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From its debut as a concept in 2008, to its peak value in 2017, 
Bitcoin has made a parabolic climb to its present role as a 
featured topic in technology and financial news headlines. 
However, virtual currencies such as Bitcoin and XRP are just 
two examples in a wider array of digital property that fall 
under the broader category of “digital assets.”

While mature companies across a range of industries 
are investing heavily in cryptocurrencies and blockchain 
technology, emerging disruptors1 are using Bitcoin-like 
assets called tokens (which are also digital assets) to finance 
operations. Distributed ledger technology (DLT), frequently 
using blockchain, is the engine behind every digital asset. 
Taxpayers are using digital assets in creative ways that raise 
significant state and local tax issues across a range of taxes—
including corporate income, sales and use, and gross receipts 
taxes. However, the lack of clear guidance regarding the state 
and local income tax treatment of cryptocurrency and other 
digital assets, combined with a patchwork of laws drafted 
long before the creation of DLT, has created an uncertain 
environment for taxpayers to navigate. 

This article provides a high-level overview of DLT and digital 
asset concepts and outlines the potential corporate income 
tax challenges at the state tax level, from nexus and net 
operation loss provisions to the calculation of tax base 
and the treatment of foreign earnings. Our goal is to help 
taxpayers gain a better understanding of the corporate 
income tax issues around digital assets and how they 
can plan for the potential impacts to their planning and 
compliance activities. 

        Definitions 

Digital assets 
The term digital assets refers to 
the broad category of intangible 
property which layers on encryption 
technology to securely perform 
various personal and business 
transactions. 

Blockchain 
Blockchain is a distributed ledger 
technology that allows digital 
assets to be transacted, shared, 
and recorded across a network of 
participants in near-real time and in  
a tamper-proof manner. 

Tokens
Tokens are digital assets that offer 
a secure, decentralized experience 
that often mimics the functionality 
of fiat currency. However, a token 
has features beyond acting as a 
functional currency, as a token can 
have value derived from what it 
represents such as company equity 
or access to a service. Equity tokens, 
utility tokens, and cryptocurrencies 
are three common types of tokens.

See complete definitions - page 17.
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We now turn to the tax treatment of digital assets. In the 
state corporate income tax world, the federal government 
plays a large role in defining the terms for the states to follow. 
Accordingly, it is very important for state corporate income tax 
purposes to understand how the federal government will treat 
digital assets. 

Until 2014, a key question was not answered for tax 
purposes: Just what is a digital asset? For example, is Bitcoin 
a currency, like the US dollar? Or is it property, like a car or a 
stock certificate? With Notice 2014-21, the Internal Revenue 
Service (IRS) provided initial guidance on the federal income 
tax treatment of virtual currencies. Notice 2014-21 does 
not contemplate potential tax-related issues created by the 
varying types of tokens/digital assets that have emerged. 
Instead, in Notice 2014-21, the IRS stated that, in general, 
virtual currencies are treated as property, and therefore, 
the applicable tax principles that apply to property or barter 
transactions apply to transactions of virtual currency.2 As such, 

Federal income tax 
treatment of digital 
assets

The IRS defined a “virtual currency” to mean “a digital 
representation of value that functions as a medium of 
exchange, a unit of account, and/or a store of value.”4 
As defined in Notice 2014-21, the term virtual currency 
covers a wide range of currencies, such as simple IOUs 
of issuers (e.g., airline miles), virtual currencies backed 
by assets like gold, and cryptocurrencies like Bitcoin. 
However, virtual currencies such as Bitcoin are unique 
in that they have no item of value backing them and no 
trusted intermediary for holders to rely upon.5 
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the sale or exchange of digital assets to pay for goods or services 
could be a taxable event for federal income tax purposes. For 
example, a taxpayer who seeks to purchase a new car—or a cup 
of coffee—with a highly appreciated cryptocurrency would, upon 
exchanging the crypto for the car, recognize taxable income equal 
to the amount of the difference in the fair market value of the 
crypto and the taxpayer’s basis in the crypto.3 

On October 9, 2019, the IRS released Revenue Ruling 2019-246 and 
a set of frequently asked questions (FAQs)7 which supplement the 
guidance issued on virtual currency in Notice 2014-21. Revenue 
Ruling 2019-24 addresses common questions associated with 
the tax treatment of a cryptocurrency “hard fork”8 as well as an 
“airdrop.”9 This guidance regarding hard forks and airdrops raises 
complex issues of state taxation, including apportionment/sourcing 
of taxable income, application of sales and use taxes, and state 
conformity to federal tax guidance which are beyond the scope of 
this article but will be analyzed in depth in a forthcoming article. 

The FAQs provide several additional examples that build on the 
federal income tax principles applicable to virtual currency as 
established in Notice 2014-21: that virtual currency is “property,” 
not “currency.” Accordingly, in several key areas (e.g., determining 
gain or loss on sales or exchanges of virtual currency, determining 
basis on the purchase of virtual currency, the treatment of the 
receipt of virtual currency as remuneration for services or wages, 
etc.), the IRS has affirmed and expanded upon its previous 
guidance.10

Recent developments seem to indicate that the IRS is beginning 
to pay more attention to digital assets. The IRS has begun 
sending letters to taxpayers who have engaged in virtual currency 
transactions but who may have failed to report income and pay the 
resulting tax from virtual currency transactions or did not report 
such transactions properly.11
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As a result of the rise in use and popularity of cryptocurrencies 
in recent years, there has been an increased acceptance of 
crypto as a form of payment. For example, as of the date of this 
article, Ohio has begun to accept Bitcoin and Bitcoin cash as 
payment for taxes and other fees,12 and some companies now 
accept cryptocurrencies as a form of payment for goods or 
services purchased. 

Despite the growing acceptance of Bitcoin and other 
cryptocurrencies, the majority of states have provided no 
guidance on the taxation of digital assets, and the guidance 
that has been issued is not extensive. While states will not 
automatically adopt the federal treatment outlined in the IRS 
guidance published as of this writing, it is generally expected 
that the states will view it as persuasive authority. States that 
have not yet adopted crypto-specific tax laws or regulations 
may simply attempt to apply their current rules to this new 
digital medium, similar to how many jurisdictions responded to 
taxing Internet-based transactions and digital goods. The lack of 
crypto-specific state tax laws causes uncertainty and may create 
traps for the unwary company. 

State tax issues 
surrounding digital 
assets
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Income tax nexus

A threshold consideration for every company is whether a 
“nexus” has been established between the taxpayer and a 
particular taxing jurisdiction: Has the business engaged in 
sufficient business activity in the state to be subject to its 
taxing authority? Absent nexus, the state lacks the authority 
to impose an income tax on the business.13 Historically, states 
have aggressively asserted that virtually any type of in-state 
business activity creates nexus for an out-of-state company.14 
However, a state’s authority to assert nexus over an out-of-
state company is limited by the Due Process and Commerce 
Clauses of the US Constitution, as well as the federal 
government’s plenary power to regulate interstate commerce.15 
Under these clauses of the US Constitution, the Supreme 
Court has determined that nexus requires “some minimum 
connection between a state and the person, property, or 
transaction it seeks to tax” and the “income attributed to the 
State for tax purposes must be rationally related to values 
connected with the taxing State.”16 Furthermore, states are 
prohibited from enacting laws that unduly burden or otherwise 
inhibit the free flow of trade among the states. In particular, the 
Supreme Court has ruled that the Commerce Clause prohibits 
a state from taxing an out-of-state company unless it has a 
“substantial nexus” in the state.17 

Asserting jurisdiction
Bearing in mind the constitutional foundation of nexus, 
there are a variety of bases for states to assert jurisdiction to 
impose an income tax on a company. Traditionally, nexus was 
established when a company established physical presence 
in a state, mainly through operating a business location in a 
state,18 owning real or tangible personal property in a state,19 
or maintaining employees in a state.20 However, there are other 
ways a state can assert nexus over an out-of-state company. 
For example, the in-state activities of agents or affiliates 
can create a taxable nexus for an out-of-state taxpayer.21 

Traditionally, nexus was established 
when a company established physical 
presence in a state, mainly through 
operating a business location in a 
state, owning real or tangible personal 
property (TPP) in a state, or maintaining 
employees in a state. However, there 
are other ways a state can assert nexus  
over an out-of-state company. 
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Additionally, despite the lack of any physical presence, the licensing 
of intellectual property for use in a state has been sufficient to 
establish income tax nexus.22 For example, in Lanco, Inc. v. Director, 
Division of Taxation,23 the New Jersey Appellate Division held that 
New Jersey had the authority to subject an out-of-state corporation 
that lacked a physical presence in the state to the corporate 
income tax based on the corporation’s licensing of intellectual 
property to a retailer located in the state.24 A similar result was 
reached in Tax Commissioner v. MBNA Am. Bank, N.A.,25 in which 
the West Virginia Supreme Court upheld West Virginia’s assertion 
of nexus over an out-of-state bank with no physical presence in 
the state.26 Accordingly, the vast majority of states have adopted 
“economic nexus” standards for income tax purposes.27 

A number of states have enacted so-called “factor-based” 
economic presence nexus standards, under which an entity is 
considered to have nexus if its activities within the state exceed a 
certain dollar threshold. These thresholds are generally focused on 
the amount of property, payroll, or sales that an entity has in the 
state. Factor nexus was first recommended by the Multistate Tax 
Commission (MTC), which initially approved a model factor nexus 
statute in 2002 that provided that a taxpayer has “substantial 
nexus” with a state if its in-state property, payroll, or sales meet 
one of the following tests: $50,000 of property; $50,000 of payroll; 
$500,000 of sales; or 25 percent of total property, payroll, or 
sales.28 Most states that have adopted a factor nexus threshold  
for income tax purposes have adopted a standard similar to, or  
in many cases the same as, the MTC model statute.29 

The impact of South Dakota v. Wayfair, Inc.
In addition to the development of factor nexus thresholds, the 
Supreme Court recently decided South Dakota v. Wayfair, Inc.,30  
a decision that overruled Court precedent dating back to the 1990s, 
which limited states’ power to impose sales and use tax collection 
obligations on out-of-state sellers where the seller lacked a physical 
presence in the state.31 The Court in Wayfair clearly established 
that “[p]hysical presence is not necessary to create a substantial 
nexus.”32 Although at issue in Wayfair was the state’s ability to 
impose a sales and use tax collection responsibility, the Court’s 
rationale applies to income taxes as well and effectively affirms the 
economic nexus standards that have been widely adopted for state 
income taxes. 

Applying nexus to digital assets
Businesses relying on digital assets may face nexus issues created 
by any of the bases identified above. Frequently, income tax nexus 
arises when a business makes material sales of digital assets into a 
jurisdiction that has adopted either a general economic nexus test 
or a factor-based nexus threshold. However, a business may also 
establish income tax nexus through its relationship with miners, 
validators, and/or nodes. If the contract between the business and 
the miner, validator, and/or node is sufficient to create an agency 
or contractor relationship, which may often be the case as such 
parties are often compensated for the role that they serve, state 
and local governments may assert a taxable nexus with the out-
of-state business based solely on the locational operation of the 
miners, validators, and/or nodes, as nexus generally follows where 
an agent works for the taxpayer.33 
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Scenario 1: 
As the Court’s decision in Wayfair makes clear, a physical 
presence is not necessary to establish “substantial nexus.” 
Therefore, states X and Y are likely to assert income tax nexus 
over ABC Crypto based solely on the amount of sales of tokens 
to investors located within each state. Additionally, as ABC 
Crypto derives a significant amount of receipts from the use  
of intangible property in state Z, this state will likely assert 
income tax nexus as well. 

The new challenge for taxpaying companies: However, this 
presumes that ABC Crypto has access to information showing 
the location of each token holder. In reality, this may not be the 
case, making it challenging for ABC Crypto to fully understand 
its income tax filing obligations in light of factor-based nexus 
thresholds.

ILLUSTRATIONS 

ABC Crypto Inc. 

Exploring a hypothetical fact pattern illustrates how these concepts 
can be applied. Let’s assume that a startup company, ABC Crypto 
Inc. (ABC Crypto), is established by a group of founders located in 
states A, B, and C. Assume further that ABC Crypto issues tokens  
to investors in states X, Y, and Z. States X and Y have both 
statutorily adopted the MTC’s factor-based presence nexus 

standard. State Z has not adopted a factor-based presence nexus 
standard, but instead provides that nexus is established where 
a taxpayer regularly takes advantage of the state’s economy to 
produce income and may be established through the significant 
economic presence of a taxpayer in the state. Total sales of tokens 
to all investors located in each state exceeds $500,000.
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Scenario 2: 
Continuing with our hypothetical, let’s assume ABC Crypto is 
a corporation formed under the laws of state A that enters 
into a contract with an unrelated third-party mining company, 
DEF Mining Inc. (DEF Mining). DEF Mining is a corporation 
headquartered in state D, but employs miners and owns 
mining property located in states D, E, and F. The physical 
presence and activities of DEF Mining in states D, E, and F may 
be imputed to ABC Crypto and be sufficient to create nexus for 
income tax purposes. A formal agent-principal relationship need 
not exist for a state to assert nexus. If the activities performed 
in the state on behalf of ABC Crypto are significantly associated 
with the taxpayer’s ability to establish and maintain a market for 
sales in the state, an agency relationship and/or independent 
contractor relationship may be inferred.34 

The new challenge for taxpaying companies: Arguably, the 
activities of DEF Mining in states D, E, and F enable ABC Crypto 
to offer its tokens and establish a market in all states. However, 
ABC Crypto may not have information or control over where 
DEF Mining’s miners are located.
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Within the life cycle of a business, it is common to experience 
taxable losses, sometimes substantial, in the early years of 
operation. The net operating loss (NOL) deduction serves as a 
response to fluctuations in income from year to year. For federal 
income tax purposes, taxpayers are allowed to carry forward an 
NOL deduction indefinitely to offset up to 80 percent of taxable 
income in subsequent years.35 Many states have similar NOL 
provisions. For a business with the typical life cycle, the NOL 
deduction promotes long-term growth by allowing the business 
to use losses sustained in early years (during the startup phase) 
to offset most of the income tax due when the business first 
becomes profitable. 

For typical businesses, state income taxes may not be a priority, 
as the taxpayer is merely spreading its losses across the states 
where it has nexus. While taxpayers should file in every jurisdiction 
where they have established nexus, the penalties for failure to file 
tax returns to report losses may not be significant and the startup 
business may be focusing on “life or death” issues for the business. 
In reality, state income tax compliance may not be at the top of 
every startup business’s priorities. 

Contrast this with the typical life cycle of an emerging disruptor, 
which often has a token launch early in its business life cycle 
that can generate a massive amount of taxable income. Unlike 
the typical taxpayer with merely state losses to report in early 
years, a business which relies heavily on digital assets may have 
significant taxable income in its first year or two of existence, 
and a failure to properly report this income in each state where 
the business has nexus may lead to significant unpaid taxes with 
corresponding penalties and interest. Accordingly, such a startup 
business may need to pay much more attention to state tax 
compliance issues than a typical (i.e., loss-generating) startup. 
This issue is more pronounced in states that do not allow NOLs 
to be carried back to prior years.36 For these reasons, it is critical 
for an emerging disruptor to be vigilant of state tax issues prior to 
the launch. However, this can be challenging for a business in its 
infant years that may not have dedicated internal tax professionals. 
In the absence of an in-house tax department, tax decisions 
and responsibilities are often delegated to the finance and legal 
departments, as well as external tax consultants.

Life cycle of an 
emerging disruptor

Unlike the typical taxpayer with merely state 
losses to report in early years, a business 
which relies heavily on digital assets may 
have significant taxable income in its first 
year or two of existence, and a failure to 
properly report this income in each state 
where the business has nexus may lead to 
significant unpaid taxes with corresponding 
penalties and interest.
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Generally, states that impose an income tax on business entities 
adopt all or part of the Internal Revenue Code (IRC or the Code) 
in determining the state’s tax base or use federal taxable income 
as a starting point in computing state taxable income.37 After 
determining the state starting point for calculating a state’s tax 
base, most states then require specific adjustments be made 
to reflect differences between the state’s tax code and the IRC. 
Therefore, it is of critical importance to consider state conformity 
to the IRC and whether income generated by virtual currencies 
would be included in a company’s state tax base. 

As many digital asset businesses involve multinational ownership 
structures, careful consideration must be given to the treatment 
of foreign companies and foreign income for state income tax 
purposes. 

Foreign companies and treaty protections
When a foreign company establishes income tax nexus in a 
particular state, the question then becomes what income of the 
foreign corporation is subject to state income taxation. This answer 
will depend largely upon the state involved, as states can vary widely 
with respect to how income from a foreign corporation is taxed. 
Before analyzing state income tax treatment, it’s helpful to discuss 
the relevant federal income tax rules. 

The United States has entered into income tax treaties with a 
number of foreign countries. As a result, the existence of a tax treaty 
between a foreign company’s home jurisdiction and the United 
States may shield some of that foreign corporation’s income from 
federal income taxation. In many cases, the treaty can result in a 
foreign corporation paying federal income tax only on income that is 
effectively connected with a US trade or business and is attributable 
to a permanent establishment.38 

States are generally not parties to US tax treaties. As a result, treaty 
protection does not extend to the imposition of state corporate 
income taxes. A business with a foreign company in its structure 
that assumes treaty protection extends to state corporate income 
taxes may be at risk of noncompliance, leading to the potential for 
unpaid taxes, interest, and penalties. Certain states use federal 
taxable income as the starting point for computing state taxable 

Tax base
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income and require no modification to add back income subject to 
treaty protection. This may offer some protection for noncompliant 
taxpayers. However, other states require a foreign company to 
recalculate a foreign entity’s federal taxable income as if no treaty 
was in effect. For example, in Oregon, foreign corporations doing 
business in Oregon that are exempt from federal income taxes 
pursuant to treaties between the United States and a foreign country 
are not exempt from Oregon corporation excise and income taxes.39 

In addition to taxing income of a foreign company that created nexus 
in a particular state, states seek to levy income tax on the activities 
of a foreign company in other ways as well. 

Filing Methods
Worldwide
Generally speaking, states either require separate filing or 
combined/consolidated reporting, in which the members of a state 
“unitary” group must calculate their taxable income on a combined 
or consolidated basis. In the case of unitary returns, certain states 
allow taxpayers to file on a worldwide basis, which would include 
the income of all unitary affiliates, regardless of the country of 
incorporation.40 In a small number of combined reporting states, 
the use of worldwide filing is the default filing methodology unless 
a water’s edge election is properly filed with the state.41 Therefore, 

a foreign company within an ownership structure that includes 
domestic entities filing a unitary return may find itself included in  
a state worldwide combined return unless careful attention is paid  
to the water’s edge election requirements. Under the requirement  
to file a worldwide return, income from a token sold by a foreign  
unitary affiliate may be included in the state income tax base. 

Water’s edge
In a jurisdiction which requires an election to file a return on a 
water’s-edge basis, the election must be made on a timely filed 
original return. The importance of the election may be even more 
critical for a business that relies heavily on digital assets which,  
unlike most businesses, may generate significant income early in 
their business life cycle. Under a water’s edge filing methodology,  
the taxpayer’s filing group generally consists of domestic 
corporations. However, in certain circumstances, a portion of the 
income and apportionment factors of certain foreign affiliates are 
included in the water’s-edge group’s combined income. For example, 
a state may require a foreign-related corporation with domestic 
income or business activities that are greater than or equal to 20 
percent of their total income or business activities to be included in 
the water’s edge filing.42 Other states require foreign affiliates that 
are incorporated or doing business in a “tax haven” jurisdiction to 
include all or a portion of their income in the water’s edge return.43 

States are generally not parties to US tax treaties. As a result, treaty 
protection does not extend to the imposition of state corporate income 
taxes. A business with a foreign company in its structure that assumes 
treaty protection extends to state corporate income taxes may be 
at risk of noncompliance, leading to the potential for unpaid taxes, 
interest, and penalties.
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Income 
considerations

In the past, US-based companies sought to benefit from the 
deferral of US income tax on foreign earnings by working in sync 
with an offshore corporation or subsidiary. To address this type 
of planning, Congress enacted Subpart F of the Code, which 
includes provisions that eliminate the deferral of federal income 
tax on specific categories of foreign income and tax certain 
US persons on their pro rata share of such deemed dividend 
income earned by their controlled foreign corporations. For 
purposes of tokens sold from a non-US affiliate or subsidiary, 
this will result in subpart F income or global intangible low-taxed 
income (GILTI), depending upon the type of property. 

States take varying approaches to taxing Subpart F income. If 
the state uses federal taxable income as its starting point, the 
deemed dividend income included by Subpart F is integrated 
in the state tax base. However, only a minority of states tax 
Subpart F income, and those that do generally tax less than 100 
percent of the income. California, for example, takes a unique 
approach with regard to foreign-source income. The state 
requires that a water’s-edge filer include a portion of the income 
and apportionment factors of controlled foreign corporations.44 
In states such as California, the inclusion of income and 
apportionment factors of the foreign affiliates of an emerging 
disruptor in the water’s-edge combined return may result in a 
“higher-than-anticipated” state income tax liability. 

Federal tax reform legislation
On December 22, 2017, federal tax reform legislation was 
signed into law (the Tax Cuts and Jobs Act or TCJA). Among other 
changes, the TCJA resulted in the enactment of new provisions 
that apply to multinational companies, including:

GILTI is a new category of income. Under the GILTI provisions, 
the income of a foreign affiliate may generate current income for 
US taxpayers for federal and state income tax purposes. At the 
state level, however, the treatment may be different than at the 
federal level (e.g., Massachusetts treats GILTI as a dividend and 
allows most taxpayers to take a 95 percent dividends-received 
deduction).45
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Foreign-derived intangible income (FDII) is a new deduction that 
encourages US taxpayers to make export sales through domestic 
entities. Just as with GILTI, many states conform to FDII. Any 
restructuring of operations to take advantage of the new GILTI-FDII 
provisions must include an analysis of the corresponding state issues.

Careful consideration should be given to the state income tax 
consequences of federal tax reform, which is constantly evolving 
as states react to the new legislation and respond by passing new 

legislation and releasing administrative guidance. Understanding 
the complexities and implications of US tax reform on state and 
local income taxes is often an afterthought. However, some of the 
changes, including the limitation on the deduction of interest under 
IRC § 163(j), have potentially far-reaching effects on state and local 
income taxes and require close attention of an emerging disruptor 
that involves a multinational ownership structure and/or one that 
has taken on debt.

States take varying approaches to taxing Subpart F income. If the state 
uses federal taxable income as its starting point, the deemed dividend 
income included by Subpart F is integrated in the state tax base. 
However, only a minority of states tax Subpart F income, and those that 
do generally tax less than 100 percent of the income.
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Apportionment

When a business operates in multiple states, the Due Process and 
Commerce Clauses of the US Constitution limit how much of the 
business’s income each state may tax to an apportioned share of 
the business’s total income. The factors used to apportion income 
among the states, in theory, should reflect the factors that produce 
the income being apportioned.46 However, the formula used to 
determine the percentage of a business’s income that is apportioned 
to a particular state varies. At one time, a majority of states adopted 
a three-factor apportionment formula which averaged the ratios of 
property, payroll, and sales within the state to the totals everywhere.47 
However, in recent years, states have increasingly moved toward using 
an apportionment formula that gives greater or even exclusive weight 
to the sales factor. 

In calculating the apportionment factor, all types of businesses  
must consider state apportionment rules and how those rules  
apply to the facts of its unique business. For certain companies,  
the apportionment analysis can be straightforward. For example,  
a brick-and-mortar business with activities in multiple states that  
sells products through brick-and-mortar stores to customers will  
have a fairly straightforward apportionment calculation. 

The apportionment analysis can quickly become complex for a 
business which relies heavily on cutting-edge technology such as 
blockchain. In the absence of specific guidance, states would apply 
their existing statutes, rules, and regulations to the new digital 
medium. As one might expect, the fit between new technology and 
the current regime may not be precise. To date, the majority of states 
have not issued guidance on the apportionment treatment of digital 
assets.

14

Uncharted territory 
The state income tax implications of  
blockchain technology and cryptocurrency



Sales Factor: Some states may treat tokens as tangible personal 
property (TPP) and source receipts from token transactions based 
on the destination of the sale (i.e., the state in which the TPP is 
delivered to the customer). However, some tokens take on the 
characteristics of a service or an intangible asset, and therefore may 
be sourced by a state as a sale of a service or property “other than 
TPP.” Generally speaking, there are two types of methods adopted by 
states for sourcing sales of other than TPP: market-based and cost 
of performance. In recent years, a majority of states have adopted a 
market-based sourcing approach to apportioning receipts other than 
TPP. However, as every state adopts distinct rules to determine the 
“market” for a given transaction, there can be wide variances among 
states as to how receipts are sourced. 

In California, a market-based sourcing state, sales from intangible 
property are sourced to the state and included in the numerator  
of the sales factor only if the respective property is used in the state.48 
Furthermore, sales from services are sourced to California if the 
customer receives the benefit of the service within the state.49 For 
example, when a business sells digital assets to raise funds  
for operations, a state such as California may treat the asset as 
intangible property and source the receipts based on where that 
property is used. 

Consider, however, a business that provides custodial services for 
digital assets. Such services may include holding of assets, arranging 
settlement of purchases, sales, deliveries, collecting information on 
the income from assets, maintenance of accounts, etc. Although 
the custodian may directly contract with banks and other financial 
institutions to perform such services, the indirect customer may 
arguably be the account holder, whose funds are invested in digital 
assets. Under these circumstances, California may look through to 
the indirect/end customer (i.e., the account holder in this case) for 
purposes of sourcing receipts from such services. 

It is also possible that transactions involving digital assets may qualify 
for special industry apportionment rules (e.g., financial institutions), 
further increasing the complexity of the apportionment issues 
involved. 

Property Factor: Currently, most states do not outline specific 
guidelines for including digital assets or intangible personal property 
in their apportionment factor.50 Except for financial organizations, 

most taxpayers that own intangible personal property are required 
to exclude it from their apportionment calculation. However, in some 
states, exceptions exist whereby intangible property is included in the 
property factor. For example, for purposes of calculating the property 
factor for financial corporations in California, intangible property is 
included in the computation.51 

One of the reasons intangible property is included in the property 
factor for financial corporations in certain states is that, arguably, the 
intangible property is so vital to the core business that its exclusion 
would result in an inaccurate representation of a business’s presence 
in a state. This theory may be applicable to an emerging disruptor, 
which relies on intangible assets and technology at its core. Therefore, 
it’s plausible that states may adopt rules to require digital assets to be 
included in the property factor.

Payroll Factor: Most states include only compensation paid to 
W-2 employees in the factor and exclude payments to independent 
contractors and other nonemployee representatives of the 
taxpayer.52 Therefore, the threshold question for apportionment 
purposes is whether an individual is classified as an employee or an 
independent contractor. It is not uncommon for emerging disruptors 
to compensate their employees with the digital asset the company 
develops, which complicates this analysis. 

The apportionment analysis can quickly become 
complex for a business which relies heavily on cutting-
edge technology such as blockchain. In the absence 
of specific guidance, states would apply their existing 
statutes, rules, and regulations to the new digital 
medium. As one might expect, the fit between new 
technology and the current regime may not be precise. 
To date, the majority of states have not issued guidance 
on the apportionment treatment of digital assets.
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Conclusion

Over the course of the past decade, the investment in and use of 
digital assets has grown tremendously. As the IRS begins to pay more 
attention to transactions involving cryptocurrency and other digital 
assets, it is reasonable to assume that states will follow suit. Emerging 
disruptors will continue to find new applications for digital assets and 
DLT that raise a number of critical state and local tax issues. However, 
businesses which rely heavily on digital assets should not be fooled 
into a false sense of security that state and local income taxes are 
applied consistently with the federal income tax. State income tax 
regimes diverge from the federal income tax regime in significant 
ways. Furthermore, the lack of guidance from states regarding the 
income tax treatment of digital assets makes it extremely challenging 
for a business to understand and properly comply with its state and 
local income tax obligations. 

This article has outlined some of the most important income 
tax issues that emerging disruptors face, but by no means is this 
discussion all-inclusive. In this dynamic environment where the 
state and local tax treatment of digital assets is expected to evolve 
considerably, working with experienced state and local tax advisors is 
highly recommended. 
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Definitions

1. Blockchain53 

Blockchain is a distributed ledger technology that allows digital 
assets to be transacted, shared, and recorded across a network 
of participants in near real time and in a tamper-proof manner. 
Essentially, blockchain records that a transaction happened, 
when it happened, and that it happened correctly. Data on 
the blockchain is stored in time-stamped blocks that are 
chronologically linked by cryptographic hashes, which ensures 
that after-the-point manipulation of data is prevented. Accuracy, 
traceability, and trust are key blockchain advantages.

Blockchain also includes a smart contract feature, which are 
digitally coded contracts that self-execute when contract 
conditions are satisfied. This capability has significant impacts 
and benefits across an array of industries, as it enables both the 
buyer and the seller to encrypt the terms and provisions of their 
contract into code within the blockchain network, thus alleviating 
costs associated with the transaction and ensuring strict 
compliance with the contract’s performance.54 

2. Digital assets55

For purposes of this article, digital assets refers to the broad 
category of intangible property which layers on encryption 
technology to securely perform various personal and business 
transactions. For example, through encryption capabilities,  
digital assets could be used by parties to send a payment,  
settle complex financial transactions, or to automatically  
execute the terms of a contract. Digital assets include, but  
are not limited to, cryptocurrencies, equity tokens, and utility 
tokens (defined below).

3. Mining56 
There are several methods of shared consensus through which 
a transaction is validated and posted to the blockchain network. 
In a public blockchain network such as Bitcoin, this consensus 
of nodes (computers) is completed through “proof of work.” 
These nodes will race to solve complex mathematical equations, 
and upon reaching the solution, the system generates a hash 
(encryption method) and verifies these transactions. As a reward, 
the nodes will be compensated with the blockchain’s native token 
or coin (e.g., Bitcoin), thereby incentivizing users to support the 

network’s operation. These activities are referred to as “mining” 
because they essentially create the coins or tokens utilized by 
the system, thereby increasing the supply of coins or tokens 
circulating the market.

The “proof of stake” mechanism was introduced to combat the 
issue of computing power required to perform “proof of work.” 
In proof of stake, mining power is based on the percentage of 
coins held by a miner. The miner will stake a token(s) to validate 
the block in return for rewards from the network. If you forge 
a transaction, your tokens are taken away as a penalty—hence 
having a “stake” in the process.

In permissioned enterprise blockchains, the requirement for 
complex mining processes is not required, as the degree of 
trust among the participants is higher. Therefore, consensus is 
achieved through “proof of authority” or a round-robin validation 
of blocks by validated or authorized nodes in the network. 
Practical Byzantine Tolerance is another consensus mechanism 
often deployed in permissioned blockchains, where 67 percent of 
the authorized validators/nodes must agree on the validity of a 
block in order for it to be posted to the network.

4. Tokens
Tokens are digital assets that offer a secure, decentralized 
experience that often mimics the functionality of fiat currency.57 
However, a token has features beyond acting as a functional 
currency, as a token can have value derived from what it 
represents, such as company equity or access to a service.58  
Three common types of tokens are discussed below:

Equity tokens are analogous to stock in a company. Equity tokens 
represent ownership of an asset, comparable to a corporate 
bond or a share of company stock. By implementing blockchain 
technology and smart contracts, a company can issue shares and 
voting rights over the blockchain. 

Utility tokens confer the right to access and participate in a 
network or platform-based ecosystem developed by a company. 
In other words, a utility token serves a gateway to accessing a 
product or service being sold. Utility tokens are typically sold in  
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an Initial Coin Offering (ICO, defined below) as a means to 
incentivize new product users, allowing the users to participate  
in the ecosystem and augment the utility of their technology. 

Cryptocurrencies are designed to solve interborder transactional 
and payment problems. They enable cross-border payment 
within seconds while providing the parties an end-to-end visibility 
throughout the whole process (e.g., XRP, Ether, Bitcoin).

5.	 Initial	Coin	Offering	(ICO)	and	Initial	Exchange	Offering	(IEO)
An ICO and an IEO are analogous to an IPO, but rather than issue 
shares in a new publicly traded company, the entity raises capital 
by issuing a digital asset.59 Compared to an IPO, which is subject 
to extensive and rigorous regulations, an ICO/IEO can streamline 
funding for operations of digital assets for emerging disruptors. 
With an ICO, a business conducts the fundraising event itself, 
generally through a sale of its own digital assets. Initially popular 
as an attractive fundraising option that was not subject to 
extensive regulation, the ICO has become increasingly regulated 
due to perceived risks of fraud and manipulation.60 Through this 
regulation, several ICOs have been structured as “security token 
offerings,” or STOs, where the digital assets distributed in the 
offering are actual securities. STOs are, by their very nature, more 
cumbersome than the traditional ICO, but are intended to be 
more secure for investors.

As the ICO has become more scrutinized and regulated, IEOs 
have become increasingly popular as well-known exchange 
platforms have begun administering fundraising on behalf of 
startups through what’s referred to as an IEO. Rather than being 
administered by the emerging disruptor itself, in an IEO the digital 
assets are sold through the exchange platform. In theory, the 
exchange’s business model is far more extensive than the success 
or failure of a single emerging disruptor, so the exchange will 
vet the underlying company before participating in the IEO—a 
fraudulent or manipulated IEO could destroy the credibility of 
the exchange. The launched digital asset will also be listed on the 
exchange after the IEO, providing a ready market for the digital 
asset. While more expensive and cumbersome than the ICO, the 
IEO is a more nimble process than an STO. 

The question of whether to pursue an IPO, ICO, or an IEO raises 
considerable and complex legal and business issues and should 
not be entered into lightly. In addition, due to the fact that digital 
assets are considered “property” (and not necessarily equity) by 
the IRS, there are several tax issues to consider before a company 
seeks to raise capital through an ICO or an IEO.
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