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Super saver special: Tax-free sales of small-business stock

With December’s tax bill, Congress 
has given investors an opportunity 
they have not had since the income 

tax was enacted in 1913: The ability to sell 
stock tax-free.

The temporary benefits under the bill, 
which apply to investments in stock of qual-
ified small businesses made during 2011, are 
a boon for both investors and companies.

As a result of the new law, investors 
may want to seek opportunities to invest 
in companies eligible for the special tax 
break, and entrepreneurs may wish to ex-
plore organizing their businesses so that 
investors are eligible for the benefits.

A bit of history: The tax code has long 
contained incentives to encourage invest-
ment in small businesses, including an exclu-
sion from taxable income for gain on the sale 
of so-called “qualified small business stock.”

For most of the last decade, this exclu-
sion has been of limited benefit. On the 
face of the law, a 50 percent exclusion ap-
plied. However, a higher capital gains rate 
was applied to the rest of the gain, result-
ing in an effective tax rate of 14 percent—
hardly a saving over the current standard 
15 percent rate. (Certain deferral and roll-
over rights are also available for qualified 
small business stock.)

To encourage investment during the re-
cession, Congress in 2009 temporarily re-
duced the effective rate to 7 percent. But 
given the advantages of other forms of 
business organization and certain techni-
cal issues, this was not enough to get in-
vestors excited.

To solve this problem, the Small Busi-
ness Jobs Act that was passed in the fall did 
something unprecedented in the history of 
the tax law: It made the gain from the sale 
of qualifying small business stock tax-free.

The catch was that you had to buy the 
stock in the three-month window between 
the enactment of the law and the end of 
2010. This was hardly enough time for 
those who didn’t already have an invest-
ment in the pipeline to identify potential 
opportunities, much less to close on them.

However, with December’s tax bill, 
the benefit has been extended for stock 
purchased at any point during 2011. The 

Obama administration recently announced 
that it will propose making the exclusion 
permanent in its upcoming budget pro-
posal.

Unless Congress acts, on New Year’s 
Day of 2012, the exclusion reverts to the 
pretty much useless 50 percent level un-
der prior law. (If capital gains tax rates 
go up in 2013, when the Bush tax cuts are 
now set to expire, there may be a benefit 
once again.)

“Qualified small business stock” must 
meet a number of technical requirements:
n The issuer must be a domestic “C cor-

poration”—that is to say, a corporation that 
has not elected to be taxed under special 
flow-through rules.
n The gross assets of the corporation 

must be valued at less than $50 million at 
or before the time of issuance.
n At least 80 percent of the corpora-

tion’s assets must be used in the active 
conduct of a business. Certain special types 
of businesses don’t qualify.

In addition, there are requirements for 
investors to make sure that they are put-
ting new money into the business. Inves-
tors must acquire the stock directly from 
the company for money or property, or as 
compensation. Purchases on the secondary 
market don’t count.

To obtain tax-free treatment, inves-
tors need to hold the stock for at least 
five years. To make sure that the funds 
represent an increased investment in the 
company, there are certain restrictions re-
garding redemptions from the investor or 
other investors in the period surrounding 
the investment.

Finally, if the investment is too much 
of a success, the benefits phase out: The 
amount of gain that can be excluded is gen-

erally limited to the greater of 10 times the 
shareholder’s basis or $10 million.

The new law presents planning opportu-
nities for both investors and entrepreneurs.

For investors, the law creates an opportu-
nity to invest in small and midsize business-
es in 2011. If those investors hold the stock 
for five years and the company continues 
to meet the qualified small-business stock 
requirements, the gain will be tax-free.

The benefits are available both to angel 
investors and to investment partnerships, 
such as venture capital funds, with indi-
viduals as owners. Corporate owners are 
not eligible for the benefits.

Investors seeking tax-free treatment for 
small-business investments will want to 
negotiate protections to ensure that the 
technical requirements for the benefits are 
met. While corporations may want to of-
fer these protections in order to encourage 
investments, they do present trade-offs by 
reducing flexibility in business operations 
and constraining redemptions.

Though the purpose of the law is to en-
courage new investments, the benefits also 
appear to be available to employees hold-
ing options and warrants in eligible small 
businesses who exercise them in 2011. If 
an investor exercises the option and holds 
the investment for five years, the gain 
could be tax-free.

Because the benefits under the new rules 
are available only for C corporations, en-
trepreneurs starting businesses in 2011 (or 
growing businesses reconsidering their form 
of organization) may wish to reconsider the 
usually disfavored C corporation structure.

While the considerations differ from 
case to case, one thing is certain: The new 
rules are extraordinary in that they allow 
investors to sell an appreciated asset with-
out paying tax, which is unheard of in the 
federal income tax law.

In light of the benefits available under 
the new law, small and midsize businesses 
raising money this year may wish to recon-
sider their choice of entity, and investors 
may wish to give special consideration to 
investments in qualified businesses.

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