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State Tax Nexus Issues
As companies expand their operations
into foreign states, it is essential to determine the potential tax liability for conducting business in those jurisdictions.
Although states differ as to their treatment of out-of-state taxpayers, all states
are bound by the U.S. Constitution and
federal law and jurisprudence, which
require a nexus between a taxpayer
and a foreign state before a tax may be
imposed.
A state’s authority to tax out-of-state
taxpayers is limited by the Due Process
Clause of the 14th Amendment and
the Commerce Clause. In Quill v. North
Dakota, the U.S. Supreme Court provided guidance for these determinations.1
In order for a state tax to comply with
the Due Process Clause, 1) there must be
a definite link, a minimum connection,
between a state and the person, property
or transaction it seeks to tax,2 and 2) the
“income attributed to the State for tax
purposes must be rationally related to
‘values connected with the taxing
State.’”3 Focusing on the first of these
requirements, the Quill court noted that
the presence of sales personnel in the
state or the maintenance of local retail
stores in the state serve as sufficient
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contact.4 However, even if the taxpayer
has no physical presence in the taxing
state, contact with the state is sufficient
if the company’s efforts are “purposefully
directed” toward residents of the state.5
A state tax will survive a challenge
under the Commerce Clause if the tax:
1) is applied to an activity with a substantial nexus with the taxing State, 2) is
fairly apportioned, 3) does not discriminate against interstate commerce, and 4)
is fairly related to the services provided
by the State.6 Regarding the first requirement, the Quill court explained that
despite the similarity in phrasing, the
nexus requirements of the Due Process
and Commerce Clauses are not identical,
as due process concerns fundamental
fairness of governmental activity, while
the Commerce Clause concerns the
effects of state regulation on the national
economy.7 Accordingly, a company may
have “minimum contacts” required by
the Due Process Clause, and yet lack the
“substantial nexus” as required by the
Commerce Clause.8
Adhering to a bright-line rule established by the court in Bellas Hess v.
Illinois regarding sales and use taxes, the
court in Quill declared that companies
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which do no more than communicate
with customers in the state by mail or
common carrier as part of a general
interstate business are free from stateimposed duties to collect sales and use
taxes.9 In other words, “physical presence” of a taxpayer in a taxing state is
required in order to impose a sales and
use tax.10 Examples of “physical presence” include 1) sales arranged by local
agents in the taxing State;11 and 2) maintenance of retail stores.12
It is important to note that, although
the constitutional analysis of Quill
applies generally to state taxing authority, the court’s retention of the Bella Hess
“physical presence” rule may be limited
to sales and use taxes. The court itself
noted that it has not, in its review of
other types of taxes, articulated the same
physical-presence requirement.13 This
passage was cited by the Supreme Court
of South Carolina in Geoffrey v. South
Carolina for the inapplicability of the
physical presence rule to state income
taxes.14 In that case, Geoffrey, a wholly
owned subsidiary of Toys R Us, licensed
certain intellectual property to Toys R
Us for use in multiple states, including
South Carolina. The License Agreement
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also allowed Toys R Us to use Geoffrey’s
merchandising skills, techniques, and
“know-how” in connection with the
advertising and sale of products. In
return, Geoffrey received a royalty of
one percent of the net sales of Toys R
Us.15 Reasoning that the presence of
intangible property alone is sufficient to
establish nexus,16 the court concluded
that “by licensing intangibles for use
in this State and deriving income from
their use here, Geoffrey has a ‘substantial
nexus’ with South Carolina.”17 Other
state courts have used similar reasoning
and found the existence of a substantial nexus without physical presence.18
Accordingly, until the issue is resolved by
the U.S. Supreme Court, jurisprudence
of the taxing state should be consulted.
With an apparent lack of a general
bright-line rule for state taxation (other
than sales and use taxes), courts in different states will have varying standards
for what types of activities create a “substantial nexus” with the state for purposes of the Commerce Clause. However,
a fair degree of clarity exists for taxation
of income derived by certain sellers of
tangible property. Public Law 86-272,
codified at 15 U.S.C. § 381, prohibits
States and their political subdivisions
from imposing a tax on a company’s
net income derived within that State if:
1) the only business activity within the
State by or on behalf of such company
is the mere solicitation of orders for
sales of tangible personal property; 2)
all orders are sent outside the state for
approval or rejection; and 3) all approved
orders are filled by shipment or delivery
from a point outside the state.

The U.S. Supreme Court, in Wisconsin
v. Wrigley, addressed what the court
recognized as the “primary sources
of confusion” regarding Public Law
86-272, which were: 1) the scope of the
term “solicitation of orders”; and (2)
whether there is a de minimis exception to the activity that forfeits tax
immunity.19 Regarding the first issue,
the court explained that “solicitation
of orders” is broader than that which
is strictly essential to making requests
for purchases, but is limited to those
activities that are “entirely ancillary to
requests for purchases-those that serve
no independent business function apart
from their connection to the soliciting
of orders.”20 By this definition, activities which the court found to qualify as
“solicitation of orders” included in-state
recruitment, training, and evaluation
of sales representatives, as well as use
of hotels and homes for sales-related
meetings.21 Activities which would not
qualify include repair or service of the
company’s products within the taxing
State.22 Finally, the court recognized the
application of the de minimis principle
and declared that loss of tax immunity
under Public Law 86-272 is avoided if the
activity which exceeds “solicitation of
orders” does not establish “a nontrivial
additional connection with the taxing
State.”23
As the discussion above indicates,
ambiguity remains in the determination
of tax liability for out-of-state taxpayers. Relative clarity exists for sales and
use tax liability, as physical presence in
the taxing state is required. Look for the
maintenance of an office, plant or retail
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store, as well as sales made within the
taxing state by agents of the company.
Income derived from sales of tangible
property will be exempt from state taxation if the requirements of Public Law
86-272 are met. However, this immunity
can be forfeited if business is conducted
in the taxing state which is not entirely
ancillary to soliciting orders. For other
types of taxes, liability will turn on the
imprecise and evolving constitutional
nexus standards and may be found to
exist absent physical presence. In particular, look for income derived (even
indirectly) from business conducted in
the taxing state. If a taxpayer potentially
meets any of these standards in a foreign taxing state, tax liability should be
investigated by consulting that state’s tax
statutes, regulations, and jurisprudence.
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