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Key takeaways

« Changes in economic conditions have caused the rules
regarding working capital and qualified small business
stock (QSBS) exclusions to be reexamined, possibly
impacting QSBS eligibility for growing companies.

« Founders and early employees with an understanding
of the changing QSBS landscape will be better
positioned to participate in the substantial tax benefits
offered through QSBS.

Revisiting your company’s cash management and
investment strategies with a team of professionals
familiar with the nuances of QSBS exclusions can help
protect your eligibility.

Why QSBS exclusions are being
examined carefully

Rising interest rates and economic instability have sidelined
many investors and reduced the flow of liquidity for growing
companies. The current economic climate has forced many
business founders to reexamine their existing capital and
investment strategies. In this environment, requirements
regarding qualified small business stock (QSBS) exclusions
are also being scrutinized more closely.

Considering the current state of the economy;, it’s a good
time for founders pursuing QSBS exclusions to be sure their
companies’ financial ducks are in a row. Because of their
complexity and central role in corporate cash management
policies, we will examine the guidelines surrounding working

capital as it is defined within the confines of QSBS exclusions.

If you are a founder interested in taking advantage of the
significant QSBS tax benefits, the cash management
guidelines below can help you understand how working
capital is defined and more effectively manage the eligibility
requirements for QSBS treatment.
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Properly defining working capital:
A cornerstone of QSBS exclusions

To ascertain if a business qualifies for QSBS exclusions,
founders should focus on determining whether a qualified
trade or business is using its investments for future working
capital needs within a two-year period. This is critical as
failure to meet working capital guidelines may cause
shareholders to lose their QSBS exclusion benefits.

Related: Why the timing of an LLC to C-corp conversion
may offer significant tax savings

Businesses that meet the working capital safe harbor
(and are able to issue QSBS) are entitled to:

» Hold assets or cash for its reasonably required working
capital needs.

« Hold assets for investment, provided those assets are
expected to be used to finance increases in the working
capital needs of the company within the subsequent
two years.

A critical factor here is your company’s liquid position

and the relation of that position to the company’s current
and anticipated needs. To determine liquidity, review your
company’s monthly bank statements and compare your
average cash balances with average cash disbursements.
This analysis will reveal liquidity which can then be compared
with corresponding industry standards.
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Additional factors to consider when defining your Working capital vs. investments:
. ) . . 1 . .

business’s working capital QSBS gwdellnes

@ Bona fide expansion of the business. To qualify for QSBS benefits:

@ Acquisition of another business enterprise through » 80% of company assets must be used in a qualified
purchasing stock or assets. trade or business.

(3) Retirement of bona fide indebtedness created in + No more than 10% of the value of the company can
connection with the business. be held in stock or securities.

« No more than half of the value of the company can

@ Investments and loans to suppliers or customers.
be working capital.

@ Redemption of stock held by minority stockholders. ) ) )
« Please note: Service businesses do not qualify for

@ A need to meet competition. QSBS exclusions.

@ Reserves for business risks and contingencies such as '
self-insurance against casualties, potential liability from Understand QSBS requl rements
litigation and unsettled business conditions. for your company

Need to finance employee pension or profit plans. Although the qualification process is complex, the tax

benefits of QSBS exclusions are substantial. To properly

(e) Possible loss of a principal customer. . : .
navigate the QSBS exclusion requirements for your

Excess business holdings redemption needs of organization, we recommend consulting with tax, accounting
the business. and legal professionals who are well versed in the nuances of
() An actual or potential lawsuit. cash management for qualified small businesses.
@ Possible liability arising from contractual obligations. As a division of First Citizens Bank, SVB Private offers the
strength and stability of an organization that has more than
Related: Getting acquired before your shares are QSBS $200 billion in total assets and a 125-year history serving
eligible? Here are three common scenarios. clients. First Citizens’ strength is coupled with the team of

SVB professionals who specialize in the financial needs of
founders, investors and business leaders working in the
innovation economy.

IRS guidance and rulings from the United States Tax Court
regarding working capital make it clear that a company
must document the intended use of its working capital. This
may be achieved with contemporaneous board minutes
explaining the rationale for company investments and future
working capital requirements. To discuss your QSBS options, contact us today.

To learn how qualified small business stock
requirements may impact your business and personal
finances, contact your SVB Private advisor or visit
svb.com/private-bank today.

For example, if a startup can demonstrate that it has
certain business expansion needs within the next two
years, the IRS guidance and U.S. tax court rulings have
shown that investments held to cover the expansion
needs are viable uses of working capital. Source: IRS Non-Docketed Service Advice, 2001 IRS NSAR 0387
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Important Disclosures

The views expressed in the article are those of the author and/or person interviewed and do not necessarily reflect the views of SVB Private, a division of First-
Citizens Bank and First Citizens BancShares, Inc. This material is for informational purposes only, are subject to change and do not take into account your particular
investment objective, financial situation or need. Since each client’s situation is unique, you should consult your financial advisor and/or tax planning professional
before acting on any information provided herein.

This material is for informational purposes only and is not intended to be an offer, recommendation or solicitation to purchase or sell any security or product or to
employ a specific investment strategy. Silicon Valley Bank, a division of First-Citizens Bank & Trust Company (“SVB”) does not represent, warrant or guarantee that
this material is accurate, complete or suitable for any purpose or any investor and it should not be used as a basis for investment decisions. It is not to be relied upon
or used in substitution for the exercise of independent judgment.

SVB, its affiliates, employees, SVB Wealth LLC investment adviser representatives and SVB Investment Services Inc. registered representatives do not provide, and
nothing contained herein should be construed as, legal, tax or accounting advice. Prior to making any investment or financial decisions, an investor should consult
their own legal and/or tax advisors for individualized advice that takes into account all of the particular facts and circumstances of an investor’s own situation.

Investing involves risk, including the potential loss of money invested. Past performance does not guarantee future results. Asset allocation and
diversification do not guarantee a profit or protect against loss.

The term “SVB Private” is the marketing brand name for the private banking, lending, brokerage and wealth management and investment advisory services offered
by the following First-Citizens Bank & Trust Company divisions, subsidiaries, or affiliates: Silicon Valley Bank, a division of First-Citizens Bank & Trust Company,
SVB Investment Services Inc., and SVB Wealth LLC. Each legal entity is subject to distinct regulatory requirements and certain products and services may not be
available in all jurisdictions or to all client types.

ABanking, lending, and trust products or services are offered by Silicon Valley Bank, a division of First-Citizens Bank & Trust Company.

SVB Wealth LLC (“SVBW”) and SVB Investment Services Inc. (‘SVBIS”) are wholly owned, non-bank subsidiaries of First-Citizens Bank & Trust Company. Neither
SVBW nor SVBIS is a chartered bank, trust company or depository institution.

*Wealth management and investment advisory services are offered through SVBW, an SEC-registered investment adviser. Detailed information on the services
offered through SVBW is contained in the SVBW Form ADV Brochure which can be obtained at adviserinfo.sec.gov or from your SVBW investment adviser
representative. Brokerage products and services are offered through SVBIS, a registered broker-dealer, Member FINRA and SIPC. To learn more about SVBIS,
please review the SVBIS Client Relationship Summary.

There are important differences between brokerage and investment advisory services, including the type of advice and assistance provided, the fees charged, and
the rights and obligations of the parties. For more information about these services and their differences, speak with your SVBW investment adviser representative.
Not all products/services are offered by all investment adviser representatives of SVBW or registered representatives of SVBIS, and not all investment adviser
representatives of SVBW are registered representatives of SVBIS.

Wealth management and investment advisory services offered by SVBW, and brokerage products and services offered by SVBIS are:
NOT FDIC INSURED * NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY « NOT BANK GUARANTEED * NOT ABANK DEPOSIT « MAY LOSE VALUE

All loans provided by Silicon Valley Bank, a division of First-Citizens Bank & Trust Company, are subject to underwriting, credit, and collateral approval. Financing
availability may vary by state. Restrictions may apply. All information contained herein is for informational purposes only and no guarantee is expressed or implied.
Rates, terms, programs, and underwriting policies are subject to change without notice. This is not a commitment to lend. Terms and conditions apply. NMLSR ID
503941.
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