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Hurry, small-business owners with assets to sell; this offer ends soon

Corporate shareholders pay more than 
50 cents in tax for every dollar of 
profits, because corporate income is 

taxed when it’s earned and again when 
it’s distributed.

Small businesses can avoid this double 
taxation by making a special election, but 
they have always had to wait 10 years be-
fore they can sell existing appreciated as-
sets and pay only one level of tax.

For this year only, Congress has short-
ened the waiting period from 10 years to 
five. Small-business owners may wish to 
act before year-end to take advantage of 
this special reduced waiting period.

To review the basics, there are gener-
ally two kinds of tax treatment for busi-
ness entities.

Most corporations are taxpayers in their 
own right. They pay tax on the income they 
earn. When they distribute their income to 
their shareholders, the shareholders pay a 
second layer of tax.

On the other hand, partnerships, LLCs 
and electing small-business corporations 
known as S corporations generally don’t 
pay tax on their income themselves. Instead, 
as they earn income, it “flows through” to 
the shareholders, who pay tax on it imme-
diately, even if they don’t get distributions. 
Later distributions are generally tax-free.

Only corporations meeting certain cri-
teria can elect to be treated as “S corpora-
tions.” These corporations may only have 
a single class of stock and are restricted to 
certain types of shareholders. The “S corp” 
lobby (yes, there is such a thing) claims 
that S corporations employ over a quarter 
of American workers.

When a C corporation makes an S elec-
tion, all of its future income is subject to 
only a single layer of tax, as is any gain 
accruing after the date of sale.

The picture is not so simple for “built-in 
gain” on the conversion date.

Imagine that a C corporation bought a 
building in 1950 for $10,000 that is now 

worth $1 million. The two layers of tax 
that apply to C corporations sound pretty 
terrible, right?

Why, you might ask, doesn’t the C cor-
poration just make the S election, and then 
sell the building the next day, subject to 
only one layer of tax?

The tax code permits you to do this, but 
you used to have to wait for an entire decade.

The single layer of tax applies to gains 
on sales accruing after the date of the con-
version. “Built-in gain” existing at the time 
of the conversion is subject to tax for a 
10-year period.

Accordingly, if the corporation above 
converted today, and the building were sold 
tomorrow, the sale would be subject to two 
layers of tax. It would have to wait to sell 
until 2021 to obtain the benefit of S cor-
poration status on the sale of the property.

Enter the Great Recession. In 2008, no 
one was selling anything, and Congress 
thought that if it shortened the waiting pe-
riod for S corporation asset sales, people 
might start wheeling and dealing again.

Accordingly, Congress shortened the wait-
ing period to seven years for 2009 and 2010. 
This was so popular that as part of last year’s 
Jobs Act, Congress reduced the recognition 
period to a mere five years for 2011.

Unless Congress acts, on Jan. 1, 2012, 
the recognition period increases to 10 years 
again. There has been chatter about ex-
tending the shorter waiting period or mak-
ing the change permanent, but nothing is 
certain.

The reduced waiting period creates an 

opportunity for S corporations holding ap-
preciated property that converted between 
five and 10 years ago. Not only does a 
sale this year avoid double tax, but it also 
avoids the higher capital gains rates ex-
pected in coming years. 

The total tax burden on C corporations 
and their shareholders currently exceeds 
50 percent. Because the tax rate is so high, 
even if market conditions improve, the af-
ter-tax return from selling built-in gain 
property today and taking advantage of 
a reduced waiting period may be greater 
than the return from selling at a higher 
price in the future.

A common misconception is that the 
shortened waiting period applies to C cor-
porations that make the S election in 2011. 
While this is not the case, C corporations 
with built-in gain considering an S elec-
tion are well-advised to convert as soon 
as possible.

A decade may seem like a long time to 
wait, but as soon as you convert, the clock 
starts ticking. If the shortened waiting peri-
od is extended or comes back in the future, 
such a long wait might not be required.

In sum, if you’re an S corporation in 
the magic five-to-10-year window under 
the Jobs Act, you have some serious tax 
planning to do before year-end: Sell your 
built-in gain assets now, or forever hold 
your peace.

Josh Gewolb is a tax attorney at Harter 
Secrest & Emery LLP.
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