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Nexus = “Connection”
v The connection a state must have with a transaction or activity
to constitutionally exercise its taxing power; or
v The amount and degree of activity that must be present before
a state can tax an entity.
v The boundary of taxable nexus is set by the U.S. Constitution.
The tax must comply with both the:
§ Due Process Clause – requires some minimum connection
between a state and the person, property or transaction it
seeks to tax; and
§ Commerce Clause – requires that a tax be applied only to
activities with a “substantial nexus” with the taxing State.
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Supreme Court Definition of Nexus
v Has the state given anything for which it can ask a
return?
§ “State taxation falling on interstate commerce … can only
be justified as designed to make such commerce bear a
fair share of the cost of the local government whose
protection it enjoys” – U.S. Supreme Court in Freeman v.
Hewit, 329 U.S. 249 (1946), 253.
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Quill Corp. v. North Dakota
(US Sup. Ct., 1992)

v Two major Principles:
§ 1. Physical presence required
§ 2. Bifurcate the analyses: Due Process versus
Commerce Clause

v A corporation may have minimum contacts
(meeting the Due Process clause) but lack the
“substantial nexus” required by the Commerce
Clause.
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The U.S. Constitution
v Due Process:
§ Concerns the fairness of governmental activity
§ Are the connections with the State substantial enough to
legitimate the State’s exercise of power?
v Commerce Clause:
§ The effects of state regulation on the national economy
§ The burden the tax collection obligation imposes on
interstate commerce rather than on the fairness of imposing
the obligation on the out-of-state vendor.
In Quill the court reaffirmed the physical-presence standard but signaled a retreat
from the formalistic stringent physical-presence test in favor or a more flexible
substantive approach.
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Quill Corp. v. North Dakota
v FACTS: Quill, incorporated in Delaware, did not have a physical
location in North Dakota. None of its workers were located there.
Quill sold office equipment and stationery in North Dakota by
using catalogues, flyers, advertisements in national periodicals,
and telephone calls. Deliveries were made by post and common
carrier from out-of-state-locations.
v In 1987, the ND statute, which defined “retailer” for tax purposes,
was amended to include “every person who engages in regular or
systematic solicitation of a consumer market in the state.” Thus,
the Tax Commissioner of North Dakota sent notice to Quill stating
that it owed a use tax for purchases that North Dakota residents
made through Quill’s mail order catalog.
v ISSUE: Can North Dakota impose a use tax responsibility on Quill?
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Quill Corp. v. North Dakota
v Court held that the Due Process and Commerce clause are
analytically distinct
v Quill had sufficient contacts for purposes of Due Process
v Quill did not have “substantial nexus” required by Commerce
clause
v Court justified the bright-line physical presence test
§ Rule establishes firm boundaries;
§ Stare decisis; and
§ Congress can resolve this issue and is better qualified to do
so.

Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
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Narrow Reading of Quill
v States adopt a narrow reading of Quill
§ Physical presence standard only applies to sales and use
taxes;
§ It does not apply to income and/or franchise tax.
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Economic Nexus - Geoffrey v. South Carolina (1993)
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The Emergence of Economic Nexus
v Economic Nexus
§ Does not require physical presence in the state;
§ Finds substantial nexus through exploitation of the market.

v Out-of-state company is “present” in the state by:
§ reaching out to residents of the state over the airwaves, in
the media or through cyberspace.
§ although not “physically” present, the entity may still have
sufficient contact/”presence” with the state to justify
taxation.

v Out-of-state entity has nexus if it meets certain
minimum dollar thresholds for property, payroll or sales
in the state.
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Constitutional Standards - Recap
v Due Process - Minimum contacts must be present
v Commerce Clause
§ Once interstate commerce is invoked, there must be
“substantial nexus” in the state before the state can tax
§ Precise meaning of “substantial nexus” is a gray area of law
§ Income tax nexus
• Economic nexus suffices for the imposition of an income
tax (hence, states are allowed to impose income taxes
when taxpayers have no physical presence in the state).
“Availing” yourself of the markets in a state or
“purposefully directing your efforts” towards the markets
in a state may be sufficient to allow the state to impose
an income tax.
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Erosion of the Physical Presence
Standard has been gradual, but steady

v It includes agents acting on behalf of the out-of-state
vendor.
[Tyler Pipe (WA) and Scripto (FL)]
v Affiliate nexus principles began to emerge.
[Barnes and Noble (CA) and SFA (OH)].
v Then, “click-through” nexus (NY’s “Amazon tax”)
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Direct Marketing Association
v The erosion of the sales taxes’ physical presence
requirement took an entirely new twist when, in 2010,
Colorado (“CO”) enacted a statute which established a
reporting requirement obligation for retailers that sell goods
to customers in CO but do not collect or remit CO sales tax
on those transactions. A case was soon filed challenging
this law.
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Direct Marketing Association
10TH Circuit
v Direct Marketing Association (“DMA”) filed a suit
challenging the CO statute. This case has served as the
impetus for states’ direct assault on the physical presence
nexus requirement. After several appeals, including
involvement by the US Supreme Court, the US Court of
Appeals for the 10th Circuit ruled in favor of the CO
Department of Revenue (“DOR”).
v In reaching its decision, the court decided that Quill’s
holding was limited to sales and use tax collection and
concluded that CO’s remote seller reporting requirements
do not discriminate against or unduly burden interstate
commerce.
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Direct Marketing Association
US Supreme Court
v Colorado wins. In a concurring opinion, US Supreme Court
Justice Kennedy stated that the Quill decision is “inflicting
extreme harm and unfairness on the States” and (given the
changes brought about by the internet) stated that “it is
unwise to delay any longer a reconsideration of the Court’s
holding in Quill.”
v J. Kennedy went on to say: “The legal system should find
an appropriate case for this Court to reexamine Quill and
Bellas Hess.” Encouraged by Justice Kennedy’s remarks,
several states have taken actions in direct opposition to the
physical presence requirement in an effort to force a
reevaluation of Quill.
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Direct Marketing Association
Aftermath

v Other states have similar reporting requirements:
(e.g., VT, LA, OK, CT)

v What followed: a direct attack on the concept of
physical presence before a state may impose its sales
and use taxes.
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Alabama
v Alabama (“AL”) promulgated a controversial
regulation which appears to contradict the physical
presence requirement affirmed in Quill. The
regulation became effective January 1, 2016 and
requires out-of-state sellers who lack AL physical
presence, but have retail sales of tangible property to
customers in AL in excess of $250,000 per year and
conduct one or more activities enumerated in their
statutes (e.g., soliciting orders for tangible property
by mail if substantial and recurring, etc.) to collect
sales and use tax on the AL sales.
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Alabama – Newegg
(still going through the court system)

v On June 9, 2016, Newegg Inc., a large online retailer
of computer hardware, software, and other
electronics, filed an appeal in the AL Tax Tribunal
challenging the AL DOR’s recent regulation. AL
asserts that Newegg has a “substantial economic
presence” in the state. Newegg argues that AL’s
conclusion is based solely upon the fact that it has
more than $250,000 of retail sales to customers in
AL. In response, the AL Revenue Commissioner
published a statement explicitly stating that after
decades of Federal Congressional inactivity in granting
relief to states from Quill’s harsh effects, AL “will
continue to lead the charge to overturn Quill.”
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South Dakota
v On March 22, 2016, South Dakota (“SD”) enacted
legislation requiring remote sellers that do not have a
physical presence in SD to collect sales tax on sales
made in the state. The SD statute is noteworthy for
expressing the state’s clear directive to quickly
produce a test case to challenge Quill’s physical
presence requirement.
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South Dakota
v Certain remote sellers that sell tangible property,
products transferred electronically or services for
delivery into SD will be required to collect and remit
sales taxes as if they had physical presence in the
state. Remote sellers will be subject to these new
provisions if they meet one of two thresholds in either
the previous calendar year or the current calendar
year: (1) sales to SD customers exceed $100,000; or,
seller engaged in 200 or more separate transactions
with SD customers.
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South Dakota
v The SD law itself recognizes that it is in opposition to
current Constitutional standards and explicitly stays the
remote sellers’ obligations created by the law “until the
constitutionality of this law has been clearly established by
a binding judgment, including . . . a decision from the
Supreme Court of the United States abrogating its existing
doctrine. . . .” Declaratory judgments and a case were
soon filed. The case, filed by the state, claims SD has
jurisdiction over the defendants (out-of-state entities)
under the state’s long-arm statutes and states that “were
the State to prevail, the Act will immediately apply to
Defendants, requiring them to collect and remit the state
sales tax on a going-forward basis.”(Emphasis added.)
Several statements throughout the complaint mention that
upon the overturn of Quill, SD will not impose sales tax
obligations retroactively.
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Other States
v In addition to SD, both Oklahoma (“OK”) and Louisiana
(“LA”) have enacted laws aimed at collecting more sales
taxes from online purchases. OK’s law is very similar to
CO’s notification and reporting requirements law. LA’s law
requires many internet businesses earning more than
$50,000 in the state to collect the sales tax if they have
substantial ties to a LA business or sell products similar to
what can be purchased in-state.
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v Other states are also following suit and adopting
rules which apply economic nexus principles to
sales and use tax collection responsibilities
imposed on out-of-state sellers. Tennessee has
proposed new regulations which would
administratively create an economic nexus
threshold for out-of-state dealers.
v As of June 16, 2016, at least 11 different bills in
eight different states had been introduced in
legislatures.
v Today, many other states have followed suit.
(See Excel chart)
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Federal Legislation
v In response to this trend, the Federal government may take
action to codify the physical presence requirement.
v On June 12, 2017, the No Regulation Without
Representation Act of 2017 was introduced in the US House
of Representatives. The bill seeks to codify Quill’s physical
presence requirement and would apply to BAT, Income
Taxes, etc., not just sales and use taxes.
v A similar bill had been introduced in 2016, but went
nowhere.
v In the absence of this or similar action, it seems that Quill’s
physical presence requirement will soon be overturned.
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