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Substantial Nexus: The “Nexus Gap” Over Intangibles

While states and interstate businesses have 
for decades disputed what constitutes “sub-
stantial nexus” to allow a state to tax an 

out-of-state taxpayer, their views on the subject seem 
to be moving farther apart as states assert broader ju-
risdiction to tax earnings from intangibles. The authors 
refer to this recent expansion of diverging views as 
the “nexus gap.” 

One reason for this “nexus gap” is that businesses 
do not expect to be subjected to tax on previously 
untaxed intangible transactions without some statu-
tory change. Until recently, nexus disputes related to 
intangibles involved intercompany transactions that 
had been structured to avoid taxation. The recent wave 
of intangible nexus claims has nothing to do with tax 
avoidance or intercompany transactions. These cases 
involve taxing out-of-state investors, licensors, or fran-
chisors solely on the basis of contracts with third parties 
in the state.1 Essentially, states are seeking to expand 
their reach in the “new economy” by taxing income 
from Internet activities or intangible investments—
common transactions for anyone with an Internet 
connection or a productive retirement account. 

Another reason for the “nexus gap” is that states 
have begun to assert that “substantial nexus” exists 
not only through contacts with in-state representatives 
or tangible property, but also through imputed “one-
step-removed” contractual contacts with in-state third 
parties. These assertions of “substantial nexus” must be 
examined under the parallel but distinct requirements 
of the Due Process Clause and Commerce Clause of 
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the United States Constitution established in Quill 
Corporation v. North Dakota.2

Overview of Taxation of 
Intangible Income
The United States Supreme Court most recently 
addressed the constitutional limits on taxation of 
intangible income in MeadWestvaco.3 In that case, 
the Supreme Court reiterated the distinct nexus re-
quirements of the Commerce Clause and the Due 
Process Clause as established in Quill:

The Commerce Clause and the Due Process 
Clause impose distinct but parallel limitations 
on a State’s power to tax out-of-state activities 
. . . . The Due Process Clause demands that 
there exist “ ‘some defi nite link, some minimum 
connection, between a state and the person, 
property or transaction it seeks to tax,’ ” as well 
as a rational relationship between the tax and 
the “ ‘ “values connected with the taxing State.” 
’ ” . . . The Commerce Clause forbids the States 
to levy taxes that discriminate against interstate 
commerce or that burden it by subjecting activi-
ties to multiple or unfairly apportioned taxation. 
. . . The “broad inquiry” subsumed in both con-
stitutional requirements is “ ‘whether the taxing 
power exerted by the state bears fi scal relation to 
protection, opportuni-
ties and benefi ts given 
by the state’ ”. . . .4

While “substantial nex-
us” is a key jurisdictional 
requirement, with respect 
to taxation of income 
from certain intangible 
rights, “substantial nexus” 
is not the only required 
connection. Even if a 
state has nexus with the 
taxpayer, the Supreme 
Court has demanded an additional connection to the 
value the state seeks to tax. Where the value subject 
to tax is income, a “unitary” connection is required 
to justify taxing the intangible income earned by a 
nondomiciliary taxpayer.5 

The Commerce Clause prohibits a nondomicili-
ary state from taxing the income generated from an 
intangible asset unless the asset serves an opera-

tional function of the taxpayer’s unitary business.6 
Under the long-standing unitary business principle, 
if the value the state seeks to tax is derived from 
a unitary business operating within and without 
the state, the state can tax an apportioned share 
of the value of the business instead of isolating the 
value attributable to the operation of the business 
within the state.7 But, if the value is derived from 
an unrelated business activity that constitutes a 
“discrete business enterprise,” then the nondomi-
ciliary state cannot “tax even an apportioned share 
of that value.”8

“[T]he unitary business rule is a recognition of two 
imperatives: the states’ wide authority to devise for-
mulae for an accurate assessment of a corporation’s 
intrastate value or income; and the necessary limit 
on the states’ authority to tax value or income which 
cannot in fairness be attributed to the taxpayer’s ac-
tivities within the State.”9

Substantial Nexus vs. 
Economic Income
The Supreme Court has not directly ruled on the 
requirements of “substantial nexus” since its 1992 
decision in Quill,10 which held that under the 
Commerce Clause, some physical presence was 
required to create “substantial nexus” suffi cient 
to impose a use tax on an out-of-state retailer. 

Almost immediately af-
ter Quill was decided, 
an important question 
emerged: Does Quill and 
its bright-line physical-
presence test apply to 
taxes other than sales 
and use taxes? The Quill 
Court did not explicitly 
address that question, 
which has proved to be 
fertile ground for state 
tax litigation. Indeed, a 
substantial body of case 

law addresses whether Quill is limited to sales and 
use tax or whether it applies to all forms of state 
taxation. Some state courts have found that Quill’s 
physical presence rule extends outside the sales-
and-use-tax context.11 Other state courts, however, 
have reached a different outcome by fi nding that 
“economic nexus” alone is suffi cient for taxation 
outside the sales-and-use-tax context. 

Essentially, states are seeking to 
expand their reach in the “new 

economy” by taxing income from 
Internet activities or intangible 

investments—common transactions 
for anyone with an Internet 
connection or a productive 

retirement account.
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The concept of “economic nexus” was fi rst in-
troduced by the South Carolina Supreme Court 
in Geoffrey, Inc. v. South Carolina Tax Commis-
sion.12 There, income tax was assessed against 
Geoffrey, Inc. (“Geoffrey”), a Delaware intangible-
holding company that was formed to license the 
trademarks and other intangibles necessary for 
affi liates to operate Toys “R” Us stores across the 
country, including stores in South Carolina. Geof-
frey argued before the South Carolina Supreme 
Court that taxation was 
improper because the 
entity owning the intan-
gibles lacked any in-state 
physical presence as 
required by Quill. The 
South Carolina court 
disagreed, finding that 
Geoffrey’s “purposeful 
direction of activity to-
ward South Carolina as 
well as its possessing 
intangible property here 
provided a defi nite link 
between South Carolina 
and the income derived 
by [Geoffrey] from the use of its trademarks and 
trade names in this State.”13 The Geoffrey court 
briefl y addressed Quill, concluding that while it 
imposed a physical-presence standard for sales 
and use taxes, that “requirement [has] not been 
extended to other types of taxes.”14 The court also 
appears to have been infl uenced by the taxpayer’s 
attempt to avoid tax through intercompany transac-
tions among companies that appeared to operate 
as unitary businesses.

Several states have followed Geoffrey’s lead by 
upholding income and franchise tax assessments 
against mere holding companies that license intan-
gibles to affi liates. For example, the Massachusetts 
Supreme Judicial Court, the Louisiana Court of 
Appeal, and the Oklahoma Court of Civil Appeals 
have all affi rmed assessments of corporate income 
taxes against Geoffrey.15 The New Jersey Supreme 
Court and the North Carolina Court of Appeals 
have similarly upheld the assessment of corporate 
income and franchise taxes upon affi liated holding 
companies that licensed the intangibles to in-state 
affi liates for use in their retail clothing business.16 
Other types of affi liated companies have met the 
same fate—all based upon fi ndings that: (i) Quill 

does not apply outside the sales-and-use-tax area; 
(ii) the intangible property was used by an in-state 
affi liate; and (iii) income and other benefi ts were 
derived from the taxing state.17

Citing Geoffrey and its progeny, other states 
have upheld income and franchise tax assessments 
against companies without any substantial in-
state physical presence in the credit card context. 
For example, such an assessment was upheld in 
West Virginia Tax Commissioner v. MBNA Amer-

ica Bank, N.A.18 MBNA 
America Bank (“MBNA”) 
had thousands of credit 
card customers in West 
Virginia and der ived 
substantial income as a 
result of its relationship 
with those customers, but 
it did not have any in-
state locations. The West 
Virginia Supreme Court 
of Appeals concluded 
that “Quill’s physical-
presence requirement 
for showing a substantial 
Commerce Clause nexus 

applied only to use and sales taxes and not to busi-
ness franchise and corporation net income taxes.”19 
The West Virginia court went on to fi nd that MBNA 
had nexus with West Virginia because its activities 
generated $18 million of its gross receipts from 
West Virginia customers and that such a “signifi cant 
economic” presence warranted taxation.20 Other 
states, including Massachusetts and Indiana, have 
followed MBNA, fi nding suffi cient economic nexus 
in the credit card context.21 

In short, economic nexus was born in the context of 
licensing intangibles to affi liated entities. It was then 
applied to large-scale credit card businesses. It gen-
erally did not extend to other contexts—at least not 
without an in-state withholding requirement—until 
the Supreme Court of Iowa decided KFC Corporation 
v. Iowa Department of Revenue.22 

Imputing Nexus From 
Intangibles
The concept of economic nexus has been mir-
rored somewhat by the arguments for imputing 
nexus from interests in intangibles. Generally, 
except when a person or entity acts on behalf of 

The KFC case was closely followed 
because it presented a question 
never squarely addressed by a 

court: Can an out-of-state business 
that lacks any in-state physical 

presence under Quill be subject to 
state income taxation based upon 
its licensing of intangible property 
to unrelated in-state third parties?
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another as an agent or representative, nexus is not 
imputed between entities.23 Despite this general 
principle, some states have successfully attributed 
nexus to limited partners to justify taxation of the 
partners’ distributive share of income from an in-
state partnership.24 Except in the controversial case 
of International Harvester, which upheld a state’s 
withholding provision for in-state dividend payors 
to deduct and remit taxes for in-state and out-of-
state investors, the Supreme Court has never found 
“substantial nexus” from the mere ownership of 
interests of an entity that conducts business in the 
state.25 However, the Court did recently decline to 
consider the Kentucky Court of Appeals decision 
in Revenue Cabinet v. 
Asworth Corp., which 
permitted taxation of a 
non-managing, out-of-
state investor based on 
the fl ow-through income 
from a limited liability 
company conducting 
business in Kentucky.26

Perhaps the most con-
cerning attribution of 
“intangible nexus” to 
date was upheld recently 
by the Supreme Court of 
Iowa in KFC.27 That case, which remains subject to 
appeal, allowed Iowa to tax a franchisor on the basis 
of a fi nding of “substantial nexus” related to third-
party franchisees that operate independent in-state 
businesses. Taxpayers and tax professionals alike 
had long awaited the KFC ruling, which had been 
pending since 2001. The KFC case was closely fol-
lowed because it presented a question never squarely 
addressed by a court: Can an out-of-state business 
that lacks any in-state physical presence under Quill 
be subject to state income taxation based upon its 
licensing of intangible property to unrelated in-state 
third parties?28

KFC involves a Delaware corporation (KFC) that is 
headquartered in Kentucky and licenses trademarks 
and business systems to independent franchisees 
in Iowa. KFC did not itself own any restaurants or 
employ anyone in Iowa. The Supreme Court of Iowa 
framed the issue as “whether the State of Iowa may 
impose an income tax on revenue received by a 
foreign corporation that has no tangible physical 
presence within the state but receives revenues from 
the use of the corporation’s intangible property within 

the state.”29 In order to answer the constitutional is-
sues, the Iowa court began by turning to the Supreme 
Court’s analysis in Quill. 

The court identifi ed two questions that needed to 
be answered in order to resolve the constitutional 
issues presented in the case. Did Iowa satisfy the 
physical presence test articulated in Quill? 30 Al-
ternatively, does Quill’s “physical presence” test 
apply to cases involving state income taxation?31 
With respect to the fi rst question, the court found 
that the case was distinguishable from Quill 
because, unlike the taxpayer in Quill, KFC had 
physical presence in Iowa for two reasons. First, the 
Iowa court adopted a “functional equivalent” test, 

concluding that KFC’s in-
tangibles licensed for use 
in Iowa to “its franchisees 
that are fi rmly anchored 
within the state, would 
be regarded as having a 
suffi cient connection to 
Iowa to amount to the 
functional equivalent of 
‘physical presence’ un-
der Quill.”32 Second, the 
court found that revenue-
generating transactions 
in Iowa provide nexus. In 

other words, according to the court, “the fact that 
the transactions that produced the revenue were 
based upon use of the intangibles in Iowa” sup-
ports taxation.33

With respect to the second question, the Iowa court 
concluded that physical presence was not required 
because the Commerce Clause concerns related to 
the use tax in Quill were not a factor in KFC.34 After 
examining rulings in other states, the court stated, 
“We also doubt that the Supreme Court would extend 
the ‘physical presence’ rule outside the sales and 
use tax context of Quill.”35 The Iowa court further 
reasoned that “ ‘physical presence’ in today’s world 
is not a meaningful surrogate for the economic pres-
ence suffi cient to make a seller the subject of state 
taxation.”36 Accordingly, the court sought to apply a 
substance-over-form approach that it asserts has been 
embraced by the United States Supreme Court:

When a company earns hundreds of thousands 
of dollars from sales to Iowa customers arising 
from the licensing of intangibles associated 
with the fast-food business, we conclude that 

As assertions of taxing 
jurisdiction become laughable,  
the likelihood increases that the 

Supreme Court (or Congress) 
will eventually be compelled to 

establish the constitutional limits 
of intangible nexus.
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the Supreme Court would engage in a realistic 
substance-over-form assessment that would al-
low a state legislature to require the payment of 
the company’s fair share of taxes without violat-
ing the dormant Commerce Clause.37 

The court further held that “by licensing to franchi-
sees within Iowa, KFC has received the benefi t of an 
orderly society within the state and, as a result, is 
subject to the payment of income taxes.”38

Practical Implications of 
Recent and Pending Intangible 
Nexus Cases

 The recent cases are particularly bad news for in-
vestors of fl ow-through entities conducting business 
in Kentucky, as well as and franchisors and other 
out-of-state businesses that license intangibles to 
third parties in Iowa. Those taxpayers should brace 
themselves for aggressive enforcement, including 
possible assessments for previous years. 

On the basis of the recent Kentucky Court of Ap-
peals decision in Asworth Corp., taxpayers should 
expect further assertions from additional states 
seeking to compel taxation of fl ow-through income 
earned by out-of-state investors. These assertions 
may arise from new legislation or regulations, or 
from states’ attempts to stretch interpretations of 
existing statutes and regulations. At least in some 
states, the Administrative Procedure Act should 
provide a backstop against backward-looking 
policy changes. Unfortunately, however, neither 
Congress nor the Supreme Court appears poised 
in the near future to address constitutional limita-
tions of taxing out-of-state investors on the basis 
of fl ow-through income.

The next best chance for the Supreme Court to 
consider the intangible nexus issue appears to be 
the KFC decision. KFC is a landmark decision that 
has signifi cant implications for interstate and inter-
national franchisors and other licensors of intangible 
property. From a legal perspective, KFC blazes a new 
economic nexus trail that extends well beyond Geof-
frey. Franchisors with franchisees in Iowa should 
closely monitor the situation and evaluate options 
for limiting exposure. KFC has 90 days to petition 
the United States Supreme Court to review the Iowa 
Supreme Court’s decision.39 Should the Court de-
cline to consider the case, franchisors may have no 
choice but to navigate KFC’s new economic nexus 
frontier in Iowa, and beyond if additional states 
become emboldened by a Supreme Court decision 
to decline to rule on the issue.

Still, the “nexus gap” continues as taxpayers 
and tax practitioners expect the issue of “intan-
gible nexus” will eventually be addressed by the 
Supreme Court, and that the Court will reiterate 
the Due Process requirement of minimum contacts 
as well as the Commerce Clause’s higher standard 
of “substantial nexus.” As assertions of taxing 
jurisdiction become laughable,40 the likelihood 
increases that the Supreme Court (or Congress) 
will eventually be compelled to establish the 
constitutional limits of intangible nexus.

Conclusion
Until Congress or the Supreme Court addresses 
whether the dual nexus requirements of the Due 
Process and Commerce Clauses—that states have 
both: (i) a connection with the taxpayer; and (ii) a 
connection with the activity the state seeks to tax41—
can be satisfi ed without a physical presence, it will 
be diffi cult to close the “nexus gap.”
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41 See Allied-Signal, Inc. v. Director, Division 

of Taxation, 504 U.S. 768, 777–78 (1992) 
(requiring a connection to the person the 
state seeks to tax and, in the case of a tax 
on an activity, a connection to the activity 
itself).
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