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Introduction

ÅJurisdictional issues & tax nexus

ÅEconomic nexus for service providers

ÅTypes of potential taxes

ÅApportionment issues

ÅPersonal income tax issues on owners and 
employees

ÅPayroll withholding

ÅSales tax issues and taxable services
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Section 1
Nexus Issues for 
Service Businesses
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Nexus
The All-Important Term

What does 

it mean?

Why is it 

important ?
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Åbƻ ǎǘŀǘŜ ǎƘŀƭƭ άŘŜǇǊƛǾŜ ŀƴȅ ǇŜǊǎƻƴ ƻŦ ƭƛŦŜΣ ƭƛōŜǊǘȅ ƻǊ ǇǊƻǇŜǊǘȅ 
ǿƛǘƘƻǳǘ ŘǳŜ ǇǊƻŎŜǎǎ ƻŦ ƭŀǿέ

ÅMobil Oil

Á U.S. Supreme Court says this prohibits a state from taxing an 
out-of-state ŎƻǊǇƻǊŀǘƛƻƴ ǳƴƭŜǎǎ ǘƘŜǊŜ ƛǎ ǎƻƳŜ άƳƛƴƛƳŀƭ ŎƻƴƴŜŎǘƛƻƴέ 
between the company and the state

Å!ƴ άeconomic presenceέ ƛǎ ŜƴƻǳƎƘ ǘƘƻǳƎƘΣ ǎƻ ǎŀƛŘ ǘƘŜ 
Court in Quill

Constitutional Nexus
Due Process Clause
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ÅQuill v. North Dakota (1992)

Á But a different rule applies under the Commerce Clause

Å[ŜǘΩǎ ƎŜǘ physical

Constitutional Nexus
The Commerce Clause

But ... 

does it apply 

to income 

taxes?
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ÅLǎ ǘƘŜǊŜ ǎǳŎƘ ŀ ǘƘƛƴƎ ŀǎ ŀ άƭƛǘǘƭŜ ōƛǘ ƻŦ ƴŜȄǳǎΚέ

Å/ƻƴǎǘƛǘǳǘƛƻƴŀƭ .ŀǎƛǎΥ vǳƛƭƭΩǎ άŦŜǿ CƭƻǇǇȅ Řƛǎƪǎέ

Åb¸Ωǎ Orvis/ŀǎŜΥ άaƻǊŜ ǘƘŀƴ ŀ ǎƭƛƎƘǘ ǇǊŜǎŜƴŎŜέ ǘŜǎǘ

Á 8-12  visits

Á Michigan and Illinois follow suit

Á Most states say a couple visits is enough

De Minimis Rule
Is There Such a Thing?
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ÅInternational Law Firm

Á Satellite Office τeasy

Á Admitted Pro HacVice

Á Attendance at Deposition

Á Client Meeting

ÅAccounting Firm

Á Client Visits

ÅFinancial Services Firm

Á Client Visits

Á Traveling Roadshow

Examples of Physical Presence Nexus
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ÅaƛƴƴŜǎƻǘŀ 5ŜǇŀǊǘƳŜƴǘ ƻŦ wŜǾŜƴǳŜ ά{ǘƛƴƎέ

Á 2013 Operation

Á Targeting large law firms

Á Found the firms by reviewing 1099s issued by Minnesota based 
companies

Á Seeking 2005-2011 taxes

Á MN agreed in most cases to three-year look-back and no penalties

Á Hodgson Russ v. Minnesota

Real World Scenario
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ÅPer Quill, physical presence creates nexus for sales tax 
purposes

ÅIncome tax nexus may be LIGHTERstandard (see economic 
nexus discussion)

ÅThus, physical presence likely creates nexus for ALL tax 
purposes

Takeaways on Physical Presence Nexus
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ÅEconomic Nexus τan income tax concept

ÅGeoffrey and South Carolina τ it all starts with the giraffe

ÅOpening the flood gates

Á Other states jump on the bandwagon

Economic Nexus
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Economic Nexus

ÅEconomic Presence = Nexus

Á New York τƴŜǿ ά5ǊΦ 9Ǿƛƭ wǳƭŜέ

Á Iowa τKFC v. Iowa: Kentucky-Fried Nexus

Á North Carolina τA & F Trademark v. Tolson

Á Oklahoma τGeoffrey v. Tax Commissionό/ŀƴΩǘ ²Ŝ [ŜŀǾŜ 
the Giraffe Alone)?

Á New Mexico τKmart v. Dept.

Á Maryland τSYL v. Comptroller

Á Louisiana τDept. of Revenue v. Gap

Á New Jersey τLancov. Division

ÁWest Virginia τTax Commission v. MBNA
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Economic Nexus

ÅEconomic Presence = Nexus

Á Missouri τAcmeand Gore

Á Ohio τCouchot

Á Illinois τBorden Chemicals

ÁWashington τGeneral Motorsand Lamtec

Á North Carolina τA&F Trademark

Á Indiana τMBNAand Letter Rulings

Á Alabama τLanzi

Á Massachusetts τCapital One v. /ƻƳƳΩǊ(The State Is In 
Your Wallet!)
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Economic Nexus

Å9ŎƻƴƻƳƛŎ tǊŜǎŜƴŎŜ ґ bŜȄǳǎ

Á Alabama τCerro Copper v. Dept.

Á Texas τBandag v. Rylander

Á Montana τAcme Royalty v. MO

Á Indiana τMBNA v. Indiana

Á Tennessee τJC Penney andAOL
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Å$50,000 of property; $50,000 of payroll; $500,000 of sales

Å$50,000 of property; $50,000 of payroll; $500,000 of sales

Å$50,000 of property; $50,000 of payroll; $500,000 of sales

Å$50,000 of property; $50,000 of payroll; $250,000 of sales

Economic Nexus
Factor Presence Nexus
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ÅOwnership of Partnership Interests?

Á General vs. Limited Partners

ÅOwnership of Leased Property?

Á Mobile vs. Immobile Property

ÅQualify to do Business = Nexus?

ÅPresence of Telecommuters?

Á Home Office Employee Create Nexus

Economic Nexus
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ÅPL 86-272 is a non-issue for this topic

Á Income tax protections only available to sellers of TPP

ÅMarketplace Fairness Act?

Á Attempt by Congress to impose tax on all remote sales

Á Mainly concerned with e-commerce retail traffic

ÅLocation of people = nexus

Final Nexus Points
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Section 2
Income Tax Issues for 
Service Businesses
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ÅEntity level taxes on businesses

Á C corps

ÅIncome-based and gross receipts taxes

Apportionment often the issue, especially in the services realm

Á Pass-through entity-level taxes

ÅIdentifying the states, and dealing with apportionment

ÅPersonal Income Taxes

Á On nonresident owners of passthroughs

Á On employees

Applicable Taxes on Service Providers
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ÅPayroll Withholding Taxes

ÅSales Taxes on Services

ÅUse Taxes on Consumables

More Taxes on Service Providers

http://www.justnorthcyprus.com/tax-in-cyprus/
http://www.justnorthcyprus.com/tax-in-cyprus/
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ÅBasic Income-Based Entity Level Tax

Á Most states impose some sort of income-based tax on entities like 
C Corps

ÅLook-out for Taxes on Pass-Through Entities

Á S Corps: CA, DC, IL, KS, KY, MA, MI, NH, NYC, OH, PA, TN, TX, WA, 
WV

Á Partnerships: AL, CA, DC, IL, KS, KY, MI, NH, NJ, NYC, OH, TN, TX, 
WA, WV

Á LLCs: Similar to partnerships, in general

Applicable Entity Level Taxes
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ÅHow do I compute tax?

ÅIssue will arise for C corps when determining measure of tax

ÅIssue also arises for passthroughs

Á For entity-level taxes

Á To determine tax on owners

ÅTypes of Apportionment Methods

Á Three-factor apportionment of property, payroll, receipts

Á Single-factor apportionment (receipts only)

Apportionment Issues
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Å¢ǊŀŘƛǘƛƻƴŀƭƭȅ ǎǘŀǘŜǎ ǳǎŜŘ ǘƘŜ άaŀǎǎŀŎƘǳǎŜǘǘǎέ ŦŀŎǘƻǊ ǿƘƛŎƘ 
was an equally weighted three-factor formula including 
sales, property and payroll

ÅMany states have modified the traditional formula by 
adding weight to the sales factor

ÅPayroll and Sales factors are the most troublesome, 
especially in the services context

Apportionment Factors and Services
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ÅThe property factor is generally a fraction with the 
numerator being value of real and tangible property in-state 
and denominator being of property everywhere

Instate Property
Everywhere Property

Å²Ƙŀǘ ŀōƻǳǘ άǇǊƻǇŜǊǘȅέ ƭƛƪŜ ŎƻƳǇǳǘŜǊ ǎŜǊǾŜǊǎ?

Property Factor
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ÅThe payroll factor is a fraction the numerator of which is the 
ŎƻǊǇƻǊŀǘƛƻƴΩǎ ŎƻƳǇŜƴǎŀǘƛƻƴ ƛƴ ŀ ǇŀǊǘƛŎǳƭŀǊ ǎǘŀǘŜ ŘƛǾƛŘŜŘ ōȅ ǘƘŜ 
ŘŜƴƻƳƛƴŀǘƻǊ ǿƘƛŎƘ ƛǎ ǘƘŜ ǘŀȄǇŀȅŜǊΩǎ ǘƻǘŀƭ ŎƻƳǇŜƴǎŀǘƛƻƴ ŜǾŜǊȅǿƘŜǊŜ

Instate Payroll
Everywhere Payroll

ÅCompensation usually includes wages, salaries, commissions; generally 
ŀƴȅǘƘƛƴƎ ǎƘƻǿƛƴƎ ǳǇ ƻƴ ŀƴ ŜƳǇƭƻȅŜŜΩǎ ²-н ƻǊ ƛƴ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǎǘŀǘŜ 
unemployment reports

Payroll Factor
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ÅIf an employee works in more than one state

Á Allocate the compensation to the state in which most of the 
services are performed

Á If no one state has a majority assign the compensation to the

Å9ƳǇƭƻȅŜŜΩǎ ōŀǎŜ ƻŦ ƻǇŜǊŀǘƛƻƴǎ

ÅLocation from which duties are directed or controlled

Å9ƳǇƭƻȅŜŜΩǎ ǎǘŀǘŜ ƻŦ residency

Payroll Factor
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ÅThe sales factor is a fraction the numerator of which is the 
ŎƻǊǇƻǊŀǘƛƻƴΩǎ ǎŀƭŜǎ ƛƴ ŀ ǎǘŀǘŜ ŘƛǾƛŘŜŘ ōȅ ǘƘŜ ŘŜƴƻƳƛƴŀǘƻǊ 
which is its total sales everywhere

Instate Sales
Everywhere Sales

ÅSales are usually sourced by destination for sales of goods, 
ōǳǘ ƛǘΩǎ ǘƻǳƎƘŜǊ ŦƻǊ services

Sales Factor
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ÅCost of performance

Á Source where income producing activity takes place

ÅDirect costs determined in a manner consistent with GAAP

Income Producing Activity (IPA) is determined from each transaction that 
goes into making a profit

Å{ǘǊǳƎƎƭŜǎ ǿƛǘƘ άǎŜǊǾƛŎŜέ ŎŀǘŜƎƻǊƛȊŀǘƛƻƴ

b¸Ωǎ 9ȄǇŜŘƛŀ ŎŀǎŜ

Sales Factor Issues
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Sales Factor
Market-Based Sourcing

ÅMost states use cost of performance, but trend 
towards market-based sourcing

ÅStates which use market-based sourcing

Alabama, Arizona, California, 

Georgia, Illinois, Iowa, 

Maine, Maryland, Michigan, 

Minnesota, Nebraska, 

New York, Ohio, Oklahoma, 

Utah, and Wisconsin
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Sales Factor
Market-Based Sourcing

ÅMarket-Based Sourcing: UDIPTA Rule

Á[ƻƻƪǎ ǘƻ άƛŦ ŀƴŘ ǘƻ ǿƘŀǘ ŜȄǘŜƴǘέ ǘƘŜ ǎŜǊǾƛŎŜ ƛǎ ŘŜƭƛǾŜǊŜŘ ǘƻ 
a location in a state

Á If delivery cannot be determined sourcing location should 
ōŜ άǊŜŀǎƻƴŀōƭȅ ŀǇǇǊƻȄƛƳŀǘŜŘέ

ÁLƴŎƭǳŘŜǎ ŀ άǘƘǊƻǿ-ƻǳǘέ ǇǊƻǾƛǎƛƻƴ ǿƘŜƴ ǘŀȄǇŀȅŜǊ ƛǎ ƴƻǘ 
taxable in state to which sale is assigned 

ÅOr if state of assignment cannot be determined

ÅPractical Application?

Á How does a professional service firm allocate based on 
market sourcing?
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ÅNonresident Owners

Á Partners, S corpshareholders, LLC members

ÅTax Computation Methodologies

Á Three-factor apportionment

Á Direct accounting

Á New NYS case on consulting services (Guiffre, 3/31/16)

Á Mixing and matching

ÅDifference between LLCs and S Corp factor-based apportionment

Personal Income Tax Issues
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ÅTax on employee wages

ÁWork days in/out method

ÅAvailability of resident credits?

Á Easy answer for employees

Á Can get tricky for passthroughowners

Á Effect of Wynne v. MDdecision

Personal Income Issues
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Payroll Withholding

No Threshold AL, AR, CO, DE, IA, IL, IN, KY, KS, LA, MD, MA, MI, MN, 

MO, MS, MT, NC, ND, NE, OH, PA, & VT


