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The Importance of Pre-Transaction Sell-Side SALT
Due Diligence

by John Wojcik and John Wozniczka

There has been considerable merger and acquisition
activity in past few years, especially in the middle market.
Coupled with the significant multiples being paid for
businesses, this activity has owners eyeing the market and
wondering if it’s time to sell their businesses before the next
economic downturn reduces the value. Whether the owners
are individuals holding businesses that have been in their
families for years (many of whom may have never consid-
ered selling their business) or private equity firms, the goal
is to maximize the value of the entity being sold.

Although the objective may seem simple, achieving it
requires substantial time and effort. While the main focus in
a transaction is generally on a selling company’s financial
statements, there are many components that affect those
financial statements. State and local taxes often don’t get
much attention, but that can nonetheless have a substantial
impact on the economics of a deal.

I. Overview of State and Local Tax Issues
Income and franchise taxes generally come to mind

when one thinks about state and local taxes. But the latter
also includes sales and use taxes, property taxes, unclaimed
property, and payroll taxes. Without the proper preparation
for sale, any of these areas can negatively affect a deal —
including a slowdown on the timing of a transaction,
additional amounts being held in escrow, a reduction to the
ultimate sales price, or many other negative consequences.

So how does one prevent a seller’s state and local tax
compliance processes from negatively affecting a deal? The
answer will likely vary by transaction. However, by per-
forming sell-side tax due diligence procedures related to the
seller’s state and local tax function, a seller can be better
informed of the potential tax issues discovered through due

diligence, control the remedies to resolve any problems, and
maximize the expected returns when selling a business.

II. Sell-Side Tax Due Diligence
Anyone who has been involved in an M&A transaction is

likely familiar with due diligence, which for buyers has been
the standard to determine a selling entity’s true value for
many years. Sell-side tax due diligence, however, is a more
recent development in the M&A world.

Sell-side tax due diligence is very similar to the process
undertaken in traditional buy-side due diligence. As the
name suggests, however, the sell-side tax diligence process is
undertaken by the seller. The process takes place before a
transaction to help the seller prepare for the sale of a
business. If undertaken at the appropriate time and pursued
appropriately, the knowledge obtained through sell-side tax
due diligence can be highly advantageous to a selling entity.

III. Tax Benefits of Sell-Side Diligence

A. Take Control of the Process
As noted, tax due diligence has traditionally been under-

taken by the buyer. Since the buyer is the one initiating this
process, he generally exerts substantial control over the
diligence. This puts the seller in a reactive mode and scram-
bling to fulfill a barrage of requests as quickly as possible. In
this environment, the seller may not be properly vetting the
information being provided, which could have a negative
impact on the transaction.

Alternatively, since sell-side tax due diligence is under-
taken by the seller, it allows the seller ample time to gather
the necessary documents and load them into a data site or
other information sharing portal. More importantly, it al-
lows the seller time to determine whether specific docu-
ments should be provided. By undertaking the process
before finding a buyer, sell-side tax due diligence allows the
seller enough time to review documents before providing
them to a seller. This not only allows the seller to have
greater familiarity with the information being provided, but
also provides an opportunity to perform more detailed
analysis of the potential risks.

By preparing early, sell-side tax due diligence further
allows a seller to be prepared for a tax diligence call. Al-
though most sellers are familiar with their business, they do
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not always have answers at their fingertips. Sell-side tax due
diligence will help a seller be prepared to answer specific
questions or have the appropriate employees available,
which in many cases helps to avoid negative or overly
general diligence findings.

For example, state tax nexus issues exist in many deals. If
a seller generally answers that they have employees or sales
forces who travel throughout the country, a buyer’s dili-
gence team will likely take this to mean that state tax nexus
may exist in every state that imposes a particular tax. How-
ever, through the sell-side tax due diligence process, a seller
can come up with a definitive listing of the states to which
individuals are traveling. For a business that is highly prof-
itable or making sales to end users, this could result in a
significant difference in the exposure calculated by the buy-
er’s diligence team.

B. Identify and Remedy Tax Exposures Before a Sale
Along the same lines of taking control of the process, a

seller can also manage potential exposure through sell-side
tax due diligence. Very few businesses can say that they are
‘‘clean’’ regarding all prior-year state and local tax liabilities.
As such, a potential buyer’s diligence team should be ex-
pected to uncover some state and local tax exposure. Expo-
sures can slow down the buyer’s diligence process and lead
to a longer period before closing. In addition to the lengthier
timeline, exposures could result in a reduced purchase price
or larger amount held in escrow.

The most significant state and local tax diligence findings
generally involve nexus. This is exposure related to the
failure to file all necessary state and local tax returns based on
a business’s multistate activity. Many businesses assume that
all nexus issues are identified and evaluated by the firm
preparing their financial statement audits or income tax
compliance, but this simply isn’t the case. Absent an analysis
of nexus creating activities, it is often difficult to determine
the exact mix of states where returns should be filed.

Sell-side tax due diligence procedures can help identify
nexus (and other) issues. By being proactive in identifying
prior-year tax exposures, a seller can determine what actions
may be necessary to minimize or eliminate exposures before
a sale.

While a seller may choose to ignore exposure items that
fall under a specific threshold, it may be in the seller’s best
interest to remedy items that could be considered material
to future buyers. The solution to these situations varies
depending on the type of exposure. Remedies may include
filing past-due returns, collecting additional sales tax ex-
emption documentation, or entering into a voluntary dis-
closure agreement with one or more states.

Voluntary disclosure agreements can mitigate tax expo-
sure while ensuring that specific periods are closed to audit.
These programs offer a taxpayer the benefits of a limited
lookback period (generally three or four years). Accord-
ingly, a state is precluded from assessing tax for periods
before the lookback period under a voluntary disclosure

agreement. Voluntary disclosure programs generally also
offer an abatement of otherwise due penalties. In exchange
for these benefits, the taxpayer must file returns for the
lookback period and agree to file appropriately on a
prospective basis.

By clearing material tax exposures before a potential
buyer’s diligence process, a seller can avoid negotiating with
a buyer regarding these issues. Also, to the extent that a seller
takes no action on an exposure because it is deemed imma-
terial, the sell-side diligence process allows the seller a way to
document this conclusion. A seller can then choose to
provide documentation to a potential buyer, which can cut
the time that a buyer’s diligence team evaluates the issue.
The end result is a quicker time to closing.

C. Maximizing Purchase Price

Many times a potential buyer will offer a purchase price
before having any worthwhile insight into a seller’s state and
local tax positions. As such, the purchase price offered
generally will not account for the value related to state tax
attributes that have yet to be realized. State tax attributes can
take many forms — including state net operating loss carry-
forwards, state-specific tax credits and credit carryforwards,
and bonus depreciation subtractions related to addbacks in
prior years.

By performing sell-side tax due diligence, a seller can
quantify the expected net present value of the cash flows
related to these state and local tax attributes, then use this
information to negotiate a higher purchase price. Also, by
preparing ahead of the transaction, the seller can put to-
gether well-documented calculations that help a potential
buyer understand how those amounts were derived. Since
the calculations are already prepared, a potential buyer may
have his diligence team review the already prepared calcula-
tions for reasonableness instead of creating his own.This not
only puts the seller more in control of the process, but
expedites the closing.

D. Understand the Cost of Transaction Structures

The structure of a transaction (for example, stock sale,
asset sale, deemed asset sale, etc.) can have substantial tax
consequences to a buyer and a seller. Also, a structure rarely
results in positive tax consequences for both sides. As such,
understanding the tax consequences of various transaction
structures can be valuable to a seller. Sell-side tax due
diligence is a great way for the seller to gain that understand-
ing.

During the sell-side tax due diligence process, a seller can
understand the difference in tax liabilities that likely results
from varying tax structures. The process can also help the
seller understand the benefits that a buyer may gain in each
structure. This information can put a seller in a much better
position — leading to lower tax costs and a larger return on
the investment.
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IV. Common Transaction Structures
The following is a discussion of common transaction

structures and the potential benefits to a seller performing
sell-side tax due diligence procedures. While this assumes
that the selling business is owned by individuals, businesses
owned by other business entities can also benefit greatly by
undertaking a sell-side tax due diligence analysis.

A. Stock Sale
When an individual sells his stock in a business, the gain

attributable to that stock is sourced solely to his state of
residence for most states. Knowing that some states do not
impose an individual income tax or have lower rates than the
current state of residency can create an opportunity to
reduce liability. Individuals often plan for retirement in a
different state than they live, and perhaps knowing the
transaction’s tax consequences ahead of time may accelerate
that plan. For this strategy to be effective, however, the
process of changing residency must be well planned and
undertaken well in advance of that transaction.

B. Sale of Assets
Because the gain attributable to a business’s sale of its

assets is recognized at the entity level, it is generally appor-
tioned to states much like the business’s normal operating
income. As this transaction structure is generally employed
by flow-through entities, gain becomes taxable to the owner
in the various states as reported on the entity’s tax returns in
those states. For an individual owner who lives in a state
with no personal income tax, the taxes paid to the states on
this gain are an incremental cost that would not be borne by
the seller if the transaction were structured as a stock sale.
With sell-side tax due diligence, the seller can quantify the
expected additional cost and request a reimbursement from
the buyer for those costs.

Another advantage of sell-side tax due diligence in an
asset sale transaction relates to the benefits of purchasing
business assets. Specifically, when a buyer purchases busi-
ness assets, it will generally be able to step up the value of
those assets. This results in additional depreciation and
amortization deductions for years after the transaction is
completed. If the seller can calculate the expected step-up
through the sell-side tax due diligence process, it can capi-
talize by asking the buyer to increase the purchase price to
account for a portion of the added benefit a buyer will
receive as part of the transaction.

C. Federal Section 338(h)(10) Election
In some instances (sales of S corporations or C corpora-

tion subsidiaries in a consolidated group), the buyer and
seller can agree to make an election under IRC section 338
to treat a legal stock sale as an asset sale for federal income tax
purposes. Since most states follow the federal income tax
rules related to this election, state income tax treatment is
similar.

The benefits of a sell-side tax due diligence process re-
lated to this election are a combination of the aforemen-

tioned discussions regarding a stock sale and an asset sale.
Specifically, the seller can evaluate its expected tax costs
under the stock sale and the deemed asset sale, which would
be similar to the asset sale treatment. The seller can then ask
for a reimbursement of any additional taxes that result from
making the election.

D. Transfer Taxes Resulting From the Transaction

Many states impose transfer taxes that could apply in a
business sale transaction. These taxes may result from the
sale of both real and tangible property. By undertaking
sell-side tax due diligence procedures, a seller can have
ample time to research the applicable rules and to under-
stand what taxes may apply. The seller can also understand
the magnitude of any taxes that may apply to the contem-
plated transaction and incorporate the appropriate language
in the purchase agreement.

See below for a discussion of various types of common
transfer taxes.

1. Real Estate Transfer Tax

Many states impose a real estate transfer tax when real
property is sold. However, these taxes are not always limited
to a direct sale of the real estate from one party to another. In
some states, the transfer of interests in a limited liability
company may be sufficient to trigger the tax. In others, even
the sale of corporate stock may be sufficient to trigger it.

2. Sales Tax on Tangible Property

In states that impose a sales and use tax, any sale of
tangible property is generally subject to tax unless an exemp-
tion applies. Many states have enacted an ‘‘occasional sale’’
or ‘‘bulk sale’’ exemption that may apply to the sale of
business assets. However, the requirement under those ex-
emptions varies by state. As such, it is not safe to assume that
the impending transaction will qualify for an occasional sale
exemption just because that state has such a rule.

For example, California has an occasional sale exemp-
tion. However, if the seller is required to hold a seller’s
permit in the state, the exemption will not apply. Also, in
other states, the exemption only applies if ‘‘substantially all’’
of the assets of a business are transferred as part of the
transaction. In still other states, the exemption will not
apply if a seller takes part in other similar transactions
during a specified period. Additional variations on these
rules exist in numerous other states.

3. Titled Property

Although a state may have an occasional sale exemption
that applies to a given transaction, it generally does not
cover titled property. As such, any property requiring a title
(that is, motor vehicles, aircraft, watercraft, etc.) is generally
subject to a transfer tax when it is retitled in the buyer’s
name. These taxes may be a flat fee upon registration or may
be imposed based on the value of the property being titled.
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V. Conclusion

Selling a business can be stressful. There are many issues
to address and pitfalls to avoid — especially in the state and
local tax area, where every state has its own set of rules. By
properly preparing for a sale through pre-transaction sell-
side tax due diligence, a seller can fix issues before they come
up as part of the buy-side due diligence process, which can
result in an increased purchase price, smaller potential tax-
related escrows, or minimized tax liabilities.
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