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Introduction
Negotiating a state tax settlement is much like a

major league baseball game. Two teams oppose each
other, and there are some strikes and wild pitches,
base hits, foul balls, and home runs. At some point,
most multistate taxpayers are audited, assessed, or
challenged by a state’s department of revenue on
their tax positions and are faced with a decision
whether to challenge or settle. In this edition of A
Pinch of SALT, we evaluate the special state tax
considerations for negotiating and memorializing
state tax settlements. Our discussion will focus on
identifying and applying criteria to evaluate
whether to settle, the scope of a potential settle-
ment, some best practices in negotiating a settle-
ment, and how best to memorialize a settlement
agreement. Following is a simplified life cycle of a
settlement process:

Whether to Settle Scope of Settlement
Settlement Strategies Memorialization

Whether to Settle
Most state tax professionals will agree that the

majority of state tax disputes should settle (and not
proceed to litigation); the difficulty is determining
when, how, and under what terms to effectuate a
settlement.

Should You Settle — Whether to Play Ball?
The first and most critical question that must be

asked before a settlement strategy can be developed
and implemented is whether the taxpayer wants to
settle. There are a number of factors to consider in
determining whether settlement is a viable option,
including:

• the cost and hazards of litigation;
• the strength of the taxpayer’s position;
• the strength of the state’s position, including

any underlying agendas or political sensitiv-
ities regarding particular issues in the audit or
assessment;

• whether the issues are multistate;
• whether the issues are a one-time event or

reoccurring;
• whether the taxpayer has any undiscovered

exposure;
• the existence and extent of any applicable fi-

nancial statement reserve;
• the taxpayer’s audit inventory; and
• whether the terms of a settlement agreement

will be shared with other states or the federal
government.

Although many of these factors may appear obvi-
ous, it is worthwhile to consider and evaluate each
one as part of assessing the consequences of not
settling. Protracted exchanges with a revenue de-
partment regarding an audit, litigation, or other
alternatives have their own ‘‘costs’’ that should be
considered and contrasted settling. If after evaluat-
ing all the aforementioned factors, the taxpayer
determines that it is not interested in pursuing a
settlement now, the taxpayer may consider that
there may be circumstances under which a settle-
ment strategy should simply be deferred until a
later point in the dispute. A state ultimately may
become more reasonable in its settlement posture
because of the availability or unavailability of re-
sources, the involvement of other state tax officials
(including litigation attorneys), or state budget pres-
sures. A generous settlement offer from a DOR may
cause even a taxpayer reluctant to settle to revisit
its position.
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Who Throws the First Pitch —
Making the First Settlement Offer
If a taxpayer determines that it would like to

pursue a settlement, the taxpayer should evaluate
whether to raise settlement first or wait for the DOR
or the state to initiate settlement discussions. In
many instances it is worthwhile to wait for the DOR
to raise or initiate the notion of a settlement. Rais-
ing settlement prematurely could lead to unproduc-
tive settlement discussions or, worse yet, signal that
the taxpayer does not have confidence in its position.
However, there may be some circumstances in which
deviation from this general policy is required or
necessary. For example, some states require that the
taxpayer formally request a settlement conference
or put forward the first offer. Being ‘‘forced’’ to make
the first move by either requesting settlement dis-
cussions or putting forth the initial offer is some-
thing to consider in determining whether to engage
in a settlement process.

Scope of Settlement

Determining the Scope of Settlement:
Who Are the Players, and Watch Out for
Curve Balls

In devising a settlement offer or counteroffer, a
taxpayer should consider the scope of the settlement
— what issues should/should not be addressed in the
settlement, the years of the settlement (for example,
should it include prospective periods), and the
entities/parties to be included in the agreement.

Has Everyone in the Lineup Been Assessed
(Or Does Everyone Have Exposure)?
If a state audit has included some — but not all —

related entities that are affected by the same tax
issues, the taxpayer should consider whether a
settlement should include all of the related entities
or only those that have been/will be assessed. Mak-
ing this determination will require an assessment
regarding whether inclusion of the additional enti-
ties will result in a broadening of the audit to those
entities, the magnitude of the potential assessment
on the additional entities, the likelihood of detection
of the issue associated with the additional entities,
and the effect on financial statement reserves. Also,
extending the number of entities beyond what has
been included in the audit or assessment should not
be raised until the settlement negotiations are ad-
vanced (and the chances of reaching an agreement
are high). Otherwise the taxpayer risks complicat-
ing settlement discussions too early.

Are the Issues Reoccurring?
Another issue to consider in settlement is

whether the issue will arise in later tax years.
Although a one-off issue — such as a business
income dispute associated with an extraordinary
transaction — may be easier to settle, a tax issue

that occurs each tax year — such as whether re-
ceipts from sales of securities are included in the
sales factor — may be difficult to settle. However,
settling a recurring issue can significantly benefit
the taxpayer and the state because a recurring
dispute is resolved. Alternatively, if the taxpayer
believes that the issues may evolve or might be
resolved through legislation, regulation, or other
administrative guidance, or pending litigation by
other taxpayers, a taxpayer may be reluctant to
address prospective tax years.

Looking at the Entire Season — Minimizing
Collateral Damage in Other States

With robust information sharing between the
states and the federal government in place, it is also
important for taxpayers to consider the potential
consequences of a settlement on tax positions in
other states. Settlement agreements typically are
confidential, but states generally insist or are re-
quired by state law to include a settlement term that
allows information to be shared under state infor-
mation sharing agreements. Although the treatment
of a transaction in one state should not affect the
treatment in another state, a state could misinter-
pret a settlement of an issue as a willingness to
settle. Taxpayers that consider settling should not
be deterred solely because of the potential for infor-
mation sharing. Instead, strategies should be con-
sidered and implemented to deal with the sharing of
information. For instance, a taxpayer can request
(or demand) that it be notified of the sharing of
information. Or a taxpayer can develop a strategy
for communicating with states about its settlement
(for example, that the settlement was comprehen-
sive and included multiple issues, that the status of
the law in the state was better or worse than in
other states, or that the taxpayer’s position has
changed). These alternatives can help minimize the
risk of attracting an audit or assessment in other
states.

Addressing Other Tax Audits —
Making the Double Play

Taxpayers should also consider whether other tax
issues, audits, or assessments in the state should be
included in any settlement discussions. For ex-
ample, consider whether other open audits, even
audits of unrelated taxes (for example, closing an
open sales tax audit during a new income tax audit),
can be settled at the same time — possibly as part of
a global settlement. Offering closure of other issues
in other audits may be useful in negotiations for
taxpayers and may be attractive to the DOR —
particularly if the DOR is pressuring or rewarding
auditors to close open audits. Furthermore, tax-
payers may achieve better settlement terms through
a global settlement on all issues — taxpayers are
often able to barter some issues that may be less
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important to the DOR for a better settlement of
issues more important to the taxpayer.

Studying the Other Team
Taxpayers should consider using available re-

sources, including consulting with other tax profes-
sionals, attending industry events, and reviewing
applicable state tax audit manuals to understand
underlying DOR agendas, political issues, and the
best methods for settlement. For example, some
issues are regularly audited by states and also
regularly settled. Knowing how and for what
amount or percentage the DOR has settled with
other taxpayers may be helpful in settlement discus-
sions. Also, some states have offered settlement
programs or initiatives (sometimes under the guise
of an ‘‘amnesty’’) for specific issues, in which the
terms and conditions of the program are the same
for all taxpayers or the taxpayer is penalized for not
participating in the program — for example, with
penalties or refund limitations. Taxpayers that have
later attempted to settle the same issues may find
that the DOR is unwilling to settle or to provide any
more favorable settlement than was offered as part
of the initiative. Knowledge of these types of issues
is imperative in settlement discussions.

Settlement Strategies

The Game Plan — Developing a
Settlement Strategy

Once the taxpayer has gained a thorough under-
standing of its position and settlement posture, it is
important to understand the settlement audience,
the best time to initiate the settlement, and the
terms of the offer.

Settlement Audience — Knowing the Batter
The settlement audience may consist of the audi-

tor and other auditors, auditor supervisors or man-
agers, DOR legal counsel, or other senior officials
within the DOR. If the taxpayer is discussing settle-
ment with the auditor, it is important to understand
the auditor’s experience and knowledge of the issues
as well as the auditor’s role and authority within the
DOR. An inexperienced auditor or an auditor who is
not empowered may not serve as an appropriate
settlement counterparty. Alternatively, an experi-
enced auditor may have intimate knowledge of the
subject matter and may know the DOR’s settlement
history, but could be too close to the issue to suffi-
ciently understand the distinctions or strengths of
the taxpayer’s case. Thus, it is imperative to:

• establish a relationship with your auditor;
• determine whether the auditor is the right

person to help facilitate a settlement; and
• assess whether involvement of the auditor’s

supervisor or other more senior officials, and at
what stage, will be beneficial or detrimental.

When to Bring in the Umpire
Depending on the auditor and the factors dis-

cussed above, it may be necessary at some point to
request that more senior officials within the DOR be
part of the settlement discussions. It is important to
understand who within the DOR makes settlement
decisions or has settlement authority. In many
states, experienced auditors know what issues will
and will not settle; however, those same auditors
may not be able to approve a settlement or may be
unable to settle certain issues. For example, recently
the California Court of Appeal directed a trial court
to vacate its judgment that a 2002 settlement agree-
ment allowed the taxpayer to cancel penalties on
some taxes payable after December 10, 2002, be-
cause the tax collector did not have authority to
waive those penalties.1 Thus, it may be imperative
to ensure that senior officials within the DOR —
who are authorized to sign the agreement on behalf
of the DOR — are in agreement with the terms and
conditions.

When to Swing and How Hard to Strike
Knowing when to initiate settlement discussions

and how much to offer is critical to the settlement
process. The timing of settlement discussions will
depend on several factors discussed above, including
the amount of tax at issue, the strength of the
taxpayer’s position, the right party to negotiate
with, and its willingness to litigate. Once the issue of
settlement has been raised, it is vital to determine
acceptable settlement terms. It is important early in
the process for a taxpayer to determine a range of
acceptable settlement terms. Because a series of
counteroffers is to be expected, taxpayers generally
should allow room for negotiations. Furthermore,
taxpayers should use a ‘‘take it or leave it’’ approach
in those situations only when it is truly meant —
and be prepared to walk if the offer is not accepted.

Memorialization

Crossing the Home Plate — Finalizing and
Memorializing the Settlement

Once a taxpayer and the DOR have reached an
agreement on the terms of a settlement, the final
step is to memorialize the terms and conditions of
the agreement to ensure certainty, clarity, and clo-
sure. It is important for taxpayers to incorporate
relevant commitments or promises into the settle-
ment agreement.2 Some states may offer a settle-
ment or form agreement that is based on standard

1County of Kern v. Super. Ct., No. B.229980 (Cal. Ct. App.
Aug. 17, 2011).

2Recently, a New Mexico hearing officer denied a tax-
payer’s refund claim, despite the taxpayer’s reliance on verbal
guidance from the New Mexico Taxation and Revenue De-
partment, because New Mexico law barred the department
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terms and conditions. However, most often, this
form agreement does not address all potential is-
sues. Therefore, generally taxpayers should offer or
suggest that they will draft the settlement agree-
ment in order to retain the ability to incorporate all
relevant provisions. Also, taxpayers should pay par-
ticular attention to some areas and terms of the
agreement that can often be overlooked or not ad-
dressed, including, but not limited to:

• whether the agreement includes multiple affili-
ated taxpayers;

• whether tax attributes will be retained (and the
value of the attributes);

• ‘‘closing’’ the settlement period except for
agreed on conditions (such as federal revenue
agent reports); and

• federal, state, and public disclosure.

Sharing With Other Teams
As indicated above, taxpayers should consider

and address state information sharing in any settle-
ment arrangement. The IRS shares information
with all 50 states in accordance with written agree-
ments. Also, many states enter into agreements to
share tax information with each other. For example,
Florida,3 New Jersey,4 New York,5 North Carolina,6
and Washington7 have enacted rules that allow

them to share information with specified states.8
The risk of a state’s sharing tax information be-
comes more pronounced during a Multistate Tax
Commission audit in which a taxpayer can be under
audit by several states at the same time.

Avoiding Attacks by the Paparazzi
Also, settlement agreements can also affect a

taxpayer’s public image. While most, if not all,
states have taxpayer confidentiality laws that pro-
tect taxpayer information from public disclosure, it
still may be possible that a settlement agreement is
leaked to the press or referenced in financial state-
ment disclosures. Regardless of the strength of a
taxpayer’s position, the public image of a taxpayer
settling an audit may be viewed as unfavorable or
assumed to be an admission of culpability.

Conclusion
State tax settlement negotiations are multifac-

eted, and a best practice used in one state may not
always be a best practice in another. Consideration
of the techniques and guidelines discussed above
can save valuable resources and effectuate benefi-
cial state tax settlements. Most importantly, as with
baseball, the excitement of the negotiations is the
excitement of the game. A well-conducted settlement
negotiation and carefully drafted agreement can
produce the tax equivalent of a perfect game. ✰

from acting on the refund claim. In the Matter of the Protest of
Healthsouth Rehabilitation, N.M. Tax. and Rev. Dept., Deci-
sion and Order No. 11-19, (Sept. 6, 2011).

3Fla. Stat. sections 213.053(7)(j) and 213.0535; Fla.
Admin. Code 12-22.007.

4N.J. Rev. Stat. section 54:50-9(f).
5N.Y. Tax Law section 202(3).
6N.C. Gen. Stat. section 105-259(b)(3).
7Wash. Rev. Code section 82.32.330.

8Note that these states do not necessarily share informa-
tion with each other.

Michele Borens is a partner and David Pope is an
associate with Sutherland Asbill & Brennan LLP’s State
and Local Tax Practice. Sutherland’s SALT Practice is
composed of more than 20 attorneys who focus on planning
and controversy associated with income, franchise, sales and
use, and property tax matters, as well as unclaimed prop-
erty matters. Sutherland’s SALT Practice also monitors and
comments on state legislative and political efforts.
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