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* Nexus: A minimum connection or presence that must
exist before a state can impose any tax liability and
reporting requirements on a company

* Limitations on state authority imposed by the Federal
Constitution:

e Due Process Clause
e Commerce Clause

« Must have Nexus under both in order to have a tax
obligation
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* Due Process: Concerned with fundamental fairness of
governmental activity

 Requires only a minimum connection

 No physical presence required
* Purposefully directing your activities into the State is
sufficient

« Example: Mailing catalogues into state, soliciting from out
of state
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« Commerce Clause: U.S. Constitution, Article I, Section 8,
Cl. 3: “The Congress shall have the power...To regulate
commerce...among the several States...” concerned with
limiting the effects of state regulations on the national
economy.

e “Substantial Nexus”

* Higher threshold than Due Process
* Physical presence required
 Example: personnel, offices, equipment

* So... what is physical presence?
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Offices or tangible personal property, inc. inventory
Employees or Contractors - soliciting, consulting, training,
installing, repairing

Telecommuting employee - even if for worker’s
convenience

Delivering goods in company vehicles, contract carriers
Occasional visits, even to attend tradeshows

Travel in/through state - DC, |A, MI, PA, SD

Affiliates or related entities doing business in another state
Leasing space on a server or network of servers
Owning/licensing software to customer in state

Allowing customers in state to access software on out-of-
state server and use in state - AZ, HI, UT
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« The Click-Through Affiliate Nexus standard - NY
 Creates a rebuttable presumption of nexus for OOS retailer
with web-linking agmt with instate retailer
« Rebutted by limits on mktg and annual compliance certification
« Amazon/Overstock sue — NY courts uphold law; SCt won't
hear
« 16 states enact / 16 adopt some form of affiliate nexus

o The Related Affiliate / Notification standards - CO
« NY affiliated nexus but limited to related entities
 Adds notification requirement for OOS retailers

« DMA sues - SCt to decide jurisdiction issue
e OK, SC, SD, VT enact notification standards

« MTC adopts model statutes
3
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« Effort of large retailers and revenue authorities to simplify
and modernize sales tax compliance and administration
 Uniform rate, treatment, sourcing & administration per

state

 Convince Congress to remove physical presence bar

o 24 states / D.C. passed SSUTA conforming laws: Arkansas,
DC, Georgia, Indiana, lowa, Kansas, Kentucky, Michigan,
Minnesota, Nebraska, Nevada, New Jersey, North Carolina,
North Dakota, Ohio, Oklahoma, Rhode Island, South Dakota,
Tennessee, Utah, Vermont, Washington, West Virginia,
Wisconsin, and Wyoming (OH, TN are associate members)

« Conforming legislation introduced in: Texas, Massachusetts,
Florida, lllinois, Virginia, Missouri, Maine, California, and
Hawaii
&
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Passed in Senate - May, 2013 - want to tie to ITFA ext.
House is exploring alternatives - Boehner “not during
lame duck session”

If passed, Congress would be giving states the ability, if
they so choose, to require all “remote sellers” to collect
and remit sales taxes on all sales, doing away with Quill
physical presence standard.

May only apply to Streamlined (or MFA) conforming
states, which may entice more states to conform
Adopting state must publish intent to adopt MFA, which
CO and others have done, hoping for enactment
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45 states and D.C. impose a sales tax
« AK, DE, MT, NH, OR do not

» Over 9,500 local jurisdictions R,

(in 33 states) out of 30,000
Impose a sales tax
 Each with varying tax rates
 Each with different definitions of
which goods and services are taxable
o« 25% of state and local revenue collections
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Tangible Personal Property v. Real Property
 Construction services are generally not taxable
 Real Property - substantially adds value, prolongs life;
permanently affixed AND intended to be a permanent
Installation
* Retailer/Contractors - Purchase for resale and for use
 Contractor is consumer of materials and supplies
iIncorporated into RP; retailer of TPP like refrigerator or
HVAC unit
 Repair and Installation - sales of TPP and/or taxable
services
e Status and treatment varies by state
* May also depend on billing method - lump sum v. T&M
5%
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Tangible Personal Property v. Intangible v. Services
» Sales of Software
 Custom vs. Canned - exempt services vs. taxable TPP
* Several States exempt electronically delivered software
 Cloud Computing - remotely accessible hardware,
software
 SAaS and PAaS
* Is it tangible, intangible, or a service?
* If service, is it information, data processing or other?
 |AaS

* |s it taxable rental or data storage?

e This stuffis the “Wild West” of multistate sales tax
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Cloud Computing - SAaS, PAaS

Taxable as sale of software - MA, NY, PA, TX, UT, VT

axable information service - TX
Taxable as communications service - SC

Nontaxable intangible or service - CO, MD, NJ, VA, WI

Some states’ answer depends on what contract say about transfer

of title, control - Document!!!

Cloud Computing - IAaS

Data storage, retrieval, transfer - taxable data processing - TX
AaS is a taxable rental/remote data storage is nontaxable - AZ
Data storage or |AaS are nontaxable service - TN, WI
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Sourcing
 TPP - usually destination for interstate; origin for POS
* Services - where provided or benefit received
* Digital Goods - are they TPP, services or intangible
* Problem: Multiple states, conflicting rules, each may want
to tax
 SSUTA provides cascading sourcing rules for sale of digital
goods:
« State where purchaser takes possession
e Customer state in seller’s business records

 Customer state supplied at time of sale
« Seller’s state

4%

Winvale



 Construction: some states allow contractors to step into shoes of

exempt entity for materials incorporated into realty

« What documentation is required from customer?

« What documentation is required to provide supplier?

« Sub must issue certificates to suppliers in subs name, not prime’s

* Query: must contractor register in a state in order to issue
exemption certificate if not making retail sales?

 Query: can exempt entity purchase and provide materials tax-
free to contractor or is contractor taxable consumer once it uses?

Exempt Construction Example: MD - contractor is consumer of all materials, but
may step into shoes of private nonprofits; VA - contractor is consumer of all
materials unless entity owns; PA - retailer is consumer of all materials; DC -
contractor may step into shoes of govt/nonprofits, plus lump sum vs. T&M
determines.
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« Government and Resales: Are you reselling TPP or using TPP
to provide a service?

« Example: Network Integration Contract - are you selling
tpp to exempt customer, or are you using tpp to provide a
service (an integrated IT solution) to customer?

« States typically impose a “true object” test — was the
purchase and sale of hardware a consequential element of
the contract or SOW?

* |n several states, your ability to provide a resale certificate
to your supplier (or from your customer) is conditioned on
whether you (or your customer) are registered in the sale

State
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« Manufacturing / R&D Equipment: Contractor may be selling
equipment that is exempt when used in manufacturing or
R&D

 Make certain that the billing method does not impact the
application of exemption for certain equipment

 Example: In Texas, use of lump-sum billing results in loss of
manufacturing exemption for customer. Use T&M billing.
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* Drop Shipments: three-party transaction in which wholesaler
delivers to retailer’s customer

 Question: can retailer issue an out of state resale certificate to

wholesaler if not registered in customer’s delivery state?

Wholesaler in State A, Retailer in State B, Customer in State C

* |s Retailer registered in State C?

* |s Wholesaler registered in State C?

e |s Customer a reseller?

* Where does title transfer?

Multistate Drop Ship Example: MD - retailer must have MD #; VA - retailer may
issue out of state cert.; PA - retailer can issue PA resale cert with no #; DC -
retailer must have DC #.
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* Should you receive a Nexus questionnaire

Do notignore

« Call Your SALT Expert

« States use these for “fishing expeditions”

* You may simply misunderstand/misinterpret a question
and give too much

 Some questions can be ignored - e.g., N/A

« NESTOA /SEATA - tax departments talk to one another

* If you determine nexus, a SALT expert may be able to
negotiate resolution
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* Should you receive an audit notice or an XYZ letter from your

supplier/customer

Do notignore

« Call Your SALT Expert

 The auditor is basing their inquiry on a small piece of the
transaction, or an audit of a supplier/customer (referral) -
fishing

o XYZ letter: The supplier/customer is asking you justify
nontaxable treatment of a transaction being audited

 Manage expectations and control the flow of information
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* Services, Services, Services
« All services - expect expansion
 More state attempts to cloud /digital goods & services
* Problems: classification/sourcing

* Nexus - efforts to increase the size of the pie
 CO & NY: Affiliate Nexus and increased notice and
reporting obligations
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Thank You

Michael T. Dillon, Esq.
President, Dillon Tax Consulting LLC

4 Steele Avenue
Annapolis, MD 21401
Direct: 410.507.9282

mike@DillonTaxConsulting.com

www.DillonTaxConsulting.com
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