
A COMPLETE GUIDE TO QUALIFIED
SMALL BUSINESS STOCK (QSBS)

I. Introduction to QSBS

In the world of startups, founders and early employees often focus on building the next big
thing while leaving tax planning for later. Section 1202 of the Internal Revenue Code contains
what might be the startup world's best-kept secret: Qualified Small Business Stock (QSBS).
For founders, early employees, and investors who plan carefully, this provision can mean the
difference between paying millions in taxes or nothing at all on their startup gains.

The core promise of QSBS is that depending on when the shares were received, qualifying
shareholders can eliminate federal capital gains taxes on up to $10 million, or ten times their
initial investment, whichever is greater. For example, an investor who put in $10 million
could avoid paying capital gains tax up to $100 million. This isn't a loophole or clever
accounting trick - it's an intentional incentive designed by Congress to encourage
investment in innovative American businesses.

The Evolution of QSBS

The story of QSBS has unfolded across four distinct eras, each more generous than the last.
When first introduced in 1993, the program offered a modest 50% tax exclusion -
revolutionary for its time but far from today's benefits. By 2009, the exclusion increased to
75%, and again in 2010, when Congress introduced a complete tax exemption for qualifying
gains. In 2025, the One Big Beautiful Bill Act added another major expansion, further
extending QSBS benefits.

This evolution reflects a growing recognition of the importance of startup investment in the
American economy. Today's complete exemption from both federal taxes and the 3.8% Net
Investment Income Tax makes QSBS one of the most powerful tax incentives available to
startup stakeholders.
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Qualified Businesses:
Technology companies
Manufacturing firms
Retail businesses
Biotechnology companies
Businesses focused on developing new products or processes

Excluded Businesses:
Professional services (e.g., law, medicine, consulting)
Financial services and banking
Real estate
Hotels and restaurants
Farming operations

Beyond business type, the company needs to maintain the right structure and size. It must
be a domestic C-corporation with gross assets below the applicable threshold when your
shares were issued. For shares issued before July 5, 2025, that threshold is $50 million. This
isn't about the company's size at exit, some small businesses grow to be worth billions, but
rather about supporting companies in their early stages. 

There are some ways that shares can become disqualified from QSBS eligibility even after
previously qualifying, for example:

Share buybacks by
the company over a
certain threshold,
may disqualify shares
issued one year
before the buyback,
and all shares issued
one year after the
buyback may be
subject to a QSBS
eligibility blackout
period.

Share Repurchases Cash Management
Investing company
assets into non-cash
deposit instruments,
like bonds or money
market funds.

Asset Threshold
The company must
have less than $50
million in gross
assets at the time
of share issuance.
Acquisitions,
fundraising rounds,
inventory, etc., can
cause a company
to exceed this
threshold.

Business Model
If the company
changes its
business model and
begins to operate as
an excluded
business type.

II. Qualification (Pre-2025)

Qualifying for QSBS requires patience and careful planning. Both the business and
investment must meet specific criteria throughout.

First, the company must be in the right category. Congress designed QSBS to reward
innovation, so traditional service businesses do not apply. Here's where the lines are drawn:



The Section 1045 rollover provision offers remarkable flexibility for investors, as it
imposes no restrictions on rollover amounts or frequency of elections. This provision
allows investors to reinvest proceeds across multiple QSBS holdings, enabling
portfolio diversification while maintaining tax deferral benefits.
 
For families seeking to maximize their benefits, trust-based stacking has emerged as a
powerful strategy. By thoughtfully distributing QSBS shares across multiple family trusts,
each trust can potentially claim its own exclusion. However, this isn't a simple matter of
paperwork, the trusts must be carefully structured as non-grantor trusts, and the timing of
gifts requires precise planning.

Documentation: Your Shield Against Scrutiny

Think of QSBS documentation as insurance for your tax-free gains. The requirements break
down into two key categories:

Corporate Records must tell the complete story of your company's qualifications:

Original stock issuance details
Asset valuations at critical moments
Proof of qualifying business activities
Complete shareholder history

Individual Investment Records need to demonstrate your personal qualification:

How you acquired your shares
When you acquired them
What you paid
How long you've held them

IV. Strategic Considerations

The federal QSBS benefit is just part of the story. States take varied approaches:
Some states, recognizing the value of encouraging local innovation, fully match the federal
treatment. Others chart their own course - residents in Alabama, California, Mississippi, New
Jersey, Pennsylvania, and Puerto Rico are not eligible for the QSBS tax exclusion at the state
level, while Massachusetts and Hawaii offer only partial benefits. This patchwork makes
residence planning an important consideration for QSBS holders.

III. Understanding Advanced Strategies

The Section 1045 Rollover

While the basic QSBS exemption is powerful on its own, sophisticated planning can multiply
its impact. One of the most versatile tools in the QSBS toolkit is the Section 1045 rollover. This
provision allows you to sell QSBS shares after just six months and reinvest the proceeds into
a new qualified company without triggering taxes. You'll need to complete the reinvestment
within 60 days, and your new five-year holding period clock resets.



For charitable giving, consider using non-QSBS shares first, as you can't combine the QSBS
exemption with charitable deductions. Timing matters enormously – employees joining, or
investors funding startups should understand whether the company qualifies under QSBS rules.
Being aware of the qualifications could make a multi-million-dollar difference in future taxes.

Planning For Success

Company structure decisions carry huge implications. Founders choosing between LLC and C-
corporation status should consider QSBS implications. 

Users of convertible notes or SAFEs should remember that their QSBS clock starts at conversion,
not when the initial investment is made.

For founders, this means:

Choosing a C-corporation structure when appropriate
Carefully tracking asset levels through each financing round
Maintaining detailed records of business activities
Meticulously documenting share issuances 

For employees and investors, the focus shifts to:

Confirming QSBS eligibility before exercising options
Understanding holding period requirements
Planning exits with QSBS timing in mind
Considering trust and family gifting strategies

V. Major Expansion: The One Big Beautiful Bill Act

On July 4, 2025, landmark legislation further transformed the QSBS landscape. The One Big
Beautiful Bill Act introduced three significant expansions that make QSBS benefits even more
accessible and valuable for qualifying shareholders. These changes apply to QSBS issued on or
after July 5, 2025, and represent the most substantial enhancement to the program since 2010. 

First, the asset threshold increased from $50 million to $75 million. This change means more
companies can qualify to issue QSBS, even as they grow and raise additional capital.
Importantly, this new threshold will be indexed for inflation beginning in 2027, ensuring it
keeps pace with economic growth rather than eroding in real terms. 

Second, the maximum excludable gain jumped from $10 million to $15 million per taxpayer per
issuer. For those with larger investments, this represents a potential tax savings of well over $1
million in federal taxes alone. Like the asset threshold, this limit will be indexed for inflation
starting in 2027. 

Third, and perhaps most remarkably, the Act introduced tiered holding periods that provide
meaningful benefits much sooner than before. While the full 100% exclusion still requires five
years of holding, shareholders can now access partial benefits after just three years. Holding for
at least three but less than four years provides a 50% exclusion, while four to five years provides
a 75% exclusion. This flexibility allows for earlier liquidity events while still capturing substantial
tax benefits.



Requirement QSBS Issued Before July 5, 2025 QSBS Issued After July 4, 2025 

Asset Threshold $50 million (not indexed)
$75 million (indexed for inflation

from 2027)

Maximum
Excludable Gain

Greater of $10 million or 10x basis
(not indexed)

Greater of $15 million or 10x basis
(indexed from 2027)

Holding Period for
100% Exclusion

More than 5 years 5 years or more 

Holding Period for
75% Exclusion

Not available
4 years or more, but less than 5

years

Holding Period for
50% Exclusion

Not available
3 years or more, but less than 4

years

These changes provide greater flexibility and planning opportunities for founders and
investors of emerging companies, expanding the potential number of qualifying small
businesses that may benefit from the QSBS rules. For stock issued after July 4, 2025, these
enhanced benefits create new strategic possibilities for tax planning and exit timing.

VI. The Future of Startup Wealth

In a landscape where startup success stories regularly create substantial wealth,
understanding QSBS can be as important as understanding your equity package itself. While
the rules are complex, the potential benefit, paying zero federal taxes on millions in gains,
makes them worth mastering. Whether you're founding a company, joining an early-stage
startup, or investing in the next big thing, QSBS knowledge could be the key to maximizing
your returns. 

The 2025 expansion of QSBS benefits represents a significant opportunity for the startup
ecosystem. With higher thresholds, larger exclusions, and more flexible holding periods, the
program is better positioned than ever to support entrepreneurship and innovation. These
changes acknowledge the realities of modern startup growth while maintaining the
program's core mission of encouraging investment in American small businesses. 

Like most aspects of startup success, timing is everything. You need to plan, understand the
rules, and make informed decisions early. Consult with qualified financial and tax advisors
who understand both the technical requirements and practical applications of QSBS. In the
end, this tax benefit could make a profound difference in how much of your startup success
you get to keep. 
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Headquartered in Boston,
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families, and their associated
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objective fiduciary standard
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open architecture investment
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