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Who Knew? LLCs Can Enhance
Qualified Small Business Stock

By Peter J. Elias and Steven C. Malvey

It is often said that any new start-up business
planning to raise equity investments from the pri-
vate equity and venture capital world generally
must be organized as a corporation rather than as a
limited liability company. Although the merits of
that statement are debatable, the most cited reason
for the statement is that LLCs are generally classi-
fied as partnerships for U.S. tax purposes. Many
private equity and venture capital investment funds
are backed by tax-exempt investors consisting of
pension plans, endowments, or similar entities,
which might have adverse income tax conse-
quences by making an investment in an operating
business classified for U.S. tax purposes as a part-
nership. Although there are various legal structures
available that can mitigate those consequences, the
desire for simplicity sometimes mandates that the
operating business be organized as a corporation
from the outset. Recent amendments to section 1202
might give entrepreneurs an additional reason to
rethink those assumptions.

A. Background
Before 2010, section 1202 generally provided in-

dividual taxpayers with what was, in most cases, a
very small tax rate reduction for gains recognized
from sales of qualified small business stock (QSBS)
that was held for more than five years.1 In fact, the

reduction in tax was so minor, it was hardly worth
the time required to fully understand the provisions
in the first place.2

That all changed significantly following the 2008
financial crisis. In the wake of the crisis, Congress
passed the Creating Small Business Jobs Act of 2010
(2010 Jobs Act) to encourage individual taxpayers to
make additional equity investments in start-up cor-
porations during the remainder of calendar year
2010. The 2010 Jobs Act included an amendment to
section 1202 that for the first time provided for a
complete U.S. federal income tax exemption (with
no application of the alternative minimum tax) for
specific gains recognized by noncorporate investors
on the sale of QSBS held for more than five years —
but only if the stock was purchased at original issue
in the limited window after September 27, 2010, and
before January 1, 2011.3

Although initially intended as a tax incentive for
stock issued during a limited period, the 0 percent
rate for gains on QSBS became so popular that
Congress began expanding it. In fact, Congress
repeatedly extended the applicable window for
issuance of the 0 percent-eligible QSBS in successive
one-to-two-year tranches, so that as of the end of
2015, the 0 percent rate could apply to QSBS issued
anytime after September 27, 2010, and before Janu-
ary 1, 2015.4 Most recently, on December 15, 2015,
President Obama signed into law the Protecting

1In general, section 1202 excluded from taxable income 50
percent of a noncorporate taxpayer’s gains from the sale of

QSBS, increased to 75 percent for stock acquired between
February 18, 2009, and September 27, 2010. However, the 50
percent (or 25 percent, as applicable) portion that was not so
excluded continued to be taxed at maximum federal rates of up
to 28 percent, rather than the typical 15 percent (later increased
to 20 percent) maximum rate applicable to ‘‘normal’’ long-term
capital gains. Moreover, the excluded portion was subject to the
federal alternative minimum tax regime. That combination of
factors caused the actual tax benefits of section 1202, as applied
to QSBS issued before September 27, 2010, to be extremely
minor in most situations.

2Although the pre-2010 version of section 1202, when it
applied, only provided a minor tax benefit, section 1202, in
conjunction with section 1045, could provide more significant
tax benefits in some circumstances. Generally, section 1045
permits a noncorporate taxpayer to defer taxable gains upon the
sale of QSBS that was held for more than six months if (and to
the extent that) the taxpayer reinvests in other QSBS at any time
during the 60-day period beginning on the date of that sale.

3The Small Business Jobs Act of 2010, P.L. 111-240, section
2011(a).

4See Tax Relief, Unemployment Insurance Reauthorization,
and Job Creation Act of 2010, P.L. 111-312, section 760(a)(1) and
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In this article, Elias and Malvey discuss how
recent amendments to section 1202 could provide
significantly enhanced tax benefits to founders of
start-up ventures that were initially organized as
limited liability companies. They also discuss the
requirements for obtaining a 0 percent federal in-
come tax rate on gains from sales of qualified small
business stock.
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Americans From Tax Hikes Act of 2015, which
makes permanent the 0 percent rate for specific
gains from sales of QSBS.5 Thus, assuming all
applicable requirements are met, the 0 percent
federal income tax rate could now apply to gains
from sales of QSBS acquired anytime after Septem-
ber 27, 2010.6

B. Discussion

One of the many requirements that must be
satisfied for a taxpayer to qualify for the 0 percent
tax rate on gains from sales of QSBS is that the
taxpayer must have acquired the stock at original
issuance from a C corporation.7 For this reason, one
might assume that the potential tax exemption
offered by section 1202 would mandate a start-up
venture be formed as a C corporation rather than an
LLC. However, on closer examination, some aspects
of section 1202 may provide significantly enhanced
tax benefits to founders of start-up ventures initially
organized as LLCs.

Below we discuss (1) the general rules for quali-
fying for the 0 percent federal tax rate for gains from
the sale of QSBS, (2) certain quirks in the operation
of section 1202 that create interesting results for
entities initially formed as LLCs and taxed as part-
nerships but that later convert to C corporation
status, and (3) some side effects that should be
considered regarding the conversion of an LLC
taxed as a partnership into C corporation status.

1. General requirements and limits of section
1202. As noted, section 1202 provides a complete
federal income tax exemption (with no application
of the AMT) to noncorporate taxpayers on gains
from the sale of shares of stock that satisfy specific
requirements. However, several requirements must
be satisfied before those benefits can be realized.
And even if those requirements are met, there are
important limitations on the amount of gain that
can qualify for the 0 percent rate.

a. General requirements. The general require-
ments for qualifying for the 0 percent federal tax
rate on gains from the sale of QSBS include the
following:

• The taxpayer recognizing the gain must not be
a corporation and must have acquired the
stock at original issue from a domestic C
corporation.8

• The taxpayer must have held the stock for
more than five years.9

• The taxpayer must have acquired the stock at
original issue after September 27, 2010, in
exchange for cash, property other than cash or
stock, or services.10

• The aggregate gross assets of the corporation
that issued the stock cannot have exceeded $50
million at any time before (and including the
time immediately after) the issuance of the
stock to the taxpayer.11 Importantly, the
amount of a corporation’s assets at any given
time is generally measured by the corpora-
tion’s adjusted tax basis in those assets, except
when any property is ‘‘contributed’’ to the
corporation. In that case, the property must be
taken into account for this purpose based on its
fair market value at the time of the contribu-
tion.12

• During ‘‘substantially all’’ of the taxpayer’s
holding period of the stock, at least 80 percent
of the issuing corporation’s assets must be
used by the corporation in the active conduct
of one or more qualified trades or businesses.13

Although many types of trade or business
should qualify for this purpose, the following
are specifically excluded: 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, and
brokerage services. Also specifically excluded
is any trade or business for which the principal
asset is the reputation or skill of any of its
employees.14

(2) (extending window for QSBS issuances potentially qualify-
ing for 0 percent federal tax rate by one year through Dec. 31,
2011); American Taxpayer Relief Act of 2012, P.L. 112-240,
section 324(a)(1) and (2) (extending window by two years
through Dec. 31, 2013); Tax Increase Prevention Act of 2014, P.L.
113-295, section 136(a)(1) and (2) (extending window by one
year through Dec. 31, 2014).

5Protecting Americans from Tax Hikes Act of 2015, P.L.
114-113.

6Section 1202(a)(4).
7Section 1202(c).

8Section 1202(a)(1) and (c)(1)(B). There are limited exceptions
to the ‘‘must be acquired at original issue’’ requirement. See, e.g.,
section 1202(f) (applicable to some tax-free exchanges of QSBS
for other stock) and section 1202(h)(2) (special rules applicable
to stock acquired by gift, upon death or upon some types of
tax-free distributions from partnerships).

9Section 1202(a)(1).
10Section 1202(a)(4) and (c)(1)(B)(i). Gain from the sale of

stock originally acquired on or before September 27, 2010, may
qualify for more limited tax benefits. See section 1202(a)(1), (2),
and (3).

11Section 1202(d)(1)(B).
12Section 1202(d)(2)(B).
13Section 1202(e)(1).
14Section 1202(e)(3). See also LTR 201436001 (ruling that a

pharmaceutical company that specialized in the commercializa-
tion of experimental drugs was engaged in a qualified trade or
business for purposes of section 1202 despite the proximity of its
business activities to the field of health).
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• The issuer of the stock must not have engaged
in specific levels of buybacks (redemptions) of
its own stock during specified periods before
or after the date of issuance of the stock to the
taxpayer.15

b. Limitations. A noncorporate taxpayer who
recognizes gain from the sale of stock meeting the
above requirements can thus generally qualify for a
0 percent federal income tax rate. However, the
amount of gain eligible for this 0 percent rate is
subject to a cap. Section 1202(b)(1) states that the
aggregate amount of gain for any taxpayer regard-
ing an investment in any single issuer that may
qualify for these benefits is generally limited to the
greater of either $10 million or 10 times the taxpay-
er’s adjusted tax basis in the stock. For a taxpayer
who invests cash in the QSBS, basis would gener-
ally be equal to the cash purchase price.16 However,
there is a special rule for when a taxpayer instead
purchases the QSBS for in-kind property (that is,
other than cash). In those cases, the taxpayer’s basis
in the QSBS, solely for purposes of these section
1202 rules, is deemed to be an amount not less than
the FMV of the property transferred for that QSBS
(the basis-is-not-less-than-value rule).17

The general purpose of the basis-is-not-less-than-
value rule is to ensure that inherent built-in gain for
any property contributed to a corporation in ex-
change for QSBS does not qualify for the section
1202 benefits.18 In other words, only the gains from
the sale of QSBS that are attributable to appreciation
in value of the QSBS occurring after the date of
issuance are potentially eligible for the section 1202
benefits. However, the basis-is-not-less-than-value
rule is the key to understanding how the section
1202 benefits may be significantly increased when a
start-up venture is initially organized as an LLC
and later converts to corporate status.
2. Application of section 1202 to LLC conversions.
The basis-is-not-less-than-value rule of section
1202(i) creates some interesting results when ap-
plied to a business that is originally formed as an
LLC (and taxed as a partnership) but later converts
to C corporation status. This is perhaps best illus-
trated with a simplified example:

Example 1: Assume that on January 1, 2016, an
entrepreneur organizes a new business ven-
ture as a corporation. The entrepreneur ini-
tially funds the venture with $100,000 of her

own money and owns all of the corporation’s
outstanding stock. Assuming the stock meets
all other applicable requirements for QSBS, the
entrepreneur can qualify for a 0 percent tax
rate on a subsequent sale of her stock, presum-
ing she holds it for more than five years.
However, the amount of gain that qualifies for
this 0 percent rate is subject to a cap equal to
the greater of either $10 million or 10 times her
original basis of $100,000.19 Thus, the maxi-
mum amount of gain eligible for the 0 percent
tax rate in this example would be $10 million.

Example 2: Assume the same facts as example
1, except that on January 1, 2016, the entrepre-
neur organizes the venture as an LLC (taxed as
a partnership). Thereafter, the value of the
entrepreneur’s ownership interest in the busi-
ness increases to, say, $10 million, at which
time the LLC is converted into a C corporation,
and the entrepreneur exchanges her owner-
ship interest in the LLC (FMV of $10 million)
for newly issued stock of the C corporation
(the exchange presumably being tax-deferred
under section 351). Again, assuming that the
stock meets all other applicable requirements
for QSBS, the entrepreneur can qualify for a 0
percent tax rate on a later sale of her stock,
presuming she holds it for more than five
years (beginning from the date of the conver-
sion). However, this time the amount of gain
that qualifies for the 0 percent rate would
appear to be subject to a cap of $100 million
rather than $10 million. That is because the
entrepreneur acquires stock in the new corpo-
ration in exchange for her in-kind interests in
the LLC’s business assets. Thus, the basis-is-
not-less-than-value rule of section 1202(i)
would, by its terms, appear to ascribe to her an
initial tax basis (solely for section 1202 pur-
poses) of $10 million, which is the value of the
in-kind assets.20 Thus, the maximum amount
of gain qualifying for the 0 percent rate is the
greater of either $10 million or 10 times the
initial investment ($100 million).21

In other words, simply by organizing the venture
as an LLC for the initial start-up period, during
which the initial value of the entrepreneur’s interest
in the business grew to $10 million, the entrepre-
neur in Example 2 seemingly could exempt from
federal income taxation an additional $90 million of
gains, resulting in a tax savings of more than $20

15Section 1202(c)(3).
16Section 1011(a).
17Section 1202(i)(1)(B).
18See generally Boris I. Bittker and Lawrence A. Lokken,

Federal Income Taxation of Income, Estates and Gifts, para. 45.3
(1999).

19Section 1202(b)(1).
20Section 1202(i).
21Section 1202(b)(1).
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million. Although it is not entirely clear that Con-
gress intended this result, the terms of section
1202(i) do not appear to allow for any other inter-
pretation.22

Even if Congress did not specifically intend the
result in Example 2, that outcome isn’t necessarily
unreasonable or illogical. After all, the entrepreneur
in Example 2 is, in actuality, making a $10 million
investment in a newly formed corporation. Because
this investment is made through a tax-deferred (via
section 351) contribution of in-kind property rather
than cash, the basis-is-not-less-than-value rule of
section 1202(i) mandates a sensible result in that the
built-in gain inherent in the entrepreneur’s QSBS at
the time of the contribution would be ineligible for
the section 1202 benefits. But regarding any future
appreciation of the entrepreneur’s stock, why
should she be treated any differently than an inves-
tor who invested $10 million cash in the same
stock?

Thus, this aspect of section 1202 may, ironically,
cause start-up ventures to consider the LLC struc-
ture rather than a C corporation structure — at least
initially.
3. Additional issues arising in LLC conversions.
Of course, any decision to organize a business
venture as an LLC, as opposed to a corporation, can
have many other tax consequences besides those
related to section 1202, each of which must be
carefully analyzed based on the facts and circum-
stances. Also, although in most cases a conversion
of an LLC taxed as a partnership into a C corpora-
tion can be accomplished relatively easily and with-
out triggering taxable gains, some situations might
create tax or other complications that could hinder
that conversion. Further, additional tax issues re-
garding section 1202 can arise with conversion of an
LLC into a corporation and should be considered.
Some of those issues are discussed below.

a. General tax treatment of the conversion. With
any conversion of an LLC (taxed as a partnership)
into a corporation, the parties typically will need to
ensure that the issuance of stock in the new corpo-
ration to the former owners of the LLC, in exchange
for their prior LLC ownership interests, qualifies as
a tax-deferred exchange for all parties under section

351. The principal requirement for tax-deferred
treatment under section 351 is that all persons who
are transferring property (including cash) to the
corporation in exchange for the corporation’s issu-
ance of stock as part of the conversion must, collec-
tively, possess ‘‘control’’ of the corporation
immediately thereafter.23 In a typical conversion of
an LLC operating business into corporate status, the
control requirement generally will be met as a
matter of course because the outstanding stock of
the resulting corporation often ends up being 100
percent owned by the former owners of the LLC or
any new cash investors in the corporation who may
be investing in the corporation as part of the
conversion.24 However, questions can arise depend-
ing on exactly how the conversion is structured.

For instance, the conversion may be structured
such that the existing owners of the LLC simply
contribute their respective LLC membership inter-
ests to a newly formed corporation in exchange for
newly issued shares of that corporation (a so-called
interests-over conversion). In that event, the former
LLC owners are the direct ‘‘transferors’’ of property
to the newly formed corporation. Thus, as long as
these transferors (together with any cash investors
in the corporation as part of the same transaction)
collectively control the new corporation immedi-
ately after the exchange, and presuming that these
transferors or investors have no plans or intentions
to quickly dispose of that control, the control re-
quirement of section 351 should be met.

However, if the conversion is structured so that
the LLC contributes its assets to the newly formed
corporation in exchange for newly issued shares of
that corporation, followed by a distribution of those
shares by the LLC to the LLC’s owners (a so-called
assets-over conversion), there is at least a question
about whether the section 351 control requirement
is satisfied.25 That is because in an assets-over
conversion, the LLC (rather than the LLC owners) is

22See section 1202(i) (stating that this special basis-is-not-less-
than-value rule applies ‘‘for purposes of this section,’’ which
would include determining the applicable limitation under
section 1202(b)(1). See generally Bittker, Martin J. McMahon, and
Lawrence A. Zelenak, Federal Income Taxation of Individuals, para.
9.07[1] (2002); Richard L. DeLap and Michael G. Brandt, ‘‘RRA
’93 Cut in Capital Gains Tax Encourages Investment in Small
Businesses,’’ 80 J. Tax’n 266 (1994); see also Anthony Polito, Small
Business Corporation Stock: Special Tax Incentives, Portfolio 760-2d,
at IX.C.

23Section 351(a). For this purpose, control is defined as
ownership of stock possessing at least 80 percent of the total
combined voting power of all classes of stock entitled to vote
and at least 80 percent of the total number of shares of all other
classes of stock of the corporation. Sections 351(a) and 368(c).

24In that event, the former owners of the LLC and the new
cash investors into the corporation are the persons who are
transferring property (including cash) to the new corporation as
part of the same transaction, and thus, those former owners and
the new cash investors will need to collectively ‘‘control’’ the
new corporation in order for section 351 to apply to the
transaction.

25For tax purposes, the transaction would likely be treated as
an assets-over conversion if effectuated by (1) the LLC convert-
ing or merging into a new corporation under applicable state
laws (see Rev. Rul. 69-6, 1969-1 C.B. 104), or (2) by the LLC
simply electing to be treated as a corporation for tax purposes
(see reg. section 301.7701-3(g)).
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the direct ‘‘transferor’’ of property to the newly
formed corporation. But because the LLC immedi-
ately distributes the stock that it receives in this
exchange to the LLC owners, a question arises
whether the control requirement of section 351
might be violated. Nonetheless, the IRS has previ-
ously approved assets-over conversions as having
satisfied the control requirement of section 351
despite the technical glitch of the LLC’s loss of
control through an immediate distribution of the
newly issued shares in the corporation to the LLC
owners.26

The assets-over structure also raises a similar
question under section 1202’s ‘‘original issuance’’
requirement. As noted above, one requirement for
QSBS status is that the taxpayer must have acquired
the stock at ‘‘original issue’’ from the issuing cor-
poration. However, in an assets-over conversion,
the LLC — not the LLC’s members — has acquired
the stock at original issue. Fortunately, even in this
latter scenario, section 1202(g) and (h) appear to
allow the LLC members to treat the stock as having
been acquired by them at original issue (as long as
other applicable requirements of section 1202(g)
and (h) are met), even though the shares have
technically been acquired by those members
through transfer from the LLC.

Assuming that the conversion of the LLC into a
corporation can satisfy the control and other appli-
cable requirements of section 351, other potential
tax issues may arise. For example, the converting
LLC will often have outstanding membership inter-
ests that are held by employees or other service
providers and are subject to specific vesting restric-
tions (such as the requirement that the service
provider continue to perform services to retain
ownership of the membership interests). In those
cases, the parties will likely desire that these vesting
restrictions continue to apply to the stock in the
new corporation that is issued to the service pro-
vider in exchange for those membership interests.
In that event, it would be important for each service
provider to file section 83(b) elections with the IRS
within 30 days of the conversion because failure to
do so could result in adverse tax consequences to
the service provider (and potentially to the corpo-
ration in the form of withholding obligations) upon
later vesting of those shares.27

b. Section 1202 not applicable to built-in gain.
As noted above, section 1202(i) provides that when

a taxpayer transfers property (other than cash or
other stock) to a corporation in exchange for stock
in that corporation, for purposes of section 1202 the
taxpayer’s basis in the stock shall not be less than
the FMV of the property exchanged. The general
purpose of this basis-is-not-less-than-value rule is
to ensure that the section 1202 tax benefits do not
apply to the built-in gain in the contributed prop-
erty when the stock was received.

For instance, in Example 2, described above, the
entrepreneur contributed $10 million worth of
property (that is, the LLC business) to the newly
formed corporation in exchange for stock in the
corporation and her basis in that stock, solely for
purposes of section 1202, is deemed to be $10
million. Thus, although the basis-is-not-less-than-
value rule likely allows the entrepreneur in the
example to take advantage of a higher amount of
maximum gain to which section 1202 is potentially
applicable, it also means that section 1202 would
not apply at all to the taxable gains built in at the
time of the conversion.

To illustrate how this works, let’s further assume
that the entrepreneur in Example 2 has an adjusted
tax basis (measured for regular tax basis) of zero in
her LLC interests. Upon conversion of her LLC into
a C corporation in exchange for shares of the C
corporation, the entrepreneur likely would not rec-
ognize any taxable gains for regular income tax
purposes under section 351.28 Thus, the entrepre-
neur would, for regular tax purposes, also have a
zero basis in her newly issued C corporation shares,
but, for section 1202 tax purposes, would be
deemed to have a $10 million basis in those shares.29

Thus, upon later sale of her shares in the C corpo-
ration for, say, $25 million in cash, the entrepreneur
would have a $25 million capital gain for regular tax
purposes but would only have a $15 million gain
for tax benefits under section 1202. As a result, the
first $10 million of her taxable gains would be
subject to regular capital gains taxes (that is, would
be ineligible for section 1202 tax benefits), and only
the excess gains above $10 million would be eligible
for section 1202 tax benefits.

This example illustrates a potential hazard of an
entrepreneur organizing as an LLC and then con-
verting to C corporation status (as opposed to
having organized as a C corporation from the
outset). If the entrepreneur in this example were to,
for example, sell her C corporation shares for only
$10 million, she would have $10 million of capital
gains for regular tax purposes — none of which

26See Rev. Rul. 84-111, 1984-2 C.B. 88; see also LTR 201505001
(ruling on applicability of section 351 to an assets-over conver-
sion of an LLC taxed as a partnership into a newly formed
corporation); cf. section 351(c).

27See, e.g., Rev. Rul. 2007-49, 2007-2 C.B. 237.

28See discussion in Section B.3.a of this article.
29Section 1202(i).

COMMENTARY / TAX PRACTICE

TAX NOTES, May 2, 2016 651

For more Tax Notes content, please visit www.taxnotes.com. 

 

(C
) T

ax A
nalysts 2016. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



would be eligible for section 1202 purposes.30 By
contrast, had she organized her venture as a C
corporation from the outset and then sold her
shares more than five years later for $10 million in
proceeds, all of her $10 million gain would poten-
tially be eligible for the 0 percent rate under section
1202. Thus, while the strategy of initially organizing
a start-up venture as an LLC and then later convert-
ing to C corporation status could enhance the
section 1202 benefits significantly when there is
substantial additional appreciation in the business’s
value after conversion, it also risks creating less
favorable exit scenarios when after conversion the
corporation’s value doesn’t appreciate by more than
the built-in gain of the LLC business at the time of
conversion.31

c. Impact on $50 million threshold. Another risk
connected with LLC conversions under section 1202
relates to the $50 million asset requirement. As
noted above, one requirement for stock of a corpo-
ration to qualify as QSBS under section 1202 is that
the aggregate gross assets of the issuing corporation
cannot exceed $50 million at any time before or
immediately after the issuance of the stock.32 The
amount of a corporation’s assets at any given time
is generally measured by the corporation’s adjusted
tax basis in those assets, except for any property
‘‘contributed’’ to the corporation — property that is
required to be taken into account for this purpose
based on its FMV at the time of the contribution.33

This means that if an LLC converts into a C
corporation when the value of the C corporation’s
assets (including any cash invested in the C corpo-

ration by investors connected with the conversion)
exceeds $50 million, none of the stock issued by the
C corporation in connection with the conversion —
or at any time thereafter — would qualify as QSBS.
By contrast, if the founder of the LLC initially
organized the venture as a C corporation, her stock
potentially could have qualified as QSBS even
though the value of the C corporation’s assets later
increased to more than $50 million in value.

Even if an LLC is converted into a C corporation
when the assets have an FMV of less than $50
million, there still could be adverse effects for later
issuances of the C corporation’s stock under section
1202. For example, if an LLC converts into a C
corporation when the FMV of the assets is, say, $40
million, the stock issued to the LLC owners in that
conversion could potentially qualify as QSBS (that
is, the assets the new C corporation, measured by
value, are less than $50 million). However, if that C
corporation later issues new stock for more than $10
million in cash, that later issuance (and all issuances
thereafter) of stock likely would not qualify as QSBS
because that more-than-$10 million cash, when
added to the $40 million of contributed assets,
would exceed $50 million.34

C. Summary

The amendments Congress has made to section
1202 since 2010 have greatly enhanced the tax
benefits potentially available to founders of start-up
companies. In general, these rules provide for a
complete federal tax exemption (with no applica-
tion of the AMT) for gains recognized by noncor-
porate taxpayers upon the sale of QSBS held for
more than five years. However, the amount of gains
potentially subject to this tax benefit will be capped.
In some circumstances, the amount of the cap could
be significantly higher (by several multiples) for

30It would also appear that none of the $10 million taxable
gain in this example would be eligible for deferral under section
1045 rollover provisions. See section 1045(b)(5).

31The scenario involving a start-up business being initially
organized as an LLC that later converts to C corporation status
has another drawback (compared with a start-up business that
organized as a C corporation from the outset) because the
five-year holding period requirement for purposes of section
1202 would not start until the date the LLC converts to C
corporation status. See section 1202(i)(1)(A). By contrast, had the
business been organized as a C corporation from the outset, the
five-year holding period for the founder would have begun as
of the formation date. On the other hand, special rules in section
1202 would allow a taxpayer to exchange QSBS for other stock
(perhaps stock issued by a publicly traded acquiring corpora-
tion) in a tax-free reorganization occurring before the five-year
holding period without losing the section 1202 benefits inherent
in the QSBS at the time of the exchange. See section 1202(h)(4).
Thus, the taxpayer’s holding period would carry over so that
she would still preserve and realize the section 1202 benefits
upon a later taxable sale of the newly acquired publicly traded
stock after the five-year period has been satisfied (although not
for any portion of the gain attributable to post-exchange appre-
ciation in value).

32Section 1202(d)(1)(A).
33Section 1202(d)(2)(B).

34As noted, section 1202(d)(2)(B) mandates that any property
‘‘contributed’’ to the corporation be taken into account for
purposes of the $50 million threshold by reference to the
property’s ‘‘fair market value’’ at the time of the contribution.
There is no mechanism for adjusting that amount for deprecia-
tion or amortization thereafter. By contrast, if the corporation
had purchased the property for cash (rather than by contribu-
tion), the property, although initially being taken into account
for purposes of the $50 million test by reference to its tax basis
at that time (which presumably would equal FMV as of that
time), would be taken into account in the future based on a
declining amount — after taking into account depreciation and
amortization deductions. Thus, it seems to make sense for
property acquired by ‘‘contribution’’ to also be allowed to be
reduced over time for purposes of the $50 million test by taking
into account depreciation and amortization deductions. Unfor-
tunately, neither the terms of section 1202 nor the regulations
appear to allow that result. Cf. reg. section 1.704-1(b)(2)(iv)(g)(3)
(providing for book amortization and depreciation adjustments
for capital account purposes in the context of partnerships).
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start-up ventures that were initially organized as
LLCs and later converted to corporate status (as
opposed to having been organized as a corporation
from the outset). For this reason, a structure where
a business is initially organized as an LLC and then
later converts to C corporation status has the poten-
tial to greatly enhance the section 1202 benefits, at
least when there is significant appreciation in the
value of the business occurring after conversion to
C corporation status. Thus, although by its terms
section 1202 applies only to stock issued by C
corporations (and not LLCs), this aspect of section
1202 may, ironically, cause entrepreneurs to con-
sider the LLC structure for newly formed business
ventures, at least in their initial stages.
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