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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 

MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 

without limitation, the tax treatment or tax structure, or both, of any transaction 

described in the associated materials we provide to you, including, but not limited to, 

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 

subject to change.  Applicability of the information to specific situations should be 

determined through consultation with your tax adviser.
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Part One – Basics
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Introduction

• Constitutional limitations to state taxation of 
interstate commerce
• Due Process Clause

• Purposeful availment - International Shoe Co. v Washington

• Commerce Clause 
• Four-part test under Complete Auto Transit, Inc. v. Brady

• The tax must be applied to an activity that has a substantial nexus 
with the state;

• The tax must be fairly apportioned to activities carried on by the 
taxpayer in the state;

• The tax must not discriminate against interstate commerce; and

• The tax must be fairly related to services provided by the state.
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Introduction

• Only business income is apportionable.
• Constitutional limitations on characterizing income as 

apportionable business income -
• The transaction/asset generating the income must serve an 

operational rather than an investment function of the business 
to be apportionable business income.  Allied-Signal, Inc. v. 
Director, New Jersey Div. of Tax'n

• Nonbusiness income is generally allocated to state 
of commercial domicile.
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History – Uniform Division of 
Income for Tax Purposes Act 
• The Uniform Division of Income for Tax Purposes 

Act (UDITPA) is a model law many states adopted 
which provides formulary apportionment of 
business income.

• UDITPA provides for an equally-weighted three 
factor apportionment formula consisting of 
property, payroll, and sales factors.
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UDITPA Property Factor

• Includes real and tangible property.  Intangible 
property not included in property factor.

• Valuation generally based on either historical cost 
or book value of property.

• Part-year property ownership conventions (annual 
or monthly averaging).

• Rented property included at eight times the rental 
payments.

• Property assigned to state where the property is 
located.
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UDITPA Payroll Factor

• Includes only compensation paid to employees.  
Amounts paid to independent contractors are excluded.

• Assigned to state where employee is covered by 
Unemployment Insurance.
• All or nothing approach.  All compensation paid to an 

employee working in multiple states assigned to the single 
state where the employee is covered by Unemployment 
Insurance.

• For travelling employees performing non-incidental services 
in multiple states, payroll is assigned under the following 
cascading rules: 
• First, to the state the employee is based
• Second, to the state where the service is directed or controlled
• Third, to the employee’s state of residency
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UDITPA Sales Factor

• Gross receipts means gross receipts – not net income.  
See Microsoft v. FTB
• Many states include certain receipts at net, or exclude them 

altogether (e.g., receipts from treasury function).

• Assigned based on type of receipts:
• Tangible personal property assigned to destination

• Throwback to state of origination if not taxable in destination state 
or sales to the US government.

• Income from real property assigned to state where property 
located.

• Income from services or intangible assets sourced to where 
the income-producing activity occurred, based on costs of 
performance.
• Compare AT&T Corp. v. Oregon Department of Revenue to AT&T 

Corp. v. Massachusetts Commissioner of Revenue
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Throwout – Excluded Receipts

• Receipts sourced to states where the taxpayer is not 
taxable 
• See, e.g., Whirlpool Properties, Inc. v. Director, New Jersey 

Division of Taxation (discussing validity of former New 
Jersey throwout rule).

• Occasional sales of substantial amounts  
• See, e.g., California Code of Regulations 25137(c)(1)(A).

• Financial receipts and receipts from intangibles 
• Massachusetts excludes receipts “goodwill” and the sale of 

securities from the receipts factor.  
• Illinois throws out receipts from hedging transactions.

• Conduit receipts  
• See New England Power Service Co. (Massachusetts 

Appellate Tax Board). 
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Part Two – Nationwide Trend Towards 
Single Sales Factor Formula and 
Market Based Sourcing
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Single-Sales Factor 
Apportionment Formula
• Most states have moved away from equally-

weighted three-factor formulas to hyper-weighted 
sales factor or single sales factor apportionment 
formulas.
• Trend towards single sales factor formula

• Only a small minority of states continue to use the 
UDITPA equally-weighted three factor 
apportionment formula. 
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Move to Market Sourcing

• States continue to use UDITPA’s destination (i.e. 
market) sourcing for sales of tangible personal 
property.  

• Most states have moved from UDITPA’s cost of 
performance sourcing for sales of services and 
receipts from intangibles to a market-based 
sourcing approach. 
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Multistate Tax Commission Market-
Based Sourcing of Service Receipts

• Source to state of delivery (location of market for the 
service). 

• Rule of reasonable approximation if unclear. 

• In-person services  
• Sourced to where service received/delivered to customer. 

• Delivery by electronic transmission.

• Professional services 
• For individual customers, use (1) primary residence; (2) billing 

address.
• For business customers, (1) where contract of sale is managed, 

(2) customer’s place of order, (3) billing address. 
• Safe harbor – use billing address if more than 250 customers 

and no more than 5% from a customer. 
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California Market-Based Sourcing
• Background

• California implemented a mandatory single sales formula with 
market sourcing beginning in 2013.

• Prior to 2013, the standard apportionment formula 
included property, payroll, doubled-weighted sales 
factors.  Sales of other than tangible personal property were 
sourced based on costs of performance.

• Sales of tangible personal property continue to be sourced to 
California if the property is delivered or shipped to a 
purchaser within California.

• Beginning in 2013, sales of other than tangible personal 
property must use market-based sourcing.
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California Market-Based Sourcing

Under California’s market-based sourcing statute (Rev. 
& Tax. Code section 25136):

• Sales from services are sourced to where the purchaser 
receives the benefit of the services. 

• Sales from intangible property are sourced to where the 
intangible property is used.

• Sales from marketable securities are sourced to where is 
the customer located.
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California Market-Based Sourcing

Regulation 25136-2

• Detailed set of rules.

• Separate rules for services for individual and business 
customers.

• Separate rules for income from marketing and non-marketing 
intangibles.

• Applies cascading approach for analyzing market.
• Contract with customer or taxpayer’s books and records
• Reasonable approximation

• Population approach permitted

• Customer/Licensee billing address

• Supposed to take into account the taxpayer’s effort and expense 
for compliance.
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California Market-Based Sourcing

Proposed amendments to Regulation 25136-2 under 
consideration:

• Reasonable approximation

• Burden on FTB to show taxpayer approximation unreasonable

• Including foreign countries in population ratio

• Asset Management Fees

• Research and Development

• Freight-forwarders

• Government contracts

• Interest and dividends
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Georgia Market-Based Sourcing

• Services sourced where the benefit of the service is received.  
Regulation illustrates with examples. 

• Example 4: “A corporation from State A contracts with a computer software 
company from State B to develop and install custom computer software for 
the corporation from State A.  The software will be used by the corporation 
from State A in a business office in Georgia and in a business office in State 
A.  The software development occurs in State B.  The gross receipts from 
the software development and installation are included in the numerator 
of the apportionment factor to the extent the software is used in Georgia.” 

• Example 7: “A company which owns apartments in Georgia and State A 
contracts with a pest control corporation for pest control activities.  One 
contract is entered into which covers 100 apartment units in Georgia and 
400 apartment units in State A.  Twenty percent (100/500) of the gross 
receipts from the pest control contract are attributable to Georgia and are 
included in the numerator of the apportionment factor as 20 percent of the 
apartment units are located in Georgia…”
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Illinois Market-Based Sourcing

• Where the benefit of the service is received. 

• Business customers.  Must be attributed to a fixed 
place of business.  If not determinable or no fixed 
place of business: 

• Place where ordered. 

• Billing address. 

• Throwout the receipt if taxpayer is not taxable in 
the state where the services are received.  
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New York Market-Based Sourcing

• Source to where the benefit is received, which is 
where the customer derives the value from the 
service.  Allocate based on value between multiple 
states. 

• Different rule for humans and business customers.  
Humans – benefit received at billing address.  Business 
customers – received where reflected on books and 
records, using due diligence. 

• Business customers: (1) benefit is received; (2) 
contract of sale managed; and (3) billing address. 
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New Jersey Market-Based 
Sourcing
• Similar to New York. 

• Source services to where the “benefit of the 
service is received.” 

• Allocate receipts among states.

• Hierarchy: (1) benefit based on value; (2) location 
from which the services were ordered; (3) billing 
address. 
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Hypothetical Examples

• Example 1: Company A provides loan services for 
Bank.  Bank makes loans to individuals and 
businesses throughout the United States.  Where 
does Company A source its loan services receipts? 

• Example 2: A professional services firm gives 
advice to Company X, which is headquartered in 
Nebraska, but the advice is given to a Company X 
employee in California.  The advice concerns a 
subsidiary of Company X, located in Texas.  Where 
does firm source its services revenue? 
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Part Three – Industry Specific 
Formulas and Rules

28



Industry-Specific Formulas

• Background
• UDITPA did not originally apply to financial 

organizations, public utilities, or personal services.

• Different formulas for other types of businesses.

• MTC drafted model apportionment regulations for 
specialized industries.

• Methods of implementation
• Legislation

• Regulation

• Administrative pronouncement
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Transportation Companies

• Rail, truck, etc.
• Single-factor mileage method (e.g., North Carolina)
• Multiple factors:

• Receipts and mileage 
• Property payroll, sales

• Kentucky: property factor based on mileage
• Oklahoma: Property and payroll based on mileage traveled
• Wisconsin: 2 factors: (1) Gross receipts and (2) revenue ton miles

• For airlines, flyover time/mileage (49 USC 40116(c)) and 
does not create nexus.

• Aircraft typically use a “aircraft departure ratio.”
• Departures of aircraft from locations within the state / total 

departures
• Multistate Tax Commission (MTC) considers this ratio for all three 

factors
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Broadcasters

• Broadcasters use an “audience factor”

• Cable TV: 
• Income from distributors/advertisers, not subscribers

• Subscription fees not necessarily tied to audience 

• Florida Technical Assistance Advisement 11(C)1-008

• Movies and film:
• Audience factor for advertising revenue for television

• Subscriber factor for subscription TV

• Include streaming (e.g., Netflix?)

• E.g., California broadly defines “telecast”
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Asset Managers and Mutual 
Funds
• Investment companies

• States typically adopt federal Regulated Investment Company (RIC) tax rules, 
but don’t have specific apportionment provisions for the actual RIC.

• PA adopts a formula based on sales of the RIC’s stock to PA investors and 
location of the dealer.

• Minnesota looks to residency of the fee-payers.

• Investment company service providers
• Background: mutual funds are typically corporations or trusts owned by or for 

benefit of the investors; they are managed by separate service providers. 
• Service provider’s contract is with the mutual fund.
• Many states adopt a market-sourcing rule, where the market is the location of 

the funds’ investors (e.g., California). 

• Asset managers
• Some states adopt a method based on the location of the investors.
• Similar look-through rule to RIC service providers.
• This creates administrative burdens for asset managers.
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Banks and Financial Corporations

• MTC model statute
• Three factors: property, payroll, and sales.
• Property factor: 

• Formerly included loans and credit card receivables (a 2016 
revision removes intangibles from the property factor).

• SINAA factors: location of activities such as Solicitation of the loan, 
Investigation of borrower’s credit worthiness, Negotiation, 
Approval, and Administration of the loan.

• Receipts factor: 
• Includes receipts from lease of real and tangible personal property.
• Real property loans based on location of property.
• Fees, interest, and penalties charged to card holders based on 

location of borrower.
• Merchant discount receipts assigned based on cascading rules 

based on ability to determine location of merchant.
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Other Industries

• Franchisors: receipts based on location of the 
franchisee.

• Long-term Contracts: Spread receipt based on 
percentage of completion method.

• Athletic teams: 
• California assigns property, payroll, and sales to location 

of home state.

• Reduce California-based team’s income by amount of 
business income allocated or apportioned to and taxed 
by another state/country.
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Manufacturers

Deckers, Massachusetts Appellate Tax Board (2018)

• Massachusetts ATB concludes a footwear and clothing 
company is a manufacturer.  

• Company employees design the footwear.  Company 
then contracts with a third party to design the footwear 
and clothing, based on the specifications given. 

• The ATB concludes that this constitutes manufacturing 
because of the company’s “continuous involvement in 
the creation of its footwear products.”   The company 
“transforms ideas…” into “a completed shoe.” 
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Part Four – Alternative 
Apportionment 
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Alternative Apportionment

UDITPA was approved by the National Commission on 
Uniform Laws as a Model Act in 1957

• Addressed allocation and apportionment of income via 
3-factor formula (property, payroll, and sales).

• UDITPA section 18 provides for variation when standard 
formula does not fairly represent the extent of the 
taxpayer’s business activity.
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Alternative Apportionment

UDITPA Section 18: 

If the allocation and apportionment provisions…do not 
fairly represent the extent of the taxpayer’s business 
activity in the state, the taxpayer may petition for or the 
tax administrator may require, in respect to all or any 
part of the taxpayer’s business activity, if reasonable: (a) 
separate accounting; (b) the exclusion of any one or 
more of the factors; (c) the inclusion of one or more 
additional factors which will fairly represent the 
taxpayer’s business activity in the state; or (d) the 
employment of any other method to effectuate an 
equitable allocation and apportionment of the 
taxpayer’s income. 
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Alternative Apportionment

The author of UDITPA, William Pierce, explaining the 
rationale for alternative apportionment: 

“Departures from the basic formula should be avoided 
except where reasonableness requires.  Nonetheless, 
some alternative method must be available to handle 
the constitutional problems as well as the unusual cases, 
because no statutory pattern could ever resolve 
satisfactorily the problems for the multitude of 
taxpayers with individual business characteristics.”   
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Alternative Apportionment

• Alternative apportionment can be warranted under 
the commerce clause if the statutory formula results in 
or produces “unfair apportionment.”

• Commerce clause requires that the “apportionment 
formula must be fair and reflect a reasonable sense of 
how income is generated.”

• UDITPA section 18 is “not confined to correcting 
unconstitutional distortions.”
• Microsoft v. FTB; Twentieth Century Fox Film Corp. v. Oregon 

Department of Revenue
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Alternative Apportionment

Professor Walter Hellerstein expressed his concerns as 
follows:

“[R]eliance on UDITPA’s Section 18 (the ‘equitable 
apportionment’ provision) to get to the ‘right’ conclusion 
is troublesome not merely because it overrides the 
standard statutory provisions (as does every variation 
from UDITPA based on equitable apportionment), but 
because it does so in a context that hardly seems to 
constitute one of the ‘unusual fact situations’ that the 
UDITPA draftsmen identified as justifying a deviation from 
the statute…”
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Alternative Apportionment

In MTC Report of the Hearing Officer, Oct. 25, 2013, Professor 
Richard Pomp stated that:

“It seems obvious to many courts that the burden should 
be placed on the party invoking alternative apportionment 
because that party is asking permission to deviate from 
the general rules on apportionment an allocation.  On the 
other hand, there is a presumption of correctness that 
accompanies a department’s assessment.  If that applies 
in the context of alternative apportionment, the taxpayer 
would always have the burden of proof.”

“The Hearing Officer concludes that the view that the 
party invoking alternative apportionment has the burden 
of proof reflects general principles of American 
jurisprudence…”
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Alternative Apportionment

• The burden is on the party seeking alternative 
apportionment to prove:

(1) the statutory formula does not fairly represent the taxpayer’s 
business activities in the state, and 

(2) the alternative method is reasonable. 

• How to meet this burden?

• Discussion of the company’s business model and how income is 
earned, coupled with an argument that the statutory formula 
does not reflect how the company earns income (qualitative 
distortion);

• Show that the result produced by the statutory formula is 
unreasonable when compared to the results produced by other 
benchmarks (quantitative distortion). 

44



Alternative Apportionment

Vodafone Americas Holdings, Inc. v. Roberts 
(Tennessee)

• Upheld Commissioner’s imposition of market-based 
sourcing as an alternative apportionment method 
instead of cost of performance as provided by statute.

• Vodafone’s sales factor included only its sales of 
tangible personal property to Tennessee customers.

• Under cost of performance, Vodafone excluded all 
revenues from its delivery of wireless services to 
Tennessee customers.

• Commissioner acted within scope of discretion.
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Alternative Apportionment

Target Brands, Inc. v. Department of Revenue 
(Colorado)
• Target Brands (TBI) was an IP holding company which the Court found was doing 

business in the State, because it licensed its IP for use by its parent, Target 
Corporation, in the State.

• Under the standard three-factor formula for 1999-2008 and single sales factor 
formula beginning in 2009, TBI had no property, payroll or sales in Colorado.

• Colorado was a cost-of-performance state.

• The Court held that the Department’s application of the alternative 
apportionment provisions was proper.

• However, the Court concluded that the Department’s proposed alternative 
formula was not reasonable.

• The Department eliminated all of TBI’s three factors and substituted a 
single new factor to apportion TBI’s income – the sales factor of TBI’s
parent, Target Corporation.

• The Court held that TBI’s property and payroll factors needed to be 
included.
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Alternative Apportionment

Associated Bank v. Commissioner (Minnesota)
• MN Commissioner permitted to use alternative apportionment 

on bank that formed LLCs to get the benefit of favorable 
apportionment rules. 

• The bank transferred loan portfolios to non-banks.  For non-
banks, interest income is excluded from the sales factor and the 
value of a loan portfolio is excluded from the property factor.  
Would have been included if held by the bank. 

• The non-banks reported 0% apportionment (0/0). 

• MN Supreme Court seemed to find convincing that nothing 
changed after the transfer to the LLCs.  

• MN Commissioner able to meet burden and alternative 
apportionment permitted. 

• Case Reversed
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Alternative Apportionment

Phillip Morris California Alternative Apportionment 
Petition

• In California, Petitions for alternative apportionment are 
permissible, but not required.

• Requests deviation from single sales factor 
apportionment.

• Requested alternative is property, payroll, double-
weighted sales.

• Taxpayer submitted economic study in support of 
alternative apportionment.

• Petition denied by FTB.
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Part Five – Non-Operational 
Companies
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Non-Operational Companies

• State tax apportionment generally assumes an operating entity 
(with property, payroll, and receipts). 

• Many entities are now formed that have specific, yet limited, 
objectives, and that may have no employees and that may own 
no tangible property. 

• How should income from such entities be apportioned?

• Example: First Marblehead (Massachusetts)
• Holding company’s sole activity was to hold trusts. 
• The trusts secured loans. 
• How to source receipts from the loans?  (Loans usually sourced 

based on SINAA, solicitation, investigation, negotiation, approval, 
and administration). 

• TP – loans administered by loan servicers outside MA, 0% property 
factor apportionment. 

• MA ATB – Source to TP’s commercial domicile, MA, 100% property 
factor apportionment.
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Non-Operational Companies

• MTC model regulation adopted July 2018. 

• Triggered if includable receipts 3.33% or less of total receipts.

• Dividends from related party 
• If paid from earnings related to particular year, sourced based on 

dividend payor’s apportionment factors for that year. 
• If cannot reasonably be attributed to a particular year, sourced 

based on a proportion equal to dividend payor’s average 
apportionment factors for current and preceding years.  

• Gains from stock at least 20% owned
• Use sold company’s prior year in-state apportionment. 

• Factoring companies Source based on receipts from in-state 
borrowers / receipts from total borrowers. 

• Throw out receivables from customers in states where TP lacks 
nexus.
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Part 6 – Concluding Thoughts 

• Concluding thoughts. 

• Questions for presenters?
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