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Qualified Small Business Stock (Section 1202)

The qualified small business stock (QSBS) gain exclusion under Section 1202 can provide significant tax
benefits by allowing an individual to exclude up to 100% of taxable gain from the sale of QSBS. While venture
capital practitioners are more likely to have come across this tax rule, excluding gain under Section 1202
is a potentially extremely beneficial rule that should be known by anyone deciding how a small business
should be classified for tax purposes, investing in a small business, or acquiring a small business. The ideal
small company to be a candidate for QSBS is one whose shareholders expect to recognize most of the
value upon an exit event and don’t mind having corporate-level tax liability until the exit (e.g., because the
company is in a loss position or does not make shareholder distributions).

High-Level Requirements

To qualify as QSBS, the stock must be C corporation stock. The holder must have acquired the stock from the
C corporation in exchange for money, other Section 1202 stock, other property (excluding non-Section 1202
stock), or services provided to the corporation. The corporation must meet certain active business requirements
(based on asset use) during substantially all the taxpayer’s stock holding period, and the aggregate gross
assets of the corporation (and certain subsidiaries) must not have exceeded $50 million at any time before or
immediately after the taxpayer’s receipt of the stock. Stock held in corporations conducting certain industry-
specific trades or businesses (e.g., health, law, engineering, architecture, or accounting) and consulting (or
other personal services) trades or businesses will not qualify as QSBS. The $50 million test is not really a limiter
once the QSBS has been issued, because it does not matter how valuable the corporation grows by the time
of the exit.

Gain Exclusion

The gain exclusion applies to the sale of QSBS held directly by an individual (or held indirectly through a
partnership or S corporation) for more than five years. The amount of gain that may be excluded is the greater
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of $10 million or 10 times the aggregate “adjusted stock basis” of QSBS sold during the taxable year. The
exclusion amount varies depending on when the stock is acquired, but QSBS acquired after September 27,
2010 is eligible for a 100% gain exclusion.

When to Consider

Founders, early-stage investors, and startup businesses should consider setting up their operations in a
C corporation in order to take advantage of QSBS. If the business is not originally set up as a C corporation,
businesses may be able to convert to a C corporation structure and issue QSBS at the time of conversion. Investors
should consider whether it is possible to receive QSBS in the context of an investment in an existing business.
Also, Section 1202 will often need to be considered for existing shareholders and/or purchasers in the context
of merger and acquisition transactions.

Certain Circumstances Warranting Special Attention

Stock redemptions may result in the failure of stock issued within two years before or two years after the
redemption to qualify as QSBS. Unlike direct issuances of QSBS to a partnership (including a limited liability
corporation (LLC) taxed as a partnership), transfers of stock from an individual stockholder to a partnership
(including an LLC taxed as a partnership) will result in the loss of QSBS treatment for the transferred stock.
Also, special rules and requirements apply to QSBS issued by the corporation to a partnership (including
an LLC taxed as a partnership) or an S corporation.

Rollover of Certain Gain

If QSBS held for more than six months is sold and the proceeds are reinvested in separate QSBS within
60 days following the sale, the gain resulting from the sale may be deferred.

Section 1202 may provide substantial tax benefits in connection with the sale of QSBS and should be
considered in the context of a number of transactions and scenarios.

For more information, please contact Jack Cummings at+1919862 2302 or John Harden at +1 404 881 7990.
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You can subscribe to future Federal Tax advisories and other Alston & Bird publications by completing our

publications subscription form.

If you have any questions or would like additional information, please contact your Alston & Bird attorney or any of the following:

International Tax Group

John F. Baron

Co-Chair

+1704 4441434
john.baron@alston.com

Scott Harty

Co-Chair

+1404 8817867
scott.harty@alston.com

George B. Abney
+1404 881 7980
george.abney@alston.com

M. Nicole Brown
+1404 8817167
nicole.brown@alston.com

Andrew B. Claytor
+1704 4441081

andrew.claytor@alston.com

James E. Croker, Jr.
+1202 239 3309
jim.croker@alston.com

Jasper L. Cummings, Jr.
+1919 862 2302
jack.cummings@alston.com

Laura L. Gavioli
+12122109432

+1214 922 3580
laura.gavioli@alston.com

John Harden
+1404 881 7990
john.harden@alston.com

ALSTON&BIRD

WWW.ALSTON.COM
© ALSTON &BIRD LLP 2023

ATLANTA: One Atlantic Center ® 1201 West Peachtree Street ® Atlanta, Georgia, USA, 30309-3424 = 404.881.7000 ® Fax: 404.881.7777
BEIJING: Hanwei Plaza West Wing = Suite 21B2 = No. 7 Guanghua Road = Chaoyang District = Beijing, 100004 CN = +86.10.85927500

Brian D. Harvel
+1 404 881 4491
brian.harvel@alston.com

Raleigh Johnston
+1214 922 3415

raleigh.johnston@alston.com

Terence H. McAllister
+1704 4441138
terence.mcallister@alston.com

Ashley B. Menser
+1919 862 2209
ashley.menser@alston.com

Jacob L. Kaplan
+1404 8814296

jake.kaplan@alston.com

Stefanie Kavanagh
+1202 2393914
stefanie.kavanagh@alston.com

Daniel M. Reach
+1704 4441272
danny.reach@alston.com

Heather Ripley
+12122109549
heather.ripley@alston.com

Sam K. Kaywood, Jr.
+1404 881 7481
sam.kaywood@alston.com

Clay A. Littlefield
+1 704 444 1440
clay.littlefield@alston.com

Sarah Ma
+1202 239 3281
sarah.ma@alston.com

Margaret Ward Scott
+1404 881 7962

margaret.scott@alston.com

Richard L. Slowinski
+1202 2393231
richard.slowinski@alston.com

Carolyn E. Smith
+1202 239 3566

carolyn.smith@alston.com

Edward Tanenbaum
+12122109425
edward.tanenbaum@alston.com

Shawna Tunnell
202.239.3040
shawna.tunnell@alston.com

Ryan Wheeler
704.444.1430

ryan.wheeler@alston.com

R. Mark Williamson
+1404 881 7993
mark.williamson@alston.com

Joon Yoo
212.210.9452
joon.yoo@alston.com

BRUSSELS: Rue Guimard 9 et Rue du Commerce 87 ® 3rd Floor ® 1000 Brussels ® Brussels, 1000, BE = +322.550.3700 = Fax:+32.2.550.3719

CHARLOTTE: One South at The Plaza = 101 South Tryon Street ® Suite 4000 ®= Charlotte, North Carolina, USA, 28280-4000 = 704.444.1000 = Fax: 704.444.1111
DALLAS: Chase Tower = 2200 Ross Avenue ® Suite 2300 = Dallas, Texas, USA, 75201 = 214.922.3400 = Fax: 214.922.3899
FORT WORTH: Bank of America Tower ® 301 Commerce ® Suite 3635 ® Fort Worth, Texas, USA, 76102 ® 214.922.3400 = Fax: 214.922.3899
LONDON: 4th Floor = Octagon Point, St. Paul's ® 5 Cheapside = London, EC2V 6AA, UK = +44.0.20.3823.2225

LOS ANGELES: 333 South Hope Street ® 16th Floor ® Los Angeles, California, USA, 90071-3004 = 213.576.1000 = Fax:213.576.1100

NEW YORK: 90 Park Avenue = 15th Floor = New York, New York, USA, 10016-1387 = 212.210.9400 = Fax:212.210.9444
RALEIGH: 555 Fayetteville Street m Suite 600 ® Raleigh, North Carolina, USA, 27601-3034 = 919.862.2200 = Fax: 919.862.2260

SAN FRANCISCO: 560 Mission Street ® Suite 2100 ® San Francisco, California, USA, 94105-0912 ® 415.243.1000 ® Fax:415.243.1001
SILICON VALLEY: 755 Page Mill Road = Building C - Suite 200 = Palo Alto, California, USA 94304-1012 = 650.838.2000 = Fax: 650.838.2001
WASHINGTON, DC: The Atlantic Building = 950 F Street, N\W = Washington, DC, USA, 20004-1404 = 202.239.3300 = Fax: 202.239.3333



https://www.alston.com/en/
https://www.alston.com/en/resources/subscriptions-form
https://www.alston.com/en/
https://www.alston.com/en/professionals/a/abney-george
mailto:george.abney%40alston.com?subject=
https://www.alston.com/en/professionals/b/brown-m-nicole
https://www.alston.com/en/professionals/c/claytor-andrew-b
mailto:andrew.claytor%40alston.com?subject=
https://www.alston.com/en/professionals/c/croker-james-e
mailto:jim.croker%40alston.com?subject=
https://www.alston.com/en/professionals/c/cummings-jasper-l-jack/
mailto:jack.cummings%40alston.com?subject=
https://www.alston.com/en/professionals/g/gavioli-laura
mailto:laura.gavioli%40alston.com?subject=
https://www.alston.com/en/professionals/h/harden-john
mailto:john.harden%40alston.com?subject=
https://www.alston.com/en/professionals/h/harvel-brian-d
mailto:brian.harvel%40alston.com?subject=
https://www.alston.com/en/professionals/j/johnston-raleigh
https://www.alston.com/en/professionals/k/kaplan-jacob-l
https://www.alston.com/en/professionals/k/kavanagh-stefanie-e
mailto:stefanie.kavanagh%40alston.com?subject=
https://www.alston.com/en/professionals/k/kaywood-sam-k
mailto:sam.kaywood%40alston.com?subject=
https://www.alston.com/en/professionals/l/littlefield-clay-a
mailto:clay.littlefield%40alston.com?subject=
https://www.alston.com/en/professionals/m/ma-sarah
mailto:sarah.ma%40alston.com?subject=
https://www.alston.com/en/professionals/m/mcallister-terence-h
mailto:terence.mcallister%40alston.com?subject=
https://www.alston.com/en/professionals/m/menser-ashley-b/
mailto:ashley.menser%40alston.com?subject=
https://www.alston.com/en/professionals/r/reach-daniel-m
mailto:danny.reach%40alston.com?subject=
https://www.alston.com/en/professionals/r/ripley-heather
mailto:heather.ripley%40alston.com?subject=
https://www.alston.com/en/professionals/s/scott-margaret-ward
https://www.alston.com/en/professionals/s/slowinski-richard
mailto:richard.slowinski%40alston.com?subject=
https://www.alston.com/en/professionals/s/smith-carolyn-e
https://www.alston.com/en/professionals/b/baron-john-f/
mailto:john.baron%40alston.com?subject=
https://www.alston.com/en/professionals/h/harty-scott-a
mailto:scott.harty%40alston.com?subject=
https://www.alston.com/en/professionals/t/tanenbaum-edward
mailto:edward.tanenbaum%40alston.com?subject=
https://www.alston.com/en/professionals/t/tunnell-shawna
mailto:shawna.tunnell%40alston.com?subject=
https://www.alston.com/en/professionals/w/wheeler-ryan
mailto:ryan.wheeler@alston.com
https://www.alston.com/en/professionals/w/williamson-mark
https://www.alston.com/en/professionals/y/yoo-joon
mailto:joon.yoo%40alston.com?subject=

