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The Rise of Economic and
Attributional Nexus

The U.S. financial industry is a pervasive force in
daily life. Not only do the nation’s largest banks,
headquartered in places like New York, make a tre-
mendous number of loans to businesses throughout
the country, but also these institutions” footprint on
the average consumer is clear when considering
the enormous credit card industry. A 1975 Federal
Reserve Board Study noted that 29 percent of all
loans made to businesses by member banks of the
Federal Reserve System were made to out-of-state
borrowers.! Although this study is clearly dated, no
one can question the growth of interstate lending
and the daily impact financial institutions have on
the economy and day-to-day operations of life and
business in the United States.

The major component of lending and financial
activities of these banks is in the form of extending
direct credit to customers. Before a bank makes a
loan or issues a credit card, it investigates the cus-
tomer’s credit standing. If the loan is to be secured
by property, it may physically inspect the property,
as well as determine if the property is already en-
cumbered by liens. When the bank makes the loan or
issues a credit card, it may be required to take further
action on a local level to perfect its security interest
in property by recording a mortgage or perfecting a
lien. In the event the borrow defaults on the loan,
or is delinquent on credit card payments, the bank
may have a representative visit a customer, or alter-
natively it may have local counsel bring suit. All of
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these actions may be completed by bank employees,
affiliates, agents or independent representatives.>

States around the country are facing increased
financial pressures; falling revenue combined with
demand for more services. States must fill their
coffers somehow, and rather than increasing the
burden on in-state taxpayers, states are increasingly
looking to out-of-state businesses for revenue. As a
result, more states may look to economic nexus as
a viable source of tax revenue.’ In the past, state
taxation of financial institutions generally has relied
on traditional nexus concepts that are based on a
requirement of physical presence to establish the
jurisdiction to tax. Although most states continue
to follow this traditional physical presence require-
ment, some states have sought to subject out-of-state
financial institutions to tax based on the theory of
economic nexus.* This development is best under-
stood by examining the framework of law in the
area of multistate income taxation, including P.L.
86-272, the constitutional framework, the expan-
sion of attributional nexus and the development of
economic nexus theory.

Income Tax Nexus

state activity is the solicitation of orders by a company
representative where orders are processed in another
state, and the goods are sent from a point outside the
state. Activities that create income tax nexus for such
companies include: maintenance of an office or any
other place of a business, installing or making repairs
to products, providing technical assistance, service
or training, investigating creditworthiness of custom-
ers, approving or accepting orders, and ownership
or leasing of real or personal property.

Unfortunately, P.L. 86-272 has clear limitations.
It offers no protection “to other types of activities
in a state and does not apply to non-income taxes
(e.g., sales or use taxes) or to the sale of services or
intangibles.”s Consequently, the state income taxa-
tion of finance companies that do not sell tangible
personal property is based on the Due Process and
Commerce Clause tests. Federal and state courts of
appeals, tax courts and other tax tribunals have is-
sued varying and sometimes contradictory decisions
in this area.c In the absence of clear federal law, the
question of nexus must be evaluated based on the
U.S. Constitution and existing case law.

Constitutional Limitations

Nexus is defined as the minimum business activity
or connection that an out-of-state company must
have with a taxing state. A nonresident corporation
is subject to a state’s income tax when it has contacts
that are sufficient to create nexus. Contacts that are
adequate to create nexus are determined by the U.S.
Constitution and federal law. Nexus is also governed
by state statutes, regulations and case law. The In-
terstate Commerce Tax Act (P.L. 86-272) provides
federal guidance on which activities establish nexus
for income tax purposes for sales of tangible personal
property, and which activities are protected.

Interstate Commerce Tax Act
(P.L. 86-272)

Federal Public Law 86-272 (P.L. 86-272), was en-
acted to protect taxpayers from overzealous states
attempting to assert nexus each time an employee
of a out-of-state business solicited business in their
states. P.L. 86-272 provides multistate corporations
selling tangible personal property with a limited safe
harbor from states that impose taxes on net income.
P.L. 86-272 prohibits states from taxing the income of
a nondomiciliary company if the company’s only in-
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Although states have broad discretion to impose tax,
the U.S. Constitution limits the ability of a state to
levy taxes on out-of-state businesses. Two provisions
of the U.S. Constitution limit a state’s ability to tax an
out-of-state business: the Due Process Clause and the
Commerce Clause. Nexus must exist under both the
Due Process Clause and Commerce Clause before a
state can tax an out-of-state corporation.

Due Process

In cases involving state taxation, it had long been
said that the Due Process Clause requires “some
definite link, some minimum connection, between
a state and the person, property or transaction it
seeks to tax.”” It also has been stated for many years
that under the Due Process Clause, “[tlhe simple,
but controlling question is whether the state has
given anything for which it can ask a return.”® In
Quill Corp. v. North Dakota, the U.S. Supreme
Court identified the concept of “notice” as the
cornerstone of due process nexus.? In Quill, rather
than concentrating on the defendant’s mere pres-
ence in a forum, the Court focused on whether the
defendant had sufficient contacts with the forum
state to expect to defend a suit there.



The Court indicated that “the due process nexus
analysis requires that we ask whether an indi-
vidual’s connections with a State are substantial
enough to legitimate the State’s exercise of power
over him.” The central question is whether the cor-
poration as a foreign entity availed itself of the legal
and economic benefits of a forum state.’® However,
economic exploitation of a market is insufficient to
trigger a filing requirement absent nexus under the
Commerce Clause.

The Court noted that it
was possible that previ-
ous state taxation cases
before the Court may
have given the impres-
sion that the Due Process
Clause required a per-
son to have some sort of
physical presence (e.g.,
employees, representa-
tives or property) in a state to establish jurisdiction
to tax." However, the Court explained that Due
Process jurisprudence has evolved substantially
over the years, especially in the area of judicial
jurisdiction. The Court noted:

Building on the seminal case of International
Shoe Co. v. Washington, we have framed
the relevant inquiry as whether a defendant
had minimum contacts with the jurisdiction
“such that the maintenance of the suit does
not offend ‘traditional notions of fair play and
substantial justice.”” In that spirit, we have
abandoned more formalistic tests that focused
on a defendant’s “presence” within a State in
favor of a more flexible inquiry into whether
a defendant’s contacts with the forum made it
reasonable, in the context of our federal system
of government, to require it to defend the suit
in that State.™

Citing to its decision in the civil procedure
case Burger King Corp. v. Rudzewicz,” the Court
noted that:

Applying these principles, we have held that
if a foreign corporation purposely avails itself
of the benefits of an economic market in the
forum State, it may subject itself to the State’s in
personam jurisdiction even if it has no physical
presence in the State.™
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Some states may seek to tax these
business based on a theory of
“economic nexus.” This approach
has been applied with increasing
success to businesses in the
financial services industry.
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The Court drew a distinction between the nexus
required by the Commerce Clause and the nexus
required by the Due Process Clause. The Court ob-
served that the Commerce Clause “substantial-nexus
requirement is not, like Due Process” minimum
contacts requirement, a proxy for notice, but
rather a means for limiting state burdens on inter-
state commerce.”> Consequently, “a corporation
may have the ‘minimum contacts’ with a taxing
State as required by the
Due Process Clause, and
yet lack the ‘substantial
nexus’ with the State as
required by the Com-
merce Clause.”®

Commerce Clause

Under the Commerce
Clause, a taxpayer is re-
quired to have “substantial
nexus” with a state for the state to have taxing juris-
diction over the taxpayer.” The Supreme Court will
sustain a Commerce Clause challenge against a state
tax, provided the tax:
1. is applied to an activity with a sufficient nexus
with the state;
2. is fairly apportioned;
3. does not discriminate against interstate com-
merce; and
4. is fairly related to the services provided by
the state.™
The Court adopted a new test to evaluate juris-
diction, which examines both the Due Process
and Commerce Clauses. It established a three-part
test to determine when jurisdiction exists under
the Constitution. First, the corporation must direct
its activities at the residents of the state.’ Second,
those contacts must be sufficient for due process
purposes. Third, the tax must be related to the
benefits the corporation receives from the forum
state.”” Quill established that physical presence
was not required to establish jurisdiction under
the Due Process Clause. However, to establish
jurisdiction under the Commerce Clause a sub-
stantial nexus was required. The Court held that
under the Commerce Clause, North Dakota’s tax
represented an unconstitutional burden on inter-
state commerce. Therefore, while Quill met the
Due Process minimum contacts requirement, it
failed to meet the substantial nexus requirement
of the Commerce Clause.??
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Although the U.S. Supreme Court has expressly
recognized that an in-state physical presence is
required before a state may impose a sales or use
tax collection responsibility on an out-of-state
vendor,” it has not expressly extended that require-
ment for income tax nexus under the Commerce
Clause. Despite the fact that the Court did not
extend the bright-line physical presence standard
beyond sales and use tax, the Court clearly stated
that nexus under the Commerce Clause required
more than the personal jurisdiction standard of the
Due Process clause.” Further, the Supreme Court
has consistently held that Commerce Clause’s sub-
stantial nexus requirement involves some degree
of physical presence in a taxing jurisdiction. Sub-
sequent state court rulings on this issue have held
that the physical contacts need not be substantial
so long as they are more than the “slightest physi-
cal presence.”

Attributional Nexus

Most states adhere to the traditional nexus concept
requiring physical presence to establish jurisdiction
to tax. It is necessary to examine the amount of
time that employees spend in other states during
any given year, as well as the activities that they
engage in. Some states specify a specific number of
visits that are permitted before the state will assert
nexus. For others, there is no “bright line” test. An
increasing area of concern, especially for finance
companies, is that states that will assert nexus based
on attribution.

States have expanded beyond the principle of
“physical presence” nexus to develop the “attribu-
tional” nexus theory. Attributional nexus refers to the
concept that a state can assert nexus over an entity
on the premise that the entity has an economic,
legal or operation relationship with another entity
already subject to taxation. The key attributional
nexus theories are agency nexus and alter ego or
affiliate nexus.

Agency Nexus

The existence of an agency relationship between two
parties is dependent on specific factual elements:
the manifestation by the principal that the agent
shall act for him; the agent’s acceptance of the task;
and the understanding that principal is in control of
the task.>® In state taxation, the agency theory may
confer nexus upon an out-of-state entity if an in-state
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person acts as an agent representing the interests of
its out-of-state principal.”” An agency relationship
generally exists if the agent (the in-state person) has
the right to impose a legal obligation on its principal
(the out-of-state corporation).

Thus, the state must typically show that the in-state
entity is under the authority and control of the out-
of-state entity. If the state can make such a showing,
nexus is then attributed from the in-state entity to the
out-of-state entity. Under this theory, if nexus can be
attributed to the out-of-state corporation through the
agency relationship, the state can impose tax on the
out-of-state corporation’s income.?

The U.S. Supreme Court has sanctioned a find-
ing of nexus based on agency principles.?” In
Scripto v. Carson, the U.S. Supreme Court held
that nexus can be established on the basis of an
agency relationship.® In this case, the Court ex-
amined whether an out-of-state company (Scripto)
would be subject to Florida tax based on the
existence of in-state representatives. Scripto did
not, in and of itself, have a physical presence in
Florida. Scripto, instead, utilized representatives
in Florida that conducted continuous local solici-
tation of orders on Scripto’s behalf. Scripto filled
these orders out-of-state and shipped product to
Florida customers. However, to support a finding
that nexus exists, there must be actual agency,
and the agency relationship must be significantly
associated with the taxpayer’s ability to establish
and maintain a market in the state.*’ A true agency
relationship results only where there is “an agree-
ment for the creation of a fiduciary relationship
with control by the principal,” and that “agency
will not be assumed from the mere fact that one
does an act for another.”»

Alter Ego or Affiliate Nexus

The alter ego theory of attributional nexus is similar
to the general corporate law concept of “piercing
the corporate veil.”* If an entity in a taxing state is
completely controlled by an out-of-state corpora-
tion, the state can disregard the corporate shield and
impose its tax on the foreign corporation. Alter ego
nexus deals with whether the mere presence of an
affiliate in the taxing state is sufficient to establish
nexus for an out-of-state business. A state asserting
alter ego or affiliate nexus takes the position that
the group is a unitary business.* Factors that courts
have considered in determining whether an alter ego
relationship exists include: common officers and



directors; overlap of other personnel; the autonomy
of each entity; similar or identical trade names; and
representations to the public as to the separate nature
of the entities.”> New Jersey has joined the increas-
ing number of states with courts that have rejected
physical presence as the constitutional standard for
income tax nexus.*

In Lanco, Inc. v. Director, Division of Taxation,
the New Jersey Superior Court, Appellate Division,
considered whether physical presence is required
for income tax nexus.” Lanco is a Delaware
holding company with
no employees, agents
or property in New
Jersey. The company’s
only connection with
New Jersey was that it
licensed trademarks,
service marks and trade
names to an affiliate,
Lane Bryant, Inc., which
had retail operations in
the state. The tax court
initially ruled that physical presence was a neces-
sary element of the Commerce Clause, regardless
of whether the tax at issue was a sales tax or
income tax.* The appellate division reversed the
tax court, holding that Lanco was subject to New
Jersey’s corporation business tax (CBT) reasoning
that the substantial nexus applies only to sales and
use tax.” This holding was subsequently affirmed
by the New Jersey Supreme Court, which noted
that it believed that the Supreme Court in Quill
did not “intent to create a universal physical-
presence requirement for state taxation under the
Commerce Clause.”*

Although Lancoinvolved a Delaware holding com-
pany licensing intangibles to an affiliate, the Court did
not limit the decision to transactions which involved
affiliates. This stands in stark contrast to other cases
regarding an intangible holding company, where
courts have limited the application to cases with
similar facts.*

As a result of the Lanco ruling, an increasing
number of activities may subject a taxpayer to nexus
and income tax in New Jersey, including: licensing
franchises; licensing images; licensing software;
selling electronic media for download via the In-
ternet or via mobile devices; or providing financial
services such as credit cards and mortgage products
to New Jersey customers.® Clearly the issue of at-
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Attributional nexus refers to the
concept that a state can assert
nexus over an entity on the
premise that the entity has an
economic, legal or operation
relationship with another entity
already subject to taxation.
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tributional nexus has broad reaching implications
to those in the financial industry. Some states may
seek to tax these business based on a theory of
“economic nexus.” This approach has been ap-
plied with increasing success to businesses in the
financial services industry.

Economic Nexus

A myriad of states have adopted expansive nexus
provisions to tax out-of-state financial institutions.
In evaluating income
and franchise taxes, the
key concern is whether
the business activity sat-
isfied the strict nexus
requirements of the U.S.
Constitution. A state has
taxing jurisdiction over
an out-of-state vendor if
nexus is established with
that state under the Con-
stitution’s Due Process
and Commerce Clauses. Under traditional nexus
provisions, a state may not impose a corporate
income tax on an out-of-state company based
solely on economic presence. However, many
jurisdictions assert that an out-of-state business
that purposefully avails itself of the market in
a state will satisfy an “economic presence” or
“economic nexus” standard and will be subject
to the state’s taxing jurisdiction with regard to
income taxes.*

According to the economic nexus theory, a state
has jurisdiction to tax a business to the extent an
out-of-state business avails itself of the benefits of
its marketplace without regard to the existence of
physical presence in a state. Economic presence in
a state can be measured by: the number of custom-
ers in the state, the value of intangible assets and
deposits in the state or the receipts attributable to
the state.

Historically, holding a note or mortgage re-
ceivable and receiving interest thereon, absent
a physical presence, were not activities that es-
tablished “substantial nexus.” However, while a
financial institution may not maintain a place of
business within the state or send its representa-
tives into the state, the exploitation of the market
(i.e., making loans), in the eyes of certain states,
may be sufficient to establish nexus under an
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economic presence theory. In recent years, states
have attempted to impose tax on out-of-state
financial institutions on the basis that the out-of-
state financial institution originates loans in the
state. Indiana, lowa, Kentucky, Massachusetts,
Minnesota, Pennsylva-
nia, Tennessee and West
Virginia have adopted
statutes that deem an
out-of-state financial
institution to be doing
business and have nexus
if the company holds
intangible assets (e.g.,
loans) attributable to
customers in the state.
As discussed below, the
states have had mixed success in subjecting out-
of-state financial institutions, with no physical
presence in the state, to tax based solely on origi-
nating or acquiring loans in the state.

Financial institution economic nexus statutes,
which are similar from state to state, typically
provide that a financial institution will be subject
to tax in the state if it has a certain number of
customers in the state or assets worth a certain
dollar value attributable to a state. In Kentucky,
for example, a financial institution is presumed
to be doing business in the state, and is thus sub-
ject to tax, if it “obtains or solicits business with
twenty or more persons” in the state during the
year or has $100,000 in receipts attributable to
Kentucky sources.*

Recent Developments

This trend of imposing tax on out-of-state financial
institutions based solely on economic presence
was subdued in 1999 when the Tennessee Court of
Appeals struck down Tennessee’s economic nexus
statute. In J.C. Penney National Bank v. Johnson,*
the court held that an out-of-state bank did not es-
tablish nexus through the issuance of credit cards
to Tennessee residents. Consequently, the court
ruled that Tennessee’s economic nexus statute for
financial institutions was unconstitutional because
it did not require physical presence. The court de-
termined that the physical presence test set forth in
Quill should be followed in income/franchise tax
cases and not limited solely to sales and use tax.
More recently, however, the West Virginia Su-
preme Court of Appeals upheld the circuit court
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[T]he Supreme Court has
consistently held that Commerce
Clause’s substantial nexus
requirement involves some degree
of physical presence in a
taxing jurisdiction.

ruling that an out-of-state credit card bank with only
isolated and sporadic physical presence in West
Virginia had nexus with West Virginia as it satisfied
the taxability criteria of West Virginia’s financial
institution “economic nexus” statute.* Under this
statute, a financial institu-
tion is presumed to have
nexus if it has more than
20 customers in the state
or it has gross receipts
of at least $100,000 at-
tributable to sources in
the state.”

During the years un-
der review, MBNA’s only
physical presence in the
state involved a few in-
state contacts by attorneys hired to represent MBNA
in minor debt collection disputes. The West Virginia
office of a Kentucky law firm handles these disputes
but there were no actual court appearances and no
fees were billed. There were no other physical con-
tacts with West Virginia directly or through agents or
independent contractors.

The Respondent argued that “substantial nexus”
under the Commerce Clause requires physical
presence that must be “more than a slightest pres-
ence.” The “extremely” limited type and frequency
of physical presence in this case was a “slightest
presence” and not “significantly” associated with
the taxpayer’s ability to establish and maintain a
market in West Virginia. Therefore, MBNA was able
to overcome the “presumption” of nexus in the
statute by demonstrating that there was insufficient
physical presence in West Virginia.

The circuit court Judge found as a matter of law
that MBNA's lack of a physical presence in West
Virginia is not a prerequisite to finding substan-
tial nexus to satisfy the Commerce Clause for the
imposition of corporate net income and business
franchise taxes.® Further, there is a presumption
of a substantial nexus based on the substantial
revenue that MBNA generates from West Virginia
citizens.® Various banking and consumer credit
laws have enabled MBNA to generate income from
West Virginia customers, without the need for a
physical presence in West Virginia.> The circuit
court concluded that the nexus requirement set out
in the statute is clear and unambiguous and will
be applied rather than construed.’' This conclu-
sion, which was subsequently upheld by the West




Virginia Supreme Court, is important because it is
the first case in which a court upheld the imposition
of an income or franchise tax where the taxpayer
did not even have intangible assets in a state. The
Court notably said:

[W]e believe that the Bellas Hess physical-
presence test, articulated in 1967, makes little
sense in today’s world. In the previous almost
40 years, business practices have changes
dramatically. When Bellas Hess was decided,
it was generally necessary that an entity have
a physical presence of some sort, such as a
warehouse, office, or salesperson, in a state in
order to generate substantial business in that
state. This is no longer true. The development
and proliferation of communication technology
exhibited, for example, by the growth of elec-
tronic commerce now makes it possible for an
entity to have a significant economic presence
in a state absent any physical presence there.
For this reason, we believe that the mechanical
application of a physical-presence standard to
franchise and income taxes is a poor measuring
stick of an entity’s true nexus with a state.”

As neither the J.C. Penny case nor the MBNA
case was heard by the U.S. Supreme Court, the
high Court has not sanctioned economic nexus
related to financial institutions. Thus, it is reason-
able to conclude that unless a state has a specific
economic nexus statute related to financial institu-
tions, then that state should not be able to assert
economic nexus over the institution. Further, the
remaining financial institution economic nexus
states have not yet issued judicial decisions regard-
ing their state statutes. It is questionable that the
remaining states will hold in favor of imposing tax
based solely on economic nexus.*
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The Need for Resolution

It is clear that in light of falling state revenues
and states’ desires to tax out-of-state businesses,
more states may look to economic nexus as a vi-
able source of tax revenue.>> A final resolution is
important to resolve uncertainties in this area.> It
is important for clear guidance to exist so that busi-
ness know whether the use of credit cards, holding
an open invoice, obtaining credit or arranging flex-
ible payment terms will create nexus in a another
state. It will also be important for businesses to
understand how a parent-subsidiary relationship
will be treated when one of the entities arranges
for or directly handles the financing activities of
another.” It is no longer a stretch to consider that
any of these activities may be construed as a cor-
poration availing itself of the benefits of a state’s
economic market.

The recent decisions in West Virginia (MBNA)
and New Jersey (Lanco) demonstrate that states
have significant latitude in asserting their taxing
jurisdiction against nonresident corporations with
no physical presence in the state. Not only do these
decisions conflict with other state court decisions,
but also it is questionable whether they are con-
sistent with the approach previously articulated
by the U.S. Supreme Court. As a result, taxpayers
and advisors must make a variety of inferences as
to what may be done in light of the judgments by
various state taxing authorities.’

Unfortunately, the Supreme Court declined to hear
the MBNA or Lanco cases,” even though the results
conflict with the previous decision by the Tennessee
Court of Appeals in J.C. Penny National Bank, and
arguably with Quill. It remains to be seen whether
the Court or Congress will step in to provide taxpay-
ers and states with clarification to settle these issues
and provide uniformity among states.
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courts in recent years have upheld economic

nexus on out-of-state corporations that license

trademarks. States have reached this conclusion

by holding that Quill’s physical presence stan-

dard is only applicable to sales and use taxes.

Richard Weiss, MBNA America Bank: A

New Standard for Nexus in Franchise Taxa-

tion?, 17 J. oF MuLtisTate TAX'N T (Mar.-Apr

2007).

53 See Supra note 46.

>4 Note, there is also a trend in the states
to attempt to impose tax on out-of-state
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corporations that license trademarks and
trade names in the state. In Geoffrey, Inc.
v. South Carolina Tax Commission 437
SE2d 13 (S.C. 1993), cert. denied, 510 US
992,114 SCt 550 (1993), the South Caro-
lina Supreme Court held that a Delaware
holding company (Geoffrey) licensing
various trade names and trademarks to
a corporate affiliate had nexus for South
Carolina income tax purposes. Geoffrey
had no employees, offices or tangible
personal property in South Carolina.
However, the Court found that since the
licensing agreements allowed the use of
Geoffrey’s trade names in the state (from
which it derived income), Geoffrey had
purposely directed its activities toward
South Carolina, and the exploitation of its
marketplace created “substantial nexus.”
The Court also noted that the “minimum
connection” required by the Due Process
Clause is satisfied by the presence of
Geoffrey’s intangible property in South
Carolina. Such intangibles included ac-
count receivables arising from sales made
in South Carolina by the licensee (Toys R
Us), who had a license to use such trade-
marks and trade names. This precedent is
directly applicable only in South Carolina
at this time. However, several states have
rules or policy statements that borrow
the concept that a corporation licensing
trademarks and trade names in a state
can be taxable even without a physical
presence.

Supra note 3.

Supra note 52.

Supra note 3.

Supra note 3.

West Virginia Tax Commissioner v. MBNA
America Bank, N.A., W. Va., 640 SE2d 226
(W.Va. Nov. 21, 2006), cert. denied sub
nom., FIA Card Services v. Tax Commis-
sioner, 127 SCt 2997 (June 18, 2007); Lanco
v. Director, 908 A2d 176 (N.J. 2006), cert.
denied, 127 SCt 2974 (2007).
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