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Mark Merric, JD, MT, CPA In addition to being an attorney, Mark Merric holds
a Masters of Taxation and he is a Certified Public Accountant, as well as an Adjunct
Professor at the University of Denver’s, Law School Graduate Tax Program. He has
been quoted in Forbes, Investor’s News, On the Street, the Denver Business Journal,
Oil and Gas Investor, and the Sioux Falls Business Journal. Mr. Merric is the manager
of the Law Firm of Mark Merric, LLC and a manager for the Alliance of International
Legal Counselor, LLC. Prior to practicing as an attorney, Mark Merric developed a
strong business background working for a Final Four Accounting Firm.

Mr. Merric presents nationwide more than a dozen annually. He is honored to
have spoken at:

» Regis Campfield’s Notre Dame Tax and Estate Planning Institute (2007) & (2009);

» Lonnie McGee’s Southern California Tax and Estate Planning Forum,
(2006), (2007), and (2009-2011); and

» Chicago Bar Association (2004), (2007-2010).

Mark Merric has had three, four, and five part series published in Estate Planning
Magazine, Journal of Practical Estate Planning, and Leimberg LISI. He is also a co-
author of the following three treatises:

» The Asset Protection Planning Guide: A State-of-the-Art Approach to Integrated
Estate Planning, Commerce Clearing House (CCH) treatise, first edition;
» Asset Protection Strategies, American Bar Association (two chapters); and

» Asset Protection Strategies Volume II, American Bar Association published Apr.
2005 (MM responsible for 1/5 of the text).
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Prevents S elections to avoid C corp. double tax on
sale or liquidation issues
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Designed to impose a 35% tax on any asset “sold”
within the recognition period
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Generally 10 year period
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A. Built in Gains Tax

The built in gains tax was created to stop closely held C corporations
from electing S corporation status shortly before the sale or liquidation of
a C corporation and avoiding the double tax on sale. Built in gain is the
fair market value of the corporation’s assets over its adjusted basis on the
date that the S election is made. This gain is allocated to the various
assets, and if an asset is sold within the recognition period, then a tax of
35% is reported on Form 1120S. The recognition period is many time
referred to as the C corporation taint.

The recognition period has been traditionally a 10 year period.
However, recently various tax acts have reduced the period to 7 years or 5
years with extender bills. Please note there is some confusion regarding
how the reduced time periods in the extender bills work. For example, to
qualify in 2014 or a previous year, the S corporation assets need to be sold
in 2014 and the S election needed to have been made at least five years
earlier.
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Saie of Business Assets
B RS T M-S 2R, OO A e BB L

Service business - cash basis receivable is deemed “sold”
when it is collected
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Receivable Payable
$450,000 P $ 50,000

B. Sale of Business Assets

Unfortunately, as applied to a cash basis taxpayers, the regulations for
built in gain appear to have been drafted with a greater net than the
purpose of the tax. The purpose of the built in gains tax was so that C
corporations could not convert to S corporation and avoid the double tax
shortly before the sale of all of its assets to a third person. For example,
one would expect that the sale of tangible assets as well as goodwill would
be subject to the built in gain tax. However, why would receivables and
inventory be included in such a computation?

With an accrual basis taxpayer, there is generally not an issue as to
receivables and inventory, because there is generally no gain inherent in
these assets. However, as applied to a cash basis taxpayer, there is an
unexpected pitfall in making an S election. Cash basis receivables are
treated as being sold after making the election.
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Three major concepts
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Net unrealized buuLulgdul
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Net recognized built in gain
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Taxable Income

C. Key Concepts

The built in gain tax is computed on the lower or the above three items
during any calendar year. Net unrealized built in gain sets a maximum
amount that is subject to the built in gain tax. As different assets may be
sold in different years, recognized built in gain computes the amount of
the unrealized built in gain tax that is recognized in a current year, subject
to the ceiling limitation of the unrealized built in gain amount. Taxable
income will serve as another limit as the amount of built in gain
recognized in a year cannot exceed the S corporation’s taxable income.
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Assets $ 550,000

D. Example of a Professional Corporation

The above financial statement is presented on an accrual basis for
illustration purposes. However, for tax purposes the doctor is a cash basis
taxpayer for tax purposes meaning that receivables are not recognized until
received and payables are not deducted until paid.

Assume doctor has receivables of $450,000. Since the doctor is a cash
basis taxpayer, the adjusted basis in these receivables at the time the S
election is made is zero. Also, assume that the fair market value of the
equipment is worth its adjusted basis of $100,000 (i.e. purchase price of
$200,000 — accumulated depreciation of $100,000). Further, assume that the
professional corporation owes $50,000 in accounts payable.
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Net Unrealized BIG

AT 7 A0 0 L $ 550,000
Deemed FMV sale
ik 2 9753 LA T ( 50,000)
Less liability if a deduction - AP
U2 P ) R A (100,000)
Less adjusted basis of
assets mmmmmmmmmmmees

ARSI 1 N B $ 400,000

Net unrealized BIG

1. Net Unrealized Built in Gain — Treas. Reg. § 1.1374-3

a) In general. --An S corporation's net unrealized built-in gain is the
total of the following --

(1) 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
corporation and had sold all its assets at fair market value to an unrelated
party that assumed all its liabilities; decreased by

(2) Any liability of the corporation that would be included in the amount
realized on the sale referred to in paragraph (a)(1) of this section, but only
if the corporation would be allowed a deduction on payment of the
liability; decreased by

(3) The aggregate adjusted bases of the corporation's assets at the time of
the sale referred to in paragraph (a)(1) of this section; increased or
decreased by . . .

From the above Treas. Reg. and previous accrual basis balance sheet,
the deemed sale of all of the corporations assets results in $550,000. From
this amount accounts payable are deducted pursuant to subparagraph (2)
above.  Finally, the C corporation’s adjusted basis in its assets
immediately before the S election is also subtracted from the deemed sale
amount to reach the net unrealized BIG amount of $400,000.
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Net Recognized BIG
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Cash Basis Taxpayer
> FESEBRYSCE RO SR A B AURN
Does not report receivables as income until
received

> TESEBRSAS T R SRS A k4
Does not deduct accounts payable and
wages payable until paid

> AHIEFERON N R A Bl AT Z 5, D AHE S AR
RIS FRN FEAE REAT K K
However, receivables will be recognized and
payables paid in the year following the S election

2. Net Recognized Built in Gain

A cash basis taxpayer does not report receivables as income until
received. Since the receivables were not recognized (i.e. reported as
income) for income tax purposes, the adjusted basis in the receivables at
the time of the S election is zero. Further, a cash basis taxpayer does n
deduct accounts payable until paid. However, receivables when collected
in the year following the S election will be recognized for purposes of
determining net recognized BIG.

Treas. Reg. § 1.1374-4(b)(1) provides the following example 1.
Accounts receivable. X is a C corporation using the cash method that
elects to become an S corporation effective January 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 includes 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 included in
gross income before the beginning of the recognition period if X had been
an accrual method taxpayer. However, if X instead disposes of the
accounts receivable for $45,000 on July 1, 1996, in a transaction treated as
a sale or exchange for federal income tax purposes, X would have
recognized built-in gain of $40,000 on the disposition.
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Income Items § 1.1374-4(b)(1) -
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Any item in recognition period if corp
had continued to be a C corporation
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By an accrual basis taxpayer (regardless if
taxpayer was actually a cash basis taxpayer)

a. Income Statement Approach

Net recognized BIG is a different concept than net unrealized built in
gain. Net recognized BIG is the difference between recognized income
items and recognized loss items.

i. Income Items — Treas. Reg. § 1.1374-4(b)(1)

Recognition items include any item in the recognition period that would
have been reported as income had the corporation continued to be classified
as a ¢ corporation by a deemed accrual basis taxpayer. In other words, even
though the service corporation was actually a cash basis taxpayer, the
receivables when paid during the recognition period after the S election
would be classified as a recognized income item.

“ESIAFENEIRE” M CORSEIAFNERE” AFE, SsEE
FEHN B SE T 2L A E I B 2 fi % EsL 5 H 2 M.
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Built in loss if the item would have been
properly allowed as a deduction against
gross income
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By an accrual basis taxpayer
(regardless if taxpayer was cash basis)

ii. Recognized Deduction Items Treas. Reg. $1.1374-4(b)(2)

Recognized deduction items are items that would have been “properly
allowed as a deduction against gross income” by an accrual basis taxpayer.
However, even if the taxpayer was cash basis, once again the Treas. Reg.
assumes that the deduction is proper. In this respect, accounts payable by a

cash basis taxpayer represent a proper recognized deduction item.

11, JHBGEAF 1. 13744 (b) (2) Z501 5 5 SETLHI 22/ 7155 5 H
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Year After S Election
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Receivables
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payables
CLSE IR P B 2k
$ 450,000

Recognized BIG

b. The Year Afier the S Election

One year after the cash basis service C corporation elected to be
classified as an S corporation, the receivables of $500,000 are collected and
the payables are paid. Under the recognized net BIG computation, it is
deemed that $500,000 has been recognized as income less a deduction of
$50,000 for the payables. Therefore, the recognized BIG is $450,000.

b. EFEEAIBLL DR G A AT G —F
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Recognized built in gain
EEIVETLION

Taxable income for the year
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P FiF1120S fHEB F61T
1120S Schedule B, Line 6

6 If the corporation: (a) was a C corporation before it elected to be an S corporation or the corporation acquired an
asset with a basis determined by reference to its basis (or the basis of any other property) in the hands of a
C corporation and (b) has net unrealized built-in gain (defined in section 1374(d)(1)) in excess of the net recognized
built-in gain from prior years, enter the net unrealized built-in gain reduced by net recognized built-in gain from prior

................. > § .$ 400,000

c. Tax Paid on the Smallest of 3 Items

Schedule D of Form 1120S provides that the built in gains tax is paid on
the smallest number of the following three item:

(a) Recognized built in gain;
(b) Taxable income for the year; or the

(c¢) Unrealized built in gain.

The unrealized built in gain is first reported on Form 1120S Schedule B,
Line 6. As noted from the example, the unrealized BIG is $400,000.

c. PP F =R NE i H
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TR SRR N B L T =T N E R

(a) CSRHLAYIE A B i ;
(b) HFEHI AN ;
(c) RELILHI P E U 2.
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17 F HI R SRR A B 5 T 40 J35%TT.
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1120 S — Schedule D
Tax Paid on smallest of 3

ISF?,';'E:%ES? ‘ Capital Gains and Losses and Built-In Gains | OMB Mo 15450130
» Attach to Form 11208, 2nna
Oopartmnt of the Teasiay | B See separate instructions. SUVe

Cutia fay e e e tw ..........||v-

14l Built-In Gains Tax {See mstrucnons before completln his part.)

Cunana af canmmmimad b B smaloma misne s s imasd b lassnn labbas cnn ot sh b

14 Grcess of retogniZed biiit-in gains Over retognized biilt-in 105585 anadn Coi ||'Jum{ SCnealng),

15 Taxable income (attach computation schedule). . . . . . . . . . . . . . . ... 158 500,000 .
16 Net recognized built-in gain. Enter the smallest of line 14, line 15, or line 6 of SchedueB ., . .| 16 [$ 400,000
17 Section 1374p)j2)deduction . . . . . . . . . . ... ... ... 17

18 Subtract line 17 from line 16. If zero or less, enter -0- hereand on ine 21 . . . . . . . . 18 $ 400,000
19 Enter35%oflinets . . . . . . . . . Highest Corporate Tax Rate |19 |$ 140,000

20 Section 1374(b)(3) business credit and minimum tax credit camyforwards from C corporation years | 20 |

21 Tax. Subtract line 20 from line 19 (if zero or less, enter -0-). Enter here and on Form 11208,
page1,ne22b . . . . . . . . e e e e o1 | § 140,000

Schedule D above is presented for illustration purposes. As noted in the
previous slides, the recognized built in gain due to the collection of the
receivables and the payment of the payables is $450,000. For purposes of
his example, it is assumed that the taxable income is $500,000 due to the
distribution/salary strategy employed by the accountant. Finally, as noted
on the previous slide, the unrealized built in gain is $400,000. Therefore,
the lowest of the three is $400,000 and the additional built in gain tax paid
by the service corporation due to the S election is $140,000.

EE R AR T, 2w W SRR ST 7RI
KT SCHLAISE A B R TF T 45 ik m. BB AR BFERMBIIAET
50 JiZkit, MO E ARSI GEH Bl amET 40 /KT, ZH
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Can an accrued liability reduce net
recognized built in gain?
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Is it possible to zero out either or both of these
by creating a liability before the S election?

E. Accruing a Liability

Unrealized BIG and recognized BIG both deduct liabilities that are
payable by an accrual basis taxpayer, even if the taxpayer is actually a cash
basis taxpayer. Would the accrual of either a bonus or a deferred
compensation plan payable to the owner solve either or both the unrealized
BIG and recognized BIG issues?

E. Mibfife

ONE) B A S 15 ) B I R N S B Y B R 2R R ] AR AN 3
KAESTHHIB A B B NAT R, BIE A &) 2R R 421t .
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Unrealized BIG Is Reduced by:

(2) AT A 2 ) 4 B AR 284910 25 (a) (1)K 90 5 IV T A5 45 WAL 2 1) il
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Any liability of the corporation that would be included

in the amount realized on the sale referred to in

paragraph (a)(1) of this section, but only if the
corporation would be allowed a deduction on payment

of the liability;

RAT 2 g s HER I & T RIFF & E R
Accrued bonus or Deferred Comp Would Qualify
B FE e STAT

No reference to when amount is paid.

1. Net Unrealized BIG

Treas. Reg. § 1.1374-3(a)(2) provides a deduction in computing net
unrealized built in gain for any liability that would be deductible when paid.
The regulation contains no reference to when the liability needed to be paid.
Therefore, many planners take the position that either an accrued bonus that
is actually paid within 2 and '2 months of year end as well as a deferred
compensation plan that may be paid over several years would reduce net
unrealized BIG provided they were accrued prior to the S election.

L ARSEHLAT SN B

WEHEMSE 1. 1374-3(a) (2) FME T A" FETHE R SLI A F M BT
ai AT LA RR AT RIS T H o VERL T IR TR AR S5 A AR ST AT R
i IE], A A RRE NN AT R BER ZFH9HT 2 ¢ B A NAT
L AHERIAT, IR SO A e TH R e T DAFE R TR JLEE i 18 18 A1
AR RSB RS N B, HEENTRE S R R RE N
il 2 =] AR A 2R 19
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Net Unrealized BIG

Hi A $ 550,000

Deemed FMV sale '

I 25 G- A KR ( 50,000)

Less liability if a deduction - AP

FEIE ST I 7 Xl 450.000

Deferred comp plan ( ! )

IRl 25 % 77 1R T B AR

Less adjusted basis of (100,000)

assets e
AL 1% N B $ 0

Net unrealized BIG  __ ______

The above computation illustrates the aforementioned position of many
planners that net unrealized BIG is reduced to zero if a deferred

compensation plan is implemented.

ET R R R T AR 2 AR Ay AT LU HER ST AT A 4 S v R R IR
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Law Firm of Mark Merric, LLC © 2009-2015 All Rights Reserved

X-19



ESEHL K T 17
What About Recognized Losses?

(2) AN H - 7] #8531 18] A R0 A3 H R 28 7 1 12 5E 3
() LA i 4% BERL B 2 A8 2 il AT DL 5 B b R AR AN ) 2
SN BT 10
Deduction items. --Except as otherwise provided in this
section, any item of deduction properly taken into account
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 . . .

2. What About Recognized Deductions?

Whether an accrued bonus or a deferred compensation plan will be
classified as a recognized deduction for purposes of the net recognized
BIG computation is more complex than the net unrealized BIG
computation. Treas. Reg. § 1.1374-4(b)(2) provide that the item must
have been properly allowed as a deduction against gross income.

2. M2 SR T FHFNRER TR H WE?

FETE LI R R N B N, BT 24 B HEIR SO I 1)
R T CLIR P AT E 2 — MREERA A, W BUE AR
1. 13744 (b) (2) M 5E T FNERIA B L Z0% T o] AHRFII A A PE R -
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Accrued Bonus
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An accrued bonus not be “properly
allowable” as a deduction under the
disallowance ruies of IRC 3 267

> MT R ARG AF], KRBT 2 FR AR i B AR
Related person for S corp purposes is any
ownership. IRC § 267(e)

> AHBUREINAE S A R12.51 H WATE RS Bl s fit
NEE3

However, Reg. 1.1374-4(c) provides an
exception if paid in 2 %2 months

a. Accrued Bonus

At first blush, one might conclude that an accrued bonus before the S
election is not properly payable, because of the related party disallowance
rules of IRC § 267. First, under IRC § 267(e), all S corporations, regardless
of how little ownership interest he or she has, are related parties. Therefore,
IRC § 267(a)(2) would disallow the deduction. However, Treas. Reg. §
1.374-4(c) provides an exception if the amount 1s paid in 2 and %2 months of
year end. Therefore, any accrued bonus before the S election that is paid
within 2 and %2 months of the S election should reduce the net recognized built
in gain.

a. MffEse

WIEZ T, AT ARNAT R A RT 2 7] a] PG BRSO A 0
H, FEOABURERME 267 FME T R ARG LIRBUEE L
267 (e) 2k HIHLE » A WMLy ] 22 B BB NER = RHK T, ikfi
HEIR R /N, IXFERUEIE L 267 () (2) FHEFHIE T A T X RT3 4
HIHRHN. B EGEMS 1.374-4(c) FKRML T — OIS EG: HAFE
FAFET 2.5 NH BN AT RS E AR, 2w A U XS AR R
b CSEHL ) A B
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Deferred Comp. Plan

> ANl 2.5 F AT H 6 Ak A5
Does not meet the 2 2 month rule

> Bk 1.1374-4(c)(2) & MM L E A REFR it
25 BT AT AT 5 B
1.1374-4(c)(2) - regarding deferred
compensation plans does not help for
a related party

> Rk, #HERSZAF A&t RIA R T 2S5 i
Therefore, a deferred comp. plan is
not a recognized loss

b. Deferred Compensation Plan

A deferred compensation plan does not meet the 2 and % month rule,
and may well be paid years in the future. The reference in Treas. Reg. §
1.1374-4(c)(2) is not helpful, because it only applies to non-related parties
under IRC § 267. All S corporations, regardless of how little ownership he
or she has, are classified as related parties under IRC § 267(e). Therefore, a
deferred compensation plan does not reduced net recognized BIG.

b. FERZATHIET14]

HEESAT IR TR 2 2.5 MHBBISNES], e SEZERIL
SN, MEUEIEE 1.1374-4(c) (2) A R AAETH B,
NERER T 267(e) 201 FAIARRIR T . 1 fr A 89/ BB 6 il 22 7]
HIFr A N2 Z & B P HIRER T, e SR E 2. W, 4
FEEIR AR e TR A BE 5 4 SR b E 5L B i P B
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Aggressive Position?
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Tax paid is on the smallest of the 3
> HER N FA
Taxable income for the year
> CSEHELA AN B RS

v

Recognized built in gain
> ARSI N B
Unrealized Built in Gain
> PRI A 2 H
Limited to Reasonable Compensation

3. Aggpressive Position?

Many planners take the position that a deferred compensation plan
may be accrued against the unrealized built in gain as previously discussed
If this is the case, then no built in gains tax will be reported because it is
computed on the lower of the three items listed above. Other planners
eliminate the built in gains tax by zeroing out the S corporation earnings
by increasing the owner’s W-2. Both of these techniques are subject to
such compensation being reasonable.

3. BRHIBES 5

1R 2 FUR 2 A S mT DA HEIR STAT B4R i R8> 28 BT R SEIL
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