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Get 'tax insurance' for risky business
Are you planning to sink money into your own or someone else’s ﬂedgling business venture? The rewards can
be high, but so are the risks. And if the business eventually goes under, you could be saddled with a tax loss of
somewhat limited value.
On the other hand, you might beneﬁt from a unique tax break should the stock become worthless.
Strategy: Make sure the stock will qualify as “Section 1244 stock.” As long as you meet certain requirements,
you can claim an ordinary loss of up to $100,000, as opposed to a capital loss that is subject to the familiar
deduction limitation rule.
Acquiring Section 1244 stock is like getting a form of tax insurance from Uncle Sam—without paying any
premiums!
Here’s the whole story: Normally, if a taxpayer invests in a new business, the IRS treats any resulting loss as a
capital loss. The loss must ﬁrst be used to oﬀset capital gains and then up to $3,000 of ordinary income from
salary, interest, etc. Any excess loss is then carried over to the next year.
Under Section 1244 of the tax code, you can claim an ordinary-loss tax deduction for a loss on stock from a
“qualiﬁed small business corporation.” The loss is fully deductible against ordinary income as well as any capital
gains. Single ﬁlers can deduct up to $50,000 of losses from Section 1244 stock in any one year, while joint ﬁlers
may write oﬀ as much as $100,000.
To qualify for Section 1244 treatment, the following four requirements must be met:
1. The corporation must issue the stock directly to the investors. They can’t acquire the stock from
another shareholder and deduct a loss against ordinary income.
2. The stock must be acquired in exchange for cash or property contributed to the corporation.
Investors can’t receive the shares as compensation for their services.
3. A “small business corporation” must issue the stock. A small business corporation is deﬁned as a
corporation with invested capital of $1 million or less. It can be an S corporation or a regular C
corporation.
4. The corporation is an actual, operating company. During the past ﬁve years, the corporation must
have received less than 50% of its gross receipts from rents, royalties, dividends and other investment
income. If the corporation is less than ﬁve years old, this test applies to the years it’s been in existence.
Tip: If the business is successful, long-term gains from sales of the stock are taxed at the maximum federal rate
of 15% (20% for higher-income investors).
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