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Nexus and Multistate Taxes:
A Brave New World for Software Firms
The complexity of managing sales tax compliance
amid various and often-changing state rules can
be a headache for any company. But software firms
face unique concerns when it comes to tracking tax
obligations across multiple jurisdictions. New state
laws aimed at trying to capture revenue from out-ofstate sellers are particularly focused on the sale of
software. Considering software’s digital, shareable
nature and the widespread use of cloud computing,
sales of software beg the question of what “location”
really means in a virtual transaction.
Location matters because while software might exist
in a cloud service, taxation must occur someplace or
other. And in the case of interstate sales, it must occur
in only one of those states, not both, a situation that
can only occur if states first agree on the nature and
location of the transactions in question. In the absence
of such agreement, each state is defining rules as if
in a vacuum. Meanwhile, software companies must
operate in an evolving landscape in which the nature
of their presence in a state may suddenly be deemed
substantial enough to require them to collect sales
taxes – a principle called “nexus.”

“Sales of software beg
the question of what
“location” really means
in a virtual transaction”
Most commonly defined as “sufficient physical
presence,” nexus means that a business has a
connection to a state such that the state is permitted to
tax its transactions according to the U.S. Constitution.1
Having sales tax nexus in a given state requires a
business to collect and remit taxes on transactions
with customers in that state. Each state has its own
definition of nexus, with triggering activities ranging
from operating an office or warehouse to receiving
click-through referrals from someone living in the state.
Legislation concerning the principles of nexus dates back to
at least 1939, and the word first appeared as a legal term in
1967.2 But since the economic downturn in 2008, nexus has
become a prominent topic of discussion as cash-strapped
states have grown their list of nexus-creating activities in an
effort to capture sales tax revenue from out-of-state online
retailers. The growth of digital software is central to this
renewed discussion over the bounds of tax law.
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For software companies, changes in laws concerning
nexus can be challenging to understand and track. The
seemingly mundane world of sales-tax law is now a
dizzying hall of mirrors for businesses who sell digital
products across state lines. Data provided by Bloomberg
BNA’s 2017 Survey of State Tax Departments3 highlights
some of the trickier issues software companies should be
paying attention to when it comes to nexus and sales tax.

What is Nexus?
In the context of sales tax, nexus is a business’s
involvement in a given state that rises to a level at
which the state can justify requiring it to register in the
state, collect sales taxes on all transactions there, and
remit those taxes to the state. The types of involvement
that can trigger nexus range from physical business
operations like maintaining a facility or employees to entirely
virtual activities such as selling software licenses there.4

“The U.S. Constitution
provides states with the
legal basis to tax out-ofstate businesses”
The U.S. Constitution provides states with the legal basis
to tax out-of-state businesses : The U.S. Commerce
Clause governs the taxation of interstate commerce,5
and the Due Process Clause prevents undue taxation by
requiring a minimum connection between a state and
the entity or transaction it seeks to tax.6
The U.S. Supreme Court has interpreted these clauses
in a series of rulings dating back decades. In 1977, the
Court decided in Complete Auto Transit, Inc. v. Brady
(430 U.S. 274) that there must be “substantial nexus”
between the taxing state and the taxed entity.7 In 1992,
the Court found in Quill Corp. v. North Dakota (504 U.S.
298) that nexus constitutes a “physical presence” in the
taxing state.8 Some legal authorities believe that states’
recent effort to expand nexus to out-of-state retailers is
a direct challenge to the Supreme Court’s definition of
nexus as defined in Quill.
Judging Presence
The judgment about which companies have nexus in a given
state is generally governed by standards of physical presence
or economic presence, and in some cases by a combination
of the two, known across states as “factor presence.”
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Software, Nexus, and Sales Tax

Physical Presence: On-the-ground business activities like
maintaining employees or property in a state are the
most straightforward triggers for nexus. According to
Bloomberg BNA’s 2017 Survey of State Tax Departments,
nine states base their sales tax nexus policy, either as
a whole or in part, on the physical presence standard:
Delaware, Hawaii, Michigan, Nebraska, New Mexico,
Oklahoma, Pennsylvania, Rhode Island, and Texas. New
York City also follows this standard.

The rules that states apply to sales tax were developed
in an era when most transactions involved a seller
providing tangible personal property (TPP) or services
directly to a buyer, and collecting tax on the sale right
then. Now, things are more complex: An increasing
share of transactions occur digitally, there is sometimes
no distinction between “products” and “services,” and
consumers may be using products they don’t physically
possess in the traditional sense of the word.

Economic Presence: A business can also create a substantial
connection to a state without setting foot in it. The economic
presence standard has historically been applied to nexus
for state income tax, but many states have expanded it to
sales tax laws in recent years. This standard is based on a
business’s engagement in regular, systematic sales into a
state that total above a certain threshold, such as $100,000
in a 12-month period. Vermont, Washington, Alabama,
Maine, and Massachusetts have these types of laws. Some
states, like Ohio and Rhode Island, have tied economic
nexus to consumers’ use of an out-of-state retailer’s
software − a move that reflects the dominance of large
online retailers like Amazon that offer their own apps for
mobile devices. Five other states that have economic nexus
legislation that is being challenged or delayed are Indiana,
North Dakota, South Dakota, Tennessee, and Wyoming.
Factor Presence: This standard combines physical and
economic presence requirements, setting out sets of
thresholds that business must meet in order to trigger
nexus. This formula is based on the Multistate Tax
Commission’s model statute, Factor Presence Nexus
Standard for Business Activity Taxes:9 $50,000 of
property, $50,000 of payroll, and $500,000 of sales,
or 25 percent of total property, total payroll, or total
sales. Thirteen states base their nexus policy, as a whole
or in part, on the factor presence standard: Alabama,
California, Colorado, Connecticut, Kentucky, Maryland,
Massachusetts, Minnesota, Nebraska, Oklahoma,
Tennessee, Virginia, and West Virginia.

States are adapting haphazardly to these confusing
circumstances while software purveyors desperately
seek any indication that uniformity of regulation may
emerge across states anytime soon. As is evident from
Bloomberg BNA’s 2017 Survey of State Tax Departments,
the current rules governing sales tax for out-of-state
software transactions are a wild mishmash across states.
Notably, many states are refraining from an aggressive
stance on the issue, likely because the U.S. Supreme
Court’s decision in Quill Corp. v. North Dakota is widely
interpreted to require a more substantial physical
presence in a state than a digital transmission creates.
Legal challenges to that decision are making their way
through the courts, most prominently South Dakota v.
Wayfair, Inc. – “the kill-Quill case” − which awaits the
South Dakota Supreme Court’s decision on whether the
question should be heard by the U.S. Supreme Court.10

“Consumers may be
using products they
don’t physically possess
in the traditional sense
of the word”

Common Nexus Triggering Events for Software Companies
Hired new staff
Launched new or expanded products/services
Added online or SaaS model
Added subscription-based model
Added channels or partners
Sells direct to consumers
Opened office in new locations
Started selling online
Involved in merger or acquisition
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Tax implications triggered by high-growth software companies
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Topics of concern to software purveyors that were
investigated in Bloomberg BNA’s 2017 Survey of State
Tax Departments involve the sourcing of software
transactions – a particularly tricky subject − and
software-related activities that create nexus, an issue on
which states disagree more widely than they do on most
matters of sales-tax law.
Sourcing Software Transactions 11
When imposing sales and use taxes, states follow
sourcing rules that specify the location of a sale. These
rules dictate which jurisdiction gets to collect the tax on
the revenue from the sale. In the era before intensive
interstate commerce, this was a question for local
jurisdictions. With the explosion of online sales, it’s
become increasingly a question of which state – that of
the buyer or the seller – is to be deemed the source (or
location) of the sale. In most instances, the place where
the goods are to be consumed or used is identified as
the source, but sourcing rules vary from state to state and
may differ depending on factors such as the object of the
transaction, the type of transaction, and mode of delivery.

“Electronic download
raises questions about
whether software should
be considered tangible
personal property”
Sourcing is especially complicated for transactions
involving software. The option to deliver software
products via electronic downloads, which do not share
the physical characteristics of software delivered via
tangible media, raises questions about whether it
should be considered tangible personal property at all.
And sales that result in consumers virtually accessing
software that exists in a third location brings confusion
to the issue of these products’ place of use.
While many states consider software to be tangible
personal property no matter how it is delivered, some
require software sales to be taxed as TPP only when
delivered to the consumer by specified methods. In
particular, states diverge on how they handle sales
in which out-of-state customers purchase access
to software that is not physically delivered. The
inconsistency among states in this part of tax law is
reflected in the various rules for where to source such a
transaction, variably: the location of the software’s use;
the customer’s billing address; the server’s location; or
another location such as the retailer’s address.
Creating Nexus with Digital Property
Another complication with software sales is the question
of nexus. Bloomberg BNA’s 2017 Survey of State Tax
Departments found that in most states, selling remote
access to digital products does not create nexus.
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Sample Sourcing Use Case
“CompuZip,” a fictional Massachusetts software
company, gets two orders from customers in
Connecticut, where the company has nexus.
One of the customers, Julie, wants her software
delivered on a DVD while the other, Bob,
requests an electronic download. According to
Connecticut’s rules on sourcing software sales,
canned software is taxed as tangible personal
property if it’s delivered on a DVD or CD ROM,
so CompuZip charges Julie a 6% retail sales
tax on her purchase. However, canned software
delivered via electronic download to customers
in Connecticut is considered a computer service,
not TPP, so CompuZip charges Bob only 1% on
his purchase – the tax rate for computer and data
processing services.11

In fact, selling remote access to canned software creates
sales tax nexus in only eight of the states that responded
to the survey, and selling remote access to “custom”
software creates nexus in only four of them. However,
every surveyed state except Vermont and Virginia
reported that a representative visiting a state to
customize canned software would create nexus,
unsurprising considering that sending a worker into a
state constitutes physical presence – an easy standard to
define and defend. Additionally, 11 states said that
selling software licenses into their state creates nexus.
Regarding rules governing cloud computing and
software as a service (SaaS), 19 states reported that if
providing access to software and soliciting business
is classified by the state as a sale of tangible property,
then those actions create nexus. A further 35 states said
that even if a company providing access to software and
soliciting business in the state is not classified as the sale
of tangible property, then nexus is created. Additionally,
almost all states surveyed said that renting space on
a third-party server located in the state creates nexus.
Eleven states said they would not find nexus in the event
that a corporation provides access to software and the
customer has an in-state billing address.

Sample Nexus Use Case
“Software Sam,” a fictional Indiana software
company , sells canned software via digital
download to customers in Hawaii and California.
Due to differing nexus rules in the two states, the
company’s sales give it nexus in Hawaii but not
in California. However, a couple weeks later, a
Software Sam representative visits the California
client to customize the software to the customer’s
needs. Now Software Sam has created nexus in
California, too.
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Conclusion
As the responses to Bloomberg BNA’s 2017 Survey
of State Tax Departments demonstrate, software
companies must be increasingly vigilant about states’
sourcing and nexus rules as they apply to various
delivery methods for software.
Because the states are not uniform in their rules on
how nexus is created, software companies should keep
accurate records of business and customer activities to
ensure that receipts are sourced properly and all entities
are registered to file and report taxes in the correct states.
Software companies also may want to consider
automating the sales tax tracking and reporting
process where possible. Up-to-date SaaS products
can track rules and regulations that apply to the
sector’s activities, maintain up-to-date paperwork,
and assist with filing accurate and timely returns.
Automating sales-tax management allows software
makers to concentrate on designing great digital
products instead of wrangling red tape.

“Automating sales-tax
management allows software
makers to concentrate on
designing great products”
This white paper cites results of Bloomberg BNA’s 2017
Survey of State Tax Departments. Now in its 17th year,
this survey clarifies each state’s position on the gray
areas related to the income taxation of corporations and
pass-through entities, as well as to the sales and use
taxation, with an emphasis on nexus policies. For more
information about the survey, contact the editors at taxproductmanagement@bna.com.
For information about automating your transactional tax
compliance process, visit www.avalara.com.
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