
Technology startups present a recipe for
difficulties in the world of state and local
taxes (SALT): novel services and busi-
ness models, broad national or world-
wide markets, and limited resources for
compliance. While other businesses in
that situation perhaps can make up for
these difficulties by not knowing or com-
plying with all of their SALT obligations,
a startup seeking an exit or late-stage
funding may find itself facing scrutiny—
and downward pressure on valuations—
for SALT exposure. As the due diligence
process lends itself to worst-case think-
ing, a startup is generally better served
by identifying and resolving material
SALT issues before the due diligence be-
gins. This article provides practical ideas
and insight for addressing SALT expo-
sure in startups or other fast-growing,
small and mid-sized private companies. 

Due diligence is an opportunity for buyers
to push down valuations based on SALT
exposure. Small and mid-size private com-
panies, and especially startups, generally
do not prioritize compliance with myr-
iad state and local tax obligations. With

limited resources and a need to do more
with less, SALT compliance easily fails to
keep up with rapid growth. Often the com-
pany has a general in-house finance man-
ager or outside CPA who can handle
financial accounting and federal income
tax but who is not well versed in multi-
state SALT. 

For most closely held companies, this
is not a problem: they file income tax re-
turns in the state of the main office and
perhaps a few other locations. Perhaps
sales tax is also collected in those states.
Other SALT issues fly under the radar and
are dealt with on an ad hoc basis if they
come up. From a practical perspective,
states’ abilities to identify and tax out-of-
state companies are limited. Such an ad
hoc approach can be successfully main-
tained for a surprisingly long time. 

For a late-stage startup looking at an
exit or a major new round of funding,
however, a much more effective SALT en-
forcement mechanism is at hand: The ac-
counting firm providing due diligence
review. The reviewers likely have a good
working knowledge of state and local tax
issues. Also, they have extensive access to
company information and records. As a
result, they can generate a scenario that
errs toward worst-case projections: wide-
spread nexus, more taxable products and

services, long lookback periods, and max-
imum penalties and interest. Such a max-
imal exposure calculation will tend to
push down the valuation and give the
buyer or investor a better price. 

Clearly, an advisor on the startup’s side
can and should push back on those posi-
tions and argue for some common sense.
However, making headway with argu-
ments based on pragmatism, and perhaps
some nuance about taxability, is an up-
hill battle. 

A better approach is for the startup al-
ready to have evaluated and established
SALT compliance positions that it can de-
fend. If the company has already consid-
ered and implemented reasonable
positions, then the due diligence review
will be less likely to seize on SALT issues—
and, even if it does so, the startup will have
a robust position from which to push back. 

Evaluating SALT exposure. Evaluating
SALT exposure for a startup is no dif-
ferent in principle from doing so for other
businesses, although novel products or
business models may present more ques-
tions: first identify the jurisdictions that
have nexus—enough of a connection

with the company to require tax com-
pliance—and then identify the relevant
tax obligations. 

Common nexus pitfalls for startups. A
small, dynamic company can establish a
surprisingly large nexus footprint as it
tries to maximize growth. Common ex-
amples of physical presence being estab-
lished include remote employees, traveling
representatives, and business partner-
ships. In addition, for income or business
activity taxes, economic nexus based on
sales volume alone should be considered. 

Perhaps the most common nexus pit-
fall for a startup is remote employees.
There is no question that having a full-
time employee in a state creates nexus,
even if that employee is only working from
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home.1 A startup that is attracting great
talent and letting them work from any-
where will soon find itself with nexus in
a number of states.2

Regular visits by company represen-
tatives to solicit sales or provide services
create nexus.3 This is the case whether the
representatives are employees or inde-
pendent contractors. So, for example, a
sales representative periodically visiting
assigned territories or customers will gen-
erally be enough to create nexus. 

Moreover, there is the risk of nexus
from third-party business partners or
fulfillment providers. Several years ago,
a wave of states enacted “click-through
nexus” laws to target e-commerce
providers for sales tax collection based on
the presence of in-state referral-based
marketers. These laws can be addressed
with paperwork: contractual restrictions
on solicitation and annual certifications
of compliance thereof. However, in the
absence of such paper work there is a
strong presumption that in-state refer-
ral marketers are creating nexus by so-
liciting on the company’s behalf. A startup
that has not taken the appropriate pre-
cautions is in a difficult position. 

Startups using an intermediary-based
business model also need to consider risks
of nexus from their platform participants.
Offering performance of local services
through an online platform can cause the
online business to have nexus in the state

where the services are performed.4 In ad-
dition, a new wave of legislation, so far in
effect in only a handful of states, aims to
require tax collection by marketplace
providers and, thus far, it seems to be meet-
ing with success. 

Besides traditional physical presence
nexus, the business also should consider
whether any states have nexus based on
significant sales into the state, regardless
of physical presence. While sales and use
tax collection nexus has been held to a
strict physical presence standard for years,
and that is still the law as of the writing
of this article,5 many states have been suc-
cessful thus far in imposing “economic
nexus” or “factor presence” nexus for in-
come taxes and gross receipts/business
activity taxes. These laws require payment
of the tax if sales into the state exceed cer-
tain thresholds. Nexus for purposes of
sales and use tax seller notification laws (re-
quiring not tax collection but rather in-
formation reporting) also is based on
economic thresholds and these laws have
been upheld so far. 

Evaluating state tax obligations. Once
the relevant states with nexus are identi-
fied, then it is a question of evaluating
each state’s tax obligations and potential
exposure. Clearly this depends on the spe-
cific business of the startup, especially for
sales and use taxes. Retailers of tangible
personal property or canned software are

going to face tax in most states with sales
taxes. Also, providers of services should be
careful about the taxability of their serv-
ices in various states. 

Perhaps the most difficult situation
for evaluating sales and use tax taxability
involving startups is when they provide In-
ternet-based service offerings, particu-
larly software-as-a-service (SaaS), but
also information services, infrastructure-
as-a-service (IaaS), and Internet-based
communications systems. Many states
and a few localities have sought to tax
cloud-based services with varying ad-
ministrative and legislative approaches.
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1
See, e.g., Telebright Corp., Inc. v. Director, Division of Tax-
ation, 25 N.J. Tax 333 (2010). 

2
Many businesses think that they are doing well by pay-
ing state withholding tax and unemployment tax on
remote employees. This is an audit risk: states are get-
ting better about leveraging their employment tax data
for business tax nexus audit leads. 

3
A sufficient number of employee visits for purposes
unrelated to establishing and maintaining a market
conceivably can create nexus as well, but generally
such visits are less risky from a nexus perspective. 

4
Witness that the online travel companies (OTCs)
have generally been found to have nexus in disputes
over hotel taxes. 

5
The United States Supreme Court is considering a case
that could allow sales and use tax nexus based on sales
thresholds instead of physical presence, South Dako-
ta v. Wayfair, Inc., Docket no. 17-494, cert. granted Jan.
12, 2018. Federal legislation also could change the
framework. 

6
Ordinarily no statute of limitations runs on nexus li-
abilities because no return has been filed. VDAs are
a way to cut off this back-tax liability and limit the look-
back period. 
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There is almost no uniformity among
states’ approaches. For a startup offering
cloud-based services, perhaps the easi-
est approach is to start collecting in ju-
risdictions that may tax your service and
then see what your customers say and
whether they can provide good reasons
not to collect. 

A startup may also consider exposure
for use tax on its purchases: office equip-
ment, supplies, software, etc. Startups
are prone to buying online, and in many
cases the suppliers on such remote sales
do not collect tax. The purchasing busi-
ness then generally owes use tax to the
state where the product or service was
received and used. 

Materiality of the exposures should be
kept in mind. A startup that is in a loss po-
sition has little to worry about from in-
come tax exposure, although gross receipts
taxes may still pose a problem. Also, ex-
posure may be concentrated in the larger
states or states with a concentration of
major customers. There is no sense in ad-
dressing small exposures where the cost
to fix the problem will be more than the
tax itself. 

Options to fix SALT issues. Once SALT ex-
posures have been assessed, the next ques-
tion is how to address them. A business
can expand filings either through volun-
tary disclosures or by “turning on the tax”
and beginning to pay prospectively. In

addition, changes to business practices or
contractual arrangements may make sense. 

Voluntary disclosure agreements. Per-
haps the most often recommended way
for a business to address SALT exposure
is to enter into voluntary disclosure agree-
ments (VDAs) with the relevant states,
where the business pays tax owed, often
with interest, for a limited lookback pe-
riod of three to four years. In exchange,
the state agrees to waive penalties and not
go back any further for back taxes.6 VDAs
are transacted separately with each state,
and states’ terms and requirements of their
VDA programs vary. 

The upside to VDAs is that they provide
maximal assurance that the taxpayer has
mitigated exposure for back taxes. In many
instances, however, they do not provide
great value for startups because the ma-
terial part of the business’s exposure is
within the VDA lookback period. In such
a situation, essentially all that the startup
is getting is a penalty waiver. VDAs also in-
volve out-of-pocket costs for the back
taxes, as well as employee time or profes-
sional fees to deal with the associated ad-
ministrative hassles. 

Turning on the tax. An alternative to
VDAs is to simply begin collecting (if ap-
plicable), filing, and paying the relevant
taxes. This is straightforward adminis-
tratively and the taxpayer has no imme-
diate out-of-pocket cost. There is no
closure for liability for prior periods, how-
ever, and that back-tax exposure contin-
ues to exist indefinitely. 

A variant of just turning on the tax is
to incorporate a new legal entity and shift
the operating business to that entity, which
then registers and begins filing prospec-
tively with no prior history. In some in-
stances, this may make sense, although it
should be noted that most states have suc-
cessor liability provisions such that the
liability for back taxes would also follow
to the new entity. 

Turning on the tax may be an appeal-
ing option for startups if enough time can
pass before the due diligence associated
with the exit—say perhaps a year or more.
That way the startup will have a track
record of tax compliance that is unlikely
to raise red flags to the reviewers. 

Getting guidance from states. In some in-
stances it may make sense for the startup to
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solicit letter rulings or other forms of guid-
ance from one or more states, particularly
for sales taxability questions on new prod-
ucts or business models. If this is the startup’s
home jurisdiction, it may particularly make
sense to seek guidance as tax administra-
tors are sometimes more favorably dis-
posed toward hometown businesses. 

Guidance or letter ruling efforts should
be done with caution and using a knowl-
edgeable professional who understands
the relevant legal framework and tax ad-
ministrator. It is generally a substantial
undertaking to submit a thoughtful guid-
ance request. Throwing up some basic in-
formation to the tax administrator and
asking for open-ended guidance will tend
to yield sub-optimal results.7

Changing business practices. While tax
issues should not drive major business
decisions, sometimes a small change in
business practices can have dramatic tax
impacts that justify the change. This is
particularly the case for nexus risks. For
example, commission-based online ad-
vertising could be changed to cost-per-

click to reduce click-through nexus risks.
Or a remote, back-office employee may
be changed to an independent contrac-
tor or reassigned to a different legal en-
tity to avoid having that remote employee
establish nexus for a business. 

Changing contracts. In addition, con-
tractual changes—changes to the legal
wording of terms, conditions, and agree-
ments—may be an effective way of miti-
gating SALT risks. Practically speaking,
sales tax on SaaS and other cloud-based
services can be dramatically affected by
the precise terminology in customer agree-
ments or terms and conditions: Is what is
being sold a software license, the provi-
sion of services, or something else? Often,
careful drafting can optimize the posi-
tion for tax purposes without materially
affecting the business itself. 

If click-through nexus is an issue for a
startup, it also is critical to prohibit direct so-
licitation in contracts with advertising af-
filiates and to put in an annual certification
process. This is paperwork that needs to be
addressed but which rarely requires changes
in fundamental business operations. 

One contractual approach of only lim-
ited value is shifting the tax compliance
obligations to customers. If there is nexus
and taxability, the duty to collect sales

and use tax is mandated by law and can
only be avoided as provided by law (as in
the case of exemption certificates or sim-
ilar exemption documentation). Other-
wise, the company has a non-delegable
duty to collect the tax. A contractual
agreement that the buyer will be re-
sponsible for all taxes cannot absolve the
seller from responsibility; it only gives
the seller a better claim to seek reim-
bursement from the buyer if tax is owed.
A seller coming back to buyers for tax re-
imbursement years after the transactions
occurred faces a hazardous venture given
the vicissitudes of time, customer rela-
tionships, and recordkeeping. 

Conclusion: addressing SALT issues
proactively to maximize value. Startups
are often well served by stepping back to
evaluate SALT obligations and address
or mitigate material  issues.  Such a
process should begin well in advance
of an exit (or a late round of funding)
to provide enough time for corrective
action. While no one should expect per-
fection in SALT compliance from a
startup—or any business for that mat-
ter—cost-effective mitigation or pre-
vention of SALT issues can help avoid
serious downward valuation pressures
in the due diligence process. �
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7
In addition, a quick phone call to a contact at a tax ad-
ministrator may provide helpful informal guidance. The
taxing state will not be bound by oral guidance, how-
ever, and such guidance would be of limited use in pro-
viding comfort in the SALT due diligence process. 
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