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Benjamin Franklin suggested that death and taxes were life’s only certainties. But perhaps his advisors didn’'t know enough about
the Quialified Small Business Stock (QSBS) exemption. So if you are facing a potential taxable event from shares you acquired in a
private company, understanding the ins and outs of Section 1202 of the Internal Revenue Code (IRC) just might ease the pain of one

of life’s inevitabilities.

Section 1202 of the IRC is commonly referred to as the QSBS exemption. If you are a founder, angel investor, or an employee of a
successful early stage company, you need to be aware of certain qualifications that could help you protect up to $10 million (or 10

times your cost basis, whichever is greater) from federal taxes.

The basic requirements

You must meet several key requirements to benefit from the
QSBS exemption. Particularly, you must have held your stockin a
qualified small business for at least five years. For purposes of this
part of the tax code, a qualified small business is defined as:

» Adomestic C Corporation

« An entity with cash and other assets totaling $50 million or less,
on an adjusted basis

« Any business other than: (a) services firms such as health, law, en-
gineering, architecture, accounting, actuarial science, performing
arts, consulting, athletics, financial or brokerage services, (b) bank-
ing, insurance, financing, leasing, investing and similar businesses,
(c) farming, (d) mining and other natural resource businesses, (e)
operation of hotel, motel, restaurant or similar business.

 An entity that is actively running a business. In other words, at
least 80% of the assets of the firm must be used to actively run
the business, not for investment purposes.

The other key requirement is to understand when and how you
acquired the stock. This exemption has been in place since 1993,
but it has since undergone a few improvements. The table below

lays out the actual savings based on the date you acquired shares:

Effective Effective AMT &
. . Regular Tax & Net Investment
Date Acquired | Exclusion % Net Investment Income Tax
Income Tax Rate Rate
On or before
Feb. 17,2009 50% 15.90% 16.88%
Feb.18,2009 to
Sept. 27,2010 75% 790% 942%
Sept. 28,2010
or later 100% 0% 0%
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A real world example

Let’s say Mr. Jones started ABC Company on January 15, 2009,
using $10,000 in cash. In October of 2010, Ms. Doe, an early
employee received 200,000 options exercisable at $0.05/
share which she immediately exercised. In July of 2012 Mr. Lee
made an investment of $500,000 when the value of the firm was
$5,000,000.

In June of 2016, the company was acquired for $100 million

(we will assume that Mr. Jones received $10,000,000, Ms. Doe
received $2,500,000 and Mr. Lee received $15,000,000).
Champagne all around. But bear in mind Mr. Jones’ effective tax
rate (assuming AMT) is 16.88% on his profits. Ms. Doe on the other
hand, has an effective tax rate of 0% (federal) on her gains. Mr. Lee
on the other hand has not met the 5-year holding rule; however,
being an astute investor, he decides to take $10,000,000 and
invest in another 3 other startups and writes them checks within
60 days of the payout. With the remaining $5,000,000 he pays
long-term capital gains at 20% plus the NIl tax of 3.8%. If and
when the other investments pay him back, his principal in those
transactions will have an effective tax rate of 0% and any gains
may qualify for QSBS treatment.

You must ask yourself: How exactly does one qualify for this
potentially powerful exemption? The first requirement is that you
must have acquired the stock directly from the issuing company
for either cash, services, or property (including IP). Thus if shares
are acquired through a secondary transaction they would not
qualify. It is important to note that the shareholder must also be a
non-corporate taxpayer.



FirstCitizens

WEALTH MANAGEMENT

S\Ib Private

A Division of First Citizens Bank

The finer points

Certain redemptions can potentially disqualify some purchases of
stock from QSBS treatment. Specifically, redemptions in excess
of 5% of the aggregate value of the corporation’s outstanding
stock within one year (either before or after) of the purchase of
stock will disqualify it from QSBS treatment. Redemptions from
a “related person” of the holder within two years (either before or
after) will also disqualify stock from QSBS treatment. Generally,
redemptions from departing employees do not disqualify
purchases from QSBS treatment.

Section 1045 of the IRC is also critical to understand. This pertains
to the ability to achieve QSBS treatment on shares that have not
been held for a full five years. Under this rule, if you have owned
stock that qualifies as QSBS for more than six months but less
than five years at the time of liquidation, you may roll the stock
over into another qualified small business to maintain its treatment
and receive the preferential exemption after a total

of five years have elapsed.

Some common questions

@ What happens when you own QSBS that is acquired for stock
that is not QSBS? In this case, the stock retains its treatment,
but the gain eligible to be exempted under Section 1202 is
capped at the time of the exchange. All stock received via
gift, death or distribution also retains its QSBS treatment and
the holding period of the original owner is tacked on to the
subsequent owner.

@ What if you are a founder whose company is currently an
LLC? If the asset requirement can be met, you may consider
converting from an LLC to a C Corp (but make sure you
get expert tax advice to make this a qualified transaction).
Your holding period then begins at the time your shares are
acquired from the C Corp.

@ What if you are using a SAFE or Convertible Note instrument?
Importantly, the holding period and asset requirement does
not begin until conversion is completed. This could leave you
susceptible to receiving stock that is not QSBS eligible.
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Final thoughts

There are a few other considerations that you should keep

in mind. If you are using stock to gift to a charitable organization
or Donor Advised Fund, you should consider avoiding using stock
that qualifies for QSBS (unless it is in excess of the $10 million
cap). Rather, it’s better to use other low-priced stock which would
otherwise be heavily taxed to maximize your after-tax benefit.
And if you are an employee of an early stage company, consider
exercising while the company is still a qualified small business. Be
aware, however, that exercising directly before raising capital may
disqualify the stock from QSBS.

It is critical that founders, investors, and employees who wish to
utilize QSBS engage the right professionals for advice. In addition,
it's prudent for companies to document the QSBS status of their
newly issued stock at each round of financing.

We will work with you to better understand these guidelines, and
refer you to qualified CPAs to execute on key strategies we advise
upon. Document your purchase so that you have the correct

date at the time of liquidity; you want to make sure to know when
your five-year holding period has been met. But, above all else,
seek advice from our Private Bank and qualified third-party tax
advisors before you make decisions. The QSBS exemption could
potentially save you a significant tax bill that you, and Benjamin
Franklin, might have thought was inevitable.
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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 A BANK 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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