
Your 1202 Stock Checklist
Section 1202 grants income exclusion on 100% of gain.

Check if your company is qualified with the Checklist below.
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Section 1202 has become a substantial benefit for investors in small American businesses. The passing of the Tax Cuts of 
Jobs Act of 2017 has reduced the corporate income to 21% and the burdens of AMT on 1202 have been mitigated. Addi-
tionally, in prior legislation, the exclusion from the capital gain had been increased to 100%.

Many small businesses fail qualify for this exclusion because the requirements of 1202 are fairly rigorous and the burden is 
on the taxpayer to prove that all the elements are met. 

Use the checklist below to see if your business might be eligible for the IRC 1202 tax exclusion: 

Stockholder must be an individual (owning directly or indirectly through a partnership). If the stock is 
owned through a partnership, the deduction will be limited to the lowest % of partnership ownership 
during the holding period. If a partnership were to sell Qualified Small Business Stock with a basis of $0 
for $100,000; a partner who currently owns 10% of the partnership at the time of sale, but owned 9% of the 
partnership five years earlier at the time that the stock was acquired, would be entitled to non-recognition of 
$9,000 worth of gain.

Issuer must be taxed as a c-corporation; s-corporation or other pass-through entities are ineligible.  An 
LLC with a c-corporation election is eligible for treatment, even if a corporation taxed as a c-corporation 
was converted to a corporation taxed as a c-corporation. (PLR-102539-16, https://www.irs.gov/pub/irs-
wd/201636003.pdf?_ga=1.220497946.388951066.1465478825)

Issuer must be an active business. 80% of assets must be used in an active trade or business during the entire 
holding period. Subject to startup period provisions IRC § 1202(e)(2). Start-up activities described as expen-
ditures “paid or incurred in connection with investigating the creation or acquisition of an active trade or 
business, or creating an active trade or business, or any activity engaged in for profit and for the production 
of income before the day on which the active trade or business begins, in anticipation of such activity becom-
ing an active trade or business”.

Issuer must be a qualified trade or business. The term “qualified trade or business” means “any trade or busi-
ness other than—any trade or business involving the performance of services in the fields of health, law, engi-
neering, 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 repu-
tation or skill of 1 or more of its employees, any banking, insurance, financing, leasing, investing, or similar 
business, any farming business (including the business of raising or harvesting trees), 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 any business of operating a hotel, motel, restaurant, or similar business.”



Stock must be purchased for cash, services, or property which is not stock.

Stock must be from original issuance. This means that the stock must have been issued directly from the 
corporation. Transfer of the stock from other shareholders, except through specific exceptions such as inheri-
tance or certain 1045 rollover exceptions, will defeat 1202 treatment.

The stock must be held for five years from the original issuance by the stockholder. Exclusion is limited to 
greater of 10% or 10x basis in the stock at the time of issuance. Limited to “10 times the aggregate adjusted 
bases of qualified small business stock issued by such corporation and disposed of by the taxpayer during the 
taxable year. For purposes of [this requirement], the adjusted basis of any stock shall be determined without 
regard to any addition to basis after the date on which such stock was originally issued.” If the shareholder’s 
contribution qualifies for tax-free treatment, the shareholder’s basis in the stock received in the transaction is 
the same as the shareholder’s basis in the property transferred to the corporation in exchange for the stock, 
with a few adjustments. I.R.C. § 358.

There must be no redemptions to the stockholder 2 years before or 2 years after, nor may there be redemp-
tions, in the aggregate, exceeding 5% of the value of all outstanding stock 1 year before or 1 year after.

The non-recognition percentage depends on the date that the stock was acquired: stock which is acquired 
after 2010 and part of 2010 receives 100% non-recognition; stock which is acquired during 2009 and part of 
2010 receives 75% exclusion; stock acquired prior to 2009 receives a 50% exclusion.

Business Purpose / Step Transaction / Substance Over Form rules remain in play for IRC 1202.   The IRS has 
various rules permitting the service to recharacterize transactions that were made with too much reliance on 
tax purposes.

Remember, all of the above must be met in order to be eligible. If you think you might be able to use this 
exclusion, we recommend speaking with a lawyer or CPA. 
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