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MVEMORANDUM OPI NI ON

KROUPA, Judge: Respondent determ ned a $357, 534 defici ency
in petitioners’ Federal incone tax for 2000 and a $468, 068

deficiency in petitioners’ Federal inconme tax for 2001. After
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concessions,! we nust determ ne whether petitioners are required
to include section 481 adjustnents as recognized built-in gain

for 2000 and 2001 (the years at issue).? W hold that they are.

Backgr ound

This case was submtted fully stipulated pursuant to Rule
122, and the facts are so found. The stipulation of facts, the
suppl enmental stipulation of facts, and the acconpanying exhibits
are incorporated by this reference. Petitioners’ principal place
of business was Overland Park, Kansas, at the tinme they filed the
petition.

The Corporations and the Corporate Structure

The corporations involved in this [itigation are in the
construction services business. MV Corp. (MMO) was incorporated
under Kansas law in 1960. MMC owns several subsidiaries which
are also petitioners in this case. These subsidiaries include
Pahor Air Conditioning, Inc. (Pahor), a conpany MMC acquired in
June 2000, as well as M dwest Mechanical Contractors, Inc.
(Mdwest), MWBuilders, Inc. (MN, and M dwest Mechani ca
Contractors of New Jersey, Inc. (Jersey). MMV wholly owned

M dwest, MAN and Jersey, which were all C corporations, from 1997

The parties have resolved all other issues raised in the
deficiency notice and the petition.

2All section references are to the Internal Revenue Code
(Code) in effect for the years at issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure, unl ess
ot herw se i ndi cat ed.
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t hrough 2001, and MMC fil ed consolidated corporate Federal incone
tax returns with these entities for 1997, 1998, and 1999.
Petitioners are accrual basis taxpayers.

1997 Change in Accounti ng Met hod

Petitioners elected on the return for 1997 to change the
met hod of accounting for customer paper. Petitioners had
previously used the original cost basis nethod to account for
custoner paper and elected to change to the mark-to-nmarket nethod
on the return for 1997. MV reported a deduction of $5, 349, 372
related to this change in accounting nethod (the 1997 deduction).

Change in Law and 1998 Change i n Accounti ng Mt hod

Congress anended the | aw governi ng the mark-to- market
accounting nmethod in the Internal Revenue Service Restructuring
and Reform Act of 1998 (the RRA), Pub. L. 105-206, sec. 7003(a),
112 Stat. 832. The RRA added to the Code section 475(c)(4),
whi ch provi des that nonfinancial custonmer paper is ineligible for
mar k-to-market treatnment. This new provision of the Code applies
to petitioners’ custonmer paper, and thus petitioners could not
use the mark-to-market nethod any |longer. One year after their
change to the mark-to-market nethod, they had to revert to their
ori ginal accounting nethod.

After petitioners reverted to the original nmethod, the
effective date provisions of the RRA required petitioners to

of fset the 1997 deduction, which they had taken when they
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originally changed their accounting nethod. The RRA provided
that petitioners had to include the 1997 deduction in incone by
maki ng section 481 adjustnents ratably over the next 4 taxable
years. RRA sec. 7003(c)(2)(C, 112 Stat. 833.

Petitioners properly reported the ratable portions of the
section 481 adjustnent as inconme on the returns for 1998 and
1999. Before petitioners could fully include the renaining
section 481 adjustnents in incone over the next 2 years, MMC
el ected to be treated as an S corporation commencing with the
2000 taxable year. The subsidiaries that had previously been
consolidated with MMC al so elected to be treated as S
corporations commencing with the 2000 taxable year.

Tax Returns for 2000 and 2001

MMC reported the section 481 adjustnent as inconme on the S
corporation tax returns for the years at issue but did not report
the section 481 adjustnent as recogni zed built-in gain pursuant
to section 1374 for either year at issue.

Respondent exam ned the returns for the years at issue and
i ssued a deficiency notice determning that petitioners should
have included the section 481 adjustnent inconme as recognized
built-in gain under section 1374 and were therefore liable for
additional built-in gain tax for the years at issue.

Petitioners tinely filed a petition.
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Di scussi on

We are asked to determ ne whether petitioners are required
to include the section 481 adjustnents as built-in gain for the
years at issue.® Petitioners argue that they are not required to
i nclude the section 481 adjustnents as built-in gain because they
el ected S corporation status before the end of the 4-year ratable
i nclusion period of the RRA anendnents. Respondent, on the other
hand, argues that petitioners are required to include the section
481 adjustnents as built-in gain because the section 481
adjustnents relate to itens attributable to periods before
petitioners becane S corporations. W agree with respondent.
Overvi ew

We begin by outlining the general rules of section 481
adj ustnments. \Wen a taxpayer changes its nethod of accounting,
section 481 requires the taxpayer to adjust its incone to prevent
itens frombeing duplicated or omtted. Sec. 481(a). The
Secretary is authorized to issue regulations indicating the
t axabl e years over which the taxpayer is authorized to take these
adj ustnents into account. Sec. 481(c). The Secretary has issued
gui dance under certain circunstances allow ng taxpayers to take

the adjustnents into account ratably over several years. See,

3Petitioners have not asserted that they have any built-in
| osses for the years at issue. Qur determ nation whether the
sec. 481 adjustnents are built-in gain therefore determ nes the
net recognized built-in gain because there are no built-in | osses
to offset the built-in gain.
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e.g., Argo Sales Co. v. Conmm ssioner, 105 T.C 86, 87 (1995)

(section 481 adjustnent taken into account over 6 years under
Rev. Proc. 85-36, sec. 4.03, 1985-2 C B. 434, 435).

The RRA added a new paragraph (4) to section 475(c),
requiring petitioners to change their accounting nethod. The
ef fective date provisions acconpanying the enactnent of that
anmendnent specifically provided that taxpayers were to take the
resulting section 481 adjustnents into account ratably over the
years beginning with their first taxable year ending after the
date of the enactnment. RRA sec. 7003(c)(2).

Built-1n Gain Rul es

We now outline the built-in gain rules for corporations
electing S status. S corporations are not generally taxed on
their net incone, unlike C corporations. Instead, the incone is
passed through to the owners and taxed only to the owners. Sec.
1366(a). There is an exception to this general rule, however,
for net recognized built-in gain, which is taxed to the S
corporation itself. Sec. 1374(a). The built-in gain rules are
an attenpt to prevent corporations fromelecting to be S
corporations to avoid corporate-level tax on any built-in gain on

their assets. Garwood Irrigation Co. v. Conm ssioner, T.C. Meno.

2004- 195 (citing Tax Reform Act of 1986, Pub. L. 99-514, sec.
633(d)(8), 100 Stat. 2280).
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The built-in gain rules tax S corporations at the corporate
| evel on any built-in gain on disposal of an asset. Sec.

1374(d)(3); Garwood Irrigation Co. v. Conm ssioner, supra. Only

the appreciation present at the time the corporation becones an S

corporation is taxed at the corporate level. Garwood Irrigation

Co. v. Conm ssioner, supra. Any gain attributable to post-S

status conversion is passed through and taxed to the sharehol ders
only. 1d.

Certain incone itens are treated as built-in gain. For
exanpl e, inconme that the S corporation properly takes into
account during the recognition period but which is attributable
to the periods before the corporation became an S corporation is
treated as built-in gain. Sec. 1374(d)(5)(A). The recognition
period is the 10-year period beginning wwth the first day of the
first taxable year in which the corporation is an S corporation.
Sec. 1374(d) (7).

There are al so specific rul es addressi ng when section 481
adjustnents are treated as built-in gain. A section 481
adj ustment taken into account in the recognition period is
recogni zed built-in gain or loss to the extent the adjustnent
relates to itens attributable to periods before the begi nning of
the recognition period under the principles for determning
built-in gain or loss for S corporations. Sec. 1.1374-4(d)(1),

| ncome Tax Regs. The principles for determning recognized
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built-in gain or loss include the accrual nethod rule. [Id.
Under the accrual nethod rule, any itemof inconme properly taken
into account during the recognition period is recognized built-in
gain if an accrual nethod taxpayer would have included it in
gross incone before the beginning of the recognition period.
Sec. 1.1374-4(b)(1), Incone Tax Regs.

We have previously decided two cases holding that certain
section 481 adjustnments are recogni zed built-in gain under

section 1374. Argo Sales Co. v. Commi ssioner, 105 T.C. at 86;

Rondy, Inc. v. Commi ssioner, T.C Meno. 1995-372, affd. w thout

publ i shed opinion 117 F.3d 1421 (6th G r. 1997). These cases
arose before the regul ati ons under section 1374 were effective,

however. The taxpayer in Argo Sales Co. spread its section 481

adj ust mrent over 6 years under the applicable revenue procedure.
In the fourth year of that 6-year period, it converted to S
corporation status. W examned the |legislative history of
section 1374(d)(5) and decided that the section 481 adjustnent
was properly built-in gain under section 1374 because the

adj ust nent cane squarely within the description of “any item of

i ncone” under section 1374(d)(5). Argo Sales Co. v.

Comm ssi oner, supra at 91-92. In Rondy, Inc., a case involving

simlar facts, we explained that section 481 adjustnents were
intended to prevent the om ssion of itens from corporate incone

taxation. In addition, we explained that the section 481
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adj ustnents were permtted to be spread over a certain nunber of
years to ease the burden of recognizing the entire section 481
adjustnent in the year of the change. On the other hand, to
all ow the taxpayer to make an S el ection before the extended
period expired without recognizing built-in gain would allow the
t axpayer to wi pe out the unrecogni zed corporate incone that
section 1374 was intended to capture.

Petitioners seek to distinguish this case from Argo Sal es

Co. and Rondy, Inc. Petitioners’ primary argunment is that the

accrual nethod rule in the regul ati ons under section 1374 plus
the RRA's required 4-year-ratable-inclusion period for the
adj ustnmrent conpels a different result. W disagree.

Di stinction Between “ltens” and “Adjustnents” Under the
Reqgul ati on

Petitioners argue the section 481 adjustnent is not built-in
gai n because, under the accrual nethod rule, petitioners as
accrual nethod taxpayers could not have included the section 481
adjustnent in inconme before electing S corporation status. See
sec. 1.1374-4(b), Incone Tax Regs. The accrual nethod rule
provides that built-in gain includes inconme properly taken into
account during the recognition period if an accrual nethod
t axpayer woul d have included the inconme before the recognition
period began (i.e. before electing S corporation status).
Petitioners argue that, because the 4-year-ratabl e-inclusion

period for section 481 adjustnments began with the enactnent of
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the RRA in 1998, an accrual nethod taxpayer could not have taken
the last two of the adjustnents into incone before 2000, when
petitioners elected S corporation status.

Petitioners have m stakenly focused on the section 481
adjustnent itself, rather than the related itemthat the section
481 adjustnment is correcting. A section 481 adjustnent is
recogni zed built-in gain or loss to the extent “the adjustnent

relates to itens attributable to periods before the begi nning of

the recognition period.” Sec. 1.1374-4(d)(1), Income Tax Regs.
(enphasi s added). Accordingly, when we exam ne whet her the
section 481 adjustnent is built-in gain, we consider the rel ated
item not the section 481 adjustnent itself.

We exam ne whet her an accrual nethod taxpayer woul d have
taken the related iteminto account before the beginning of the
recognition period under the accrual nethod rule. Sec. 1.1374-
4(b), Income Tax Regs. |If the related item would have been
i ncluded, then the section 481 adjustnent is built-in gain. See
sec. 1.1374-4(b), Income Tax Regs. Any alternate interpretation
of these provisions would allow a taxpayer to escape a corporate-
| evel tax on an accounting nethod adjustnent by electing S
corporation status before the ratable inclusion period ended.
Section 1374 was designed to avoid this type of result. See Argo

Sales Co. v. Conmi ssioner, supra at 91; Rondy, Inc. V.

Conmi sSsi oner, supra.
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An exanple in the regul ations further supports our
interpretation. See sec. 1.1374-4(d)(2), Exanple (2), Inconme Tax
Regs. In the exanple, the taxpayer, who elected to convert to S
corporation status effective January 1, 1996, deducted workers’
conpensation cl ains when they were filed, under its accounting
met hod. The taxpayer then changed its accounting nmethod in 1999,
requiring a positive section 481 adjustnent to include in incone
t he previous deductions for filed clains that were still unpaid.
The exanple states that the section 481 adjustnent is recognized
built-in gain insofar as it relates to itens (the deductions for
wor kers’ conpensation clains filed, but unpaid) attributable to
periods before the recognition period.
Petitioners’ section 481 adjustnent reverses petitioners’

1997 deduction and includes the anount of the 1997 deduction
ratably in petitioners’ inconme over 4 years. The 1997 deduction
is the itemto which the section 481 adjustnent relates, and it
arose before the beginning of the recognition period (i.e. the
period beginning with the year petitioners elected S corporation
status). See sec. 1.1374-4(d)(1), Inconme Tax Regs. The section
481 adjustnent thus relates to an itemattributable to a period
before the beginning of the recognition period. [d. W
accordingly hold that petitioners’ section 481 adjustnment is

recogni zed built-in gain.



To reflect the foregoing,

Deci sion will be entered

for respondent.




