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based on the total volume or price of books sold,123 the fact remains that
he is neither the seller of the books nor in any way affiliated with or
contractually linked to the seller. Grisham is entitled to royalty
compensation solely under his contract with Random House.124

Therefore, his liability for state income tax on his royalty income is
determined without regard to where the books are sold.125

Finally, at least one critic of the business situs rule argues that it
would be incongruous for the states to assert income tax nexus over
Grisham as the result of remote sales via telephone of a few autographed
copies of his books, because Quill forbids the states from imposing the
obligation to collect use tax under these facts.'26  This argument is
grounded in a mistaken premise. The states are precluded from
imposing an income tax under these circumstances by Public Law 86-
272, 15 U.S.C. §§ 381-84.127 Public Law 86-272 forbids a state from

small business corporation for which an election under § 1362(a) of the Internal Revenue Code,
I.R.C. § 1362(a) (2006), is in effect. The discussion in the text therefore assumes that the federal
income tax attributes of a Subchapter S corporation pass through to Grisham. Specifically, the
discussion assumes that Belfry Holdings is not subject to federal income tax under § 1363(a) of the
Code and that Grisham, as a shareholder of Belfry Holdings, is liable for a pro rata share of federal
income tax on the corporation's income under § 1366(a)(1). Mississippi follows the federal
treatment of S corporations for residents. ALL STATES TAX GUIDE (RIA) § 222-C (2007) (chart),
available at www.checkpoint.riag.com (last visited Mar. 9, 2007).

123. Mills Music, 469 U.S. at 175 n.43.
124. See id. at 166-68 (owner of copyrighted song after reversion of copyright has neither a

statutory nor contractual right to royalty payments from pre-existing licensees of derivative work;
licensees are solely contractually obligated to publisher/licensor of song, who in turn is liable to
copyright owner for his share of royalties).

125. Some commentators have suggested that promotional book tours by authors such as
Grisham could subject him to state income tax on his royalty income, if the states can tax the royalty
income of out-of-state intellectual property licensors. See, e.g., Nguyen, supra note 61, at 1181. As
explained in the text, Grisham is neither the seller of the books nor is he legally or contractually
affiliated with the booksellers. Therefore, any book tours in which he participates do not change the
analysis of the income tax consequences of his receipt of royalty income. He would of course be
subject to state income tax for any compensation he receives for the promotional tours, on an
appropriately apportioned basis. See, e.g., Newman v. Franchise Tax Bd., 256 Cal. Rptr. 503 (Cal.
Ct. App. 1989) (finding that a nonresident actor's income from filming of the movie The Sting
apportioned to California on the basis of a formula, the numerator of which was total working days
within California and the denominator of which was total working days everywhere).

126. Nguyen, supra note 61, at 1184.
127. 15 U.S.C. § 381 provides, in relevant part:

a) Minimum standards
No State, or political subdivision thereof, shall have power to impose, for any taxable
year ending after September 14, 1959, a net income tax on the income derived within
such State by any person from interstate commerce if the only business activities within
such State by or on behalf of such person during such taxable year are either, or both, of
the following:
(1) the solicitation of orders by such person, or his representative, in such State for sales
of tangible personal property, which orders are sent outside the State for approval or
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imposing a tax on or measured by net income if the only activity in the
taxing state consists of the solicitation of orders for sales of tangible
personal property, which orders are sent outside the state for approval or
rejection and, if approved, are filled by shipment or delivery from a
point outside the state. Public Law 86-272 would preclude a state from
imposing a net income tax on Grisham if his activities within the state
were limited to remote sales via telephone of a few autographed copies
of his books, irrespective of the appropriate limits of Commerce Clause
income tax nexus. 128

B. Single Sales Factor Apportionment and PICs: Fairly Dividing the
Pie

As asserted supra, the physical presence Commerce Clause nexus
rule is inappropriate as applied to the state taxation of income received
by a PIC from its affiliates. Rather, the business situs rule is the
appropriate Commerce Clause nexus test, as it is for the taxation of all
income from the licensing of intangibles. Consequently, a PIC that
receives income from an affiliate has Commerce Clause nexus with all
states in which the affiliate uses the intangible property in its business
operations.

Having said that, the question remains-what is the correct
apportionment formula to apply to the income of PICs? This is a critical
question, because an inappropriate apportionment rule will encourage
precisely the same tax avoidance techniques as does an inappropriate
physical presence nexus rule.

The business income of a multistate business is apportioned for
state tax purposes among all the states in which it operates.' 29

Business income is defined in Uniform Division of Income for Tax
Purposes Act ("UDIPTA") as: "[I]ncome arising from transactions and
activity in the regular course of the taxpayer's trade or business and
includes income from tangible and intangible property if the acquisition,
management, and disposition of the property constitute integral parts of

rejection, and, if approved, are filled by shipment or delivery from a point outside the
State; and
(2) the solicitation of orders by such person, or his representative, in such State in the
name of or for the benefit of a prospective customer of such person, if orders by such
customer to such person to enable such customer to fill orders resulting from such
solicitation are orders described in paragraph (1).

Act of Sept. 14, 1959, Pub. L. No. 86-272 (codified as amended as 15 U.S.C. § 381 (2006)).
128. As discussed supra at Part IV.B, an individual who purposefully avails himself of the

taxing state's market has satisfied the Commerce Clause income tax nexus test.
129. UNIF. DIVISION OF INCOME FOR TAX PURPOSES ACT § 9 (2005).
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the taxpayer's regular trade or business operations.' 130

Clearly, the income received by a PIC from its affiliates constitutes
business income within the meaning of UDIPTA. 3'

The UDITPA rule for the apportionment of the business income of
a multistate business is to multiply the business income by a fraction, the
numerator of which is the property factor plus the payroll factor plus the
sales factor, and the denominator of which is three. 132

The property, payroll, and sales factors are each a fraction, the
numerator of which is each factor in the taxing state during the relevant
period and the denominator of which is the total factor everywhere.' 33

The problem with applying the typical equally-weighted three-
factor apportionment formula to the income of a PIC is that doing so
would not reflect the extent of the PIC's business activity in the state,
thereby perpetuating the very tax avoidance planning that the creation of
the holding company was designed to foster in the first place. An
illustration will explain.

Assume that Retail Corp. creates a wholly-owned affiliate, Hold
Co., located in the State of Michigan, which does not tax royalty
income.' 34  Retail Corp. assigns its trademarks, its Michigan real and
personal property and its Michigan employees to Hold Co., in return for
Hold Co.'s stock. 135  After the transaction, Hold Co. owns property
valued at $10,000,000 and has total payroll of $7,000,000, all located in
the State of Michigan. Hold Co. owns and operates Retail's Michigan
stores and owns all of Retail's trademarks.136

Assume further that Hold Co. receives a total of $20,000,000 in

130. Id. § 1(a).
131. Cf Mont. Dep't of Revenue v. Am. Smelting & Refining Co., 567 P.2d 901, 907 (Mont.

1977), appeal dismissed, 434 U.S. 1042 (1978) (holding that royalties derived from patents and
copyrights developed by a mining company's research department constituted apportionable
business income); Xerox Corp. v. Comptroller of Treasury, 428 A.2d 1208 (Md. 1981) (holding that
royalties received from out-of-state licensees for use of patents, trademarks, and copyrights properly
apportionable under non-UDIPTA statute, because of close relationship of these royalties to Xerox's
in-state copier-related operations).

132. UNIF. DIVISION OF INCOME FOR TAx PURPOSES ACT § 9.
133. UNIF. DIVISION OF INCOME FOR TAX PURPOSES ACT §§ 10, 13, 15.

134. MICH. COMP. LAWS § 208.9(7)(c) (2006).
135. The transfer of property to a corporation solely in exchange for the corporation's stock is

a tax-free exchange under § 351 of the Intemal Revenue Code, I.R.C. § 351 (2006).
136. That Hold Co. actually operates Retail's Michigan stores, plus its ownership of substantial

property in Michigan, makes it highly unlikely that a state could disallow the deductions taken by
the affiliates on the ground that Hold Co. lacks economic substance or business purpose. Similarly,
the addback statutes generally do not require addback when the formation of the PIC had a
substantial business purpose and economic substance. See, e.g., ALA. CODE § 40-18-35(b)(3)
(2005). Those facts are irrelevant to the determination of whether a state has nexus with Hold Co.
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income in Year 1, $1,000,000 of which consists of royalties paid by the
affiliate in State X for use of the trademarks. The amount of royalties
paid is equal to 4% of the net retail sales made by the affiliate. Under an
equally-weighted three-factor apportionment formula, the amount of
royalty income apportioned to State X is $333,332, notwithstanding that
the actual royalty income from the State X affiliate is $1,000,000.137

The disparity is created by the fact that Hold Co. has no property or
payroll in State X to be included in the property and payroll factors.
Using a three-factor apportionment formula in this context allows Hold
Co. to shift 67% of its State X-sourced royalty income to Michigan,
which does not tax it. Similar income shifting would result in every
separate entity state in which Retail paid royalties to Hold Co. for the
use of the trademarks.

Hold Co.'s business activity in State X would more fairly be
represented by use of a single sales factor apportionment formula.1 38

Section 18(b) of UDIPTA allows a state tax administrator to require the
exclusion of any one or more of the factors if the standard apportionment
formula does not fairly represent the extent of the taxpayer's business
activity in the state. 139

Professor William J. Pierce, the drafter of UDIPTA, explained the
purpose of Section 18:

[Section 18] gives both the tax collection agency and the taxpayer
some latitude for showing that for the particular business activity,

137. (0/$10,000,000 + 0/$7,000,000 + $1,000,000/$20,000,000)/3 X $20,000,000 = $333,332.
138. The term "sales" in UDITPA means all gross receipts of the taxpayer not allocated to a

single state under the statute. UNIF. DIVISION OF INCOME FOR TAX PURPOSES ACT § 1 (g) (2005). It
is appropriate to source an apportioned share of Hold Co.'s gross receipts from royalty income
derived from trademark licensing fees to State X, without regard to Hold Co.'s costs of
performance, because the income-producing activity-the licensing of trademarks to Hold Co.'s
affiliate for use within State X-takes place wholly in that state Id. § 17(a); M.T.C. Reg. § IV.17(1)
(proposed Nov. 2006) available at http://www.mtc.gov/uploadedFiles/Multistate TaxCommission/
Uniformity/UniformityProjects/A -_Z/OBO%20HO%2OReport.pdf.

139. UDITPA § 18 provides:
If the allocation and apportionment provisions of this Act do not fairly represent the
extent of the taxpayer's business activity in this state, the taxpayer may petition for or
the tax administrator may require, in respect to all or any part of the taxpayer's business
activity, if reasonable:
(a) separate accounting;
(b) the exclusion of any one or more of the factors;
(c) the inclusion of one or more additional factors which will fairly represent the
taxpayer's business activity in this state; or
(d) the employment of any other method to effectuate an equitable allocation and
apportionment of the taxpayer's income.

UNIF. DIVISION OF INCOME FOR TAX PURPOSES ACT § 18.
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some more equitable method of allocation and apportionment could be
achieved. Of course, departures from the basic formula should be
avoided except where reasonableness requires. Nonetheless, some
alternative method must be available to handle ... the unusual cases,
because no statutory pattern could ever resolve satisfactorily the
problems for the multitude of taxpayers with individual business
characteristics. 140

Under UDIPTA, a departure from the standard apportionment
formula requires the presence of two elements. 141 First, the statutory
formula as a whole must be shown to not fairly represent the extent of
the taxpayer's business in the state; it is insufficient to show that only
one factor fails to meet this standard in order to invoke Section 18.142

Second, the alternative apportionment method must be reasonable. 43

Clearly, the standard three-factor formula as a whole does not fairly
represent the extent of Hold Co.'s business activity in State X. Although
Hold Co. derives substantial royalty income from State X, only a
fraction of that income is reported to State X, because Hold Co.'s
property and payroll factors in State X are "de minimis compared to the
sales factor in both amount and significance in terms of [its] business
activity" in the state. 144

In addition, it is reasonable for a state tax administrator to require
the holding company to use a single sales factor apportionment formula
in order to avoid the distortion of income that would result by allowing
the company to apportion its income on the basis of the standard three-
factor formula. 145  Reasonableness, in the context of UDITPA, has at

140. William J. Pierce, The Uniform Division of Income for State Tax Purposes, 35 TAXES
747, 781 (1957). Professor Pierce also notes that the standard three-factor apportionment formula
was designed for manufacturing and mercantile businesses. Id. at 749.

141. Twentieth Century-Fox Film Corp. v. Dep't of Revenue, 700 P.2d 1035, 1042 (Or. 1985).
Accord Kmart Props., Inc., v. Taxation & Revenue Dep't, 2006-NMCA-26, 51, 139 N.M. 177,
191, 131 P.3d 27,41 (2001); Toys "R" Us, Inc. v. Franchise Tax Bd., 41 Cal. Rptr. 3d 285 (Ct. App.
2006), as modified upon denial of reh'g, No. C045386, 2006 Cal. App. LEXIS 660, at *1-2 (Ct.
App. May 4, 2006).

142. Twentieth Century-Fox, 700 P.2d at 1042.
143. Id. at 1043.
144. Kmart Props., 2006-NMCA-26, 49, 139 N.M. at 191, 131 P.3d at 41.
145. The constitutionality of single sales factor apportionment was upheld in Moorman

Manufacturing Co. v. Bair, 437 U.S. 267 (1978). A number of states have adopted the single sales
factor formula as the standard apportionment formula. This practice has been severely criticized as
poor tax policy, because when it is used in conjunction with the provisions of PL 86-272, it
encourages businesses that sell tangible personal property to locate in tax haven states while
substantially reducing the tax base in the market states. This issue is beyond the scope of this
article. For an excellent analysis of the issue, see MICHAEL MAZEROV, CTR. ON BUDGET &POLICY
PRIORITIES, THE "SINGLE SALES FACTOR" FORMULA FOR STATE CORPORATE TAXES: A BOOM TO
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least three components. 1
46

"(1) [T]he division of income fairly represents business activity
and if applied uniformly would result in taxation of no more or no less
than 100 percent of taxpayer's income."' 147

Use of a single sales factor apportionment formula in the above
hypothetical would result in precisely 100% of the State X-source
royalty payments being apportioned to State X. 148 The same would be
true in every separate entity state in which Retail paid Hold Co. royalties
for the use of the trademarks.

"(2) [T]he division of income does not create or foster lack of
uniformity among UDIPTA jurisdictions."' 149

It is in the interest of all the separate entity states in which Retail
has retail stores to use a single sales factor apportionment formula to
apportion Hold Co.'s royalty income. Conversely, Michigan is
indifferent to the issue, because it does not tax the royalty income. Use
of the single sales factor apportionment formula therefore does not
create or foster lack of uniformity.

"(3) [T]he division of income reflects the economic reality of the
business activity engaged in by the taxpayer in [State X]."'' °

Hold Co.'s business activity in State X is limited to the receipt of
royalty income for the use of its trademarks. It has neither employees
nor property in the state. The single sales factor apportionment formula
perfectly reflects the economic reality of its business activity in State X.

Use of the single sales factor apportionment formula therefore
results in apportioning 100% of a PIC's royalty income received from an
affiliate in a given state to that state, rather than to a tax haven state that
had nothing to do with the retail sales that produced the royalty income.
Use of the single sales factor apportionment formula is the appropriate
formula to fully effectuate the business situs Commerce Clause nexus
rule for PICs.' 51

ECONOMIC DEVELOPMENT OR A COSTLY GIVEAWAY? (2005), available at http://www.cbpp.org/3-
27-Olsfp.pdf.

146. Twentieth Century-Fox, 700 P. 2d at 1043.
147. Id.
148. $1,000,000/$20,000,000 X $20 Million/l = 1,000,000.
149. Twentieth Century-Fox, 700 P. 2d at 1043.
150. Id.
151. The New Mexico Court of Appeals sustained the use of a single sales factor

apportionment formula as applied to trademark royalty income in Kmart Properties, Inc., v.
Taxation & Revenue Department, 2006-NMCA-26, IT 46-52, 139 N.M. 177, 190-92, 131 P.3d 27,
40-42 (2001). The Oklahoma ALJ also approved the use of single sale factor apportionment to
apportion the royalty income at issue in Geoffrey, Inc. v. Oklahoma Tax Commission, 2006 OK CIV
APP 27, 23, 132 P.3d 632, 640 n.12.
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VI. PROPOSED FEDERAL LEGISLATION

Notwithstanding the conceptual incongruity of a physical presence
nexus rule for the taxation of intangibles, in recent years bills have been
introduced in Congress that, if enacted, would impose such a
requirement on a wide range of taxes in addition to use tax collection. 152

The principal features of the physical presence nexus bills are as
follow. 53  First, the Senate's version of the Business Activity Tax
Simplification Act ("the Act") would impose a physical presence nexus
standard for other business activity taxes ("BAT"), in addition to net
income taxes. 154  The term "other business activity tax" is defined
broadly to include:

(i) a tax imposed on or measured by gross receipts, gross income, or
gross profits;

(ii) a business and occupation tax;

(iii) a franchise tax;

(iv) a single business tax or a capital stock tax; or

(v) any other tax imposed by a State on a business measured by the
amount of, or economic results of, business or related activity
conducted in the State. 155

In addition, the Act would extend the protection of Public Law 86-
272 to income derived from services and intangibles. 56

Finally, the Act contains a number of "carve outs" that would allow
a business to maintain substantial physical presence in a state and still be

152. Business Activity Tax Simplification Act of 2003, H.R. 3220, 108th Cong. (2003);
Business Activity Tax Simplification Act of 2005, H.R. 1956, 109th Cong. (2005); Innovative and
Competitiveness Act, H.R. 4845, tit. I, subtit. A, 109th Cong. (2006).

153. The discussion in the text focuses on the Senate version of the Business Activity Tax
Simplification Act of 2006, S. 2721, 109th Cong. (2006). The Business Activity Tax Simplification
Act was introduced in the Senate on May 4, 2006 and referred to the Senate Finance Committee.
On June 28, 2006, the House Judiciary Committee approved by voice vote an amendment in the
nature of a substitute to House Bill 1956, the effect of which is to match the language in Senate Bill
2721. House Bill 1956 was scheduled for a vote by the full House on July 25, 2006 but the bill was
withdrawn from the calendar prior to vote.

154. S.2721§2(b).
155. Id. § 4(2)(A). The Act excludes from the definition of "other business activity tax" a sales

tax, a use tax, or a similar tax, imposed as the result of the sale or acquisition of goods or services,
whether or not denominated a tax imposed on the privilege of doing business. Id. § 4(2)(B).

156. Id. § 2(a).
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immune from business activity tax in that state. 5 7

The fiscal impact of the Act on the states would be substantial. The
National Governors Association ("NGA") estimates that the Act would
reduce business activity tax revenues by an average of 10.4%, costing
states and localities $6.6 billion annually. 158

As the NGA points out, the Act "represents a blatant and
unnecessary intrusion into the states' authority to govern. ... [T]he
authority to structure one's own tax system [is] a core element of state
sovereignty."' 59 Furthermore,

this change would shrink state tax bases by relieving out-of-state
businesses of BAT liability while allowing larger in-state companies to
circumvent tax laws by legalizing questionable tax avoidance schemes.
These outcomes would effectively constitute a federal corporate tax cut
using state tax dollars-a decision that, fundamentally, should be left
to state elected officials. 160

In its analysis of the Act, the Congressional Research Service
("CRS") concluded that it would lead to more "nowhere income.''

157. For example, a corporation could engage in business activities within a state for up to
twenty-one days in a taxable year without creating business activity tax nexus. Id. § 3(b). The
corporation can exceed the twenty-one day rule if it uses an agent (other than an employee) to
establish and maintain a market in the state, as long as that agent performs business services in the
state for any other person during the taxable year. Id. § 3(b)(2). There is no requirement that the
"other person" be unaffiliated with the corporation. Furthermore, section 3(b)(1)(C) allows a
corporation to gather information within the state in excess of twenty-one days per year if the
information is needed in order to perform services outside the state. Id.

158. NAT'L GOVERNORS ASS'N, IMPACT OF H.R. 1956, BUSINESS ACTIVITY TAX
SIMPLIFICATION ACT OF 2005, ON STATES 1 (2005). The NGA also notes that the Act would
overrule well-established business activity tax nexus jurisprudence in a number of states, upsetting
long-standing precedent in such industries as publishing, interstate trucking, general and customized
manufacturing, the sale of distributorships, intellectual property licensing, and the leasing of
computer hardware and software. Id. at 8-15.

159. Letter from National Governors Association to The Honorable Charles E. Grassley, Chair,
and the Honorable Max S. Baucus, Ranking Member, U.S. Senate Finance Committee (June 1,
2006), available at http://www.nga.org search for "Grassley," select "Letters," and select "June 1,
2006 letter - BAT." In reflecting why it is that Congress has so seldom used its Commerce Clause
powers to intervene in the area of state taxation, two noted authorities on state taxation opine that
congressional restraint in this area is predicated on fundamental principles of federalism. Charles E.
McLure, Jr. and Walter Hellerstein, Congressional Intervention in State Taxation: A Normative
Analysis of Three Proposals, 31 ST. TAX NOTES 721, 722 (2004). "The states' sovereign power of
taxation has always been regarded as essential to their independent existence and thus to the federal
scheme that the Framers created." Id.

160. Letter, supra note 159.
161. STEVEN MAGUIRE, CONGRESSIONAL RESEARCH SERVICE, STATE CORPORATE INCOME

TAXES: A DESCRIPTION AND ANALYSIS 15-16 (2006). "Nowhere income" arises because states use
different apportionment formulas and nexus rules. This creates opportunities for a multistate
business to avoid state income tax through tax planning. Id. at 5.
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CRS reports that if the Act is enacted, exceptions to its physical presence
standard, notably the 21-day rule and the expansion of Public Law 86-
272 to services and intangibles, "would... expand[] the opportunities
for tax planning and thus tax avoidance and possibly evasion."' 162

There is little doubt that Congress has the power under the
Commerce Clause to enact a physical presence business activity tax
nexus standard. 63  But the wisdom of imposing such a standard in the
modem economy is highly questionable. As one commentator has noted
regarding the current physical presence nexus standard for sellers of
tangible personal property imposed by Public Law 86-272:

Current rules for determining income tax nexus fail miserably. P.L.
86-272 has ben [sic] justified as needed to limit extra-territorial
taxation and interference with interstate commerce, but it has no
conceptual foundation. Instead it reflects the exercise of raw political
power and prevents the assertion of nexus by states that should be able
to collect income tax from corporations deriving income from within
their boundaries. 164

Proponents of the Act often assert that it is inequitable for a state to
tax an out-of-state business in the absence of physical presence, because
such a business derives no benefit from governmental services provided

162. Id. at 15-16.
163. "The Congress shall have power.., to regulate commerce ... among the several

States...." U.S. CONST. art. I, § 8, cl. 3. In recent years, the Supreme Court has ruled that
Congress exceeded its Commerce Clause authority in enacting statutes that regulate purely local,
non-economic activity. United States v. Lopez, 514 U.S. 549 (1995) (Gun-Free School Zones Act
of 1990); United States v. Morrison, 529 U.S. 598 (2000) (Section 13981 of the Violence Against
Women Act of 1994). But see Gonzales v. Raich, 545 U.S. 1 (2005) (holding that Congress's
Commerce Clause authority includes the power to prohibit the local cultivation and use of
marijuana in compliance with state law). Whatever the limits of the Lopez/Morrison line of cases,
state income taxation of a multistate business clearly implicates interstate commerce.

164. Charles E. McClure, Jr., Implementing State Corporate Income Taxes in the Digital Age,
53 NAT'L TAX J. 1287, 1297 (2000). Professor McClure's observation that Public Law 86-272
reflects "the exercise of raw political power" is borne out by the NGA's criticism of current
proposed BAT legislation as "a federal corporate tax cut using state tax dollars." Id. See supra text
accompanying note 157. The Congressional Budget Office (CBO) estimates that, if H.R. 1956 were
enacted, federal revenues would increase by $106 million in 2007, by $1.2 billion over the 2007-
2011 period, and by $3.1 billion over the 2007-2016 period, as a result of reduced federal corporate
income tax deductions for state and local taxes. CONGRESSIONAL BUDGET OFFICE, COST
ESTIMATE: H.R. 1956 2 (2006). Conversely, the CBO estimates that state and local governments
would lose more than $1 billion in the first year after H.R. 1956 was enacted. Id. at 3. This amount
would rise to about $3 billion annually by 2011. Id. While the CBO's estimated revenue losses are
less than the NGA's, they still "far exceed the threshold established in UMRA" (the Unfunded
Mandates Reform Act). Id. The CBO estimates that about 70% of the estimated revenue losses
would come from ten states: California, Florida, Illinois, Michigan, New Jersey, New York,
Pennsylvania, Tennessee, Texas, and Washington. Id. at 4.
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by its market states. 165 This argument is both conceptually unsound and
demonstrably false.

The "no benefit" argument is conceptually unsound because it is
merely another way of asserting that it is fundamentally unfair for the
market states to require the corporation to pay tax in the absence of
government services. As such, the argument is grounded in the Due
Process Clause and not the Commerce Clause.

Due process centrally concerns the fundamental fairness of
governmental activity. . .. [T]he due process nexus analysis requires
that we ask whether an individual's connections with a State are
substantial enough to legitimate the State's exercise of power over
him. ... In contrast, the Commerce Clause and its nexus requirement
are informed not so much by concerns about fairness for the individual
defendant as by structural concerns about the effects of state regulation
on the national economy. ... [The Commerce Clause] bars state
regulations that unduly burden interstate commerce. 166

Whether or not it is "fair" to an individual taxpayer to require it to
pay tax to its market states if those states provide it no governmental
services is wholly immaterial to whether or not interstate commerce has
been unduly burdened.167  Indeed, even if-as is clearly the case-the
market states do provide governmental services to an out-of-state
business, the provision of those services, while clearly establishing the

165. "The underlying principle of this legislation is that states and localities that provide
benefits and protections to a business, like education, roads, fire and police protection, water, sewer,
etc., should be the ones who receive the benefit of that business['] taxes, rather than a remote state
that provides no services to the business. By imposing a physical presence standard for business
activity taxes, House Bill 3220 ensures that state tax impositions are appropriately borne only by
those businesses that receive such benefits and protection from the taxing state." Business Activity
Tax Simplification Act: Hearing on H.R. 3220 Before the Subcomm. on Commercial and
Administrative Law of the H. Comm. on the Judiciary, 108th Cong. (2004) (statement of Arthur
Rosen, Member, International Law Firm) 2004 WL 1090199. See also Frankel et al., supra note 61,
at 229.

166. Quill Corp. v. North Dakota, 504 U.S. 298, 312 (1992).
167. This is not to say that the fairness of a particular state income tax system is wholly

irrelevant under the Commerce Clause. "[A] State must.., apply a formula apportioning the
income of [a] business within and without the State. Such an apportionment formula must, under
both the Due Process and Commerce Clauses, be fair." Container Corp. of Am. v. Franchise Tax
Bd., 463 U.S. 159, 169 (1983). While fairness is therefore an essential Commerce Clause attribute
in determining the appropriate amount of income that a state can properly tax, considerations of
fairness do not enter into the Commerce Clause nexus inquiry in determining whether a state has a
sufficient connection to the taxpayer to tax its income in the first instance. Whether it is fair for the
state to exercise its taxing power at all implicates only the Due Process Clause. Quill, 504 U.S. at
312; H. Beau Baez III, The Rush to the Goblin Market: The Blurring of Quill's Two Nexus Tests, 29
SEATTLE U. L. REv 581, 600 (2006) ("Fairness considerations play no part in the Quill Commerce
Clause test.").
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fairness of taxing that business, does not reduce the compliance burden
imposed on interstate commerce one iota. The "no benefits" argument is
merely another way of saying that the state has not given anything for
which it can ask return: a classic due process argument. 168  And, after
Quill, there can be no doubt that a taxpayer has due process nexus with a
state if it has purposefully availed itself of an economic market in that
state; physical presence is not required. 169

The "no benefits" argument is demonstrably false because it is clear
that the market states do provide governmental services to remote
business. Proponents of the "no benefits" argument assert that any
public benefit to remote business is at best indirect, the direct
beneficiaries being instate businesses and citizens. 17 In the context of a
state's authority to tax a multistate business, any distinction between
direct and indirect benefit is of dubious relevance.171 Be that as it may,
the "indirect benefits" argument is predicated on the manifestly false
assumption that public benefits are a zero sum game-if residents
directly benefit, then non-residents can at most be indirectly benefited.

Remote businesses clearly directly benefit from the public services
provided in their market states, as do the residents of those states.
Among the services provided to a remote business are a functioning
judicial system, a system of publicly built and maintained roads, police
and fire protection, and public schools and universities.

First, the existence of a functioning court system directly allows a
remote business to enforce its contracts and protect itself from unlawful

168. Nat'l Bellas Hess, Inc. v. Dep't of Revenue of Ill., 386 U.S. 753, 756 (1967).
169. Quill, 504 U.S. at 307, 308.
170. Frankel et al., supra note 61, at 229.
171. As the Supreme Court has stated:
Nothing is more familiar in taxation than the imposition of a tax upon a class or upon
individuals who enjoy no direct benefit from its expenditure, and who are not responsible
for the condition to be remedied. A tax is not an assessment of benefits. It is... a means
of distributing the burden of the cost of government. The only benefit to which the
taxpayer is constitutionally entitled is that derived from his enjoyment of the privileges of
living in an organized society, established and safeguarded by the devotion of taxes to
public purposes. Any other view would preclude the levying of taxes except as they are
used to compensate for the burden on those who pay them, and would involve the
abandonment of the most fundamental principle of government-that it exists primarily to
provide for the common good. A corporation cannot object to the use of the taxes which it
pays for the maintenance of schools because it has no children.

Carmichael v. Southern Coal & Coke Co., 301 U.S. 495, 521-23 (1937) (internal citations and
footnote omitted). Furthermore, the Court has made clear that "[t]here is no reason to suppose that
this latitude afforded the States [in Carmichael] under the Due Process Clause is somehow divested
by the Commerce Clause merely because the taxed activity has some connection to interstate
commerce; particularly when the tax is levied on an activity conducted within the State."
Commonwealth Edison Co. v. Montana, 453 U.S. 609, 623 (1981).
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competition in its market states. Indeed, in the absence of a functioning
court system in the market states, any judgment obtained by the remote
business in its home state would often be unenforceable.1 72 In the digital
age, it is highly likely that an intellectual property owner will be obliged
to resort to litigation in its market states in order to enforce its rights
against numerous unauthorized electronic users of its products. 1 73

Second, a functioning system of roads directly allows a remote
business to deliver goods to its customers and to send representatives
into the state to provide services to those customers. The critical
benefits of those roads to the financial wellbeing of remote business was
dramatically illustrated on September 11, 2001, when all commercial air
traffic in the United States was halted following the terrorist attacks in
New York and Washington. As highway historian Dan McNichol noted,
"when every airplane was grounded, we were able to move goods and
people on the interstate [highway] system and keep the economy
moving."'

74

As is true of public roads, the existence of public police and fire
services benefit a remote business by protecting its property, employees
and representatives while they are in a market state in the course of
business. That these services directly benefit residents do not make
them any the less of a direct benefit to remote business. Yet the Act

172. Forty-six states, the District of Columbia and the Virgin Islands have adopted the Uniform
Enforcement of Foreign Judgments Act, 13 U.L.A. 155-56 (2006), which requires states and
territories which have adopted the Act to give effect to the judgments of other states and territories,
if an exemplified copy of the foreign judgment is registered with the clerk of a court of competent
jurisdiction. In the remaining four states, the Full Faith and Credit Clause of the Constitution,
Article IV, Section 1, requires a state to enforce a domesticated judgment entered by a court of a

sister state, as it would a judgment entered by its own courts. In either case, a remote business has a
right to enforce its judgments in the courts of its market states. Unlike most local government
services, the opportunity to enforce foreign judgments largely benefits nonresidents.

173. See, e.g., RIAA Leaning on Kids' Parents, WIRED NEWS, July 24, 2003,
http://www.wired.com/news/digiwood/l,59756-0.html (last visited August 21, 2006) (reporting that

Recording Industry of America issues at least 911 federal subpoenas to Internet providers, seeking
names and addresses of users of Napster file-sharing program in preparation of copyright

infringement lawsuits against users for illegally downloading copyrighted music).
174. T. R. Reid, The Superhighway to Everywhere, WASH. POST, June 28, 2006, at Al. The

federal government reimbursed the states 90% of the original cost of building the interstate highway
system; the states absorbed the remaining ten percent. Id. While the highways continue to receive

substantial federal funding for operations and improvements, the highways are owned, built and
operated by the state in which they are located, with the only exception being the federally-owned

Woodrow Wilson Bridge on the Capital Beltway (1-95/1-495). Wikipedia, Interstate Highway
System, http://en.wikipedia.org/wiki/Interstate highway (last visited Sept. 25, 2006). Finally,

portions of the interstate highways were originally constructed as, and remain, state roads. See, e.g.,
New Jersey Turnpike, Historic Overview, http://www.nycroads.comroads/nj-tumpike/ (last visited

Sept. 25, 2006) ("The New Jersey Turnpike is designated 1-95 from EXIT 6 (Pennsylvania Turnpike
Extension) to the George Washington Bridge toll plaza.").
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would allow remote business to utilize state police and fire services tax
free, as long as the business was not in the state in excess of 21 days per
year, or even longer if its activities were entirely within the statutory
safe harbors.

Finally, remote business is continually benefited by the existence of
a public educational system, including the state university system. The
public educational system provides the business with well-educated
customers who can afford to purchase the goods or services of the
remote business. This directly benefits remote business by providing a
market for those goods or services that in turn creates profit for the
shareholders. Again, the fact that the customers and employees are also
directly benefited by the public educational system in no way detracts
from the benefits directly received by remote business through the
existence of that system-the public educational system serves both the
graduate by making him more employable and business by meeting its
need to sell its goods or services.

In discussing global competition, particularly in the areas of
biology, medicine and computer technology, Microsoft founder Bill
Gates constantly emphasizes the importance of the United States
maintaining a first rate educational system.' 75 He notes that job creation
and success in these fields have overwhelmingly been where there is a
great university and that, of the more than 25 of the top universities in
the world located in the United States, almost half are state
universities. 176  Furthermore, Mr. Gates acknowledges that the state
system produces more world-class graduates than the private system.1 77

Finally, Mr. Gates recognizes that it is necessary to have top-notch
elementary and secondary schools in order to produce "the great students
to go into these universities and do these incredible things. 178

As recognized by Mr. Gates, the stunning success of the modem
American economy is directly related to the strength of the American
public educational system. As he has noted, global competition for
skilled workers, particularly in China and India, requires the United
States to maintain a first class educational system so that the American
economy can continue to grow.1 79 In the final analysis, all business-
local and remote-benefits from the world-class education provided by

175. See, e.g., Bill Gates, Interview at the National Conference of State Legislatures (August

17, 2005) available at http://www.microsoft.com/events/executives/billgates.mspx.

176. Id.
177. Id.

178. Id.

179. Id.
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our nation's public schools and state universities. 180

VII. INCOME TAX NEXUS AND ELECTRONIC COMMERCE: SETTING

SOME PARAMETERS

In some respects, the PIC cases discussed in Part III D, supra,
present a relatively straightforward nexus scenario. In each case, the
trademarks were being used at a store, a paradigmatic physical location.

Once it is determined that a PIC has nexus as a result of an affiliate's use
of the marks, it is an easy enough matter to determine where that use

takes place. But how is nexus to be determined in the case of a business
that realizes income entirely through electronic commerce? Where, for
example, does a licensor of customized software that is downloaded over
the Internet in digital form have nexus?18 '

Several non-tax due process cases suggest a framework for analysis
of the issue. The cases fall broadly into one of three factual scenarios.
At one extreme are the cases involving a purely passive website. At the
other extreme are those cases involving a specifically identifiable
contract. Somewhere in between the two are cases involving an
interactive website that solicits users to purchase an intangible or a
service electronically. Examples of each follow., 82

A. Passive Websites

In Bensusan Restaurant Corp. v. King,183 the court held that placing
an Internet advertisement on a computer server located in Missouri was
insufficient to create personal jurisdiction in New York. The plaintiff in
Bensusan owned a chain of jazz restaurants in the United States and

180. The current role of the state universities in meeting the educational requirements of the
modem economy reflects the history of public education in this country. The establishment of the
original Land-Grant colleges pursuant to the first Morrill Act (1862) reflected a growing demand for
agricultural and technical education in the United States. While a number of institutions had begun
to expand upon the traditional classical curriculum, higher education was still unavailable to many
agricultural and industrial workers. The Morrill Act was intended to provide a broad segment of the
American population with a practical education that had direct relevance to their daily lives. NAT'L

ASS'N OF STATE UNIVERSITIES & LAND-GRANT COLLEGES, THE LAND-GRANT TRADITION (1995).

181. Customized software, as used here, means and includes programming which results when
a user purchases the services of a person to create software which is specialized to meet the user's
particular needs.

182. The analytical tripartite "sliding scale" suggested in the text has been utilized by a number
of courts in determining whether personal jurisdiction exists in Internet domain name disputes. See,
e.g., Zippo Mfg. Co. v. Zippo Dot Com, Inc., 952 F. Supp. 1119, 1124 (W.D. Pa. 1997); Alitalia-
Linee Aeree Italiane S.p.A. v. Casinoalitalia.com, 128 F. Supp. 2d 340, 349 (E.D. Va. 2001).

183. 937 F. Supp. 295 (S.D.N.Y. 1996), aff'd, 126 F.3d 25 (2d Cir. 1997).
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elsewhere named "The Blue Note" and the defendant owned a jazz
restaurant in Missouri, also named "The Blue Note."18 4 The Missouri
Blue Note advertised its club via an ad on the Internet. I8 5 The ad
consisted of a calendar of scheduled entertainment, and a menu.' 86 It
was not possible to make reservations or to order or pay for tickets
electronically on the defendant's website.187

The New York-based Blue Note chain filed a trademark
infringement action in the Southern District of New York and the
defendant moved to dismiss for lack of personal jurisdiction. 88  The
court held that merely creating a website, including a hyperlink to the
plaintiffs website, that was viewable in New York was insufficient
under the Due Process Clause to subject the Missouri defendant to
jurisdiction in New York.189 In ruling that there was no allegation that
the defendant had directed his activities specifically to New Yorkers,
and that therefore the plaintiff had failed to show that the defendant
conducted any business in New York, the court stated, "Creating a site,
like placing a product into the stream of commerce, may be felt
nationwide---or even world wide-but, without more, it is not an act
purposefully directed toward the forum state."'' 90

B. Specifically Identifiable Contract

CompuServe, Inc. v. Patterson'9' was a trademark infringement
case. Patterson, a Texas software entrepreneur, entered into a written
agreement with CompuServe to sell software over CompuServe's
network. 192  During a three-year period, Patterson sent 32 files of
software to the network and made twelve sales in Ohio, totaling $650.193
Eventually, Patterson accused CompuServe of infringing on his
trademark. CompuServe filed a preemptive lawsuit in Ohio, its home
state, seeking a declaratory judgment that it had not infringed Patterson's
trademark. 1

9 4

Patterson moved to dismiss the case for lack of personal jurisdiction

184. Id. at 297.

185. Id.
186. Id.

187. Id.
188. Id.

189. Id. at 301
190. Id.

191. 89 F.3d 1257 (6th Cir. 1996).
192. Id. at 1260.
193. Id. at 1261.
194. Id.
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in Ohio.' 95  The court denied the motion, finding in personam
jurisdiction under the Due Process Clause based on Patterson's signed
agreement with an Ohio company and an ongoing commercial
relationship with that company through the transmission of software
over the CompuServe network. 196 The court noted that the contacts
between the parties were deliberate and repeated even though they
yielded little revenue; the quality of the contacts rather than their number
satisfied Due Process fairness concerns. 197

C. Interactive Website

In Thompson v. Handa-Lopez, Inc.,198 the court ruled that it had
personal jurisdiction over a diversity action between a Texas resident
and a California corporation that maintained an interactive gambling
website. The website invited users to pay a fee to play online poker and
other games. 199 Thompson did so and won, but the corporation failed to
pay him.200 He filed suit in Texas alleging breach of contract, fraud and
violation of Texas consumer protection laws.20 1 The court found
specific jurisdiction based upon a contract formed on the defendant's
interactive website that the defendant knowingly maintained to attract
paying customers to gamble online, irrespective of the customer's
location.20 2

D. Nexus Implications

The foregoing three cases suggest analytic parameters for
determining income tax nexus for electronic commerce. If the business
simply advertises its services or products on a passive website, and
offers no opportunities for a customer to contract or pay for those
services or products online, nexus would not be created merely as a
result of the creation or existence of the website. At the other extreme,
nexus would clearly be created if the business entered into a specific
contract with a readily identifiable customer to provide its services or
products online. In the case of a licensor of customized software, nexus
would exist wherever the contract authorized or allowed the customer to

195. Id.
196. Id. at 1263-67.
197. Id.
198. 998 F. Supp. 738 (W.D. Tex. 1998).
199. Id. at 741.
200. Id.
201. Id.
202. Id. at 742-46.
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use the software. Finally, an interactive website that allows the general
public to pay online for specific digital services or products would create
income tax nexus where the customer uses the service or product. °3

This would include most, if not all, digital sales of canned software, such
as virus or spyware protection programs. 204

Objections might be raised that a nexus rule based upon the
foregoing analysis unfairly penalizes providers of canned digital
products or services, because a seller of the identical products in tangible
form would be within the safe harbor of Public Law 86-272 if it limited
its activities to the online solicitation of sales. The proper solution to
that problem is to establish uniform minimum nexus standards that
would apply to all businesses, irrespective of the form in which they
provide their products or services.20 5

A leading scholar advocates an income tax nexus standard based on
whether the taxpayer conducts significant amounts of the economic

203. It is of course possible to use a digital product while traveling. As one commentator has
observed in the related context of electronic commerce and sales and use taxation:

[T]his difficulty must largely be ignored as a result of practical necessity. The knowledge
of the service provider as to the location of origination/termination and of the
billing/service address will govern. However the provider records the event for its normal
business records undoubtedly will become the default for reporting the transaction even
though this reporting may not correspond to the actual facts.

Paull Mines, Conversing with Professor Hellerstein: Electronic Commerce and Nexus Propel Sales
and Use Tax Reform, 52 TAX L. REv. 581, 602 n. 117 (1997). Income tax nexus would exist, both
for digital products or services purchased under a specific contract or through an interactive website,
wherever the provider's normal business records indicate the customer will use the product or
service.

204. Canned software, as used here, means and includes programming that has general
applicability and/or has not been prepared at the special request of the purchaser to meet his
particular needs. It is sometimes known and/or described as "pre-written programming."

205. An economic presence nexus standard does not necessarily result in sourcing receipts
from the sale of intangibles or services to the market states. Sales other than sales of tangible
personal property are sourced to the state where the income-producing activity was performed.
UNIF. DIVISION OF INCOME FOR TAX PURPOSES ACT § 17 (2005). If the income-producing activity

is performed in more than one state, the sales are sourced to the state where the greater proportion of
the income-producing activity is performed than in any other state, based on costs of performance.
Id. This is an "all or nothing" determination, resulting in 100% of the sales being sourced to the
state with the greater costs of performance. The greater cost of performance rule is clearly
anachronistic in the digital age. As a result, a number of states include receipts from services in the
sales factor numerator based either on the percentage of total cost of performance incurred in the
state or on the ratio of time spent performing the service in the state to the total time spent on

performing the service. 1 HEALY & SCHADEWALD, supra note 6, at 1-729 to -733. Furthermore,
Georgia, Iowa, Maryland, Minnesota, Ohio, and Wisconsin have moved away from the greater cost
of performance rule for the provision of services, replacing it with a market-based approach that
sources the sale to the location of the recipients of the services. Id. at 1-724. Similarly, a number of
states have adopted a market-based approach for sourcing royalty receipts from the licensing of
intangibles. Id. at 1-658.
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activities that are factors in the state's apportionment formula.2 0 6 The
Multistate Tax Commission ("MTC") has adopted Professor McClure's
reasoning in promulgating its Factor Presence Nexus Standard for
Business Activity Taxes.20 7  The MTC's Factor Presence Nexus
Standard establishes uniform, objective de minimis nexus standards of
$50,000 in property or payroll, $500,000 of sales or 25% of total
property, payroll or sales before a state can impose a business activity
tax.

208

There is nothing sacred about the specific thresholds suggested by
the MTC's Factor Presence Nexus Standard. Furthermore, whatever
amounts are initially used to establish nexus can and should be updated
regularly for inflation. In the digital age, however, it makes eminent
sense to base income tax nexus on exceeding an easily verifiable,
uniform economic activity threshold rather than an anachronistic
physical presence requirement that is unsuited to the current economy.

VIII. CONCLUSION

The Supreme Court got it right in promulgating the business situs
rule for taxing intangibles; a state's authority to tax intangibles cannot be
limited by considerations of the intangible's non-existent physical
location. The business situs rule remains the appropriate nexus standard
for taxing income from intangibles, including trademark royalty income.
As Quill is limited to use tax collection, the state court decisions that
uphold the business situs rule for taxing income from intangibles were
correctly decided. Although Congress has the power to impose a
physical presence nexus rule on the state taxation of income from
intangibles, such a rule would be completely incongruous in the modem
economy. Instead, nexus should be determined by the application of
uniform, easily verifiable economic thresholds that would apply
irrespective of the form in which the business provides its services or
products. Such a rule is the appropriate measure of a state's authority to
tax the income of remote businesses that benefit from the public services
provided by their market state governments.

206. McClure, supra note 164, at 1296.
207. MULTISTATE TAX COMM'N, FACTOR PRESENCE NEXUS STANDARD FOR BUSINESS

ACTIVITY TAXES (2003), available at http://www.mtc.gov/uploadedFiles/Multistate Tax_
Commission/Uniformity/UniformityProjects/A_-_Z/FactorPresenceNexusStandardBusinessAct
Taxes. pdf.

208. Id.
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