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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Disclaimer

IRS CIRCULAR 230 DISCLOSURE:
Unless explicitly stated to the contrary, this outline, the presentation to which it relates
and any other documents or attachments are not intended or written to be used, and
cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue
Code or (ii) promoting, marketing, or recommending to another party any transaction or
matter addressed herein.
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Overview
• Since 1993, Congress has provided for a powerful tax incentive
that is often overlooked by tax professionals: “qualified small
business stock” (“QSBS” or “QSB stock”) under Section 1202 of
the Internal Revenue Code (the “Code”).
• The main benefit of Section 1202 is that exclusion of 100% of
the gain from the sale of QSB stock if certain conditions are
met.
• Typically, QSB stock must be held for more than 5 years, the
issuer must meet a variety of tests as to type of business, and
the exclusion is only available to non-corporate shareholders.
• Also, Section 1045 permits the tax-free rollover of QSB stock in
certain circumstances.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Exclusion of Gain
• The exclusion for QSBS is currently 100% (subject to the AMT),
but the 100% exclusion may again be extended for 2015.
• For QSB acquired after the 2010 Creating Small Business Jobs
Act, the exclusion is not subject to the AMT.
• The exclusion has varied from 50% to 75% in prior years – so
always check which version of 1202 applies.
• The 100% exclusion was made permanent in the 2017 Tax Cuts
and Jobs Act.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Requirements
1. C Corporation Stock
2. Original Issuance
3. Qualified Small Business
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Requirements
• In order to exclude gain under 1202, QSB stock must meet
many requirements.
• By its terms, 1202 does not apply to interests in a pass-through
entity (“PTE”).
• However, in some cases if a PTE holds QSB stock it can pass
through the benefit of the exclusion to its owners, provided
they are not C corporations.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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C Corporation Stock
• Under Section 1202, the QSB exclusion is limited to stock of a C
corporation.
• Thus, as noted, the exclusion does not apply to gain from the sale of
equity interests in PTE.
• Moreover, Section 1202(e)(4) further eliminates the benefit for stock
of the following entities:
• a DISC (a domestic international sales corporation as defined in
Section 992(a)) or former DISC,
• a RIC (regulated investment company),
• a REIT (real estate investment trust),
• a REMIC (real estate mortgage investment conduit), or
• a cooperative.
© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Original Issuance
• A key concept under the QSB rules is that the exclusion only applies
to stock acquired at original issue.
• To qualify, the corporation issuing the stock must be a QSB at the
time of issuance.
• The shareholder must acquire the stock for cash, property (other
than stock), or in exchange for services performed for the issuing
corporation (other than underwriting services).
• The shareholder must acquire the stock directly from the
corporation or from an underwriter.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Original Issuance – Redemption Rules
• Note that there can be several original issuances – this rule is
designed to prevent after-acquired stock from qualifying for
the exclusion, such as stock purchased from a founding
shareholder, etc.
• However, if there is a redemption of QSB stock, followed by an
issuance, the QSB redemption rules may prevent the
subsequent issuance from qualifying.
• Related Party Redemption Rule – If the company redeemed
any stock of the taxpayer or a related party in the two years
before or after the issuance of stock to the taxpayer, then such
stock does not qualify as QSB stock.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Original Issuance – Redemption Rules
• Significant Redemption Rule – If the company redeemed (in
one or more events) a “significant” amount of stock from any
shareholders during the period starting one year before or
ending one year after the issuance of stock to the taxpayer,
then such stock does not qualify as QSB stock.
• For these purposes, a “significant” amount of stock is stock
with an aggregate value (as of the time of the redemptions)
greater than 5% of the aggregate value of all of the company’s
stock as of the beginning of the 2-year testing period.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Qualified Small Business
• As noted, Section 1202 only applies if the corporation issuing
the stock is a QSB.
• There are two gross asset tests that the corporation must meet
in this regard.
• First, the aggregate gross assets of the corporation (or any
predecessor thereof), at all times on or after the date of the
enactment of the Revenue Reconciliation Act of 1993 and
before the issuance of the stock being tested cannot exceed
$50 million.
• Second, the aggregate gross assets of the corporation
immediately after the issuance of the stock being tested
(determined by taking into account amounts received in the
issuance) cannot exceed $50 million.
© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Qualified Small Business – Gross Asset Test
• For these purposes, “aggregate gross assets” means the sum of
the amount of cash and the aggregate adjusted bases of all
other property of the corporation (with the adjusted basis of
any property contributed to the corporation being determined
as if the basis of the property contributed to the corporation
were equal to its fair market value as of the time of such
contribution).
• Note that stock which otherwise qualifies as QSB stock as of
the date of issuance does not lose that status if the corporation
subsequently exceeds the $50 million threshold.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Qualified Small Business – Gross Asset Test
• In applying the gross asset test, aggregation rules apply.
• Importantly, corporations that are part of a “parent-subsidiary
controlled group” are treated as one corporation.
• For these purposes, a “parent-subsidiary controlled group” is
any controlled group of corporations as defined under Section
1563(a)(1), except that “more than 50%” is substituted for “at
least 80%” in each place where appears and Section 1563(a)(4)
does not apply.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Qualified Small Business – Gross Asset Test
• In practice, this means that a “parent-subsidiary controlled
group” consists of one or more chains of corporations
connected with a common parent corporation through more
than 50% stock ownership, as determined by voting power or
by value.
• Note that Section 1563(e)(2) provides that, for purposes of
Section 1563(a)(1), stock owned directly or indirectly by a
partnership is treated as owned by any partner having an
interest of 5% or more in the capital or profits of the
partnership in proportion to his or her interest in capital or
profits, which ever such proportion is higher.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Qualified Small Business – IRS Reports
• Along with the gross asset test, Section 1202(d)(1)(C) also
requires that the corporation “agrees to submit such reports to
the Secretary and to shareholders as the Secretary may require
. . . .”
• However, to date the IRS has not provided any guidance
relating to either the timing or required content of any
reporting requirements that may apply for purposes of Section
1202(d)(1)(C).

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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QSBS Held by Pass-Through Entities
1. Allowed Pass-Through Entities
2. Calculation of Gain
3. Distributions by Pass-Through Entity
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Allowed Pass-Through Entities
• Section 1202(g) contemplates that QSB stock can be held by a
pass-through entity (PTE) and still qualify for the exclusion,
subject to certain limitations.
• Only certain PTEs qualify for this benefit:
• a partnership
• an S corporation,
• a RIC (regulated investment company), or
• a common trust fund

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved

22

Calculation of Gain – General
• The 1202(g) rules operate with respect to PTEs as follows:
• Treat the PTE as an individual shareholder of the QSB.
• Determine if gain from the sale of the QSB stock would
otherwise qualify for the exclusion under all the terms and
conditions in Section 1202.
• Treat such gain that would otherwise flow through the PTE
to a partner as excluded under Section 1202.
• This means the PTE itself must meet the 5-year holding period
and each owner of the PTE must meet the same holding period
with respect to the owner’s interest in the PTE.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Calculation of Gain – General
• Note that unless a qualifying distribution of QSB stock occurs (see
below), the PTE itself must sell the QSB stock in order for the
exclusion to qualify.
• So – if a taxpayer sells an interest in an LLC that holds QSB stock the
exclusion does not apply.

• The per-owner cap on the exclusion (described elsewhere) is applied
at the owner level, not at the PTE level, based on the owner’s prorata share of gain and pro-rata share of basis in the PTE’s QSB.
• As noted elsewhere, under certain circumstances a shareholder can
elect to rollover gain in QSB stock via Section 1045.
• There are special rules that apply to 1045 rollovers by PTEs that hold
QSB stock and they are set out in detailed regulations under Section
1045.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Calculation of Gain
Example:
• On January 1, 2019, A, B, and C form Newco, an LLC taxed as a
partnership, to carry out investing in start ups. Assume all
profit and loss is shared 1/3 each.
• Newco purchases 100 shares of Tech Corp. stock at original
issuance for cash on January 1, 2019.
• Assume all QSB rules are satisfied with respect to this issuance.
• On February 1, 2024, Newco sells all 300 shares for $3mm, and
allocates $1mm in gain and proceeds to each of A, B, and C.
• Each of A, B, and C should qualify for exclusion of the gain
under 1202, even though they did not directly own the QSB
stock.
© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Calculation of Gain – Ownership Shift
• Note that if there is a shift in ownership or a disproportionate
allocation, the exclusion may not apply.
• Example – Same as before, but prior to the PTE’s sale of Tech
Corp. stock, A buys out B’s interest. Assume that as a result of
the transfer, A is now entitled to two-thirds of the income and
proceeds from any disposition of Tech Corp. stock.
• However, A does not satisfy the original issuance requirement
with respect to the interest acquired from B.
• On February 1, 2024, Newco sells all 300 shares for $3mm, and
allocates $2mm in gain and proceeds to each of A and the
balance to C.
• While C’s allocation should qualify for exclusion, only the first
$1mm of A’s allocation should qualify.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Distribution by Pass-Through Entity
• As noted, the original issuance rule is intended to prevent
founding shareholder from transferring the benefit of the QSB
to others.
• However, certain transfers are given special treatment and
permit the transferee to stop into the shoes of the transferor
and get the benefit of 1202 even if the transferee does not
technically meet the original issuance rule.
• For example, a transfer by gift or at death comes within this
rule.
• In addition, a distribution from a partnership to a partner can
come within this rule.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Distribution by Pass-Through Entity
Example – same facts as above:
• On January 1, 2019, A, B, and C form Newco, an LLC taxed as a
partnership, to carry out investing in start ups. Assume all
profit and loss is shared 1/3 each.
• Newco purchases 100 shares of Tech Corp. stock at original
issuance for cash on January 1, 2019.
• Assume all QSB rules are satisfied with respect to this issuance.
• On January 1, 2023, Newco distributes 100 shares to C in full or
partial redemption of C’s interest.
• On February 1, 2024, C sells her 100 shares for $1mm.
• The transfer from Newco to C is ignored for purposes of the
original issuance rule provided the other QSB rules are
satisfied.
© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved

28

Distribution by Pass-Through Entity
• While a distribution of QSB stock can preserve the possibility of
exclusion for the distribute owner, a disproportionate
distribution make void this.
• The language in Section 1202 provides that a transfer from a
partnership to a partner will be treated as an exception to the
acquired-at-original-issuance rule provided “requirements
similar to the requirements of [1202(g)] are met at the time of
the transfer (without regard to the 5-year holding period
requirement).”
• This could be read to mean that a disproportionate distribution
will not qualify.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Distribution by Pass-Through Entity
Example
• Same facts as above but on January 1, 2023, Newco distributes
200 shares to C in full or partial redemption of C’s interest.
• On February 1, 2024, C sells her 200 shares for $2mm.
• Does the transfer fit within the exception to the acquired-atoriginal-issuance rule?
• Remember – C’s allocable share of Newco’s QSB shares was
one-third, or 100 shares. Arguably, the other 100 shares
received by C were in redemption for her share of other assets
held by Newco.
• If disqualified, no one gets exclusion for the “excess” 100
shares.
© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved
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In general


For purposes of Section 1202(c)(2)(A), a corporation shall be treated as satisfying the
“active business requirement” of Section 1202(e) for any period if during such period
(i) at least 80% (by value) of the assets of such corporation are used by such
corporation in the active conduct of one or more “qualified trades or businesses” (as
defined in Section 1202(e)(3)) and (ii) such corporation is an “eligible corporation”
(as defined in Section 1202(e)(4)).



Under Section 1202(e)(3), the term “qualified trade or business” means any trade or
business other than:

◦

(A)
any trade or business involving the performance of services in the fields of health,
law, engineering, architecture, accounting, actuarial science, performing arts, consulting, athletics,
financial services, brokerage services, or any trade or business where the principal asset of such trade
or business is the reputation or skill of one or more of its employees;

◦

(B)

any banking, insurance, financing, leasing, or similar business;

◦

(C)

any farming business (including the business of raising or harvesting trees);

(D)

any business involving the production or extraction of products of a character with
respect to which a deduction is allowable under Section 613 or 613A; and

(E)

any business of operating a hotel, motel, restaurant, or similar business.

◦
◦

35

Special rules






Start-up and R&D activities
Stock in other corporations
Working capital
Real estate holdings
Computer software royalties
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PLR 201436001


The facts of the Ruling involved a company that operated in the pharmaceutical industry and aided
clients in the commercialization of experimental drugs. The company’s main business activities
were researching the effectiveness of drug formulations, conducting clinical tests, and
manufacturing drugs. The company also helped clients develop successful drug-manufacturing
processes and solve other problems encountered in the pharmaceutical industry. The company’s
assets included manufacturing and clinical facilities along with intellectual property assets, such as
a patent portfolio. The company also possessed several valuable relationships in the
pharmaceutical industry.



In analyzing whether the company was engaged in a “qualified trade or business” under Section
1202(e)(3), the IRS explained that “the thrust of § 1202(e)(3) is that businesses are not qualified
trades or businesses if they offer value to customers primarily in the form of services, whether
those services are the providing of hotel rooms, for example, or in the form of individual expertise
(law firm partners).”



The IRS noted that the company in the Ruling used its specific manufacturing and intellectual
property assets to create value for customers, and was akin to a manufacturer of parts in the
automobile industry. Accordingly, despite recognizing the company’s connections to the
pharmaceutical industry, which is a component of the “health” industry (a clearly prohibited field),
the IRS ruled that the company’s activities did not amount to the performance of services in the
health industry within the meaning of Section 1202(e)(3). The Ruling specifically noted that the
“Company is not in the business of offering service in the form of individualexpertise.”
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PLR 201717010








The facts of the ruling involved a corporation that used a proprietary product and other
technologies to provide patented medical testing. The testing reports did not diagnose any aliment
or recommend treatment, the corporation simply provided laboratory reports to other health care
providers. The employees performing the testing services, other than the laboratory director, were
not required to have any specific licensing or training, but were well educated and received a year
of training in order to perform the testing services.
The IRS considered whether a corporation that uses proprietary software and other technology to
provide testing services and laboratory reports exclusively to healthcare clients was a disqualified
health service business or a disqualified business where the principal asset is the reputation or
skill of one or more of the employees.
Several facts played a key role in the IRS' determination that the business was not in a trade or
business involving services in the field of health, or a trade or business where the principal asset
was the reputation or skill of its employees. The IRS pointed out that the company itself did not
diagnose or treat any patients, but instead only provided testing and a laboratory report. The
company was not informed of any diagnosis or treatment of patients, and did not take orders or
explain laboratory tests to patients. In fact, none of the company’s revenues were earned in
connection with any patient's medical care. Finally, employees required no prior experience,
licensing, or training to qualify for the job, and the skills learned on the job were unique to the work
and not useful to other employers.
Based on the IRS' analysis and comments, it can be inferred that not all services associated with
the health care industry are disqualified "health" services. Instead, health services that fall under
the definition of “health” for IRC § 1202(e)(3)(A) purposes may be limited to those services that
diagnose or treat patients, take orders from patients, or derive revenues from patients' medical
care.
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Owen v. Commissioner, T.C. Memo 2012-21


In Owen, the taxpayer seeking QSBS status owned stock in a
corporation that sold insurance-related products, including pre-paid
legal services, long-term care insurance, and whole life insurance.
The IRS argued that the corporation's principal asset was the skill of
its two principals. The Tax Court disagreed, stating that while the
success of the business was properly attributable to two individuals,
the principal asset of the corporation was the training and
organizational structure. In coming to its conclusion, the Tax Court
noted that it was independent contractors who sold the business
products, not the employees of the business. For some reason, the
IRS didn't argue that the company was engaged in a disqualified
"insurance" business. Perhaps this suggests that the IRS views the
scope of the "insurance" category to be limited to licensed insurance
underwriters, and doesn't extend the scope to insurance agencies.
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Additional Considerations



Treas. Reg. 1.199A-5
Treas. Reg. 1.448-1T
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Five-Year Holding Period
Requirement

a.
b.

In general
Offsetting short positions
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In general


In general, the holding period of QSB stock begins on the date of issuance whether or
not the QSB stock was received in a taxable or non-taxable transaction. For the
conversion of debt or exercise of warrant, the holding period of QSB stock begins at
the time of the debt conversion to stock or exercise of warrant. For QSB stock
received for the performance of services, issuance occurs when the resulting income
is included in the service providers income under Section 83.



Special tacking rules, however, apply to the computation of the holding period if the
QSB stock is converted into other stock of the same corporation, or if the QSB stock
is acquired as a gift, by inheritance, or as a transfer from a partnership. In particular,
the holding period of stock received in a conversion includes the holding period for
the converted stock and the holding period of stock received by gift, inheritance or
from a partnership includes the period the stock was held by the donor, decedent or
partnership.



The holding period also tacks in the case of QSB stock exchanged for stock of another
corporation that is treated as QSB stock in a transaction described under Sections
351 or 368.



The holding period of stock acquired in a Section 1045 rollover transaction generally
includes the holding period of the QSB stock disposed of in the rollover transaction.
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Offsetting short positions


Section 1202(j) provides that if a taxpayer has an “offsetting short
position” with respect to any QSB stock, Section 1202(a) shall not
apply to any gain from the sale or exchange of such stock unless (i)
such stock was held by the taxpayer for more than 5 years as of the
first day on which there was such a short position, and (ii) the
taxpayer elects to recognize gain as if such stock were sold on such
first day for its fair market value.



Section 1202(j)(2) provides that the taxpayer shall be treated as
having an “offsetting short position” with respect to any QSB stock if:
(i)the taxpayer has made a short sale of substantially identical
property; (ii) the taxpayer has acquired an option to sell substantially
identical property at a fixed price; or (iii) to the extent provided in
Treasury Regulations, the taxpayer has entered into any other
transaction which substantially reduces the risk of loss from holding
such QSB stock. In addition, for purposes of Section 1202(j)(2), any
reference to the “taxpayer” includes a reference to any person who is
“related” (within the meaning of Section 267(b) or Section 707(b) ) to
the taxpayer.
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Amount of Gain Subject to
Exclusion

a.
b.
c.

Section 1202(a) exclusion
Section 1202(b) limitation on taxpayer’s eligible gain
Section 1202(i) basis rules
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Section 1202(a) exclusion


Section 1202(a)(1) provides that in the case of a taxpayer other than a corporation
gross income shall not include 50% of any gain from the sale or exchange of QSBS
held for more than five years.



Section 57(a)(7) treats 7% of the amount excluded under Section 1202 as a
preference item for alternative minimum tax purposes.



Section 1202(a)(4), added by the Small Business Jobs Act of 2010, provides that in
the case of stock acquired after September 27, 2010 and before January 1, 2011: (i)
the Section 1202(a) exclusion shall be 100%; (ii) Section 1202(a)(2) (dealing with
certain empowerment zone businesses) shall not apply; and (iii) Section 57(a)(7)
(providing that 7% of the amount excluded under Section 1202 shall be treated as a
preference item for alternative minimum tax purposes) shall not apply.



It should also again be noted that on December 17, 2010, pursuant to Pub. Law No.
111-312, the benefits afforded under Section 1202(a)(4) were extended through
December 31, 2011, and later extensions were also granted for all of 2012, 2013,
and 2014. The benefits were made permanent by Pub. Law No. 114-113 on
December 18, 2015.
For convertible debt, the gain eligible for exclusion is limited to the appreciation of
the QSB stock after the conversion.
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Section 1202(b) limitation on taxpayer’s
eligible gain


In general, Section 1202(b)(1) provides that the aggregate amount of excludable
“eligible gain” effectively allowable under Section 1202(a) with respect to QSB stock
issued by a corporation and disposed of by a taxpayer in any given taxable year
equals the greater of: (i) $10 million (reduced by the aggregate amount of any
“eligible gain” previously excluded by the taxpayer for prior taxable years as a result
of dispositions of QSB stock issued by the corporation); or (ii) 10 times the aggregate
adjusted bases of QSB stock issued by the corporation and disposed of by the
taxpayer during the taxable year.



For purposes of Section 1202(b), the term “eligible gain” means any gain from the
sale or exchange of QSB stock held for more than 5 years. In addition, gains in QSB
stock attributable to post-issuance periods are generally eligible for exclusion, subject
to the ceiling discussed above.



As previously discussed, certain limitations may apply to gain recognized on stock
that is received in exchange for QSB stock in a transaction described in Section 351
(corporate formation) or Section 368 (a tax-free reorganization). The entire amount
of any gain on a subsequent sale or exchange is eligible for the exclusion if the stock
received is stock in another qualified small business. However, if the stock is not in a
qualified small business, the exclusion only applies to the extent of the gain which
would have been recognized at the time of the transfer if Section 351 or Section 368
had not applied.
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Section 1202(i) basis rules


Section 1202(i) provides that, for purposes of Section 1202,
when the taxpayer transfers property (other than money or
stock) to a corporation in exchange for stock in such
corporation, such stock shall (i) be treated as having been
acquired by the taxpayer on the date of such exchange, and
(ii) the basis of such stock in the hands of the taxpayer shall in
no event be less than the fair market value of the property
exchanged.



One critical aspect of the “basis equals fair market value” rule
of Section 1202(i) (that is not readily apparent from the plain
statutory language of Section 1202) is that the amount of any
previously unrecognized gain that is carried over to the QSB
stock will be taxed in full at the time of the subsequent sale or
exchange (such that only subsequent appreciation in the QSB
stock constitutes “eligible gain” for purposes of Section
1202(b)(1)).

47

Potential Rollover of Gain – Section
1045

Bryan D. Keith
Grant Thornton
bryan.keith@us.gt.com
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Section 1045 – In general
•

General Rule: Taxpayer can defer the recognition of gain on
the sale of QSB stock held more than 6 months if the taxpayer
purchases replacement QSB stock within the 60-day period
beginning on the date of such sale
• Note purchase requirement for 1045 rollover. If intent to acquire
new QSB stock in non-purchase (e.g., section 351 transfer) then
the original QSB stock should be exchanged directly for the new
QSB stock.

Gain Eligible for Rollover: If section 1045 applies, gain is only
recognized on the sale of QSB stock to the extent the sale
proceeds (amount realized) exceed the cost of the
replacement QSB stock (effectively no max limit on rollover
versus $10M limit on 1202 exclusion)
• Basis: The basis of the replacement QSB stock is reduced by
unrecognized gain from the sale of the original QSB stock
• Election: Taxpayer must make section 1045 election (cannot
make election on amended return – 9100 relief necessary)
•

49

Section 1045 – Limitations on Rollover
•

Limitations on Gain Eligible for Section 1045 Rollover:
- Gain that is "built-in" to property when it is transferred in
exchange for the original QSB stock and is reflected in such stock
is not eligible for section 1045 rollover (i.e., rollover gain must
have been "accrued" after original QSB stock was received by the
taxpayer)
- If gain from QSB stock was not recognized in a section 368 or
section 351 transfer for non-QSB stock, the gain from the sale of
such non-QSB stock eligible for section 1045 rollover into
replacement QSB stock is limited to gain that would have been
recognized if section 368 or section 351 transfer had instead been
a taxable sale of the original QSB stock
- Rollover not allowed for any gain that is treated as ordinary income
- Special rules apply to partners seeking section 1045 rollover
treatment on gain from dispositions of QSB stock by partnership
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Practical Planning Considerations
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Pre-investment planning – When Should
Section 1202 be considered?
1.

2.

3.

4.

5.

5-year holding period is at least a possibility
no current need to extract after-tax cash flow from the
business during the operational phase (such that a “double”
corporate-level tax on distributions would not be an issue);
the expected overall equity growth of the business, and
related potential benefits under Section 1202 on exit, are
sufficient to overcome a corporate-level tax during the
operational phase;
expected investor base is composed of non-corporate
taxpayers that can actually potentially benefit from Section
1202;
expected investor base and/or management has the ability
to commit the necessary amount of time and resources to
ensure that the applicable requirements of Section 1202 are
satisfied at all relevant times prior to exit.
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Making the investment


Third-party valuation of the business often advisable,
especially when assets are contributed to the C corporation
or when the C corporation has non-business assets that
could taint the QSB status (10% real estate limit; 10% noncontrolled corporate stock limit)



Service providers that receive restricted stock should
consider whether it may be advantageous to make a
Section 83(b) election with respect to such stock (and may
need valuation data for this)



Consider operational covenants to bind parties to
preservation of the requirements of Section 1202
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Issues requiring ongoing evaluation /
operational covenants


Management and investors should continue to monitor the
ongoing operations of the business to ensure that the
requirements of Section 1202 are continuously satisfied.



Sufficient records should be maintained in the event that any
information requests are ultimately made by the IRS pursuant
to Section 1202(d)(1)(C).



Monitor “active business requirement” of Section 1202(e) and
other issues:
◦
◦
◦
◦
◦
◦
◦
◦

Availability of look-through rule for subsidiaries
No portfolio stock or securities
Subsequent infusions of cash; working capital
Maximum real estate holdings
Shareholder holding periods
Redemptions
Subsequent transactions / restructurings
Subsequent changes in law or changes in interpretation
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Authority for IRS to Issue Anti-abuse
Rules under Section 1202(k)

55

Section 1202(k): Authorizes IRS to
Promulgate Anti-abuse Rules


Section 1202(k) provides that
 the Secretary shall prescribe such regulations as may be
appropriate to carry out the purposes of this section,
including regulations to prevent the avoidance of the
purposes of this section through split-ups, shell
corporations, partnerships, or otherwise.



Provision enacted August 10, 1993
Does it matter that the IRS has not issued regulations
under this provision after 26 years
Consider whether rule is "self executing"
Consider what the various terms mean, including split-ups,
shell corporations, etc.
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Section 1202(k): Authorizes IRS to
Promulgate Anti-abuse Rules (cont.)


Consider typical LBO:
Before:

T
S/Hs
$

PE
Fund
stock

$$$

3

$

Buyer
Newco
$

stock

Target

After:

Target

1
$$

PE
Fund
100%

Bank

Buyer
Newco

2
100%

Target

PE Fund forms Buyer-Newco
to acquire Target stock for
cash.
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Section 1202(k): Authorizes IRS to
Promulgate Anti-abuse Rules (cont.)


Potential Issues:
1. Is the Buyer-Newco stock originally issued QSB
stock in the hands of PE Fund?
2. Should the section 1202 redemption rules apply
if acquisition debt is "pushed down" to the Target
– even if a redemption of Target stock and not
Buyer-Newco stock? (see Rev. Ruls. 73-427, 78250, 79-273).
3. When should the QSB $50 million asset basis
test be calculated?
• After step 1, step 2, or step 3?
• What if tax basis of Target assets is $45
million but FMV of Target stock is $300
million?

After:
PE
Fund
100%

Buyer
Newco
100%

Target
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Section 1244: Losses on "Small
Business Stock"
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Section 1244: Losses on "Small Business
Stock"




Benefit: Individual is entitled to claim an ordinary loss on
sale of section 1244 stock even though the loss would
otherwise be treated as a capital loss.
Limitation: Total loss that can be treated as an ordinary
loss is limited to $50,000 per taxpayer per year ($100,000
if married filing jointly)
 Stagger stock sales over multiple years, if possible, if
overall loss exceeds annual limitation

61

Section 1244: Losses on "Small Business
Stock"


Definition of Section 1244 stock (4 basic requirements):
 Stock in a domestic corporation
 Stock issued for money or other property to original
owner (individual or p-ship with individual partners)
Stock issued for other stock securities does not count
(unless E or F reorg.)
Stock issued for services does not count
 The corporation, during last 5 taxable years, derived
more than 50 percent of its gross receipts from
non-passive sources (i.e., not royalties, rents,
dividends, interests, annuities, and sales of stocks or
securities).
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Section 1244: Losses on "Small Business
Stock"


Definition of Section 1244 stock (4 basic
requirements)(continued):
 Corporation is a "small business corporation," which
means the aggregate amount of money and other
property received by the corporation for stock does not
exceed $1 million at the time the stock is issued.
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Transferring Assets from a Partnership
or S corporation to a C corporation for
QSB Stock

64

Asset Transfers: Example 1 – Private Equity
investment in S Corp business
Example
X (an S corp) and Fund LP (a
partnership) form Y (a C corp).
X contributes all of its assets to Y
Corporation, in exchange for 50
shares of Y stock. Fund LP contributes
$5M in cash to Y Corporation in
exchange for 50 shares of Y stock.
•
•
•

Do Fund LP's shares in Y qualify as
QSB Stock?
Do X's shares in Y qualify as QSB
Stock?
What if X gets 51 Y shares and
Fund LP gets 49 Y shares? (And
what if X retains "other assets"
with $100M basis and FMV.)

X Corporation
(S Corp)
50%
shares

Fund
LP

NonCash
Assets

$5M
Cash

50%
shares

Y Corporation
(C Corp)
Assets:
FMV
Cash:
$5,000,000
Non-Cash: $5,000,000

Tax Basis
$5,000,000
$1,000,000

65

Asset Transfers: Example 2 – Partnership
transfer to Newco
LLC (1) transfers its business to
Newco in exchange for 100 shares of
Newco stock; and (2) transfers the
Newco stock to Individuals in
liquidation of LLC. (Rev. Rul. 84-111,
Sit. 1, "assets over")

Individuals

Step
2

Does the Newco stock qualify as QSB
Stock in the hands of Individuals?
Does the answer change if LLC
converts under its state's "formless
conversion" statute from an LLC to a
corporation? (Rev. Rul. 2004-59)

Does the answer change if LLC files a
"check-the-box" election to be treated
an association taxed as a corporation
under Treas. Reg. 301.7701-3?

LLC

Assets and
Liabilities

Step
1

Newco

Assets and
Liabilities
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Asset Transfers: Example 3 – S corporation
Transfer to Newco
Before
Individuals

After
•

•
•

OldCo (S Corp) transfers
Business A to NewCo (C Corp).
OldCo receives in exchange
100% of NewCo's stock.
OldCo retains "Other Assets"

Individuals

OldCo
(S Corp)

OldCo
(S Corp)

Other
Assets

Other
Assets

NewCo
(C Corp)

NewCo
(C Corp)
Business A
Business A
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Asset Transfers: Example 3 – S corporation
Transfer to Newco
•

Is the NewCo stock treated as QSB Stock in the
hands of OldCo?

•

What about the rule that an S corporation stock
cannot be QSB Stock (vs. the flow-through rules
that allow an S corporation to own QSB Stock)?

•

Is the original issuance requirement satisfied?

•

What assets should be taken into account to
determine if NewCo meets the QSB $50 million
test?

•

Do these answers change if NewCo was a
qualified subchapter S subsidiary (QSUB) and its
QSUB election is revoked?

•

•

Do these answers change if NewCo was a
QSUB and OldCo sells 21% of NewCo's stock?
(what if a sale to an unrelated party versus to
one or more of the "Individuals.)
Section 1375 concerns if S-Corp has E&P?

After
Individuals

OldCo
(S Corp)

Other
Assets

NewCo
(C Corp)

Business A
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Section 1202 for PassThrough Entities
Matthew E. Rappaport
mer@frblaw.com

Section 1202 in the New
Environment
➢ Tax Cuts and Jobs Act cut the C-Corp tax rate to a flat 21%
➢ This took away one of the major barriers to using Section 1202 –
prior to the TCJA, C-Corp status was undesirable because this
“second layer of taxation” was at almost the same marginal rate as
the top individual income tax rate
➢ Unlike the changes inapplicable to C-Corps, the rate cut for C-Corps
does not have a sunset
➢ The changes applicable to non-C-Corps will sunset on December 31, 2025
unless Congress acts to extend these parts of the TCJA

Section 1202 in the New
Environment
➢ C-Corps are also not subject to the $10,000 limitation on deductibility
of all state and local income, sales, and property taxes
➢ Tax items from businesses run in pass-thru entities still taxed at
individual level, subject to all applicable rules and limitations
➢ Especially attractive when the state or locality does not impose its
own corporate-level tax
➢ C-Corps still less attractive in jurisdictions such as NYC, where a
General Corporation Tax (GCT) still applies

Section 1202 and Section 1400Z-2
➢ Section 1400Z-2 details the tax mechanics of the Qualified
Opportunity Zone (QOZ) program
➢ The QOZ program has three main tax benefits: (1) capital gain
deferral, (2) capital gain forgiveness, and (3) tax-free capital
appreciation of QOZ investments.
➢ QOZ investments may only be made through Qualified Opportunity
Funds (QOFs), which may run operating businesses directly or form
Qualified Opportunity Zone Business (QOZB) entities through which
to run an enterprise

Section 1202 and Section 1400Z-2
➢ Some commentators have theorized about how Section 1202 and
Section 1400Z-2 interact
➢ The IRS has not yet commented on the interplay through two
rounds of Proposed Treasury Regulations, which leaves taxpayers
and practitioners to interpret for themselves
➢ The application of both Section 1202 and Section 1400Z-2 in the
same transactional structure is relevant in at least two ways
➢ Potentially avoiding tax on the deferred capital gain invested in a QOF
➢ Avoiding tax on the “rollover” of proceeds from a sale or exchange of
QOZB equity

Section 1202 and Section 1400Z-2
➢ Can a QOZ investment be structured to allow a taxpayer to avoid recognition
of deferred capital gain through the use of Section 1202?
➢ Requires five-year hold and sale prior to 12/31/2026

➢ Query whether the outcome is different if a QOF is a QSB, as opposed to a
QOZB being a QSB
➢ If a QOF is a QSB, a literal interpretation of both Section 1202 and Section 1400Z2 appears to exclude deferred capital gain from income
➢

The trade-off: compliance for QOFs running enterprises directly is harder
➢ Working Capital Safe Harbor not available; 90% Test applies rather than 70% Test
➢ Some ambiguity about how cross-references to Section 1397C should apply

Section 1202 and Section 1400Z-2
➢ If the QOF instead forms a QOZB to serve as a QSB, compliance is
easier, but the tax outcome is a bit more ambiguous
➢ Sale of QOF equity probably results in recognition of deferred capital gain because
Section 1202 does not apply directly to the sale of the QOF interest (see Section
1202(g)(2), which requires a sale of the QSBS for exclusion to apply)
➢ Sale of QOZB stock (which is QSBS) after five years results in outside basis increase
under Section 705(a)(1)(B), but basis increase arguably irrelevant for deferred capital
gain recognition under Section 1400Z-2(b)(2)(A)(ii) and Section 1400Z-2(b)(2)(B)(i)
➢

Section 1202(a) appears not to apply in this context to exclude deferred capital gain from income

Section 1202 and Section 1400Z-2
➢ One other advantage to QOZB being a QSB: opens up a Section 1045 rollover
to avoid tax consequences of QSBS sale before five-year holding period has
elapsed
➢ Newest round of Section 1400Z-2 Proposed Treasury Regulations clarifies
that all sales of QOZ Property by a QOF will result in regular income tax
consequences if ten-year holding period not yet met
➢ However, this also means regular income tax deferral and avoidance techniques
may apply, including Section 1045

➢ Section 1045 rollovers allow QOFs an “escape hatch” from investments into
operating businesses and effectively shorten the ten-year holding period
requirement

Section 1202 and Section 1400Z-2
➢ Many advantages to setting up a QOZB as a QSB, despite greater compliance
burden
➢ Operating income taxed at the lower C-Corp rates, and no need to take
dividends (unless PHC or AET might apply); ten-year tax benefit effectively
wipes out second layer of taxation entirely
➢ Section 1045 rollovers allow an early exit strategy without sacrificing
Section 1400Z-2 benefits
➢ Gives the QOF a fundraising advantage over similarly situated QOFs not
using the Section 1202 strategy

