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Congress has passed a new rule that 
shortens the length of time that small 
business corporations must wait be-

fore they can sell certain assets free of cor-
porate tax.

The change presents planning opportu-
nities for owners of corporations looking 
to sell assets without paying double tax.

There are two types of corporations for 
federal income tax purposes: C corpora-
tions and S corporations. 

In general, C corporations pay corporate 
income tax at rates approaching 40 percent. 
There is no capital gains rate for C corpo-
rations. When after-tax profits are distrib-
uted as dividends, shareholders pay tax at 
a rate of 15 or 20 percent. Even without 
considering state taxes and federal Obam-
acare taxes, the total rate of taxation can 
exceed 50 percent.

Recognizing the burden of this double tax 
regime for small business owners, Congress 
created the S corporation. Owners of S cor-
porations pay only a single level of tax and 
enjoy the benefit of capital gains rates. The 
effective federal income tax rate for sale of 
an item of capital gain property is a mere 20 
percent for an S corporation as compared to 
over 50 percent for a C corporation.

Not all corporations can elect S corpora-
tion treatment. There are many restrictive 
rules on the allowable shareholders, who 
are limited to individuals as well as certain 
trusts and estates. In addition, S corpora-
tions may have no more than one hundred 
shareholders and only one class of stock.

Because S corporations pay only a sin-
gle level of tax, there is a great incentive 
for eligible C corporations to elect S sta-
tus before selling appreciated assets. This 
election effectivity can reduce the federal 
tax rate by 30 percentage points. How-
ever, Congress has restricted the ability 
of C corporations to convert to S status 
prior to an asset sale. Specifically, the tax 
code provides that an S corporation must 
pay corporate-level tax on “built-in gain” 
attributable to the period for which the S 
corporation was a C corporation. 

For example, assume that a C corpora-
tion owned an office building that was pur-
chased for $100,000 in 1980 that is now 

worth $1 million. If the corporation elected 
to be treated as an S corporation and then 
sold the building immediately thereafter, 
the first $900,000 of gain would be sub-
ject to corporate tax and the shareholders 
would therefore not receive any benefit 
from the S election. 

Any further appreciation would be sub-
ject only to a single layer of tax. For ex-
ample, if the building were sold two years 
from now for $2 million, only the first 
$900,000 would be subject to corporate 
tax. The remaining $1 million would only 
be taxed to the shareholders.

There has always been a time limita-
tion on the period in which corporate tax 
on built-in gain applies. Historically, that 
time limitation was 10 years. Under the 
historic rule, if the building in our exam-
ple were sold in April 2026 the double tax 
would not apply if the S corporation elec-
tion were made this month. The theory 
is that the 10-year waiting period would 
prevent people from electing S corporation 
treatment in anticipation of an asset sale. 

During the Great Recession, Congress 
shortened the waiting period to spur eco-
nomic activity. However, in recent years, it 

was restored to its original 10-year length. 
In the Path Act, passed in December, 

Congress shortened the waiting period to 
five years. This decrease is significant as it 
sharply reduces the period that a sharehold-
er must wait to avoid double tax on sales of 
assets by a C corporation electing S status.

Shareholders of eligible corporations 
that are considering a sale of appreciated 
assets may wish to consider making an S 
election in anticipation of the sale. Not 
only does the S corporation election re-
duce tax on operating income, but if the 
asset is sold after the five-year period all 
of the gain, including gain from the period 
in which the corporation was a C corpora-
tion, escapes double tax.

The most significant benefit of the new 
law may be for corporations considering 
selling all of their assets in a so-called as-
set sale.

There are two ways to purchase a busi-
ness: (1) by buying its stock or (2) by buy-
ing all of its assets but leaving the corpo-
rate entity behind. Many buyers of busi-
nesses insist on purchasing assets instead 
of stock as this reduces potential exposure 
to the selling businesses’ liabilities and 
other potential complications.

However, for C corporations, asset sales 
can be highly tax inefficient for the seller 
due to the double taxation discussed above. 

Electing S corporation status allows an 
eligible corporation to avoid this double tax. 
However, the past 10-year waiting period 
was so long that this was rarely an effective 
planning technique where an exit was con-
templated. The reduced five-year waiting pe-
riod makes the technique much more viable. 

In sum, Congress’ reduction of the wait-
ing period in which S corporations must 
pay tax on built-in gain presents an impor-
tant opportunity for businesses organized 
in the C corporation form. Where eligible, 
these businesses can avoid the extraordi-
narily high effective rate of taxation on 
sales of assets by electing S corporation 
status. After the new five-year waiting pe-
riod has expired, these assets can be sold 
with only a single level of tax.

Josh Gewolb is a tax attorney at Harter 
Secrest & Emery LLP.
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Because S corporations pay only
a single level of tax, there is a 
great incentive for eligible 
C corporations to elect S status
prior to an asset sale. This 
election can effectively reduce 
the federal tax rate by 
30 percentage points. 


