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I. State Taxation of 
Out-Of-State Franchisors: 

Hope for the Best; 
Prepare for the Worst
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Why States Mess With
Out-of-State Taxpayers?

• Need/want more tax revenue 
• Out-of-staters can’t vote
• He who is absent is always wrong

» English Proverb

• Uncertainty and confusion create 
opportunity
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What Uncertainty and 
Confusion?

• Four times SCOTUS has refused to clarify its prior 
rulings in National Bellas Hess, Inc. v. Department of 
Revenue Of Illinois, 386 U.S. 753 (1967) and Quill 
Corp v. North Dakota, 504 U.S. 298 (1992) requiring 
a taxpayer’s physical presence in the state to create 
Nexus for sales/use taxation.

• There are no cases confirming application of physical 
presence nexus to income tax cases as opposed to 
sales/use tax cases.
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Why is SCOTUS Playing Hard 
to Get? 

What is the Scoop?

• In Bellas Hess, SCOTUS determined in 1967 that an 
out-of-state mail order merchant with no in-state 
retail outlets, employees, sales representatives or 
property could be forced to collect IL use tax from its 
customers without having a physical presence in 
Illinois.

• Court thought Due Process Limits and Commerce 
Clause limits were related and similar.
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Why is SCOTUS Playing Hard to Get? 
What is the Scoop?

• In Quill, SCOTUS affirms that a mail order office supplier 
could not be subjected to collecting ND use tax where it 
had no employees, property or other contacts with ND, and 
its products were delivered to customers by U.S. Mail or 
common carrier.

• Between Bellas Hess and Quill, Complete Auto Transit v. 
Brady, 430 U. S. 274, (1977) held, unlike the Due Process 
Clause,  the Commerce Clause required that a tax must:
– Have a substantial nexus to the taxing state 

– Be fairly apportioned

– Not discriminate against Interstate Commerce

– Be fairly related to the services provided by the state
• Due Process Clause only requires minimum contacts 
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Why is SCOTUS Playing Hard to Get? 
What is the Scoop?

• Prior to Quill, in Tyler Pipe Industries, Inc. v. Wash. 
St. Dep’t of Rev, 483 U.S. 232 (1987), SCOTUS cites 
with approval the Washington Supreme Court 
thought:
“…the crucial factor governing nexus is whether the activities 
performed in this state on behalf of the taxpayer are associated 
with the taxpayer’s ability to establish and maintain a market in this 
state for the sales.”

• Quill overrules the Bellas Hess notion that Due 
Process requires physical presence, but out of concern 
for precedent retains physical presence as a 
Commerce Clause requirement.
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Why is SCOTUS Playing Hard To Get? 
What is the Scoop?

– In Quill, North Dakota Supreme Court believed: 
• “The economic, social and commercial landscape upon which Bellas Hess 

was premised no longer exists”.
• Complete Auto Transit and the trend of the cases was SCOTUS’ effort to 

evolve and adopt more flexibility then mere physical presence

– Justice Stevens, writing for the SCOTUS majority, acknowledged 
times had changed, but in addressing the Commerce Clause’s 
“substantial nexus” requirement, justified Bellas Hess’s physical 
presence nexus requirements:

• Promote a ‘discrete realm…free from interstate taxation…”
• A safe harbor for vendors whose only connection with customers in the [taxing] 

state is by common carrier or the U.S. Mail
• A clear rule
• ‘encourages settled expectations”
• Bellas Hess “has become part of the basic framework of a sizable industry”
• Principles of Stare Decisis

– Justice Stevens then invites Congress to legislate
– SCOTUS DOES NOT WANT THE BALL and still doesn’t!!!!!!!
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So Quill requires a physical 
presence-- Right? Not!

• What is a physical presence?
– In Geoffrey, Inc. v. S.C. Tax Comm’n, 437 S. E. 2d 13 (S.C. 

1993), cert. denied, 510 U.S. 992 (1993), a Delaware intangible 
property holding company’s licensing trademarks to an in-state 
retail affiliate, and the related accounts receivable were sufficient 
nexus, even without more contacts, as the in-state presence of 
the intangibles used for local business was sufficient. 

– Court also relied on regular exploitation of in-state market.

– Similar result in Lanco, Inc. v Director, Division of Taxation, 879 
.2d 1234 (N.J. Super. Ct. App. Div. 2005). Corporate income tax 
on licensing revenues from New Jersey payor did not require 
physical presence nexus.
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What about Targeting In-State 
Customers?

• Out-of-state bank’s providing credit card services 
to customers in W. VA. without having any assets 
or employees in state was sufficient nexus for 
corporate income taxation. Commissioner v.  
MBNA America Bank N.A., 640 S.E. 2d 
226(2006), cert. denied, 561 U.S. 1141 (2007).

• Taxpayer “continuously and systematically 
engaged in direct mail and telephone solicitation 
and promotion in West Virginia.”

10



6

What about Targeting In-State 
Customers?

• But, in Conagra Brands, the West Virginia 
Supreme Court in 2012 found a Nebraska licensor 
of non-West Virginia third party manufacturers 
and affiliate manufacturers, who did not itself sell 
products or provide services in the state, lacked 
sufficient nexus.
– Did not direct or dictate terms of distribution

– No in-state solicitation

– No Due Process nexus even on stream of commerce argument
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KFC Corporation v. Iowa 
Department of Revenue: 

Franchisor Nightmare
• Kentucky-based licensor of KFC marks and 

system with no assets or employees in Iowa
– KFC licensed its property for use within Iowa to produce income.

– Pre-Quill, use of intangibles within a state was sufficient nexus 
for state income tax.

– KFC intangibles sufficiently localized 

– Functional equivalent to physical presence 

– In any event, physical presence not required
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WHAT’S A FRANCHISOR TO DO? 
Preparing for the Worst

• Analyze states with biggest exposure to both current taxes and 
back taxes
– Yes, there could be penalties and interest

• Determine higher risk states
• Discuss voluntary disclosure with counsel
• Examine Gross Up to determine franchisee liability for “new” taxes
• Examine Escalator Clauses and consider ability to increase fees
• Isolate training, pre-sale activities etc. consultation and document 

execution to be outside “physical presence” states
• Examine current fee structure to minimize taxation

– Separately enumerate franchise fees

– Enumerate separate charges for discrete services to avoid being 
bundled with franchise fees

– Look at state-specific planning possibilities
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Hoping for the Best:

• Lobby for BATSA—Business Activity Tax 
Simplification Act (HR 1956) sponsored by U.S. 
Representatives Robert Goodlatte (R-Va) and 
Richard Boucher (D-Va).
– Requires and defines physical presence for state business taxes

– Modernizes Public Law 86-272 to apply to tangible property, 
intangible property and services
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II. Bush Tax Cuts Sunset:
A Bush in the Hand is 

Worth… 

15

Increasing Tax Rates
January 1, 2013

• Maximum individual rates on ordinary income go up from 
35% to 39.6%, excluding 3.8% Medicare Surtax 

• Maximum Long Term capital gain rate goes up from 15% to 
20% excluding 3.8% Medicare Surtax

• Maximum tax on dividends goes up from 15% to 39.6% 
excluding 3.8% Medicare Surtax

• New 3.8% Medicare Surtax on lesser of (i) net investment 
income (including capital gains, dividends, rents, royalties) or 
(ii) AGI in excess of $200,000/$250,000
– Maximum rate on short term capital gain and dividends-- 43.4% (39.6% + 

3.8%)
– Maximum rate on long term capital gain-- 23.8% (20% + 3.8%)

• .9% additional Medicare tax on wages over $200,000
– employer/self employed pays, employer only withholds (no employer 

match)
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Decreasing Deductions and 
Exemptions January 1, 2013

• Personal Exemption Phase Out returns limiting 
personal exemptions 
– Lose 2% of PE for every $2,500 over $178,150 (projected) for 

single returns and $267,200 (projected) for joint returns

• Itemized Deduction Phase Out returns 
– Lose itemized deductions equal to lesser of:

• 3% of AGI in excess of $178,150 (projected)

• 80% of itemized deductions

– Does not apply to medical expenses, investment interest, casualty or 
theft losses or wagering losses
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Strategies to Cope
• Accelerate income to take advantage of current lower rates

– Avoid 3.8% Medicare Surtax

• Business owners should pay dividends and or take liquidating 
distributions to take advantage of 15% dividend rate or 15% 
capital gain rate

• Sell personal residence this year to avoid 3.8% Medicare 
Surtax 

• Sell other capital gain assets to use expiring 15% rate

• Wash Sale Gains
– Sell stocks with gain (i.e., those you want to hold in 2013 and beyond) to 

reset basis to avoid 3.8% Medicare Surtax on future sale

– Wash sale limit rules only apply to losses not gains
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Strategies to Cope

• Analyze benefit of deductible expenses:
– Consider whether delaying payment of expenses to 

defer deductions to 2013 makes sense due to higher 
tax rates making deductions more valuable, 

– Must consider risk of incurring itemized deduction 
phase out limits on deductions in 2013.
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Other Expiring Bush Tax Cuts to Take 
Advantage Of Before December 31

• Place new equipment in service
– 50% Bonus Depreciation on new equipment with a 20-year or 

less depreciable life

– Consider half-year convention and mid-quarter 
convention rules

– Specifically, buy new cars to avoid bonus depreciation 
limits under Section 280F

– Claim $139,000 Section 179 expense deduction on a 
$560,000 equipment investment

• Section 179 Deduction Drops to $25,000 in 2013

• Hire veterans to claim the Work Opportunity Tax 
Credit of as much as $9,600 per veteran
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75 Days Left in the Golden Age 
of Estate Planning

• Best opportunities for wealth transfer and 
business continuity/preservation planning in our 
lifetimes
– Historically low interest rates, October, 2012:

• Short Term (up to 3 years) – .23%
• Mid Term (up to 9 years) – .93%
• Long Term (more than 9 years) – 2.35%

– Depressed value of many assets
– Entire $5,120,000 lifetime gift exemption can be used 

during lifetime (use it or lose it)
• Consider claw back issues

– Historically high gift, estate and GST exemptions:
• $5,120,000 estate tax and GST exemptions
• Entire $5,120,000 exemption can be used during lifetime 

(use it or lose it?)
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Hasn’t the Estate Tax Been 
Fixed with the 2010 Law?

• No, only what is left of 2012
– Law sunsets December 31, 2012

– In 2013 the exemption goes back to 2001 level, 
$1,000,000 and higher estate tax rate, 55%

• Dramatic planning opportunities in 2012
– $5,120,000 lifetime gift exemptions

– Consider using increased lifetime gift exemptions in 
2012 that will disappear on 1-1-13 without new 
legislation
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Federal Estate Tax Rules
Through December 31, 2012:

• $5,120,000 applicable credit, GST exemption and 
lifetime gift exemption

• 35% estate and gift tax rate
• Portability
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2013 and Thereafter:
• Without change in law, in 2013: $1,000,000 

exemption and 55% tax rate
• Lifetime gift exemption of $1,000,000

More Tax Rate Details
2012 2013

Gift Tax Exemption $5,120,0001 $1,000,000
Maximum Gift Tax Rate 35% 55%
Estate Tax Exemption $5,120,0001 $1,000,000
Maximum Estate Tax Rate 35% 55%
GST Exemption $5,120,0001 $1,400,0002

GST Tax Rate 35% 55%
Top Income Tax Rate 35% 39.6%
Top Capital Gains Rate3 15% 20%
Social Security Payroll Tax
1 This amount will be indexed for inflation.
2 The 2013 GST Exemption is to be adjusted 
for inflation.  The amount of $1.4 million is a 
rough estimate.
3 The capital gains rate for collectibles and 
certain depreciable property is higher.

6.2% 6.2%
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A Golden Gifting Opportunity

• For 2012, the gift tax exemption is a surprising 
$5 million per individual, or $10.24 million per 
couple. 
– With a $15+ trillion national debt, future gift and estate tax laws 

may be significantly more onerous. 

• Note that in 2009 the gift tax exemption was only $1 million.

– This may prove to be the best time ever to shelter assets 
from the estate taxes through lifetime gifting strategies.  For 
example, President Obama’s current budget plan includes a 
baseline assumption that the estate tax exemption after 2012 will 
return to 2009 levels ($3.5 million exemption and 45% estate tax 
rate).  
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Why Consider Gifting?
• Avoid Paying Estate Taxes on Future Income and 

Appreciation:

– If a $5 million gift were to grow to $15 million by the time of 
the donor’s death, the estate tax savings could be $5.5 
million (55% of the $10 million of appreciation).  

– In addition, all income from the gifted assets will be out of 
the donor’s taxable estate.

• Asset Protection:  Those who wish to shelter assets 
from possible future claims can shift assets to special 
types of trusts to shield assets from both estate taxes 
and creditors.
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Why Consider Gifting?
• Family Gifting Trusts: Spouse A creates an irrevocable trust for the benefit of 

Spouse B and/or their descendants, and funds it with a $5 million gift.  Spouse B is 
the Trustee.  Spouse B can distribute funds from the trust for his or her and/or the 
other beneficiaries’ health, education, maintenance and support.  Spouse B has full 
control of the trust’s assets.  None of the assets in this trust should be includable in 
either spouse’s taxable estate, and the trust’s assets should also be exempt from 
creditors.  

– To enhance the estate tax savings, Spouse A could also lend funds to the trust at 
the currently low Applicable Federal Rates (AFR), so that the income in excess 
of the AFR and the future appreciation of the loan amount then accrues to the 
trust, safe from estate taxes.  Moreover, this doesn’t have to be a one-way 
street.  

– With care to avoid the “reciprocal trust doctrine,” Spouse B can also establish a 
trust for Spouse A’s benefit.

– Consider 3.8% Medicare  Surtax applicable to trusts

• Gift Splitting:  Through a technique called “gift splitting” a married couple can agree 
to treat gifts made by either of them to others as if the gift were made equally by each 
of them.  With gift splitting, either spouse may make a gift of up to $10 million.  

– This is an excellent way for a wealthy spouse to use the exemption of a less 
wealthy spouse whose exemption may otherwise be wasted.
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Why Consider Gifting?
• Business Succession Planning: To avoid estate tax on 

the family business, while still retaining control of the 
entity, consider making a gift of nonvoting stock or limited 
partnership interests.  
– The valuation discount on these types of ownership interests leverages 

the gift tax exemption, allowing it to “stretch” farther.  Nothing in the Act 
adversely impacts this type of gift planning.

• Additional Insurance for Gifts or Sales of Hard-to-
Value Assets to Trusts: The larger gift tax exemptions 
create additional cushion against the possibility of gift taxes 
being imposed on gifts and sales of hard-to-value assets, 
such as limited partnership interests or ownership interests 
in closely held businesses, to irrevocable family gifting 
trusts.
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Why Consider Gifting?
• Sheltering Family Wealth from Estate and Generation 

Skipping Taxes into Perpetuity
• “Dynasty Trusts” or “Generation Skipping Trusts,” can be 

structured so that they should be sheltered from estate taxes and 
generation skipping taxes, even into perpetuity in the states that 
permit perpetual trusts. 

• Assets in these types of trusts should also be sheltered from 
attack by the beneficiaries’ creditors.  

• Trust gifting also allows the donor to specify how the assets will 
pass to or for the benefit of her or his beneficiaries in the future, 
usually so the assets remain exclusively for the donor’s 
descendants. 

• Outright gifts offer none of these advantages.
– Consider 3.8% Medicare Surtax applicable to trusts 
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Questions?
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