Raising capital feels like a growth problem. Founders focus on valuation, investor
interest, runway, and closing documents, but many of the most expensive mistakes
happen because no one thinks through tax consequences before signing the deal.

The problem isn’t fraud or aggressive tax planning. It's often just the opposite. A
founder uses a “standard” SAFE, grants equity informally to early contributors, or
structures compensation in a way that seems practical in the moment. Months or years
later, the company discovers it created avoidable tax exposure, lost valuable tax
treatment, or triggered disputes with investors or employees.

Good tax planning doesn’t require complicated strategies. It means asking the right
questions before issuing equity, raising money, or compensating people.

Equity and Debt Aren’t the Same Thing

Many founders blur the line between equity and debt, especially in early-stage
financing.

An investor may call something a “loan,” but if repayment depends entirely on the
company’s success, the IRS or state taxing authority may view it differently. Likewise,
founders sometimes issue convertible instruments without fully understanding how
they’'ll be treated if the company grows, raises another round, or fails.

The distinction matters because debt and equity are taxed differently. Interest
payments, repayment rights, ownership dilution, and investor treatment can all change
depending on how the arrangement is structured.

Poorly documented arrangements also create problems during due diligence. Investors
and buyers frequently discover that founders treated capital contributions casually at
the beginning of the business. Fixing those mistakes later is usually more expensive
than doing it correctly upfront.



Equity Grants Without Valuation Can Create Problems

Founders often issue ownership interests early when the company has little revenue
and limited cash. That makes sense operationally, but many founders assume early
equity has no value because the company is new. That assumption can create tax
problems.

If equity is granted to employees, advisors, or service providers without considering fair
market value, the recipient may face unexpected taxable income. The company may
also create compliance issues relating to compensation reporting and withholding
obligations. This issue becomes more serious after the company raises outside capital.
Once investors assign a valuation to the business, earlier grants may receive additional
scrutiny. What seemed informal at the start may suddenly matter a great deal during
an audit, acquisition, or financing.

Founders don’t need expensive valuations on day one, but they should understand that
equity isn’t free simply because the company is just gearing up.

Compensation Mistakes Surface Later

Startups regularly compensate people with some combination of salary, equity, profit
interests, commissions, or deferred compensation. Problems arise when founders mix
these concepts together without understanding tax consequences. Common examples
include:

Promising equity without formal documentation

e Paying contractors like employees

o Deferring compensation informally

e Issuing ownership interests instead of wages to avoid payroll costs

e Granting equity without vesting terms or tax elections

These arrangements often work just fine until the company succeeds. Once meaningful
money is involved, disputes tend to appear like spring dandelions on your lawn.
Employees may believe they own more than the company intended. Tax authorities
may question classification decisions. Investors may require expensive cleanup work
before funding a transaction. In many cases, founders are trying to reward early
contributors fairly. The issue isn’t intent. Rather, the issue is structure.

Missing QSBS Opportunities Can Cost You

Qualified Small Business Stock (QSBS) can provide significant tax benefits for eligible



shareholders, including the potential exclusion of substantial capital gains. But many
founders don’t think about QSBS eligibility until years later, after the opportunity may
already have been lost.

Certain entity structures, redemptions, business activities, and stock issuance decisions
affect QSBS treatment. In some cases, companies unknowingly disqualify themselves or
fail to maintain the records needed to support eligibility later. Not every company will
qualify, and QSBS should not drive every business decision, but founders raising capital
should understand whether the opportunity exists before making structural choices that
can’t be undone easily.

State Taxes Matter More Than You Think

Many founders think primarily about federal taxes during fundraising. State tax
exposure is often overlooked until the company begins operating across multiple
states. Raising capital, hiring remote workers, issuing equity, or expanding operations
can create tax obligations in states where the company never expected to file returns
or pay taxes.

Different states also treat pass-through income, franchise taxes, apportionment, and
equity compensation differently. A structure that works well federally may create
unexpected state-level costs or administrative burdens.

For growing companies, state tax compliance often becomes a scaling issue rather than
a legal technicality.

Practical Takeaways

Founders don’t need to be tax experts, but should recognize that financing decisions
are also tax decisions. Before raising capital or issuing equity:

e Make sure financing documents match the deal’s economic reality

¢ Consider whether equity grants create taxable events

e Document compensation arrangements clearly

¢ Evaluate potential QSBS eligibility early

e Understand how operations in multiple states may affect tax obligations

¢ Coordinate legal, accounting, and tax advice before closing transactions, not after

Most tax problems in early-stage companies are preventable. The challenge is they
often remain invisible until the business grows, investors conduct diligence, or a
liquidity event occurs. By then, fixing the issue’s cost is usually much higher than the



cost of addressing it correctly from the start.



