
 

 

 

 

IRS issues proposed regulations on Built-in Gains Tax 

The Internal Revenue Service recently issued proposed regulations regarding the circumstances in which a real 

estate investments trust (“REIT”) will be subject to corporate level tax on the built-in gains in property received 

by the REIT from a C Corporation (the “BIG tax”). The proposed regulations address certain issues that REITs 

have faced in connection with the application of the BIG tax. First, the proposed regulations provide an 

exception from the BIG tax for certain property transfers from a C corporation to a REIT under Section 1031 

(which covers like-kind exchanges) and 1033 (which covers involuntary conversions). The proposed regulations 

also provide that property transferred from a tax exempt entity will not be subject to the tax unless the tax 

exempt entity would have been subject to UBIT on the sale of the property.  

Property transfers to REIT in a like kind exchange or involuntary 
conversions 
Under current regulations, if property owned by a C corporation becomes the property of a REIT (“BIG 

property”) in either a conversion of the C corporation to a REIT or in a transaction in which gain is not 

recognized (“a BIG transaction”), then, unless the C corporation elects deemed sale treatment, the REIT would 

be subject to tax at regular corporate rates on certain built-in gains of the BIG property sold within 10 years after 

the BIG transaction. Built-in gain is generally the gain that would have been recognized in connection with the 

sale of property on the day it was acquired from the C corporation.  

If the C Corporation makes a deemed sale election with respect to the BIG property, net built-in gains would be 

recognized immediately (as if the C Corporation sold the BIG property to an unrelated party at fair market 

value), and the gain would be includible on C Corporation’s tax return. 

Because a C corporation will not recognize gain on property transferred to a REIT in a like-kind exchange under 

Code § 1031 or an involuntary conversion under Code § 1033 there has been concern that the property received 

by a REIT in these transactions could be subject to the BIG tax even though a C corporation generally would 

receive an asset that would have the same basis as the property transferred (and therefore no gain would escape 

corporate taxation and such gain escaping corporate taxation is the purpose of the BIG tax). The proposed 

regulations address this concern by providing an exception from the general rule for transactions in which a C 

Corporation does not recognize net built-in gain in a qualified like-kind exchange or involuntary conversions.  
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Contributions by tax exempt entities 
As noted above, the BIG tax may apply to certain transfers of property by a C corporation to a REIT. Because tax-

exempt entities are often C corporations, contributions by tax exempt entities could be subject to the BIG tax 

even if the tax exempt corporation would not have been subject to tax on a sale of the underlying property. While 

a tax-exempt corporation contributing assets to a REIT would be able to make a deemed sale election (and 

assuming it is not subject to tax on the gain, would be willing to do so), in circumstances where a partnership has 

both taxable and tax-exempt corporate partners, tax-exempt corporations may prefer a deemed sale election (as 

they might not be subject to tax on any gain) while taxable corporations may not want to make such an election 

(and become subject to tax in connection with the contribution). As the regulations provide that the deemed sale 

election is made with respect to all C Corporation partners, a partnership was often forced to weigh the 

conflicting interests of its partners with respect to whether to make a deemed sale election. The proposed 

regulations seek to cure this conflict by carving out tax-exempt partners from being consider C Corporations for 

purposes of the BIG tax. 
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