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Disclaimer

These materials have been prepared in connection with a 
continuing legal education program and solely for the purpose 
of enhancing practitioners’ professional knowledge on federal 

tax matters.  

No part of these materials constitutes written tax advice that 
may be either used or relied upon by any person for any 

purpose.
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Section 1202 / QSBS

 This presentation provides general information regarding U.S. federal 
income tax incentives available to non-corporate holders of “qualified small 
business stock” (“QSBS” or “QSB stock”) as defined under Section 1202 of 
the Internal Revenue Code.  

 In general, under current law Section 1202 allows a non-corporate 
taxpayer to potentially exclude up to 100% of the gain realized from the 
sale or exchange of QSB stock held for more than five years.  

 In addition, Section 1045 allows a taxpayer to potentially roll-over gain 
from the sale of QSB stock that has been held for more than 6 months.   

 Unless otherwise specified, all “Section” references are to the U.S. Internal 
Revenue Code of 1986, as amended (the “Code”), or applicable Treasury 
Regulations promulgated thereunder.
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Section 1202 / Where are we Now? 

 Changes in law since our last presentation in 2015
◦ 100% exclusion (not subject to the AMT) made permanent
◦ Drastic reduction in the federal corporate tax rate to 21%

 Transactional landscape
◦ Increasing focus on 1202 (starting in late 2010)
◦ 5-year holding requirement / investments maturing

 Political landscape
◦ Post-TCJA environment / tax policy
◦ Press coverage of Section 1202

 What does the future hold?



2. General Benefits and Eligibility

a. Determining the amount of the exclusion
b. Stock held by a non-corporate taxpayer in a qualifying C-corporation
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Determining the amount of the exclusion

 The exclusion for QSBS is currently 100% (not subject to the AMT).

 Historically, Section 1202 provided for other exclusion percentages, depending on 
when stock was acquired and the type of business, and also provided for varying 
percentages of the Section 1202 exclusion to be treated as a preference item for AMT 
purposes.  

 The Protecting Americans from Tax Hikes Act of 2015 (the “PATH Act”) amended 
Section 1202 of the Code to permanently extend the 100% exclusion for eligible gain 
on sales of QSBS.  

 As originally enacted in 1993, Section 1202 of the Code allowed for a 50% exclusion 
of the amount of eligible gain from the sale of QSBS held more than five years.  

 A subsequent amendment to Section 1202 of the Code raised this percentage to 75% 
for QSBS acquired between February 18, 2009 and September 27, 2010.  

 In 2010, the exclusion percentage was increased to 100% for QSBS acquired after 
September 27, 2010 and before January 1, 2012 (this period was later extended to 
QSBS issued in 2012, 2013 and 2014).  

 The PATH Act effectively made the 100% exclusion applicable for 2015 and all years 
thereafter. The 100% exclusion applies for purposes of both the regular AMT.
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Stock held by a non-corporate taxpayer in a 
C-corporation

 In general, in order to qualify for the benefits of Section 
1202 a non-corporate taxpayer must acquire and hold stock 
in a qualifying C-corporation.  

 The benefits of Section 1202 do not directly apply to equity 
interests acquired and held in pass-through entities, such 
as S-corporations or partnerships.  

 However, as discussed in more detail later in this 
presentation, an individual taxpayer’s allocable share of 
gain attributable to a sale of QSBS by a pass-through entity 
may potentially qualify as gain eligible for the Section 1202 
exclusion.



3. Overview of Requirements

a. Stock of a C-corporation acquired at “original issuance”
b. Qualified small business requirement
c. Active business requirement
d. Five-year holding period
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Primary requirements for Section 1202 QSBS

 There are four main requirements that must be satisfied 
before gain on the sale of stock is potentially eligible for the 
exclusion under Section 1202. 

 (1)  Stock of a C-corporation acquired at “original issuance”

 (2)  Qualified small business requirement

 (3)  Active business requirement

 (4)  Five-year holding period



4. Stock of a C-corpration Acquired 
at “Original Issuance”

a. Stock of a C-corporation
b. “Original issuance” requirement
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Stock of a C-corporation

 For purposes of Section 1202(c)(1), the issuing corporation 
must be a C-corporation. 

 In addition, it should be noted that for purposes of the “active 
business requirement” of Section 1202(e) the issuing 
corporation must also be an “eligible corporation” as defined in 
Section 1202(e)(4).  

 Section 1202(e)(4) defines an “eligible corporation” as any 
domestic corporation other than:  (i) a DISC (a “domestic 
international sales corporation” as defined in Section 992(a)) 
or former DISC; (ii) a corporation with respect to which an 
election under Section 936 is in effect or which has a direct or 
indirect subsidiary with respect to which such an election is in 
effect; (iii) a RIC (regulated investment company), REIT (real 
estate investment trust), or REMIC (real estate mortgage 
investment conduit); and (iv) a cooperative.
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“Original issuance”

 Pursuant to Section 1202(c)(1)(B), QSB stock must 
generally be acquired at “original issue” (directly or through 
an underwriter) in exchange for money or other property, or 
as compensation for services performed for such 
corporation (other than services performed as an 
underwriter of such stock).

◦ The concept of “property”
◦ Restrictions on redemptions
◦ Incorporation of a partnership
◦ Section 83(b) elections
◦ Convertible securities, options, warrants
◦ Stock acquired by gift or upon death of holder
◦ Stock received in certain corporate transactions
◦ Stock held through pass-through entities



5. Qualified Small Business 
Requirement

a. In general
b. Aggregate gross assets test
c. Submission of reports to the IRS
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In general

 Section 1202(d)(1) defines a “qualified small business” as a 
domestic C corporation if:  

◦ (i) the aggregate gross assets of such 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 for potential qualification as QSB stock, do not 
exceed $50 million; 

◦ (ii) the aggregate gross assets of such corporation immediately after 
the issuance of the stock being tested for potential qualification as QSB 
stock (determined by taking into account amounts received in the 
issuance) do not exceed $50 million; and 

◦ (iii) such corporation agrees to submit to the IRS and its shareholders 
any “reports” that the IRS may “require to carry out the purposes of” 
Section 1202.
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Aggregate gross assets test

 For purposes of Section 1202(d)(1), the term “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).  

 However, stock that otherwise qualifies as QSB stock as of the date of issuance will not lose 
that status solely by virtue of the fact that a corporation subsequently exceeds the $50 
million threshold. 

 In addition, and also for purposes of aggregate gross asset test of Section 1202(d)(1), 
certain aggregation rules under Section 1202(d)(3)(A) provide that corporations that are 
part of a “parent-subsidiary controlled group” shall be treated as one corporation.  Section 
1202(d)(3)(B) defines a “parent-subsidiary controlled group” as any controlled group of 
corporations as defined under Section 1563(a)(1) (except that “more than 50%” shall be 
substituted for “at least 80%” in each place where appears and Section 1563(a)(4) shall not 
apply).  

 In general, Section 1563(a)(1), as modified by Section 1202(d)(3)(B), effectively defines a 
“parent-subsidiary controlled group” as consisting 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.  Section 1563(e)(2) also provides that, for 
purposes of Section 1563(a)(1), stock owned directly or indirectly by a partnership shall be 
considered 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. 



22

Submission of reports to the IRS

 To date, the IRS has not promulgated 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).



6. Active Business Requirement

a. In general 
b. Special Rules
c. PLR 201436001
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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.
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Special rules

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



7. Five-Year Holding Period 
Requirement

a. In general 
b. 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.  

 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.



8. Amount of Gain Subject to 
Exclusion

a. Section 1202(a) exclusion
b. Section 1202(b) limitation on taxpayer’s eligible gain
c. 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.  
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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)). 



9. Potential Rollover of Gain –
Section 1045

a. In general
b. Specific requirements
c. Rollover of gain in partnership context
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In general

 Section 1045 allows a taxpayer to defer recognition of gain from the sale of QSB 
stock if the taxpayer purchases replacement QSB stock within a 60 day period 
beginning on the date of the sale.  

 Provided that all the requirements of Section 1045 are satisfied, gain recognized from 
the sale of QSB stock is limited to the extent to which the amount realized (i.e., gross 
proceeds) on the sale exceeds the cost of replacement QSB stock purchased by the 
taxpayer, and the basis of the replacement QSB stock is reduced by the amount of 
the unrecognized gain. 

 Section 1045 also incorporates by reference the special basis rules in Section 1202.  
Thus, in general, the amount of any gain attributable to periods prior to the receipt of 
the QSB stock is not eligible for roll over and must be recognized at the time of the 
sale or exchange.  Only gain accrued after the time of receipt of the QSB stock can be 
deferred.  

 Further, if QSB stock is exchanged in a Section 351 or Section 368 transaction for 
stock of Newco or the Acquiring Corporation, and Newco or the Acquiring Corporation 
is not itself a qualified small business, the amount of gain which may be rolled over 
under Section 1045 is limited to the gain that would have been recognized at the 
time of the Section 351 or Section 368 transaction if the original QSB stock had been 
sold in a taxable transaction at that time. 
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Specific requirements

 Non-corporate taxpayer
 Sale of QSB stock
 Six-month holding period
 Section 1045 election
 Character of gain
 Purchase of replacement QSB stock within 60-day period
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Rollover of gain in partnership context

 Rollover by partnership
 Rollover by partner
 Rollover of directly held QSB stock through a purchasing 

partnership
 Other partnership transactions



10. Administrative / Judicial 
Authorities

a. Natkunanathan v. Comm’r
b. Owen v. Comm’r 
c. Holmes v. Comm’r
d. PLR 9810010
e. PLR 201603010
f. PLR 201436001
g. PLR 201717010
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Natkunanathan v. Commissioner, T.C. Memo. 
2010-15, aff'd, 479 Fed.Appx. 775 (9th Cir. 2012) 
 Taxpayer owned options of a C corporation which were 

converted to options of Intel after a merger in 2001. Two 
years after the merger,  the taxpayer exercised his Intel 
options and sold the Intel stock. 

 The taxpayer sought to exclude 50% of the gain under IRC 
§ 1202(a)(1) by arguing that the Intel options acquired in 
the merger retained the QSBS character of the original 
corporation under an equivalent provision of IRC § 1202(h). 

◦ The taxpayer was unable to show that original corporation was a 
“qualified small business” under IRC § 1202(d)

◦ The taxpayer simply sold shares of Intel (after immediately 
exercising the options).  The QSBS rules only apply to stock, not 
options held for 5 year.
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Owen vs. Commissioner, T.C. Memo 2012-21 
 Taxpayer owned a qualified small business (which sold 

“prepaid legal service policies”). He sold the business on June 
17th and formed a new jewelry business on August 12th, 
investing $2 million of sales proceeds with the goal of deferred 
gain under IRC § 1045.

 In its first two years, the jewelry business only purchased 
$150,000 of jewelry and sold $12,000.  The rest in cash.

◦ The taxpayer was unable to show that the jewelry business was 
engaged in an “active trade or business” under IRC § 1202(e).

◦ Assets can held for a company’s "reasonably required working 
capital needs" during the first two years of existence. IRC §
1202(e)(6).  Because the taxpayer had only spent 8% of his initial 
investment after two years, the Tax Court found that the jewelry 
company was not engaged in active trade or business.
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Holmes v. Commissioner, T.C. Memo 2012-251,
aff'd, 593 Fed.Appx. 693 (9th Cir. 2015)
 Taxpayer owned two companies, MacroPore and 

LeonardoMD.  He sold more than $3 million of MacroPore 
and reinvested proceeds in LeonardoMD, alleging the sales 
qualified as tax-deferred rollovers under IRC § 1045. 

 Tax Court found that MacroPore was not a qualified small 
business because: The taxpayer was unable to show that original 
corporation was a "qualified small business" under IRC § 1202(d)

◦ The taxpayer provided no evidence he received MacroPore shares 
at original issuance or that the value of the company was less than 
$50 million at the time of the sale; and

◦ The taxpayer could not show that MacroPore was engaged in a 
qualified trade or business.
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PLR 9810010 (March 6, 1998) 
 Corporation engaged in a divisive “D” reorganization 

(under IRC § § 368(a)(1)(D) and 355), where a 
qualified small business (“Distributing”) formed a new 
corporation (“Controlled”), dropped one of 
Distributing’s lines of business into Controlled, and 
then spun Controlled off to certain Distributing 
shareholders in exchange for the Distributing stock.

 IRS ruled that the Controlled stock received by 
Distributing shareholders would be treated as QSBS 
under IRC § 1202(h)(4)(A). 

 Shareholders of Controlled could tack their holding 
period for the Controlled stock to their prior holding 
period for the Distributing stock.
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PLR 201603010 (Jan. 15, 2016) 
 The IRS examined a “F” reorganization (IRC §

368(a)(1)(F)) involving the change in form of an 
entity.

 The shareholders of a C corporation, which was a 
qualified small business under IRC § 1202, converted 
the corporation to an LLC, but checked the box so 
that the LLC would continue to be taxed as a 
corporation. 

 IRS ruled that under IRC § 1202(h)(3), a successor 
corporation in an F reorganization is treated as the 
same corporation as its predecessor.  Therefore, the 
original stock of the corporation retains its QSBS 
characteristics even after its conversion to an LLC. 
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PLR 201436001 (Sept. 5, 2014) 
 The IRS reviewed whether a corporation meets the "qualified 

trade or business" requirement of IRC § 1202(e)(3) and is a 
qualified small business. 

 The corporation provided products and services in the 
pharmaceutical industry, working with clients to commercialize 
experimental drugs.  Its business activities consisted 
specifically of

◦ (1) research on drug formulation effectiveness;

◦ (2) pre-commercial testing procedures, such as clinical 
testing; and

◦ (3) manufacturing of drugs. In addition, the corporation 
worked with clients to solve problems in the pharmaceutical 
industry, such as developing successful drug manufacturing 
processes. 
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PLR 201436001 (Sept. 5, 2014) – Continued

 The PLR concludes that the corporation was engaged in a 
qualified trade or business for purposes of IRC § 1202.

 According to the PLR, "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 pharmaceutical company’s "activities involve the 
deployment of specific manufacturing assets and 
intellectual property assets to create value for customers.“

 According to the IRS, the corporation was "a 
pharmaceutical industry analogue of a parts manufacturer 
in the automobile industry."
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PLR 201717010 (April 28, 2017) 
 Same issue as PLR 201436001: whether a corporation 

meets the "qualified trade or business" requirement of 
IRC § 1202(e)(3) and is a qualified small business. 

 The corporation used a patented technology to test 
for specific diseases, the results of which were 
analyzed and summarized in laboratory reports for 
healthcare professionals.

 The company’s reports did not diagnose or 
recommend treatment; the company did not explain 
its reports to patients.

 The company’s "sole function is to provide healthcare 
providers with a copy of its laboratory report."
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PLR 201717010 (April 28, 2017) – Continued

 Company’s lab director was required to have an MD or a PhD, but 
the other lab personnel were not subject to state licensing 
requirements and the skills they bring with them when the 
company hires them are almost useless when performing the test 
to create the report.

 The skills the employees acquire at the company are not useful to 
other employers. 

 PLR concludes that for purposes of section 1202(e)(3), the 
company is not in a trade or business

◦ (i) involving the “performance of services in the field of health,” 
or 

◦ (ii) whose principal asset is “the reputation or skill of one or 
more of its employees.”
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11. Basic Examples / Reporting

a. Example #1 – $10 million gain exclusion
b. Example #2 – 10x basis gain exclusion
c. Example #3 – gain rollover
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Examples / Reporting
Example #1 – $10M Gain Exclusion:

1. On 7/1/2008, John invested 40 cents to buy 200K shares of ABC Corp. (QSBS)

2. On 7/1/2018 (10 years later), John sold all 200K shares for $22M.

3. John realized $22M LTCG.

4. John qualified for the $10M QSBS gain exclusion.

Example #2 – 10X Basis Gain Exclusion:

1. On 7/1/2008, John invested $2M to buy 200K shares of ABC Corp. (QSBS)

2. On 7/1/2018 (10 years later), John sold all 200K shares for $60M.

3. John realized $58M LTCG.

4. John qualified for a $20M (10X Basis) QSBS gain exclusion.

Example #3 – Gain Roll Over:

1. Same facts as Example #2.

2. Except John originally invested on 7/1/2014, not meeting the 5-year holding period for gain exclusion.

3. On 8/1/2018, John invested $6M (10% of the $60M proceeds) in another QSBS.

4. John qualified for the §1045 gain roll over because he reinvested within 60 days from the date of the QSBS sale.
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12. Planning Considerations / 
Hypothetical Case Studies

a. Pre-investment planning
b. Making the investment
c. Issues requiring ongoing evaluation / operational covenants
d. Planning for exit
e. Tax filing requirements and document retention
f. Case Study #1 (LLC / partnership conversion to a C corp)
g. Case Study #2 (C corp “common strip” incentive equity structure)
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Pre-investment planning

 In addition to the wide variety of traditional factors (both tax and non-tax) that should be 
evaluated when structuring an investment, the potential benefits that may be available 
under Section 1202 should be seriously considered.

 In general, attempting to plan into Section 1202 may make sense in a situation where, 
among other things:  

◦ (i) a five-year holding period is at least a possibility (particularly given the longer investment “holds” experienced 
in recent years following the economic downturn); 

◦ (ii) the aggregate gross asset value of the business is expected to be equal to or less than $50 million;
◦
◦ (iii) the general profile of the expected business operations are such that the “active business requirement” of 

Section 1202(e) should be satisfied; 

◦ (iv) there is not a 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); 

◦ (v) 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; 

◦ (vi) the expected investor base is composed of non-corporate taxpayers that can actually potentially benefit from 
Section 1202; and 

◦ (vii) the 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

 Once a decision has been made to affirmatively structure an 
investment with a view toward potentially obtaining the benefits of 
Section 1202, the parties should consult with their tax and other 
advisors to ensure that the relevant requirements are satisfied and 
that important information is properly documented at the outset. 

 For example, a third-party valuation of the business would generally 
be advisable, both for purposes of ensuring that the $50 million 
aggregate asset value threshold is not exceeded and to establish a fair 
market value basis with respect to any property contributions being 
made by investors.  

 In addition, service providers that receive restricted stock should also 
use any valuation data to assess whether it may be advantageous to 
make a Section 83(b) election with respect to such stock.

 Finally, the parties should also decide whether they wish to be bound 
by any operational covenants that are intended to facilitate the 
preservation of the requirements of Section 1202.



82

Issues requiring ongoing evaluation / 
operational covenants

 In general, following an investment the investor base and/or management must 
continue to monitor the ongoing operations of the business in order to ensure that 
the requirements of Section 1202 are continuously satisfied (along with any specific 
operational covenants that the parties may have agreed to in connection with such 
requirements).

 In addition, 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). 

 Although the parties are likely to focus upon the general satisfaction of the “active 
business requirement” of Section 1202(e), there are a variety of subsidiary issues 
embedded in Section 1202(e) (as well as other issues) that the parties may 
inadvertently overlook.  These issues include:

◦ 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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Planning for exit

 Exits before the expiration of the 5-year holding period
 Exits after the expiration of the 5-year holding period
 Tax filing requirements and document retention



• Basic Facts:
• Assume the following facts:

• (i) an individual founder has operated a sole proprietorship as a wholly-owned LLC for one 
year; 

• (ii)  the assets of the business are currently valued at $25 million; 
• (iii) the business qualifies as a “qualified small business” for purposes of Section 1202; 
• (iv) the operational income of the enterprise is expected to be reinvested back into the 

business in order to promote future growth; 
• (v) the founder is considering raising $25 million of new capital through a third-party 

investment fund (owned, in part, by individuals and operated as a partnership); 
• (vi) the investment fund would prefer to invest in a corporate entity (due to potential UBTI 

concerns and state tax exposures); and 
• (vii) the parties expect that it will take at least 5 years before they are ready for a potential 

exit / liquidity event. 

Case Study #1 – LLC/Partnership Conversion
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• Considerations / Analysis:
• On these general facts, the enterprise seems like a very strong 

candidate for formation and future operation as a C corporation.  
• Key considerations include:  

• (i) the fact that the founder might be able to obtain a $250 million exclusion under Section 
1202 (stock basis will be determined using fair market value under Section 1202(i)); 

• (ii) the relatively low federal corporate income tax rate on C corporation income at 21%; 
• (iii) the third-party investment fund would obtain is desired “blocked” interest in a C 

corporation (eliminating UBTI and state tax exposures); 
• (iv) the fund’s individual investors might also be able to obtain substantial potential benefits 

under Section 1202; and 
• (v) in an exit scenario, the shareholders might be able to benefit, in whole or in part, from 

some form of tax deferral under the reorganization provisions of Section 368.

Case Study #1 – LLC/Partnership Conversion
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• Basic Facts:
• Some investors are tax-exempt and have UBTI concerns 
• Some individual investors taxed at high rates (federal plus state)
• Operational cash-flow will be reinvested in the business
• Business generally expected to qualify for benefits under Section 1202
• Management would like to receive incentives similar to profits interests
• Exit horizon expected to be 5 years or more

• Analysis:
• On balance, seems like a very strong candidate for C-corp Holdco
• Corporate tax rate of 21% (federal) presents lower operational drag
• Tax-exempt investor does not need to invest through blocker
• Section 1202 benefits could be significant on exit (and more than offset loss of 

potential premium for asset step-up)
• Management “profits interests” could be replicated through a “common strip” 

(common stock that sits under preferred from investors)

Case Study #2 – “common strip” structure
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• “common strip” structure
• Target equity value = $25 million at close
• “Preferred” stock issued = $25 million
• “common strip” sits under “preferred” 
• Common effectively shares in growth above $25 million
• Care must be taken to value common strip (i.e., cannot use a simple “liquidation 

value” approach as with an LLC / partnership profits interest)
• Must account for potential “option value” of the common

Case Study #2 – “common strip” structure
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