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Media outlets from coast to coast have
reported a significant increase of start-

up companies over the past two years.
Whatever the reasons behind the surge of
new businesses—pursuing one's long-term
passion, realigning one’s skills, wanting to
be one’s own boss, or following the Great
Resignation2—the growing number of
entrepreneurs is a welcoming development
in the aftermath of the pandemic.
Entrepreneurship is a documented
contributor of job growth, innovation, and
economic resiliency, and COVID has been a
catalyst for galvanizing these

new entrepreneurs.

According to the U.S. Census Bureau,
about 3.5 million and 4.4 million new
business applications were filed in 2019
and 2020, respectively. This represents a
25% increase between 2019 and 2020. The
growth continued into 2021, when new
business applications jumped to 5.4 million,
a 23% increase over 2020.3

In light of the great interest in
entrepreneurship, this brief reviews
five tax benefits commonly used, and
sometimes overlooked, by entrepreneurs.
It also discusses recent changes and policy
proposals relevant to these provisions.

R&D TAX CREDITS

Technological innovation has long been
identified as a primary driver of economic
growth. As such, it is not surprising that tax
codes have provisions to incentivize research

and development (R&D) activities. One of
the most well-known is the research and
experiment tax credit (commonly known
as the R&D tax credit) under Section 41 of
the Internal Revenue Code (IRC). What is
intriguing is that although this tax incentive
has existed since the 1980s, it has been
temporarily extended 16 times and was only
made permanent in 2015.4 The most recent
Joint Committee on Taxation (JCT) estimate
shows that R&D tax credits cost the federal
government $13.2 billion in 2021, and the cost
will increase to $17.3 billion in 2024.5

Overall, the tax credit intends
to increase business investment in
R&D spending by reducing the cost of
conducting qualified research activities.
These activities must be experimental
and seek to discover information that
is technological in nature. In addition,
the applications of research outcomes
must help to develop new or improved
business components, defined as products,
processes, computer software techniques,
formulas, or inventions to be sold, leased,
licensed, or used by the firm performing
the research.®

Therefore, research activities conducted
after commercial production has commenced
do not qualify. Research that duplicates
existing business components or activities
that adapt existing business components
to a specific customer’s needs are also
disqualified. In addition, activities that
develop internally used software, surveys,
and market research are not considered

Entrepreneurship

is a documented
contributor of job
growth, innovation,
and economic
resiliency, and COVID
has been a catalyst for
galvanizing these new
entrepreneurs.


http://bakerinstitute.org
https://www.bakerinstitute.org/experts/joyce-beebe/

RICE UNIVERSITY’S BAKER INSTITUTE FOR PUBLIC POLICY // ISSUE BRIEF // 05.10.22

Tax benefits commonly
used, and sometimes
overlooked, by
entrepreneurs include
R&D Tax Credits, the
83(b) Election, Qualified
Small Business Stock,
Incentive Stock Options
and Non-Qualified
Stock Options, and
Profits Interests

and Carried Interests.

qualified activities. Finally, the activities need
to be conducted in the U.S. to qualify for an
R&D tax credit.”

Expenses associated with performing
qualified research activities, known as
qualified research expenditures (QREs),
form the basis of an R&D tax credit
calculation. Generally, the credit amounts
are 20% of a firm’s QREs above a certain
threshold. After 2006, an alternative
simplified credit (ASC) also became an
option. The ASCis equal to 14% of a
taxpayer’s QREs in the current tax year over
a certain threshold, calculated differently
from that under the regular method.8

Both in-house and contract research
expenses from qualified research activities
can be QREs. For in-house activities, salaries,
costs of supplies and materials are common
components. For third party expenses, 65%
to 100% of the expenses can be qualified
expenses depending on the entity performing
the activity. However, certain expenses
are not QREs. For instance, building and
equipment expenses, overhead (water,
electricity, insurance, property taxes), and
fringe benefits of researchers are excluded.

The long history of the credit and the
numerous guidelines issued over time do
not necessarily mean the applications are
unambiguous. In fact, taxpayers and the IRS
often argue in court as to whether certain
activities are qualified research activities—
which result in different QRE amounts and
associated R&D credits depending on the
nature of the activity.

The Biden administration’s FY 2022
proposed budget recognizes the importance
of R&D activities. It proposes to repeal the
foreign-derived intangible income (FDII)
deduction, a provision that taxes at a
reduced rate export revenue generated by
U.S.-based intellectual property (IP), and
deploys the revenue to directly incentivize
R&D activities.? Although the budget
proposal does not specify how the revenue
will be used, directionally it recognizes that
domestic R&D deserves further investment.
The associated revenue is not trivial: JCT
estimates the FDII costs the government
§127 billion between 2020 and 2024, which
is roughly double the cost of R&D tax credits
taken per year.10

Although all policymakers agree
innovation is important, not everyone shares
the administration’s view about eliminating
the FDIl deduction. Some lawmakers believe
domestic R&D incentives are not sufficient
to keep American-developed IP in the
U.S.M They argue that R&D incentives are
different from those encouraged under the
FDII; the former serves as “input” measures
that reduce R&D costs on the front-end
regardless of whether the outcomes are
successful or not, whereas the latter is an
output measure that complements R&D
incentives by rewarding successful research.
They also point out that 19 out of 37 OECD
countries have the IP box (or patent box)
mechanism, which provides a similar tax
incentive.'2 In addition, the FDII deduction
provides an important counterbalance to
another international tax provision, the
Global Intangible Low-Tax Income (GILTI)
tax, which is a2 10.5% minimum tax on
return generated from valuable intangibles.!3
This provision intends to discourage tax-
motivated IP offshoring and keep the IP in
the U.S. or even encourage reshoring.

THE 83(b) ELECTION

Equity compensation is important for
businesses in various stages of development.
It is particularly important for start-up
companies when only limited cash funds are
available to reward employees. Restrictions
are often attached to equity compensation.
For instance, the stock is subject to vesting
over multiple years, and the employee must
remain with the company during this period.

The 83(b) election, named after Section
83(b) of the IRC, essentially provides an
employee or start-up business owner the
option to pay taxes on the fair market value
(FMV) of the restricted stock at the time of
grant. The FMV is typically much lower than
that at the time of vesting if the start-up
company is successful and its stock value
continues to rise.

The election essentially allows the
recipient of equity compensation to prepay
his or her tax liability on a low valuation
in anticipation of future appreciation,
before the vesting period even starts.



Any subsequent appreciation in value is not
included in the recipient’s compensation
when the restricted stock is vested. It is
worth noting that the election only offers
tax benefits when the stock or equity is
provided as compensation. When the shares
are sold, capital gains tax will need to be
applied on the proceeds of the transaction.
The tax basis is the amount the recipient
paid to get the stock plus the amount he or
she included in income as compensation.’

The 83(b) election is often overlooked
because the election documents must be
sent to the IRS and the employer within
30 days after the issuance of restricted
shares.’> In addition, these elections are
generally not revocable. As such, there are
potential risks: it could be a powerful tool
that saves the recipient a large amount of
tax if the company is successful. However, if
the stock value goes down or the company
files for bankruptcy, the irrevocable nature
of the election means that the recipient
overpaid taxes at a higher equity value.

A similar disadvantage could be that
if a recipient leaves the firm before the
vesting period is over, the recipient would
have prepaid taxes for shares he or she
never received. Another drawback is more
pertinent to established companies. For
these companies, stock value at the time
of grant could be high and the associated
tax due is substantial. Under these
circumstances, taxpayers may need to
raise funds by selling other investments to
pay taxes in advance. As such, this election
generates a lesser cash burden for recipients
when the stock value and the associated tax
due is low at the time of issuance.

QUALIFIED SMALL BUSINESS STOCK
(QsBS)

Section 1202 of the IRC provides up to
100% exclusion of taxable gains on the

sale of qualified small business stock
(QSBS). Although this incentive has

been in place for almost three decades,

it drew considerable attention over the

last few months because of the Biden
administration’s plan to increase the federal
long-term capital gains tax rate.
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This benefit allows tax-free capital
gains for up to $10 million or 10 times the
cost basis of QSBS held longer than five
years.16 To qualify for QSBS benefit, the
entity needs to be a C-corporation and
meet the active business requirement,
meaning that at least 80% of its assets are
used for actively conducting qualified trade
or business.V In addition, because it is a
small business benefit, the entity cannot
have over $50 million in gross assets at the
time of stock issuance.

The shares must be issued directly from
the qualified small business in exchange
for either cash or services provided by the
recipients. In other words, both shares sold
to early investors in exchange for cash
and stock given to employees in exchange
for services qualify, but the shares cannot
be obtained through secondary markets.
The underlying equity instruments can be
common or preferred stocks; however,
instruments that promise future equity, such
as a convertible note or simple agreement
for future equity (SAFE), do not immediately
qualify.’® These instruments will begin to
qualify when they convert to stock, and the
five-year holding period begins at the date
of conversion.

The exclusion of capital gains could be
highly beneficial for recipients, especially
in coordination with the 83(b) election.
Specifically, if a recipient makes the 83(b)
election, the QSBS five-year holding period
starts at election regardless of the vesting
status of the restricted stock.1®

If a taxpayer holds the QSBS for more
than six months but less than five years,
the taxpayer may be able to roll over gains
into another QSBS within 60 days and
defer paying taxes on these gains upon
meeting certain requirements.20 Then, if the
combined holding period exceeds five years,
the taxpayer will still be able to utilize the
tax benefits under Section 1202.

If, unfortunately, the investment in the
QSBS is unsuccessful, the tax code allows
write-offs of qualifying losses as ordinary
income for up to $50,000 per individual (and
$100,000 for joint filers) if certain conditions
are met.2! The benefit lies in allowing these
losses to offset ordinary income at a higher
amount, instead of only allowing $3,000
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against ordinary income if investors do not
have capital gains to offset these losses.
Section 1202 was enacted in 1993 to
encourage investment in small businesses.
The rules specified that if the QSBS was
acquired between 1993 and 2009, 50%
of the capital gains were excluded. This
percentage was increased to 75% in 2009,
and again increased to the current 100% in
2010. The Biden administration, in its Build
Back Better Act, proposes to reduce the
exclusion to 50% for any taxpayer with an
adjusted gross income over $400,000, or if
the taxpayer is a trust or estate.2?
Supporters of the reduction claim that
because most beneficiaries are wealthy
investors or early-stage employees of
highly successful companies, the provision
is not effective in stimulating investment
in small businesses.23 The most recent
JCT tax expenditure estimate shows that
this provision cost the government $1.8
billion in 2021, and it is expected to cost $8
billion over a five-year period from 2020
to 2024.24 In addition, research on the
economic benefits of QSBS is limited and

inconclusive: some studies do show the
provision reduced the cost of capital, and
the issuing corporations captured benefits
in the form of higher stock prices. Others
believe such incentives distort the allocation
of capital by encouraging equity investment
in very small firms, and only certain, but not
all, investors benefit.25

Others disagree. They believe that
this tax benefit exists to facilitate access
to equity capital for qualified start-up
companies, which often require medium-
to long-term capital commitments. The
QSBS enhances the attractiveness of these
investments by increasing the potential
after-tax returns compared to the more
established alternatives. The legislative
history of establishing QSBS in 1993 and the
subsequent expansions show there is both
support and need for these incentives.26
In addition, there are also concerns about
how to bridge the transition period—
taxpayers who made investments under
the current law but have not realized their
capital gains may suddenly be subject to a
50% reduction in benefits if this provision
becomes law.
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INCENTIVE STOCK OPTIONS (ISOs)
AND NON-QUALIFIED STOCK OPTIONS
(NSOs)

Elon Musk, an entrepreneur and one of the
world's wealthiest people, asked Twitter
users last November if he should sell 10%
of his Tesla holdings in the form of stock
options. Although some were quick to point
out that Musk’s stock options are set to
expire in August 2022—so he needs to act
before these options become worthless—
others believed this was a response to
Democratic congressional members’
proposal to tax unrealized capital gains.2’
In a follow-up tweet on December 19, 2021,
Musk clarified that he would be paying over
S11 billion in taxes, mostly from this sale.

A stock option, a popular form of
equity compensation, is the right to buy
stock at an agreed-upon price (grant price)
within a pre-specified timeframe (option
term).28 Typically, the grant price is fixed
and roughly equal to the equity's FMV at



the time of grant. The recipient can exercise
the right to buy stock at the grant price
during the option term. However, because
options are not obligations to purchase, they
expire after the pre-specified date and the
recipient forfeits the right to purchase stock
at the grant price.

For more established companies,
stock options can be offered as part of
a standard compensation package. For
start-up companies, this type of equity
compensation can be critical because it
limits cash outlays while simultaneously
providing incentives to recipients. The
terms of stock options can include
restrictions based on length of time,
milestones, achievements, or vesting
schedules to specify the date when the
shares are eligible for purchase. These
structures are designed to motivate loyalty
and performance of the recipients—when
the stock price continues to rise, the grant
price remains set and option recipients
stand to benefit.

At a high level, a company commonly
issues two types of stock options: the
Incentive Stock Option (1SO) and Non-
qualified Stock Option (NSO). Generally,
only employees can receive ISOs and
this instrument enjoys favorable tax
treatments. The NSOs, on the other hand,
can be offered to employees, consultants,
and other service providers.22

NSOs are generally taxed at an amount
equal to the difference between the grant
price and the FMV of the shares (often called
as tax spread) on the date of exercise. This
amount is taxable as ordinary income even if
the recipient has not sold any shares. Later,
when the recipient sells the stocks, the sale
price minus the FMV at exercise is taxed at
the capital gains rate.

On the other hand, ISOs are not taxed
at exercise. Instead, the gains will be taxed
when the recipient sells or otherwise disposes
of his or her shares. Assuming the recipient
sells the shares several years later, he or she
will be taxed at the long-term capital gains
rate on the difference between the grant
price and stock price at the date of sale.

The preferential tax treatments of ISOs
come with certain restrictions. First, 1SOs
can only be granted by a C-corporation.

FIVE TAX CONSIDERATIONS FOR START-UP COMPANIES AND ENTREPRENEURS

The holding period requirement specifies
that I1SOs must be held for more than
two years after the grant and the shares
obtained upon exercising ISOs must be held
for more than one year after exercise. In
addition, the FMV of ISOs that are exercisable
for the first time in any calendar year may
not exceed $100,000 based on the FMV at
the time of grant. The excess portion, if any,
will be treated as NSOs that do not qualify
for any preferential tax treatment.30

Often, the holding period requirement
and acquisition are the two major reasons
that ISO holders fail to benefit from favorable
tax treatments. For instance, when a
start-up company is acquired, the ISOs are
cancelled in exchange for cash payments,
which are taxed as ordinary income instead
of capital gains.

PROFITS INTERESTS AND CARRIED
INTERESTS

Many tax benefits discussed so far are
applicable to corporations, which makes
profits interests an attractive tax incentive
for non-corporations, such as Limited
Liability Companies (LLCs) or partnerships.3
Similar to ISOs, profits interests are not
taxable for the recipient on the date of the
grant. It will be taxable when the profits
interests are disposed, at the capital gains
tax rate. Conceptually, profits interests
represent rights to share future value
increases of the LLCs.32

A special feature about this instrument
is that upon receiving profits interests, the
recipient becomes a partner of the entity
and is no longer treated as an employee
for tax purposes. As such, the recipient
will be responsible for filing his or her own
estimated tax payments and will start
receiving Form K-1(a statement typically
issued to a partner regarding a partner’s
investment in partnership interests) instead
of Form W-2 (a statement typically issued
to an employee regarding his or her taxable
wage and withholding).

Similar to stock options, profits interests
can be granted subject to vesting based
on time or performance.33 Because of the
restrictive nature of vesting requirements,

Equity compensation is
particularly important
for start-up companies
when only limited cash
is available to reward
employees. It is also
critical in providing
incentives to recipients,
often with restrictions
attached.
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a recipient is allowed to make an 83(b)
election at the time of issuance. This protects
the recipient’s opportunity to be taxed on the
value of profits interests on the date of grant.
When the businesses that issue
profits interests are applicable partnership
interests (APIs), the interests are known
as carried interests. APls are typically
associated with entities that conduct
investment activities—for example,
hedge fund, private equity, and venture
capital firms. The carried interests have
been perceived as a loophole for tax
avoidance, essentially allowing these firms
to compensate highly paid workers by
converting wage income to capital gains
that are subject to lower tax rates. As such,
the Tax Cuts and Jobs Act (TCJA) added
Section 1061 to limit certain tax benefits to
prevent abuse.34 Most notably, taxpayers
who receive carried interests are required
to use a three-year holding period to
benefit from the long-term capital gains
tax treatment.

Entrepreneurs and small business
owners who pursue their passion, decide to
change their lifestyle, or have great ideas
to fill voids in the current system have
many things to consider— business ideas,
funds, ownership arrangement, operations,
and entity structure, to name a few. Tax
provisions, including the ones discussed in
this brief, can provide powerful incentives
for entrepreneurs and attract investments
that enable innovative ideas.
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