B PRYOR CASHMAN LLP

LEGAL UPDATE

October 2010 By: Eric B. Woldenberg, Michael P. Dunworth and Martin J. Jones

EXPANDED TAX EXCLUSION FOR SALE OF QUALIFIED SMALL BUSINESS STOCK
ACQUIRED ON OR BEFORE DECEMBER 31, 2010

On September 27, 2010, President Obama signed
the Small Business Jobs Act of 2010 (H.R. 5297).
One part of this legislation expands the exclusion of
income tax available for the sale of qualified small
business stock pursuant to Section 1202 of the
Internal Revenue Code. Specifically, the legislation
excludes from taxable income all of the federal
income tax otherwise payable on the sale of
qualified small business stock held by a non-
corporate taxpayer for more than five (5) years.

In order to qualify for this exclusion of 100 percent
of the gain from the sale of qualified small business
stock, a taxpayer must acquire the qualified small
business stock after September 27, 2010, and no
later than December 31, 2010. In contrast, (i) only
75 percent of the gain from the sale of qualified
small business stock acquired between February 18,
2009, and September 27, 2010, is excluded from a
taxpayer’s income, and (ii) only 50 percent of the
gain from qualified small business stock acquired
after December 31, 2010 will be excluded from
taxable income.

The following are the principal requirements for an
acquisition of stock to qualify for the 100 percent
qualified small business stock tax exclusion under
the new legislation:

1. The corporation issuing the stock must be a
U.S. C corporation (not an S corporation).

2. The taxpayer must acquire the qualified small
business stock by original issue from the
corporation in exchange for money, property
or services (other than underwriting services)
after September 27, 2010, and on or before
December 31, 2010.

3.

The taxpayer must hold the stock for more
than 5 years before selling it.

The aggregate gross assets of the corporation
issuing the stock must not exceed $50 million
immediately after the stock issuance, and
must not have exceeded $50 million at any
time prior to the stock issuance.

For substantially all of the period during
which the taxpayer holds the stock, at least 80
percent (by value) of the corporation’s assets
must be used in the active conduct of one or
more qualified trades or businesses. For this
purpose, a “qualified trade or business” is any
trade or business other than one of the
following:

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

e Any banking, insurance, financing,
leasing, investing or similar

business;

e Any hotel or restaurant business or
similar business; or
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e Any farming business or business
involving the extraction of certain
natural resources.

The qualified small business stock exclusion is
generally limited to $10 million per taxpayer with
respect to any single corporation. In addition, no
alternative minimum tax will be imposed on the
sale of qualified small business stock acquired after
September 27, 2010, and on or before December
31, 2010. However, a portion of the gain from the
sale of any qualified small business stock acquired
after December 31, 2010, will be subject to
alternative minimum tax.

An individual taxpayer should claim the exclusion
from gain on the sale of qualified small business
stock by including the sale on Schedule D of his or
her Form 1040, and writing “Section 1202
Exclusion” immediately below the line listing the
sale. Similar rules apply with respect to the sale of
qualified small business stock by partnerships or
limited liability companies.

The qualified small business stock exclusion is
subject to certain other specialized requirements
and exceptions.

The foregoing is merely a discussion regarding the
details of the tax exclusion available with respect to the
sale of qualified small business stock acquired on or
before December 31, 2010. If you would like to learn
more about this topic or how Pryor Cashman LLP can
serve your legal needs, please contact Eric B.
Woldenberg 212-326-0865, Michael P. Dunworth 212-
326-0833 or Martin J. Jones 212-326-0145.

Important _Notice: To ensure compliance with U.S.
Treasury Department regulations, we advise that any
discussion of Federal tax issues in this communication
was not intended or written to be used, and cannot be
used (i) to avoid any penalties imposed under the
Internal Revenue Code or applicable provisions of state
or local tax law or (ii) to promote, market or
recommend to another party any transaction or matter
addressed herein.

Copyright © 2010 by Pryor Cashman LLP. This Legal
Update is provided for informational purposes only and
does not constitute legal advice or the creation of an
attorney-client relationship. While all efforts have been
made to ensure the accuracy of the contents, Pryor
Cashman LLP does not guarantee such accuracy and
cannot be held responsible for any errors in or reliance
upon this information. This material may constitute
attorney advertising. Prior results do not guarantee a
similar outcome.
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