
(c)(4), the principles of section 336(d)(2) apply.

(5) Mking the deened sale election. A C corporation (or

a partnership to which the principles of this section apply
under paragraph (e) of this section) nmakes the deened sale
election with the follow ng statenment: “[Insert name and

enpl oyer identification nunber of electing corporation or
partnershi p] elects deened sale treatnment under 81.337(d)-7(c)

with respect to its property that was converted to property of,
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or transferred to, a RIC or REIT, [insert name and enpl oyer
i dentification number of the RIC or REIT, if different fromthe
name and enpl oyer identification number of the C corporation or
partnership].” This statenment nust be attached to the Federal
i ncome tax return of the C corporation or partnership for the
t axabl e year in which the deenmed sale occurs. An election
under this paragraph (c) is irrevocable.

(6) Exanples. The rules of this paragraph (c) are

illustrated by the foll owi ng exanpl es:

Exanple 1. Deened sale treatnment on nerger into RIC (i)
X, a cal endar-year taxpayer, has qualified as a R C since
January 1, 2001. On May 31, 2004, Y, a C corporation and
cal endar-year taxpayer, transfers all of its property to Xin a
transaction that qualifies as a reorgani zation under section
368(a)(1)(C). As aresult of the transfer, Y would be subject
to section 1374 treatnment under paragraph (b) of this section
but for its tinmely election of deened sale treatnment under this
paragraph (c). As a result of such election, Y is subject to
deened sale treatnment on its tax return for the short taxable
year ending May 31, 2004. On May 31, 2004, Y's only assets are
Capital Asset, which has a fair market val ue of $100,000 and a
basi s of $40,000 as of the end of May 30, 2004, and $50, 000
cash. Y also has an unrestricted net operating | oss
carryforward of $12,000 and accunul ated earni ngs and profits of
$50, 000. Y has no taxable income for the short taxable year
endi ng May 31, 2004, other than gain recognized under this
paragraph (c¢). 1In 2007, X sells Capital Asset for $110, 000.
Assune the applicable corporate tax rate is 35%

(ii) Under this paragraph (c), Y is treated as if it sold
t he converted property (Capital Asset and $50,000 cash) at fair
mar ket val ue on May 30, 2004, recognizing $60, 000 of gain
($150, 000 anpunt realized - $90,000 basis). Y nust report the
gain on its tax return for the short taxable year endi ng My
31, 2004. Y may offset this gain with its $12,000 net
operating |l oss carryforward and will pay tax of $16,800 (35% of
$48, 000) .
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(iii) Under section 381, X succeeds to Y's accunul ated
earnings and profits. Y's accunul ated earnings and profits of
$50, 000 i ncrease by $60, 000 and decrease by $16,800 as a result
of the deened sale. Thus, the aggregate amount of subchapter C
earnings and profits that nust be distributed to satisfy
section 852(a)(2)(B) is $93,200 ($50,000 + $60,000 - $16, 800).
X's basis in Capital Asset is $100,000. On X s sale of Capital
Asset in 2007, X recognizes $10,000 of gain which is taken into
account in conmputing X' s net capital gain for purposes of
section 852(b)(3).

Exanple 2. Loss limtation. (i) Assunme the facts are the
same as those described in Exanple 1, but that, prior to the
reorgani zati on, a shareholder of Y contributed to Y a capita
asset, Capital Asset 2, which has a fair market val ue of
$10, 000 and a basis of $20,000, in a section 351 transaction.

(ii1) Assuming that Y s acquisition of Capital Asset 2 was
made pursuant to a plan a principal purpose of which was to
reduce the anount of gain that Y would recognize in connection
with the conversion transaction, Capital Asset 2 would be
di sregarded in conmputing the anount of Y's net gain on the
conversion transacti on.

(d) Exceptions— (1) Gain otherw se recognized. Paragraph

(a) of this section does not apply to any conversion
transaction to the extent that gain or |oss otherwise is
recogni zed on such conversion transaction. See, for exanmple,
sections 336, 351(b), 351(e), 356, 357(c), 367, 368(a)(2)(F),

and 1001.

(2) Re-election of RIC or REIT status-—(i) Cenerally.
Except as provided in paragraphs (d)(2)(ii) and (iii) of this
section, paragraph (a)(1l) of this section does not apply to any

cor poration that-—-
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(A) I'mrediately prior to qualifying to be taxed as a RIC
or REIT was subject to tax as a C corporation for a period not
exceeding two taxable years; and
(B) Imediately prior to being subject to tax as a C
corporation was subject to tax as a RIC or REIT for a period of
at | east one taxable year.

(ii) Property acquired from another corporation while a C

corporation. The exception described in paragraph (d)(2)(i) of

this section does not apply to property acquired by the
corporation while it was subject to tax as a C corporation from
any person in a transaction that results in the acquirer’s
basis in the property being determ ned by reference to a C
corporation’s basis in the property.

(iii) RICs and REITs previously subject to section 1374

treatment. |If the RIC or REIT had property subject to
paragraph (b) of this section before the RIC or REIT becane
subject to tax as a C corporation as described in paragraph
(d)(2)(i) of this section, then paragraph (b) of this section
applies to the RIC or REIT upon its requalification as a RIC or
REI T, except that the 10-year recognition period with respect
to such property is reduced by the portion of the 10-year

recognition period that expired before the RIC or REIT becane
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subject to tax as a C corporation and by the period of tine
that the corporation was subject to tax as a C corporation.

(e) Special rule for partnerships. The principles of

this section apply to property transferred by a partnership to
a RICor REIT to the extent of any C corporation partner’s

di stributive share of the gain or loss in the transferred
property. If the partnership were to el ect deened sale

treat ment under paragraph (c) of this section in |lieu of
section 1374 treatnent under paragraph (b) of this section with
respect to such transfer, then any net gain recogni zed by the
partnership on the deened sale nust be allocated to the C
corporation partner, but does not increase the capital account
of any partner. Any adjustnment to the partnership s basis in
the RIC or REIT stock as a result of deemed sal e treatnent
under paragraph (c) of this section shall constitute an
adjustnment to the basis of that stock with respect to the C
corporation partner only. The principles of section 743 apply
to such basi s adjustnent.

(f) Effective date. This section applies to conversion

transactions that occur on or after January 2, 2002. For
conversion transactions that occurred on or after June 10,
1987, and before January 2, 2002, see 881.337(d)-5 and

1. 337(d) - 6.
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81.337(d)-7T [ Renpved]

Par. 7. Section 1.337(d)-7T is renoved.
Par. 8. In 81.514(c)-2, paragraph (e)(1)(v) is added to

read as foll ows:



81.514(c)-2 Permtted allocations under section 514(c)(9)(E).

*x * % % %

(e) * * *

(1) * * *

(v) Allocations nmade in taxable years begi nning on or
after January 1, 2002, that are mandated by statute or
regul ati on other than subchapter K of chapter 1 of the Internal
Revenue Code and the regul ations thereunder.
ok ok x %

Par. 9. The authority citation for part 602 continues to
read as foll ows:

Aut hority: 26 U.S.C. 7805.

Par. 10. In 8602.101, paragraph (b) is anmended by
renoving the entries for “1.337(d)-5T", *“1.337(d)-6T", and
“1.337-7T" and adding entries in nunerical order to the table

to read as foll ows:



8§602. 101 OvVB Control

nunbers.
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(b) * * *
CFR Part or section where Current OVB
identified or described control No.
1. 337(d) -5, . 1545- 1672
1.337(d)-6. .. 1545- 1672
1. 337(d) - 7. . 1545- 1672

David A. Mder,

Assi stant Deputy Comm ssioner of I|Internal Revenue.

Approved: March 7, 2003.

Pamel a F. d son,

Assi stant Secretary of the Treasury.



