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l. Introduction

On May 4, just a few days before the American Bar Association Section of Taxation's annual meeting in Washington,
the Ohio Supreme Court issued its landmark decision in Corrigan v. Testa.’ The proximity of the decision's issuance
to the date of the meeting precluded a panel discussion on it. However, practitioners in attendance discussed the
case privately with great interest.2 Corrigan is the latest in a long line of cases involving a state -- in this case Ohio --
attempting to impose its net-income-based tax on nonresidents whose only connections with the state are their
ownership interests in passthrough entities operating there.

The significance of nonresident owner nexus cases rests not only in their interpretation of long-standing
constitutional provisions® but, more importantly, in their widespread applicability. Indeed, passthrough entities* have
replaced corporations as the most common business structure. In fact, more than half of all business net income
now flows through noncorporate passthrough entities, that is, partnerships and limited liability companies.®

Given that passthrough entities have become so prevalent and are generally not subject to an entity-level tax, states
have searched for ways to tax the income derived by the passthrough entity from sources in their state and
distributed (either actually or for income tax accounting purposes) to nonresident owners. Their search has led them
to use a variety of mechanisms to attempt to tax these nonresident owners.
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The most common approach to taxing the income earned by a passthrough entity distributable to its nonresident
owners is to require the entity to either withhold tax on the distributions or file composite returns on behalf of those
owners. In fact, 38 states have some form of nonresident withholding provisions or composite return filing
requirement.®

Although less common, a more direct (but likewise more questionable) approach is taken by a handful of states like
Idaho” and Kentucky,® which expressly provide (either by statute or regulation) that a nonresident owner of a
passthrough entity is doing business in the state and thus is subject to the state's income tax simply by virtue of its
ownership interest in a passthrough entity that itself is doing business in the state. Similarly, effective January 1,
2017, corporate partners of partnerships that own or use capital, plant, or other property in Louisiana will be subject
to Louisiana's corporation franchise tax.?

A more recent and apparently increasingly popular approach to capturing the income attributable to nonresident
owners of passthrough entities is through "factor presence nexus," which is nothing more than an arbitrary bright-line
nexus threshold. A growing number of states, including Alabama,'? California," Colorado,'? Connecticut,'3
Michigan,’* New York,'> Ohio,'® and Tennessee,!” assert nexus for income and some other business activity taxes
over out-of-state taxpayers whose in-state sales or receipts exceed a defined threshold.

Alabama, which adopted the Multistate Tax Commission's model factor presence nexus threshold standards,
provides that for Alabama income tax and financial institution excise tax (FIET) purposes, a taxpayer is deemed to
have nexus with Alabama if, in any tax period, the taxpayer has:

« $50,000 or more in property or payroll;

« $500,000 or more in sales; or

« 25 percent of its total property, payroll, or sales, apportioned to Alabama.'®

Because threshold amounts are applied at the entity level, if a passthrough entity's payroll, property, or sales exceed
the threshold amounts, its owners are deemed automatically subject to income tax or FIET on their distributive share
of the entity's Alabama-source income. Consequently, nonresident owners of passthrough entities may be subject to
Alabama income tax or FIET on their distributive shares, regardless of whether the nonresident owner has any
physical or other economic presence in the state or holds only a limited interest in terms of management. The result
of this statute is that many nonresident owners will now have Alabama filing obligations if their passthrough entities
exceed any of the above-listed thresholds.

While one could argue that a state can constitutionally require a passthrough entity with operations in that state to
withhold that state's income tax from its nonresident owners' distributive shares of the state-source income,'? it is not
at all clear that the jurisdiction to tax income within a state's borders extends to jurisdiction to tax the nonresident
owner directly either (1) through the statutory declaration that owning an interest in a passthrough entity doing
business in the state constitutes doing business in the state by the nonresident owner or (2) by establishing a bright-
line nexus threshold through the apportionment factors of the passthrough entity.

Regardless of whether a state has a clear statutory basis for asserting nexus over a nonresident owner of a
passthrough entity, as Walter Hellerstein recently noted:

http://www.taxnotes.com/imp/18592056 2/11



9/12/2016 Blurred Lines: State Taxation of Nonresident Partners

states almost invariably treat nonresident partners (both general and limited) as well as owners of interests in
other flow-through entities (including S corporation shareholders and members of LLCs that elect partnership
status) as having nexus in the states in which their flow-through entities have nexus on the basis of the aggregate
theory of partnership.2°

Despite numerous states'?! position regarding their ability to assert nexus over nonresident owners of passthrough
entities doing business in their state, whether merely holding an interest in a passthrough entity creates nexus with
the state in which the entity does business remains a frequently litigated topic.22 The remainder of this article
discusses recent cases and rulings in California, Missouri, and Ohio, while examining the different approaches each
state (and its courts) have taken in determining whether a nonresident owner is taxable in the state.

Il. Engaged in Business Cases

As noted above, a number of states have statutorily declared that a nonresident owner of a passthrough entity is
doing business in a state, and thus subject to taxation, simply by virtue of their ownership interest in the passthrough
entity doing business in the state. Others have taken the position that nexus exists if the nonresident owner's
distributive share of the passthrough entity's in-state apportionment factors exceed a defined threshold. California is
a state that has managed to combine both approaches.?? As the readers may sense, the authors have constitutional
concerns with each approach.

A. California

Since 2011 California has enforced a broad standard for doing business that affects out-of-state corporations and
passthrough entities (and their owners) that have property, payroll or sales attributable to the Golden State.?* Part of
California's doing business standard looks to inflation-adjusted factor presence nexus thresholds, which are declared
to include the pro rata or distributive share attributable to an ownership interest in a passthrough entity.2%

Also, in July 2014, very likely as a result of pending litigation, the California Franchise Tax Board issued Legal Ruling
2014-01,%% which addressed when a business entity?’ is required to file a California franchise or income tax return
and is subject to tax based on its membership interest in an LLC that has elected to be treated as a partnership for
federal and state income tax purposes. Specifically, if an LLC meets the standard for doing business in Cal. Rev. &
Tax. Code section 23101, its members will also be treated as doing business in California regardless of whether its
members' own operations in the state exceed the sales, property, and payroll thresholds and regardless of whether
the member is a managing or a non-managing member.28

The FTB continues to assert that Appeals of Amman & Schmid Finanz AG?° does not apply to non-managing
members of LLCs. In Amman & Schmid, the California State Board of Equalization carved out a limited exception to
the doing business standard regarding limited partners of limited partnerships by finding that limited partners are not
active participants in partnerships and therefore are not "actively engaging in profit-seeking transactions."% In Legal
Ruling 2014-01, the FTB concluded that the BOE's decision in Amman & Schmid hinged on the right to manage or
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control the decision-making process of the entity, not whether a partner had limited liability.3' The FTB ruling
attempts to distinguish the control and management rights of general and limited partners and reasons that because
the default rules in California's LLC act provide that all members have the right to manage the LLC, all members of
LLCs should be treated similarly to general partners in the partnership context. Thus, the LLC's activities should be
attributable to all its members.32 Therefore, according to the FTB, if an LLC classified as a partnership for income tax
purposes is doing business in California, its members will be deemed to be doing business in California as well.33

The FTB issued Legal Ruling 2014-01 while Swart Enterprises Inc. v. California Franchise Tax Board®* was pending,
seemingly in an attempt to establish its position on the doing business standard. That effort failed, however, as the
Callifornia Superior Court, relying heavily on the BOE's decision in Amman & Schmid, concluded that an lowa
corporation was not doing business in California through its mere ownership of a 0.2 percent interest in an LLC
treated as a partnership and resident in San Francisco. The lowa corporation was engaged in farming activities in
Kansas and Nebraska but held an interest in an LLC with a San Francisco mailing address that leased and disposed
of capital equipment in various states, including California. In its opinion, the trial court distinguished the lowa
corporation's activities from those described in Legal Ruling 2014-01, noting that like the foreign corporations in
Amman & Schmid, the lowa corporation also lacked the authority to manage or control the LLC. Ultimately, the court
concluded that the lowa corporation's passive investment in the LLC doing business in California was not enough to
be considered to be doing business in California under the statute and, therefore, Swart Enterprises could not be
held liable for the $800 minimum California franchise tax. In January 2015 the FTB appealed the trial court's
decision. The appeal remains listed on the FTB's litigation roster as awaiting a date for oral argument.

California has fared better in enforcing its position in the context of general partnerships.3® Most recently, in Matter
of the Appeal of CFL LP,3® the BOE ruled that an Arizona LP that was a general partner in a California general
partnership was doing business in California and thus subject to the minimum $800 franchise tax. The Arizona LP
was engaged in real estate investment in Arizona but owned a 12.5 percent interest in the California general
partnership, which owned a single commercial real estate property in Tucson, Arizona. In a "guilt by association"
ruling, the BOE concluded that the California general partner, which owned the remaining 87.5 percent of the
California general partnership and managed its day-to-day operations, was doing business in California. Accordingly,
the Arizona LP was likewise deemed to be doing business in California and was therefore subject to the minimum tax
-- not because of its own activities in California but because of the activities of its partner.

These are just a few examples of California's hotly contested position that if a passthrough entity is doing business in
California, then so are its nonresident owners. What is interesting is that in none of these cases did the BOE or FTB
take up the constitutional requirement that the nonresident owner must itself have a substantial nexus with California.

B. Missouri

One of the most recent opinions addressing whether a nonresident owner's interest in a passthrough entity creates
sufficient nexus with a state was handed down by the Missouri Supreme Court last year in Southwestern Bell
Telephone Co. v. Director of Revenue.3”

The taxpayer in Southwestern Bell was a Delaware holding corporation formed as the result of a 2001 restructuring.
The holding corporation's purpose was to manage a telecommunications business's Missouri operations, but it did
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not directly own any assets in the state. Rather, its only contact with Missouri was its ownership interest in an LP
engaged in business there.®® In determining whether the holding corporation was subject to Missouri franchise tax,

the Missouri Supreme Court stated the issue as follows:

Whether a foreign corporation that has been engaged in business in this state and paying Missouri franchise
taxes for decades can escape all liability for such taxes -- even though it continues to be engaged in the same
business in the same locations using the same assets merely by inserting a wholly owned limited partnership to
own and operate those assets.3°

Based on the manner in which the question was framed, it came as no surprise that the court quickly and adamantly
answered in the negative, finding the holding corporation-partner liable for Missouri franchise taxes for the 2003-

2005 tax years.

In reaching its conclusion, the court focused exclusively on whether the holding corporation-partner was engaged in
business in Missouri, which is the sole statutory prerequisite for a foreign corporation to be subject to Missouri
franchise tax.*? The court found that the holding corporation was engaged in the same business in Missouri that the
predecessor taxpayer was engaged in before the 2001 restructuring.*! The test was whether the holding corporation
was employing assets in Missouri, regardless of whether it directly owned the assets.*? The court explained that a
foreign corporation is engaged in business in Missouri, whether it does so directly or indirectly through a wholly
owned LP. Specifically, the court wrote:

For purposes of deciding whether Holdings was subject to franchise tax under section 147.010.1, it does not
matter whether Holdings engaged in business in this state by employing a wholly owned limited partnership (that
is, LP) or whether it engaged in business here by employing LP's assets directly. Instead, under the plain
language of [the statute], the only thing that matters is whether Holdings was "engaged in business in this
state."43

In other words, it didn't matter whether the holding corporation-partner engaged in business in the state through a
wholly owned LP or whether it engaged in business by using the LP's assets directly.

Notably, nowhere in its opinion did the court utter the word "nexus," nor did it touch on any potential constitutional
limitations on the state's jurisdiction to impose tax on the holding corporation partner, even though the holding
corporation briefly mentioned these issues in its brief to the court. Rather, the court's exclusive focus was on whether
the holding corporation was engaged in business in Missouri. While this omission suggests an analytically incomplete
opinion, perhaps it is understandable given the company's history with Missouri, which provides a painful illustration
of bad facts making bad law. As the Missouri Department of Revenue pointed out and the court echoed, the
predecessor entity paid substantial Missouri corporation franchise taxes from at least 1975 to 2001,%* which may
explain the seemingly harsh tone the court used in framing the issue.

Ill. Constitutional Limitations on
States' Jurisdiction to Tax
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As noted above, the courts in Missouri and California seemed to focus their analyses exclusively on whether the
nonresident owners' activities fell within the statutory definition of doing business, without any consideration of
constitutional limitations on state jurisdiction to tax. And from an analytical standpoint, it makes sense to "consider
issues of state statutory jurisdiction before addressing federal constitutional restraints on state taxing jurisdiction,
because it is only when a taxpayer's activities subject it to jurisdiction under the state statute that one even needs to
invoke federal constitutional restraints on state taxing power."*® Nevertheless, the failure to even consider the federal
constitutional restraints arguably renders those decisions incomplete. Perhaps that is why taxpayers and
practitioners alike have been so interested in the Corrigan case in Ohio, which focused exclusively on the
constitutional issues raised by the taxpayer.*6

In Corrigan, the Ohio Supreme Court concluded that the federal 14th Amendment due process clause barred Ohio
from imposing a personal income tax on the capital gain a nonresident realized from the sale of his equity interest in
an LLC that was doing business in Ohio.#” At the outset, it must be noted that this was not a case in which the state
was attempting to tax the distributive share of the LLC's operating income to its nonresident members.*®

In 2000, Patton R. Corrigan, a nonresident of Ohio, acquired an interest in Mansfield Plumbing LLC, which was
unquestionably doing business in Ohio as well as in the 49 other states and some foreign countries.*? Corrigan
owned just over 79 percent of Mansfield Plumbing and held the title of manager, although he evidently was not
involved in overseeing the company's day-to-day operations.?? In 2004 Corrigan sold his membership interest in
Mansfield Plumbing to an unrelated third party and realized a capital gain of about $27 million." For Ohio personal
income tax purposes, Corrigan treated the entire amount of this capital gain as nonbusiness income that was
allocable outside Ohio.52

During the tax year at issue, Ohio law provided that:

A pass-through entity investor that owns, directly or indirectly, at least twenty percent of the pass-through entity at
any time during the current taxable year or either of the two preceding taxable years shall apportion any income,
including gain or loss, realized from the sale, exchange, or other disposition of a debt or equity interest in the
entity as prescribed in this section. For such purposes, in lieu of using the method prescribed by sections 5747.20
and 5747.21 of the Revised Code, the investor shall apportion the income using the average of the pass-through
entity's apportionment fractions otherwise applicable under section 5747.21 of the Revised Code for the current
and two preceding taxable years. If the pass-through entity was not in business for one or more of those years,
each year that the entity was not in business shall be excluded in determining the average.53

Applying Ohio Rev. Code section 5742.212, the Ohio Department of Taxation assessed Corrigan personal income
tax on the deemed Ohio-based portion of the capital gain realized from the sale of his membership interest in
Mansfield Plumbing.%*

Unlike the Missouri Supreme Court in Southwestern Bell, the Ohio Supreme Court focused its analysis on the due

process clause,5 ultimately concluding that "the assessment of a tax on Corrigan's capital gain cannot be sustained
under the basic due-process test for the exercise of proper tax jurisdiction"® because in the absence of a unitary
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relationship between Corrigan and Mansfield Plumbing, "Corrigan's sale of his interest in Mansfield Plumbing did not
avail him of Ohio's protections and benefits in any direct way."®’

While most state and local tax practitioners rejoiced at Corrigan's outcome and many similarly situated taxpayers
have likely begun preparing their refund claims, that joy may be short-lived if the department elects to petition the
U.S. Supreme Court for certiorari.>® As Hellerstein noted,?® the decision conflicts with the New York Court of Appeals'
decision in Allied-Signal 1,5° which may increase the likelihood that the Court would take up the case on appeal.
Although the Court has issued a spate of pro-defendant due process clause cases in just the past few years -- albeit
none in the state tax context -- it is unclear how that would affect the likelihood that four justices may vote in favor of
issuing the writ.

IV. Conclusion

As the above discussion shows, the state taxation of passthrough entities and their owners is ever evolving regarding
both the case law and statutory and regulatory changes. Thus, it is important for the owners of and tax advisers to
passthrough entities to closely monitor these developments. It is also important for nonresident owners facing tax
assessments based solely on their ownership of passthrough entities to consider whether the state has the authority
to impose the tax, both from a statutory perspective as well as from a constitutional standpoint.
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" No. 2014-1836, slip op. 2016-Ohio-2805 (May 4, 2016) .
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Plastics LP v. Zehnder, 726 N.E.2d 73 (lll. App. 2000); SAHI USA Inc. v. Commissioner of Revenue, No. C262668
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33 d. at 4.
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36 In the Matter of the Appeal of CFL LP, No. 764609 (Cal. State Bd. of Equal. 2014) (released for publication in July
2015) (not to be cited as precedent).
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it had been paying North Carolina income tax for a number of years on its distributive share of North Carolina source
income. The corporate LP and the partnership were found not to be unitary).
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50 /g,

51 d.

52 |d. at 4.

53 See id. at 9, quoting Ohio Rev. Code section 5742.212. The current statute is substantively the same.

54 Id. at 5.

55 For a discussion of the impact of recent due process clause decisions by the U.S. Supreme Court on state
taxation, see Mary T. Benton and Clark Calhoun, "Has the Due Process Clause Gotten Its Groove Back?" State Tax

http://www.taxnotes.com/imp/18592056 10/11



9/12/2016 Blurred Lines: State Taxation of Nonresident Partners

Notes, June 4, 2012, p. 721 (1; and Clark Calhoun and Andrew W. Yates, "More Adventures in Due Process," State
Tax Notes, May 26, 2014, p. 471 (1.

56 Jd. at 6. That conclusion obviated any need for a separate analysis under the commerce clause.

57 |d. at 13. For a similar result in a gain case, see [Taxpayer] v. North Carolina Dept. of Rev., supra note 47.
58 At the time this article was submitted, the department's deadline to file a petition had not expired.

59 Hellerstein, supra note 20.

60 Allied-Signal Inc. v. Commissioner of Finance, 588 N.E.2d 731 (N.Y. 1991).

END OF FOOTNOTES

©® DOCUMENT ATTRIBUTES v

JURISDICTIONS UNITED STATES ALABAMA CALIFORNIA COLORADO
CONNECTICUT IDAHO KENTUCKY MICHIGAN
MISSOURI OHIO

SUBJECT AREAS CORPORATE TAXATION  INDIVIDUAL INCOME TAXATION
LITIGATION AND APPEALS  NEXUS
PARTNERSHIPS AND OTHER PASSTHROUGH ENTITIES
REAL ESTATE TAXATION RESIDENCY
RETURN PREPARATION

MAGAZINE CITATION STATE TAX NOTES, AUG. 29, 2016, P. 689
81 STATE TAX NOTES 689 (AUG. 29, 2016)

AUTHORS WILLIAM T. Il THISTLE, BRUCE P. ELY AND CHRISTOPHER R.
GRISSOM

AFFILIATED INSTITUTION BRADLEY ARANT BOULT CUMMINGS LLP

TAX ANALYSTS DOCUMENT NUMBER DOC 2016-15283

TAX ANALYSTS ELECTRONIC CITATION 2016 STT 176-8

http://www.taxnotes.com/imp/18592056 11/11



