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DON’T TAXYOURSELF

A Publication of Bowditch & Dewey's Estate, Financial & Tax Planning Group

Qualified Small Businesses: When to Revisit the Structure of
Business Operations

With the Tax Cuts and Jobs Act of 2017 corporate tax reduction, certain “qualified small businesses” should consider
whether the corporate form provides them with more flexibility for future growth. Section 1202 of the Code exempts
individual investors from tax on the gain from the sale of “qualified small business stock.” The gain exemption is
limited to the greater of (a) $10 million or (b) 10 times the investor’s stock basis. The investor must hold stockina C
corporation for more than five years to qualify. At the time of the stock’s issuance and immediately after, the
corporation must have assets with an adjusted basis of not more than $50 million (including cash). In addition, the
corporation must be engaged in the active conduct of a qualified trade or business. Qualified trade or businesses
encompass any active business except for: (a) professional service businesses (such as law, engineering, and
architecture firms), (b) banks, insurance, financing, leasing, and investing companies, (c) farming businesses, (d) oil and
gas producers, and (e) hotel and restaurant operators. For qualifying businesses that reinvest a portion of their profits,
operating in corporate solution may be preferable now to operating as a pass-through entity such as an LLC. Below is
an example of the contrast.

Devon runs a molding operation to manufacture complex medical devices and draws a salary for managing its

operations. He has invested $15 million in the business. If Devon operates the business in corporate form (with the
following assumed projections), below are the tax consequences:
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2020 2021 2022 2023 2024 2025 2026 Total

Overall Income $950,000 | $1,000,000 | $1,050,000 | $1,102,500 | 51,157,625 | 51,215,506 | $1,276,282 $7,751,913
Growth Rate 5% 5% 5% 5% 5% 5%

Salary to Manager 5 500000|5 500000(% 5000005 5000005 500000|5 500000|5 500000|35 3,500,000
Income net of Salary $450,000 5$500,000 $550,000 5602,500 $657,625 $715,506 5776,282 54,251,913
Corporate Tax Rate 21% 21% 21% 21% 21% 21% 21%

Corporate Tax S0 $105,000 $115,500 $126,525 $138,101 $150,256 $163,019 $798,402
Net Income in Corporate Solution $450,000 $395,000 $434,500 $475,975 $519,524 $565,250 $613,262 $3,453,511
Devon's Management Income 500,000 500,000 500,000 500,000 500,000 500,000 500,000 3,500,000
Individual Tax Rate 37% 37% 37% 37% 37% 37% 37%

Individual Tax $185,000 $185,000 $185,000 $185,000 $185,000 $185,000 5185,000 51,295,000

Total Tax $185,000 $290,000 $300,500 $311,525 $323,101 $335,256 $348,019 $2,093,402

If Devon operates the business in partnership form and takes a profit distribution but does not draw a salary, below are

the tax consequences:

2020 2021 2022 2023 2024 2025 2026 Total
Overall Income $950,000 | $1,000,000 | $1,050,000 | $1,102,500 | 51,157,625 | 51,215,506 | $1,276,282 $7,751,913
Growth Rate Sk 5% 5% 5% 5% 5%
Pass-Through Income Tax 29.6% 29.6% 29.6% 29.6% 29.6% 29.6% 29.6%
Tax on Passthrough income $281,200 $296,000 $310,800 $326,340 342,657 $359,790 $377,779 $2,294,566
Distribution to Devon 500,000 500,000 500,000 500,000 500,000 500,000 500,000 3,500,000

With the facts above, the effective tax rate operating as a corporation is lower than operating as a partnership for
Devon’s business. In addition, if Devon holds onto the business for at least five years and subsequently sells it at a
profit, gain of up to $150 million will be tax-free. Thus, the corporate solution provides Devon with more flexibility for
future growth. This example shows it is time for business owners to revisit the structuring of their business operations.
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