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Nexus News
State Tax Nexus for Foreign Businesses

By Breen M. Schiller and Daniel L. Stanley

Introduction
For foreign businesses, federal nexus standards of engaging in a trade or busi-
ness within the United States are based on whether the company has income 
effectively connected with a U.S. trade or business or has a permanent estab-
lishment (“PE”) in situations where an income tax treaty applies. State tax 
nexus standards, on the other hand, until recently generally required only a 
physical presence within the jurisdiction and, more recently and commonly, 
now only require an economic presence. A common misconception held by 
foreign entities is that U.S. income tax treaties and federal PE treaty provisions 
apply at the state level. Foreign companies with activity in the United States 
are often surprised that activity that results in no federal liability may in fact 
trigger state-level taxes.

Even more surprising to foreign entities unfamiliar with our subnational 
system is that there are no uniform rules among the states as to whether state 
tax liability attaches. In fact, in some instances significant state tax liabilities 
may be imposed even if little or no U.S. federal tax obligations exist. To 
further complicate matters for foreign entities, states generally do not follow 
U.S. tax treaties, but rather adopt different rules as to whether a state has 
tax jurisdiction over a company, i.e., whether the company has nexus in the 
state. The concept of nexus can create confusion within senior management 
of a non-U.S. parent company, especially when unanticipated disputes arise 
with various states due to what the foreign entity perceives as very limited 
activities in that state.

State nexus rules vary greatly from federal nexus 
rules

Federal treaty provisions that limit the application of federal tax to foreign 
corporations that have a PE in the United States do not apply to the states, 
unless a state voluntarily chooses to apply them. At the federal level, a PE 

Breen m. SCHIller, Esq., is a 
Partner with HMB Legal Counsel. 
danIel l. StanleY, Esq., is a  
Partner at Honigman LLP. 



NExuS NEwS

is a fixed place of business through which the busi-
ness is conducted, for example, an office or a factory. 
What foreign entities need to keep in mind and often 
do not because they simply do not know is that there 
are activities that may not result in federal reporting 
responsibilities but nevertheless create state income 
tax exposure. While U.S. federal taxation generally 
requires a threshold level of activity of being “engaged 
in a trade or business” or having a “permanent estab-
lishment,” mere physical presence in a state, such as 
having employees or property in the state, generally 
will create sufficient nexus for state taxation purposes. 
Thus, a foreign company may not have a permanent 
establishment in a particular state, but it may have suf-
ficient nexus with that state to become subject to that 
state’s taxes. For instance, some activities not rising to 
the level of a U.S. PE that can nonetheless create state 
tax liability include, but are not limited to, examples 
such as: (i) physical or economic presence; (ii) receiv-
ing royalty income from a U.S. source; or (iii) having a 
certain level of sales into a state. Further complicating 
this dichotomy, the consequences of not filing returns 
where a company is subject to tax in a state can be sig-
nificant. Many states have open statutes of limitation, 
or extended statutes of limitation, for a state to assess 
a deficiency in the case of non-filers.

Where do States get their power If 
the feds Can’t tax It?

When the Constitution was ratified, States retained their 
sovereign power to tax.1 A state’s power to impose a tax, 
however, is subject to limitations imposed by the U.S. 
Constitution and the primary constitutional principles 
that restrict a state’s authority to tax are the Due Process 
and the Commerce Clauses of the U.S. Constitution. The 
Due Process Clause asks whether it is fair to impose a tax; 
whereas, the Commerce Clause asks whether the impo-
sition discriminates against or interferes with interstate 
commerce. Also limiting states’ authority to tax pursu-
ant to the Supremecy Clause are federal statutes, such as 
Public Law (“P.L.”) 86-272 (if recognized by the state to 
apply to foreign commerce); as well as specific state laws, 
such as a state’s “doing business” statutes. Each state has 
its own law as to when a company, U.S. or foreign, is 
subject to tax, so the law of each state in which a company 
is doing business must be consulted, and the results will 
vary among states.

Constitutional Standards

Under Complete Auto,2 the U.S. Supreme Court estab-
lished the four-pronged test to determine the validity of 
state tax on interstate commerce under the Commerce 
Clause. In order for a tax to survive Commerce Clause 
scrutiny, it must be applied to a taxpayer that has sub-
stantial nexus with the taxing state; it must be fairly 
apportioned; it must not discriminate against interstate 
commerce; and, the tax must be fairly related to the ser-
vices provided by the state. The Court later held that 
in addition to a state tax being required to meet the 
four prongs of the Commerce Clause test set forth in 
Complete Auto, there are two additional requirements 
that must be met in a foreign commerce situation. 
Specifically, it must be determined whether the state law 
creates a substantial risk of international multiple taxa-
tion and second, whether the tax prevents the Federal 
Government from speaking with one voice when regu-
lating commercial relations with foreign governments.3 
If a state tax contravenes either of these precepts, it is 
unconstitutional under the Foreign Commerce Clause. 
Thus, a state may not tax foreign entities in such a way 
as to place a greater burden on the foreign corporation 
or foreign commerce than domestic commerce nor may 
it arbitrarily treat the income from a foreign entity dif-
ferent from that of a domestic corporation. Under the 
Foreign Commerce Clause analysis, the Supreme Court 
has affirmed that it is the “risk,” not the actuality, of 
multiple taxation that gives rise to a Foreign Commerce 
Clause objection.

As a broad proposition, the Commerce Clause of 
the U.S. Constitution, as it applies to both U.S. and 
foreign companies, requires “substantial nexus” in 
order for a state to impose a filing obligation and a 
tax. Having a physical presence in a state, e.g., property 
or employees, will almost always give rise to nexus to 
tax. Distinctions between Commerce Clause applica-
tion in a domestic versus a foreign context lie mainly 
with the application of the discrimination prong of 
Complete Auto as it is applied in a different manner. 
When applying the discrimination prong in interstate 
commerce situations, the focus is on whether there is 
discrimination against interstate commerce in favor of 
intrastate (i.e., local) commerce. Whereas, the focus 
of the Foreign Commerce Clause is whether there is 
discrimination against foreign commerce in favor of 
interstate commerce.

In Kraft General Foods v. Iowa Dep’t. of Rev.,4 for exam-
ple, a taxpayer alleged that Iowa’s taxation of foreign 

Journal of State taXatIon Summer 202014



dividends violated the Commerce Clause because a 
full deduction was allowed for dividends from domes-
tic affiliates. The Supreme Court rejected the State’s 
argument that there was no intended discrimination 
against foreign commerce, holding that “whatever the 
tax burdens imposed by the Federal Government or 
by other States, the fact remains that Iowa imposes a 
burden on foreign subsidiaries that it does not impose 
on domestic subsidiaries.”

the Impact of p.l. 86-272
P.L. 86-2725 prohibits the imposition of state income-
based taxes against businesses when their activities are 
limited to the solicitation of sales of tangible personal 
property and they fulfill the orders from a location 
outside of the state. First and foremost, we must address 
the elephant in the state tax room: P.L. 86-272 does 
not explicitly apply to foreign commerce. Many tax-
payers may have thought, erroneously, that they were 
protected from state taxation through the provisions 
of P.L. 86-272 only to find out that they were not so 
protected. Foreign commerce is not mentioned in P.L. 
86-272 and, as a result, it is generally understood that it 
applies only to interstate commerce. Nevertheless, states 
can choose to apply P.L. 86-272 protection by policy or 
regulation. The Multistate Tax Commission’s Statement 
of Information Concerning Practices of Multistate Tax 
Commission and Signatory States Under Public Law 
86-272 states that signatory states “will apply the pro-
visions of Public Law 86-272 and of this Statement to 
business activities conducted in foreign commerce.”6 
The majority of states do in fact apply P.L. 86-272 to 
foreign commerce, but roughly a dozen states, including 
California,7 do not.

Reviewing the states’ application of P.L. 86-272 
through the lens of Kraft raises questions as to whether 
the states’ application would be discriminatory. The 
argument being that with a state such as California 
that does not afford P.L. 86-272 protection to foreign 
entities at the state level, California’s refusal to do so 
discriminates between interstate and foreign commerce 
and is therefore unconstitutional. Pursuant to the Foreign 
Commerce Clause, a state may not discriminate against 
foreign commerce in favor of interstate commerce. Here, 
by failing to extend the protection of P.L. 86-272 to 
income derived from foreign commerce and extending 
that protection to interstate commerce, the state is in 
effect doing so. The counter-argument to that position 

being that, “it is not the states providing preferential 
treatment to interstate businesses as opposed to foreign 
businesses; it is Congress. And it is probably Congress’s 
prerogative to do so.”8

Regardless of what side of the debate regarding the 
states’ application of P.L. 86-272 to foreign commerce 
readers may fall on, what is apparent is that, as applied 
to non-U.S. companies, the application of P.L. 86-272 
brings with it potential complications, including: (1) 
if, after Wayfair, virtual connections can create nexus, 
can virtual connections constitute an “in-state” activity 
that exceeds solicitation such that the protections of 
P.L. 86-272 are lost?; (2) if P.L. 86-272 protection only 
applies when a company’s in-state activity is solicita-
tion, will the same protection apply if a company has 
no activity in a state?; and, (3) will a state apply P.L. 
86-272 to foreign commerce?9 Most importantly, as 
Christopher Lutz recently pointed out in his in-depth 
review of P.L. 86-272, “To the extent P.L. 86-272 creates 
a dynamic in which states are more likely to impose 
a corporate income tax on a foreign seller (who may 
even be treaty protected from a federal standpoint) as 
opposed to an interstate seller, it can only be understood 
to reach an absurd result.”10

A recent example of a state subjecting a foreign entity 
to tax in a situation in which the entity was protected by 
a treaty from federal taxation occurred in Washington 
State. A Washington ruling held that a German pharma-
ceutical company had economic nexus in the state due to 
its receipt of royalties paid when its products were sold in 
Washington, even though the business had no physical 
presence there.11 The Department of Revenue imposed 
its Business and Occupation Tax on the German com-
pany, with no physical presence, because the company 
received royalties based on Washington sales that 
exceeded the statutory threshold (about $250,000). 
The hearing officer rejected a challenge based on the 
nondiscrimination provision in the 1989 tax treaty 
between the United States and Germany because of a 

State tax nexus standards present a 
significant compliance challenge for 
foreign companies. 
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finding of no discrimination, i.e., the Washington tax on 
royalties applied equally to U.S. and foreign companies. 
The ruling also determined that the tax treaty implicitly 
permitted states to tax the royalties. Nuances such as 
these in foreign tax treaties commonly go unnoticed by 
the foreign companies until they find themselves in a 
defensive position trying to invoke them. As previously 
stated, federal tax rules apply a different nexus standard 
to treaty-protected foreign entities. Federal income tax 
treaties generally limit a country’s ability to tax only 
those foreign companies that have a PE in the country. 
However, income tax treaties do not by their terms apply 
to apply for state tax purposes.

Economic nexus could be deemed to exist between 
a state and a company based on the presence of intan-
gible property in a state. For example, the license of 
trademarks to a company located in a state could be 
deemed to create nexus for the out-of-state licensor on 
the basis that the intangibles are “present” in the state. 
From a state tax perspective, the receipt of interest or 
dividends by itself generally should not be deemed to 
create nexus; nor should royalties, unless such royalties 
are derived from in-state intangible property that is 
deemed to create “presence” in a state that has adopted 
an economic nexus rule. However, with more states 
asserting an “economic nexus” standard, the receipt of 
interest, dividends, or royalties becomes increasingly 
susceptible to claims of nexus from those states where 
such income streams derive.

economic nexus

The concept of economic nexus is not new. In fact, on 
the income tax side the trend has been building for years 
and has seen many states take a more expansive view of 
nexus.12 Prior to Wayfair, many states enacted and enforced 
economic nexus standards for income tax purposes under 
the belief that the physical presence standard applied 
only to sales tax. A state generally may impose its tax 
on an entity to the extent a sufficient “nexus,” or taxable 
connection, exists between the entity and the state. After 
Wayfair,13 the “taxable connection” has taken new form. 
Having sales “in a state” now may indicate that a seller is 
“carrying on a business” there, which could mean that it 
has some form of connection, whether it be economic, 
virtual or physical, sufficient to establish a substantial 
nexus and authorizes the state to require a payment of 
tax.14 And although the Wayfair decision only explicitly 
addressed the South Dakota sales tax, the decision removed 
the physical presence requirement from Commerce Clause 
consideration, which impacts both state income tax and 
state sales tax and it was not limited to domestic entities.

States also may assert that a foreign corporation has 
nexus through the in-state activities of an agent or affiliate. 
Some states also have applied “economic” nexus or “factor 
presence” principles and are now being followed in a grow-
ing number of states, including California. California15 
has implemented a factor presence test with a threshold 
of $500,000 of sales attributable to the state creating eco-
nomic nexus for the out-of-state entity. A factor-presence 
standard establishes nexus based on a certain level of sales 
activity into a state even in the absence of physical pres-
ence in the state. Other states have different thresholds, 
such as New York, with a corporate income tax standard 
of $1 million of sales in the state16; and, in Connecticut a 
taxpayer is deemed to have nexus if it has receipts greater 
than $500,000 attributable to the state.17

Conclusion
State tax nexus standards present a significant compliance 
challenge for foreign companies. The lack of uniform 
nexus rules among states, the fact that states generally do 
not follow U.S. tax treaties, and what are perceived as low 
economic standards creates a confusing and challenging 
system for practitioners seeking to comply with their tax 
obligations.

The lack of uniform nexus rules 
among states, the fact that  
states generally do not follow  
U.S. tax treaties, and what are 
perceived as low economic  
standards creates a confusing and 
challenging system for practitioners 
seeking to comply with their tax 
obligations.
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