Crossing State Lines: Complexities of State Business
Many state governments are placing
an increased emphasis on ensuring
that out- of-state businesses that
should be paying sales and income
taxes are registered and are paying
the proper amount of taxes. Many
states have discovery departments for
the very purpose of locating these
companies. States have also formed
partnerships with federal agencies to
provide a nationwide scope and are
sharing audit findings and tips.
When a Business Is Liable
A state attempting to force a nonresident business to comply with its
tax code must first obtain “nexus”
over this taxpayer that gives the state
the legal right to make such a request.
Businesses generally have nexus for
sales and use taxes when they have a
physical presence in a state. Direct
physical connections involve sending
employees (independent contractors/
agents), having property (inventory/
offices), or performing services in
in the state. Owning or leasing
real or personal
property can
establish physical presence, but less
obvious nexus- creating activities can
include providing services and making
deliveries other than by mail or
common carrier.
Nexus for state income taxes generally requires that income be derived
from sources within a state or via
activities in the state beyond soliciting
orders for sales of tangible personal
property that is shipped from outside
the state. In addition, several states
have asserted “economic nexus”
based on an economic connection to
the state independent of any physical
presence.
Income Apportionment and
Revenue Sourcing
The Uniform Division of Income for Tax
Purposes Act (“UDITPA”) was
developed to provide states with

In most states, you must distinguish
between revenue from the sale and rental
of tangible personal property, rental of real
property, and receipts from intangibles
and services. There are two different
methods used by states to source
revenue from services performed in
multiple sates:
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standard rules for allocating and apportioning the income of a multistate corporation.
UDITPA was incorporated into the Multistate
Tax Compact (“Compact”). In 2014, the
Multistate Tax Commission (“MTC”) adopted
a comprehensive overhaul of Article IV of the
Compact focusing on Incom Apportionment
and Revenue Sourcing. However, the MTC is
currently in the process of drafting a number
of clarifying model regulations.
Taxpayers typically apportion business
income to a state using an apportionment
formula containing one or more “apportionment factors.” UDITPA advocates the use
of an evenly weighted, three-fact apportionment formula this is calculated by taking
into account the sales factor, property factor
and payroll factor.
In response to economic development
pressures, many states moved from the
three-factor apportionment formula in favor
of a formula that double-weighs the sales
factor.
An increasing number of states have gone
further and adopted a single sales factor
apportionment formula. The effect of the
increased reliance on the sales factor is to
reduce or eliminate the influence of in-state
property and payroll on a taxpayer’s state
income tax liability.
Sourcing revenue in the different states
where you do business can be tricky,
because not all states follow the same rules.

- Cost of Performance – If the majority of
costs are incurred in one state, then all of
the revenue generated from the service is
sourced to that state.
- Market-Based Approach – This
method sources receipts to the state that
pro- vides the market for the taxpayer’s
services regardless of where the services
are produced or performed.
It’s important to consider your company’s
activities in all states. This assessment
is necessary to ensure that a strategic
move designed to save taxes in one state
is not offset by increased taxes in others.
Nexus issues, income apportionment and
revenue sourcing are complex topics and
are worth consulting with an accounting
firm to guide your company in the right
direction.
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