
In the dawn of 2013, Congress passed the American Taxpayer Relief Act of 
2012, which addressed some of the tax issues that gave rise to one of the most 
popular phrases in 2012, the “fiscal cliff.” The purpose of this article is not to 
cover all the provisions of the Tax Act, but rather to highlight some of the pro-
visions that affect early-stage company shareholders. All tax rates referenced 
are for federal purposes and do not consider any state tax implications.

First, the basics. For individuals with taxable income above $400,000 
and married couples above $450,000, tax rates on long-term capital gains 
increased from 15% to 23.8% (a combination of new long-term capital gain 
rate of 20% and 3.8% Medicare tax on net investment income). And the top 
marginal tax rate on ordinary income increased from 35% to 39.6%.

Other than an increase in the exemption amounts, there were no substan-
tive changes to the Alternative Minimum Tax system. The federal AMT rate 
on ordinary income remains at 28% while the long-term capital gains rates 
mentioned above are the same for AMT purposes.

The 100% gain exclusion (up to a maximum $10 million of gain) for Quali-
fied Small Business Stock was retroactively extended to apply to such stock 
acquired after Sept. 27, 2010, and before Jan. 1, 2014. A startup company would 
likely qualify as a QSBS if it is formed as a C corporation and the owners ac-
quire their shares early in the life of the company. In addition, owners must 
hold their shares for at least five years to qualify for the exclusion.

If the shareholder had an exit event in 2012, some of the sales proceeds 
may be received after 2012, either in the form of an earnout or an escrow ar-
rangement. If that’s the case, the taxpayer will want to consider accelerating 
into the 2012 tax year the taxation of gain to be received after 2012.  

Under the installment method, shareholders are taxed only on the gain 
related to the proceeds received in the year of sale. For amounts received after 
the year of sale, shareholders pay the taxes according to the rates in effect for 
the subsequent year or years. An individual, however, may choose to elect out 
of the installment method and pay tax on the entire amount of the gain, even 
though not all proceeds have been received. Why would an individual choose 
to do so?  

Assume an individual’s company was sold in 2012 and his total consider-
ation was $10 million, with $8.5 million received in 2012 and $1.5 million to be 
received in 2013. Assume further that this individual’s basis in the stock was 
zero. If he takes no action, the installment method of gain recognition applies 
and he will pay federal tax at a 23.8% rate on the $1.5 million.

If he does elect out of the installment method, he will recognize the $1.5 
million of gain on not-yet-received proceeds in the 2012 tax year and pay fed-

eral tax at a 15% rate. Electing out of the installment method would save ap-
proximately $132,000 of federal tax, or a reduction of about 37%.

Considering the Tax Act, does it make sense to exercise Incentive Stock 
Options? Historically, individuals have been encouraged to exercise their 
ISOs to start the clock ticking on the one-year holding period for long-term 
capital gain treatment. In 2012, the spread between the ordinary income tax 
rates and long-term capital gain rates was as high as 20% (35% compared to 
15%). Also, assuming a successful exit for the company, the earlier the tax-
payer exercises, the lower the value of the company. A lower value upon exer-
cise will minimize the amount of income to recognize upon exercise, thereby 
reducing the current tax cost.

As a result of the Tax Act, there is still a significant spread (about 16%) 
between the top ordinary income tax rate and the long-term capital gain rate 
(39.6% compared to 23.8%). So, there may still be a material benefit to exer-
cising the ISOs as early as possible. However, if the taxpayer is subject to the 
AMT in the year of an exit event, the spread may be less than 5% (AMT rate 
of 28% compared to 23.8%). The taxpayer will need to consider whether the 
risk of exercising the ISOs (i.e., the exercise price) and paying taxes upon ex-
ercise (if applicable) will be worth a savings of less than 5%.

Separately, the Tax Act may result in a lesser amount of tax that may be 
owed upon the exercise of the ISOs. Upon the exercise of an ISO, the differ-
ence between the fair market value of the shares and the exercise price is 
taxable for AMT purposes only. So there will only be incremental tax to the 
extent the taxpayer is subject to AMT in the year of exercise. As a result of the 
act, a taxpayer may be less likely to be subject to the AMT because while the 
AMT rate has remained at 28%, the regular tax rate has increased to 39.6%, 
which should push most taxpayers in this situation out of the AMT.

If the taxpayer acquired her shares after Sept. 27, 2010, and before Jan. 1, 
2014, and the shares meet the QSBS requirements, the shareholder may be 
able to exclude the first $10 million of gain from the sale of the stock held for 
more than five years.

The QSBS exclusion has existed since 1993. Historically, not much at-
tention has been paid to the exclusion at the federal level since the ability to 
exclude a portion of your gain has not translated to a material tax benefit to 
the individual. The 100% exclusion is a significant departure from the prior 
treatment. If the taxpayer’s shares qualify, she will be able to exclude up to 
$10 million of gain from the sale of QSBS shares and save the amount of taxes 
that otherwise would have applied to the gain. With the new long-term capi-
tal gain rate of 23.8% under the Tax Act, the maximum amount of taxes that 
could be saved is in excess of a couple million dollars. n
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