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§ 1.337(d)–6 New transitional rules im-
posing tax on property owned by a 
C corporation that becomes prop-
erty of a RIC or REIT. 

(a) General rule—(1) Property owned by 
a C corporation that becomes property of 
a RIC or REIT. If property owned by a 
C corporation (as defined in paragraph 
(a)(2)(i) of this section) becomes the 
property of a RIC or REIT (the con-
verted property) in a conversion trans-
action (as defined in paragraph 
(a)(2)(ii) of this section), then deemed 
sale treatment will apply as described 
in paragraph (b) of this section, unless 
the RIC or REIT elects section 1374 
treatment with respect to the conver-
sion transaction as provided in para-
graph (c) of this section. See paragraph 
(d) of this section for exceptions to this 
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. 

(ii) Conversion transaction. For pur-
poses of this section, the term conver-
sion transaction means the 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) Deemed sale treatment—(1) In gen-
eral. If property owned by a C corpora-
tion becomes 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 unrelated party at fair market 
value on the deemed sale date (as de-
fined in paragraph (b)(3) of this sec-
tion). This paragraph (b) does not apply 
if its application would result in the 
recognition of a net loss. For this pur-
pose, net loss is the excess of aggregate 
losses over aggregate gains (including 
items of income), without regard to 
character. 

(2) Basis adjustment. If a corporation 
recognizes a net gain under paragraph 
(b)(1) of this section, then the con-
verted property has a basis in the 
hands of the RIC or REIT equal to the 
fair market value of such property on 
the deemed sale date. 

(3) Deemed sale date—(i) RIC or REIT 
qualifications. If the conversion trans-
action is a qualification of a C corpora-
tion as a RIC or REIT, then the deemed 

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

(ii) Other conversion transactions. If 
the conversion transaction is a transfer 
of property owned by a C corporation 
to a RIC or REIT, then the deemed sale 
date is the end of the day before the 
day of the transfer. 

(4) Example. The rules of this para-
graph (b) are illustrated by the fol-
lowing example: 

Example. Deemed sale treatment on merger 
into RIC. (i) X, a calendar-year taxpayer, has 
qualified as a RIC since January 1, 1991. On 
May 31, 1994, Y, a C corporation and cal-
endar-year taxpayer, transfers all of its prop-
erty to X in a transaction that qualifies as a 
reorganization under section 368(a)(1)(C). X 
does not elect section 1374 treatment under 
paragraph (c) of this section and chooses not 
to rely on § 1.337(d)–5. As a result of the 
transfer, Y is subject to deemed sale treat-
ment under this paragraph (b) on its tax re-
turn for the short taxable year ending May 
31, 1994. On May 31, 1994, Y’s only assets are 
Capital Asset, which has a fair market value 
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 loss 
carryforward of $12,000 and accumulated 
earnings and profits of $50,000. Y has no tax-
able income for the short taxable year end-
ing May 31, 1994, other than gain recognized 
under this paragraph (b). In 1997, X sells Cap-
ital Asset for $110,000. Assume 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 market value 
on May 30, 1994, recognizing $60,000 of gain 
($150,000 amount realized—$90,000 basis). Y 
must report the gain on its tax return for the 
short taxable year ending May 31, 1994. Y 
may offset this gain with its $12,000 net oper-
ating loss carryforward and will pay tax of 
$16,800 (35% of $48,000). 

(iii) Under section 381, X succeeds to Y’s 
accumulated earnings and profits. Y’s accu-
mulated earnings and profits of $50,000 in-
crease by $60,000 and decrease by $16,800 as a 
result of the deemed sale. Thus, the aggre-
gate amount of subchapter C earnings and 
profits that must 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 
into account in computing X’s net capital 
gain for purposes of section 852(b)(3). 

(c) Election of section 1374 treatment— 
(1) In general—(i) Property owned by a C 
corporation that becomes property of a 
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RIC or REIT. Paragraph (b) of this sec-
tion does not apply if the RIC or REIT 
that was formerly a C corporation or 
that acquired property from a C cor-
poration makes the election described 
in paragraph (c)(4) of this section. A 
RIC or REIT that makes such an elec-
tion will be subject to tax on the net 
built-in gain in the converted property 
under the rules of section 1374 and the 
regulations thereunder, as modified by 
this paragraph (c), as if the RIC or 
REIT were an S corporation. 

(ii) Property subject to the rules of sec-
tion 1374 owned by a RIC, REIT, or S cor-
poration that becomes 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 prede-
cessor) becomes the property of a RIC 
or REIT (the successor) in a continu-
ation transaction, the rules of section 
1374 apply to the successor to the same 
extent that the predecessor was subject 
to the rules of section 1374 with respect 
to such property, and the 10-year rec-
ognition 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 purpose, a con-
tinuation transaction means the quali-
fication of the predecessor as a RIC or 
REIT or the transfer of property from 
the predecessor to the successor in a 
transaction in which the successor’s 
basis in the transferred property is de-
termined, in whole or in part, by ref-
erence to the predecessor’s basis in 
that property. 

(2) Modification of section 1374 treat-
ment—(i) Net recognized built-in gain for 
REITs—(A) Prelimitation amount. The 
prelimitation amount determined as 
provided in § 1.1374–2(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 pur-
pose, the amount of a REIT’s recog-
nized built-in gain that is subject to 
tax under section 857(b)(5) is computed 
as follows: 

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

multiplied by a fraction the numerator 
of which is the amount of recognized 
built-in gain (without regard to recog-
nized built-in loss and recognized built- 
in gain from prohibited transactions) 
that is not derived from sources re-
ferred to in section 856(c)(2) and the de-
nominator of which is the gross income 
(without regard to gross income from 
prohibited transactions) of the REIT 
that is not derived from sources re-
ferred 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 recognized built-in gain that is 
subject to tax under section 857(b)(5) is 
the tax imposed by section 857(b)(5) 
multiplied by a fraction the numerator 
of which is the amount of recognized 
built-in gain (without regard to recog-
nized built-in loss and recognized built- 
in gain from prohibited transactions) 
that is not derived from sources re-
ferred to in section 856(c)(3) and the de-
nominator of which is the gross income 
(without regard to gross income from 
prohibited transactions) of the REIT 
that is not derived from sources re-
ferred to in section 856(c)(3). 

(B) Taxable income limitation. The tax-
able income limitation determined as 
provided in § 1.1374–2(a)(2) is reduced by 
an amount equal to the tax imposed 
under sections 857(b)(5), (6), and (7). 

(ii) Loss carryforwards, credits and 
credit carryforwards—(A) Loss 
carryforwards. Consistent with para-
graph (c)(1)(i) of this section, net oper-
ating loss carryforwards and capital 
loss carryforwards arising in taxable 
years for which the corporation that 
generated the loss was not subject to 
subchapter M of chapter 1 of the Inter-
nal Revenue Code are allowed as a de-
duction against net recognized built-in 
gain to the extent allowed under sec-
tion 1374 and the regulations there-
under. Such loss carryforwards must be 
used as a deduction against net recog-
nized built-in gain for a taxable year to 
the greatest extent possible before such 
losses can be used to reduce other in-
vestment company taxable income for 
purposes of section 852(b) or other real 
estate investment trust taxable income 
for purposes of section 857(b) for that 
taxable year. 
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(B) Credits and credit carryforwards. 
Consistent with paragraph (c)(1)(i) of 
this section, minimum tax credits and 
business credit carryforwards arising 
in taxable years for which the corpora-
tion that generated the credit was not 
subject to subchapter M of chapter 1 of 
the Internal Revenue Code are allowed 
to reduce the tax imposed on net recog-
nized built-in gain under this para-
graph (c) to the extent allowed under 
section 1374 and the regulations there-
under. Such credits and credit 
carryforwards must be used to reduce 
the tax imposed under this paragraph 
(c) on net recognized built-in gain for a 
taxable year to the greatest extent pos-
sible before such credits and credit 
carryforwards can be used to reduce 
the tax, if any, on other investment 
company taxable income for purposes 
of section 852(b) or on other real estate 
investment trust taxable income for 
purposes of section 857(b) for that tax-
able 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 RIC’s 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 M 
rules—(i) Recognized built-in gains and 
losses subject to subchapter M. Recog-
nized built-in gains and losses of a RIC 
or REIT are included in computing in-
vestment company taxable income for 
purposes of section 852(b)(2), real estate 
investment trust taxable income for 
purposes of section 857(b)(2), capital 
gains for purposes of sections 852(b)(3) 
and 857(b)(3), gross income derived 
from sources within any foreign coun-
try 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 com-
puting such income and deduction 
items, capital loss carryforwards and 
net operating loss carryforwards that 
are used by the RIC or REIT to reduce 
recognized built-in gains are allowed as 
a deduction, but only to the extent 

that they are otherwise allowable as a 
deduction against such income under 
the Internal Revenue Code (including 
section 852(b)(2)(B)). 

(ii) Treatment of tax imposed. The 
amount of tax imposed under this para-
graph (c) on net recognized built-in 
gain for a taxable year is treated as a 
loss sustained by the RIC or the REIT 
during such taxable year. The char-
acter of the loss is determined by allo-
cating the tax proportionately (based 
on recognized built-in gain) among the 
items of recognized built-in gain in-
cluded in net recognized built-in gain. 
With respect to RICs, the tax imposed 
under this paragraph (c) on net recog-
nized built-in gain is treated as attrib-
utable to the portion of the RIC’s tax-
able year occurring after October 31. 

(4) Making the section 1374 election—(i) 
In general. A RIC or REIT makes a sec-
tion 1374 election with the following 
statement: ‘‘[Insert name and employer 
identification number of electing RIC 
or REIT] elects under § 1.337–6(c) to be 
subject to the rules of section 1374 and 
the regulations thereunder with re-
spect to its property that formerly was 
held by a C corporation, [insert name 
and employer identification number of 
the C corporation, if different from 
name and employer identification 
number of the RIC or REIT].’’ However, 
a RIC or REIT need not file an election 
under this paragraph (c), but will be 
deemed to have made such an election 
if it can demonstrate that it informed 
the Internal Revenue Service prior to 
January 2, 2002 of its intent to make a 
section 1374 election. 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 RIC or REIT with any 
Federal income tax return filed by the 
RIC or REIT on or before September 15, 
2003, provided that the RIC or REIT has 
reported consistently with such elec-
tion for all periods. 

(5) Example. The rules of this para-
graph (c) are illustrated by the fol-
lowing example: 

Example. Section 1374 treatment on REIT elec-
tion. (i) X, a C corporation that is a calendar- 
year taxpayer, elects to be taxed as a REIT 
on its 1994 tax return, which it files on March 
15, 1995. As a result, X is a REIT for its 1994 
taxable year and would be subject to deemed 
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sale treatment under paragraph (b) of this 
section but for X’s timely election of section 
1374 treatment under this paragraph (c). X 
chooses not to rely on § 1.337(d)–5. As of the 
beginning of the 1994 taxable year, X’s prop-
erty consisted of Real Property, which is not 
section 1221(a)(1) property and which had a 
fair market value of $100,000 and an adjusted 
basis of $80,000, and $25,000 cash. X also had 
accumulated earnings and profits of $25,000, 
unrestricted capital loss carryforwards of 
$3,000, and unrestricted business credit 
carryforwards of $2,000. On July 1, 1997, X 
sells Real Property for $110,000. For its 1997 
taxable year, X has no other income or de-
duction items. Assume the 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 accumulated earn-
ings and profits. X retains its $3,000 of cap-
ital loss carryforwards and its $2,000 of busi-
ness credit carryforwards. To satisfy section 
857(a)(2)(B), X must distribute $25,000, an 
amount equal to its earnings and profits ac-
cumulated in non-REIT years, to its share-
holders by the end of its 1994 taxable year. 

(iii) Upon X’s sale of Real Property in 1997, 
X recognizes gain 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). Be-
cause X’s $30,000 of net income for the 1997 
taxable year exceeds the net recognized 
built-in gain of $20,000, the taxable income 
limitation does not apply. X, therefore, has 
$20,000 net recognized built-in gain for the 
year. Assuming that X has not used its $3,000 
of capital loss carryforwards in a prior tax-
able year and that their use is allowed under 
section 1374(b)(2) and § 1.1374–5, X is allowed a 
$3,000 deduction against the $20,000 net recog-
nized 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 busi-
ness credit carryforwards to reduce this tax, 
assuming 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 § 1.1374–6. Thus, X owes tax of 
$3,950 under this paragraph (c). 

(iv) For purposes of subchapter M of chap-
ter 1 of the Internal Revenue Code, X’s earn-
ings and profits for the year increase by 
$26,050 ($30,000 capital gain on the sale of 
Real Property—$3,950 tax under this para-
graph (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 loss carryforward and further re-
duced by $3,950 tax). 

(d) Exceptions—(1) Gain otherwise rec-
ognized. Paragraph (a) of this section 
does not apply to any conversion trans-
action to the extent that gain or loss 

otherwise is recognized on such conver-
sion transaction. See, for example, sec-
tions 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)(1) of this section 
does not apply to any corporation 
that— 

(A) Immediately prior to qualifying 
to be taxed as a RIC or REIT was sub-
ject to tax as a C corporation for a pe-
riod not exceeding two taxable years; 
and 

(B) Immediately prior to being sub-
ject to tax as a C corporation was sub-
ject to tax as a RIC or REIT for a pe-
riod of at least one taxable year. 

(ii) Property acquired from another cor-
poration while a C corporation. The ex-
ception described in paragraph (d)(2)(i) 
of this section does not apply to prop-
erty 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 determined by reference 
to a C corporation’s basis in the prop-
erty. 

(iii) RICs and REITs previously subject 
to section 1374 treatment. If the RIC or 
REIT had property subject to para-
graph (c) of this section before the RIC 
or REIT became subject to 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 rec-
ognition period with respect to such 
property is reduced by the portion of 
the 10-year recognition period that ex-
pired before the RIC or REIT became 
subject to tax as a C corporation and 
by the period of time that the corpora-
tion was subject to tax as a C corpora-
tion. 

(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 
§ 1.337(d)–5 to determine the tax con-
sequences (for all taxable years) of any 
conversion transaction that occurs on 
or after June 10, 1987 and before Janu-
ary 2, 2002, except that RICs and REITs 

VerDate May<21>2004 16:11 Jun 05, 2004 Jkt 203085 PO 00000 Frm 00091 Fmt 8010 Sfmt 8010 Y:\SGML\203085T.XXX 203085T



92 

26 CFR Ch. I (4–1–04 Edition) § 1.337(d)–7 

that are subject to section 1374 treat-
ment with respect to a conversion 
transaction may not rely on § 1.337(d)– 
5(b)(1), but must apply paragraphs 
(c)(1)(i), (c)(2)(i), (c)(2)(ii), and (c)(3) of 
this section, with respect to built-in 
gains and losses recognized in taxable 
years beginning on or after January 2, 
2002. Taxpayers are not prevented from 
relying on § 1.337(d)–5 merely because 
they elect section 1374 treatment in the 
manner described in paragraph (c)(4) of 
this section instead of in the manner 
described in § 1.337(d)–5(b)(3) and (c). 
For conversion transactions that occur 
on or after January 2, 2002, see 
§ 1.337(d)–7. 

[T.D. 9047, 68 FR 12820, Mar. 18, 2003] 

§ 1.337(d)–7 Tax on property owned by 
a C corporation that becomes prop-
erty of a RIC or REIT. 

(a) General rule—(1) Property owned by 
a C corporation that becomes property of 
a RIC or REIT. If property owned by a 
C corporation (as defined in paragraph 
(a)(2)(i) of this section) becomes the 
property of a RIC or REIT (the con-
verted property) in a conversion trans-
action (as defined in paragraph 
(a)(2)(ii) of this section), then section 
1374 treatment will apply as described 
in paragraph (b) of this section, unless 
the C corporation elects deemed sale 
treatment with respect to the conver-
sion transaction as provided in para-
graph (c) of this section. See paragraph 
(d) of this section for exceptions to this 
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. 

(ii) Conversion transaction. For pur-
poses of this section, the term conver-
sion transaction means the 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 treatment—(1) In gen-
eral—(i) Property owned by a C corpora-
tion that becomes property of a RIC or 
REIT. If property owned by a C cor-
poration becomes 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 con-
verted property under the rules of sec-

tion 1374 and the regulations there-
under, as modified by this paragraph 
(b), as if the RIC or REIT were an S 
corporation. 

(ii) Property subject to the rules of sec-
tion 1374 owned by a RIC, REIT, or S cor-
poration that becomes 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 prede-
cessor) becomes the property of a RIC 
or REIT (the successor) in a continu-
ation transaction, the rules of section 
1374 apply to the successor to the same 
extent that the predecessor was subject 
to the rules of section 1374 with respect 
to such property, and the 10-year rec-
ognition 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 purpose, a con-
tinuation transaction means the quali-
fication of the predecessor as a RIC or 
REIT or the transfer of property from 
the predecessor to the successor in a 
transaction in which the successor’s 
basis in the transferred property is de-
termined, in whole or in part, by ref-
erence to the predecessor’s basis in 
that property. 

(2) Modification of section 1374 treat-
ment—(i) Net recognized built-in gain for 
REITs—(A) Prelimitation amount. The 
prelimitation amount determined as 
provided in § 1.1374–2(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 pur-
pose, the amount of a REIT’s recog-
nized built-in gain that is subject to 
tax under section 857(b)(5) is computed 
as follows: 

(1) Where the tax under section 
857(b)(5) is computed by reference to 
section 857(b)(5)(A), the amount of a 
REIT’s recognized built-in gain that is 
subject to tax under section 857(b)(5) is 
the tax imposed by section 857(b)(5) 
multiplied by a fraction the numerator 
of which is the amount of recognized 
built-in gain (without regard to recog-
nized built-in loss and recognized built- 
in gain from prohibited transactions) 
that is not derived from sources re-
ferred to in section 856(c)(2) and the de-
nominator of which is the gross income 
(without regard to gross income from 
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