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QUESTION PRESENTED 

 
 Whether the decision of the Iowa Supreme Court, 
in acknowledged conflict with the decisions of other 
state courts, violates the Commerce Clause by hold-
ing that a State may tax the income of an out-of-state 
business that maintains no physical presence in the 
taxing State. 
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PARTIES TO THE PROCEEDING 

 
 The parties are as stated in the caption. 

RULE 29.6 CORPORATE 
DISCLOSURE STATEMENT 

 KFC Corporation is currently a subsidiary of 
YUM! Brands, Inc., a publicly owned company. Dur-
ing the periods at issue in the dispute, YUM! Brands, 
Inc. was known as Tricon Global Restaurants, Inc. 
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PETITION FOR A WRIT OF CERTIORARI 

 Petitioner KFC Corporation respectfully petitions 
for a writ of certiorari to review the judgment of the 
Iowa Supreme Court.  

OPINIONS BELOW 

 The opinion of the Iowa Supreme Court (App., 
infra, 1a-50a), dated December 30, 2010, is reported 
at 792 N.W.2d 308.  The decision of the Iowa District 
Court (App., infra, 51a-68a), dated March 23, 2009, is 
unreported.  

 The Final Order of the Director of the Iowa 
Department of Revenue (App., infra, 69a-86a), dated 
November 5, 2008, is unreported.  The ruling of the 
Iowa Department of Inspections and Appeals, Admin-
istrative Hearings Division (App., infra, 87a-101a), 
dated August 8, 2008, is unreported. 

JURISDICTION 

 The decision of the Iowa Supreme Court was 
rendered on December 30, 2010 (App., infra, 1a).  On 
March 15, 2011, Justice Alito granted an extension of 
time within which to file a petition for a writ of 
certiorari to and including April 29, 2011. 

 This Court’s jurisdiction is invoked under 28 
U.S.C. § 1257(a).  
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CONSTITUTIONAL, STATUTORY, AND 
REGULATORY PROVISIONS INVOLVED 

 The Commerce Clause of the United States Con-
stitution, U.S. Const. art. I, § 8, cl. 3, provides: “The 
Congress shall have Power * * * [t]o regulate Com-
merce with foreign Nations, and among the several 
States, and with the Indian Tribes.” 

 The relevant portions of the Iowa statute and 
regulations are set forth at App., infra, 102a-125a.  

INTRODUCTION 

 An entrenched divide exists among the state 
courts over the power of state departments of revenue 
to tax the income of out-of-state businesses that have 
no physical presence in the taxing State.  The Su-
preme Court of Iowa is the latest state court to con-
clude that there is no constitutional impediment to 
a State taxing the income of a business that is physi-
cally located in, and subject to, the income tax juris-
diction of another State and that has done nothing 
more than enter into arms-length contracts with 
third parties within the taxing State.  

 The appellate courts in nearly one-third of the 
States have addressed this issue.  Three of those 
States—Tennessee, Michigan, and Texas—have con-
cluded that a taxing State may not impose on an out-
of-state business a state income or franchise tax 
(e.g., a direct tax on the out-of-state business) unless 
the out-of-state corporation maintains a physical 
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presence–i.e., owns property or has employees— 
in the taxing State.  The appellate courts of 13 
other States—Illinois, Iowa, Louisiana, Maryland, 
Massachusetts, New Jersey, New Mexico, North 
Carolina, Oklahoma, South Carolina, Washington, 
West Virginia, and Wyoming—have reached a differ-
ent conclusion.  Those courts have held that the 
constitutionally required substantial nexus between 
the taxing State and the out-of-state business can 
be satisfied by a mere economic connection, without 
any in-state physical presence, to the taxing jurisdic-
tion. 

 The breadth of the conflict alone justifies this 
Court’s plenary review.  But the decision below is also 
wrong.  Indeed, the Iowa Supreme Court acknowl-
edged in this case that “it might be argued that state 
supreme courts are inherently more sympathetic to 
robust taxing powers of states than is the United 
States Supreme Court.”  App., infra, 32a.  The ruling 
of the Iowa court cannot be reconciled with Quill 
Corp. v. North Dakota, 504 U.S. 298 (1992), where 
this Court reaffirmed the longstanding constitutional 
requirement in National Bellas Hess, Inc. v. Depart-
ment of Revenue of Illinois, 386 U.S. 753 (1967).  Both 
Quill and Bellas Hess hold that the substantial nexus 
between a taxing State and an out-of-state corpora-
tion that is required to satisfy the Commerce Clause 
can be met only if the out-of-state corporation has a 
physical presence in the taxing State.  Although those 
cases addressed the constitutionality of a sales or use 
tax (e.g., a tax on the in-state purchaser of goods) 
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there is no principled distinction between the sales 
and use taxes in Quill and Bellas Hess and the in-
come tax imposed in this case. Indeed, if anything, a 
State has a greater nexus to the collection of taxes on 
an in-state purchaser of taxable goods than it does to 
the income of an out-of-state business that is nowhere 
found within the State’s borders.1 

 Moreover, the decision below reflects a further 
effort by States to expand their revenue bases at the 
expense of out-of-state businesses that have no politi-
cal voice in the taxing States.  In this case, Iowa 
imposed an income tax on petitioner KFC Corpora-
tion, a franchisor of restaurants with no physical 
presence in the State, based only on the income KFC 
earned from its arms-length transactions with in-
state third-party franchisees.  If not overturned, the 
decision below further opens the door for States to tax 
the income derived from any contractual or other 
economic relationship in which an out-of-state party 
receives income from an in-state counterparty.  If this 
alone is sufficient to satisfy the Commerce Clause’s 
substantial nexus requirement, States can tax those 
who receive dividends and interest from in-state 
businesses, authors, sports celebrities and teams, and 
actors who have never set foot in the State.  All that 

 
 1 Generally, “sales” taxes are imposed on purchasers but 
collected by sellers at the time of purchase.  If the purchaser 
does not pay sales tax when it makes a taxable purchase, but 
the property is brought into a State a “use” tax is generally 
imposed.  
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will be required is that some of their income be de-
rived from the sale of a book in a bookstore in the 
State, the sale of clothing bearing their trademark at 
a department store in the State, the playing of a song 
they have written in a bar in the State, or the show-
ing of a movie in which they have acted in a theater 
in that State.  

 Absent this Court’s review, businesses engaged in 
interstate commerce will be left with an intolerable 
patchwork of inconsistent state laws concerning the 
scope of state tax jurisdiction under the Commerce 
Clause.  State taxing authorities in different States 
will be bound by different interpretations of the 
federal constitutional limitations on state taxation of 
out-of-state corporations.  The Court should not allow 
this situation to persist, especially given the billions 
of dollars in state income taxes at stake annually.  

STATEMENT OF THE CASE 

A. Constitutional Framework 

 This Court has long held that the Commerce 
Clause prohibits States from unduly burdening 
interstate commerce.  As this Court has explained, 
“[u]nder the Articles of Confederation, state taxes and 
duties hindered and suppressed interstate commerce; 
the Framers intended the Commerce Clause as a cure 
for these structural ills.”  Quill Corp. v. North Dakota, 
504 U.S. 298, 312 (1992). 

 In National Bellas Hess, Inc. v. Department of 
Revenue of Illinois, 386 U.S. 753 (1967), this Court 
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confirmed the longstanding Commerce Clause doc-
trine that a State imposes an unconstitutional burden 
on interstate commerce when it imposes tax collection 
and remittance responsibilities on an out-of-state 
business that lacks any “physical presence in the 
taxing State.”  Quill, 504 U.S. at 314. The Bellas Hess 
Court canvassed Supreme Court precedent and 
concluded that there is a “sharp distinction” between 
“sellers with retail outlets, solicitors, or property 
within a State, and those who do no more than com-
municate with customers in the State by mail or 
common carrier.”  Bellas Hess, 386 U.S. at 758. 
The Court explained that this distinction, which 
was the basis for subjecting only those entities within 
the State to state taxation, had “been generally 
recognized by the state taxing authorities,” and “is a 
valid one.”  Ibid.  The Court therefore “decline[d] to 
obliterate it.”  Ibid. 

 A decade after Bellas Hess, the Court set forth a 
general test for challenges to the exercise of state 
taxing power under the Commerce Clause in Com-
plete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977).  
In Complete Auto, this Court overruled earlier deci-
sions that had concluded that the Commerce Clause 
was a complete bar to the taxation of purely inter-
state commerce.  The Court thus moved away from its 
prior formalistic approach, under which the outcome 
depended in part on how the state tax was character-
ized.  Under Complete Auto, a state tax will be upheld 
against a Commerce Clause challenge if the state tax: 
(1) “is applied to an activity with a substantial nexus 
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with the taxing State”; (2) “is fairly apportioned”; 
(3) “does not discriminate against interstate com-
merce”; and (4) “is fairly related to the services pro-
vided by the State.”  Id. at 279.  

 In the years that followed Complete Auto, a 
number of state courts concluded that the “substan-
tial nexus” requirement of Complete Auto had re-
placed the need under Bellas Hess for an out-of-state 
business to have a physical presence in the taxing 
State to be constitutionally taxed.  This Court then 
rejected that view in Quill Corporation v. North 
Dakota.  The Court held that “Bellas Hess is not 
inconsistent with Complete Auto and [its] recent 
cases.”  Quill, 504 U.S. at 311.  Reaffirming the 
central holding of Bellas Hess, the Quill Court ruled 
that a “substantial nexus” between the taxing State 
and an out-of-state business under Complete Auto can 
be met only where the business has a “physical 
presence” in the taxing State.  Quill, 504 U.S. at 314. 

 This Court has never revisited Bellas Hess or 
Quill. 
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B. Factual Background 

 KFC Corporation is a franchisor of Kentucky 
Fried Chicken fast-food restaurants.2 

 KFC entered into franchise agreements with 
third-party franchisees, authorizing the franchisees 
to operate independent Kentucky Fried Chicken 
restaurants.  The third-party franchisees owned 
and operated approximately 3,400 Kentucky Fried 
Chicken restaurants throughout the United States, 
including restaurants located in Iowa. 

 During the tax years at issue, neither KFC, nor 
any legal entities affiliated by ownership with KFC, 
owned or operated any restaurants in Iowa.  KFC had 
no employees in Iowa, performed no services in Iowa, 
and did not own any office or business locations in 
Iowa.  Iowa franchisees were subject to Iowa tax on 
the income earned from their franchise operations. 

 KFC received royalty and/or license income from 
the third-party franchisees that owned and operated 
restaurants located in Iowa (and elsewhere).  

C. Proceedings Below 

 1. Respondent Iowa Department of Revenue 
assessed corporate income tax against KFC.  The 

 
 2 The facts recited in the petition are primarily taken from 
the stipulated factual record; no material facts were in dispute.  
Unless stated to the contrary, the facts relate to the years at 
issue, i.e., the tax years that ended December 31, 1997, 1998, 
and 1999. 
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state department of revenue concluded that, even 
though KFC had no physical presence in Iowa, the 
receipt of income from third-party franchisees satis-
fied the nexus requirement under the Commerce 
Clause. 

 KFC filed a protest to the assessment.  An inter-
nal administrative law judge of the Iowa Department 
of Inspections and Appeals affirmed the assessment.  
He reasoned that the assessment did not violate the 
Commerce Clause because “KFC [wa]s deriving 
income from sources inside Iowa.”  App., infra, 96a.  
The Director of the Iowa Department of Revenue 
affirmed the decision of the administrative law judge.  
The Director rejected KFC’s challenge that the tax 
violated the Commerce Clause under Bellas Hess and 
Quill.  App., infra, 81a-84a. 

 2. KFC petitioned for judicial review to the 
Iowa District Court.  

 The state trial court affirmed the Director’s order 
and upheld the assessment.  App., infra, 51a.  The 
state court noted that “there has been no definitive 
answer from the United States Supreme Court re-
garding the taxes at issue in this case.”  App., infra, 
59a.  But the court went on to observe that other 
appellate courts “have reached conclusions similar to 
those of this Court” that an out-of-state business need 
not have a physical presence to be subject to the 
State’s taxing jurisdiction.  App., infra, 59a. 

 3. KFC appealed, and the Iowa Supreme Court 
affirmed the trial court’s ruling.  The state supreme 
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court held that the mere “presence of transactions 
within the state that give rise to KFC revenue pro-
vide a sufficient nexus under established Supreme 
Court precedent.”  App., infra, 35a. 

 In concluding that the physical presence re-
quirement articulated in Bellas Hess and Quill need 
not be applied to income taxes, the state court ex-
plained that the “[l]ynchpin * * * in Quill was not 
logic * * * but stare decisis.”  App., infra, 36a.  The 
state supreme court thus “predict[ed]” that this Court 
would conclude that a third-party franchisee’s in-
state use of KFC’s intangible property—such as 
trademarks and trade secrets—would “amount to the 
functional equivalent of ‘physical presence’ under 
Quill” by the franchisor.  App., infra, 32a, 36a. 

 The Iowa Supreme Court expressly acknowl-
edged that the question presented has divided state 
courts.  The court explained that some state supreme 
courts also have held that “physical presence” is not 
required for the imposition of taxes other than sales 
or use taxes.  The court noted that the first such 
ruling, by the South Carolina Supreme Court in 
Geoffrey, Inc. v. South Carolina Tax Comm’n, 437 
S.E.2d 13 (S.C. 1993), addressed “the physical pres-
ence requirement of Bellas Hess and Quill” in a 
“summary fashion”—broadly holding that “ ‘any cor-
poration that regularly exploits the markets of a state 
should be subject to its jurisdiction to impose an 
income tax even though not physically present.’ ” 
App., infra, 28a-29a (quoting Geoffrey, 437 S.E.2d at 
18).  And the court acknowledged that “the reasoning 
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of Geoffrey has been criticized as cursory and 
conclusory” but, nevertheless, it “has been embraced 
by other state courts.”  App., infra, 29a.  

 The state supreme court further explained that 
some state courts have “gone even further” and have 
held that “even banking transactions within a state 
satisfy the nexus demands of the Commerce Clause 
for purposes of imposition of state taxes other than 
those on sales and use.”  App., infra, 30a.  The state 
court noted that those “cases represent the frontier of 
state assertions of nexus to tax out-of-state entities in 
contexts other than sales or use taxes.”  App., infra, 
30a. 

 The court also acknowledged that “a few state 
court cases seem more sympathetic to applying Quill 
outside the sales and use tax context.”  App., infra, 
30a.  But the state court noted that the “weight of 
state authority” did not require an out-of-state busi-
ness to have a physical presence to be subject to a 
State’s income tax jurisdiction.  App., infra, 31a. 
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REASONS FOR GRANTING THE PETITION 

WHETHER A STATE MAY TAX AN OUT-OF-
STATE BUSINESS WITH NO PHYSICAL TIES 
TO THE STATE IS A BILLION DOLLAR 
QUESTION THAT DIVIDES STATE COURTS 

A. There Is A Sixteen-Court Conflict In The 
State Appellate Courts 

 Twenty years ago, the Supreme Court of North 
Dakota held that the state department of revenue 
could require out-of-state businesses, with no physi-
cal presence in North Dakota, to collect and pay sales 
or use taxes on goods or services for use in that State.  
The state court acknowledged that this Court’s deci-
sion in Bellas Hess precluded that result.  Nonethe-
less, the North Dakota Supreme Court—like the 
court below—criticized this Court’s decisions and 
concluded that intervening Supreme Court decisions, 
as well as “the tremendous social, economic, commer-
cial, and legal innovations since” Bellas Hess, had 
rendered this Court’s earlier precedent “obsolescent.”  
Heitkamp v. Quill Corp., 470 N.W.2d 203, 208 (N.D. 
1991). 

 This Court granted review and reversed the 
North Dakota Supreme Court.  This Court held that 
the requirement that an out-of-state business have 
physical ties to—and not just an economic connection 
with—the taxing State “is not inconsistent with 
Complete Auto [Transit, Inc. v. Brady, 430 U.S. 274 
(1977)] and our recent cases.”  Quill, 504 U.S. at 311. 
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 But portions of the decision in Quill also were 
equivocal—citing concerns of stare decisis in reaching 
its result.  Even though the Court had never sus-
tained the imposition of any state tax on a taxpayer 
with no physical ties to the taxing State, the Court 
did not expressly explain the reach of its holding 
outside the sales and use tax context.  Thus, state 
departments of revenue have concluded it was left to 
them to decide how Bellas Hess and Quill should be 
applied to other taxes.  The result has been nothing 
less than widespread confusion.  

1. An acknowledged division exists in the 
state courts that have addressed the 
question presented 

 There can be no dispute that state appellate 
courts have reached different conclusions on the 
question presented.  Indeed, state courts are well 
aware of the sharp disagreement as to whether the 
Commerce Clause requires an out-of-state taxpayer 
to have a physical presence in the taxing State for 
taxes other than sales or use taxes. 

 In this case, the Iowa Supreme Court acknowl-
edged that—in contrast to its interpretation of this 
Court’s Commerce Clause precedent—some other 
“state court cases seem more sympathetic to applying 
Quill outside the sales and use tax context.”  App., 
infra, 30a.  Conversely, the court noted that other 
state courts—in rejecting the physical presence re-
quirement to income and franchise taxes—have gone 
“even further” than the Iowa Supreme Court here.  
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App., infra, 30a.  The court observed that other state 
courts have held that “even banking transactions 
within a state satisfy the nexus demands of the 
Commerce Clause for purposes of imposition of state 
taxes other than those on sales and use.”  App., infra, 
30a. 

 The court below is not alone in recognizing the 
conflict in the state courts.  For example, as the New 
Jersey Supreme Court explained, “[s]ince the Court 
decided Quill, a split of authority has developed 
regarding whether the Supreme Court’s holding 
was limited to sales and use taxes.”  Lanco, Inc. v. 
Director, Div. of Taxation, 908 A.2d 176, 177 (N.J. 
2006).  That New Jersey ruling was followed shortly 
by a divided West Virginia Supreme Court decision.  
See Tax Commissioner v. MBNA America Bank, N.A., 
640 S.E.2d 226 (W. Va. 2006).  The West Virginia 
court also acknowledged the disagreement among the 
state courts as to whether the physical presence 
requirement reaffirmed in Quill applies to income 
and franchise taxes.  Indeed, that court described the 
issue as a “major question left open by the Supreme 
Court’s opinion.”  Id. at 231; see also Bridges v. Geof-
frey, Inc., 984 So.2d 115, 127 (La. Ct. App. 2008) 
(rejecting the physical presence requirement while 
acknowledging other decisions to the contrary); 
Geoffrey, Inc. v. Oklahoma Tax Comm’n, 132 P.3d 632 
(Okla. Ct. App. 2005) (same); A&F Trademark, Inc. v. 
Tolson, 605 S.E.2d 187, 196 n.9 (N.C. Ct. App. 2004) 
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(same); General Motors Corp. v. City of Seattle, 25 
P.3d 1022, 1028 (Wash. Ct. App. 2001) (same). 

2. The division is entrenched, and it will not 
be resolved absent this Court’s review 

 This acknowledged conflict among the state 
courts will continue to persist unless this Court 
intervenes.  With the decision below, 16 state appel-
late courts have divided over whether the physical 
presence requirement in Bellas Hess and Quill ap-
plies to state income and franchise taxes. 

 a. In addition to the court below, the appellate 
courts of Illinois, Louisiana, Maryland, Massachusetts, 
New Jersey, New Mexico, North Carolina, Oklahoma, 
South Carolina, Washington, West Virginia and 
Wyoming all have held that States may impose 
income and franchise taxes on an out-of-state busi-
ness, even though that business does not maintain 
any physical presence in the State.  The position of 
these state courts is clear: “the taxpayer need not 
have a tangible, physical presence in a state for 
income to be taxable there.”  Geoffrey, Inc. v. South 
Carolina Tax Comm’n, 437 S.E.2d 13, 18 (S.C. 1993).  

 These courts all have concluded that “[n]othing 
* * * in Quill suggested that physical presence is 
required for the imposition of other types of taxes, 
including income-based” taxes.  Capital One Bank v. 
Commissioner of Revenue, 899 N.E.2d 76, 84 (Mass.), 
cert. denied, 129 S.Ct. 2827 (2009).  Instead, these 
courts have decided that the better test is whether 
the taxpayer has a “significant economic presence” in 
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the taxing State sufficient to satisfy the “substantial 
nexus” requirement under the Commerce Clause.  
MBNA America Bank, N.A., 640 S.E.2d at 234; see 
also Bridges, 984 So.2d at 127; Geoffrey, Inc., 132 P.3d 
at 632; A&F Trademark, Inc., 605 S.E.2d at 196 n.9; 
General Motors Corp., 25 P.3d at 1028; Buehner Block 
Co. v. Wyoming Dep’t of Revenue, 139 P.3d 1150, 1158 
n.6 (Wyo. 2006); Kmart Props., Inc. v. Taxation & 
Revenue Dep’t, 131 P.3d 27, 35 (N.M. Ct. App. 2001); 
Comptroller of the Treasury v. Syl, Inc., 825 A.2d 399, 
415-416 (Md. 2003); Borden Chems. & Plastics, L.P. v. 
Zehnder, 726 N.E.2d 73, 80-81 (Ill. Ct. App. 2000).  
These courts have so concluded even though, as the 
dissent in the West Virginia Supreme Court noted, 
“the United States Supreme Court has never held 
in any state tax case that the nexus requirements of 
the Commerce Clause can be satisfied in the absence 
of a taxpayer’s physical presence in the taxing 
state.”  MBNA America Bank, N.A., 640 S.E.2d at 239 
(Benjamin, J., dissenting).  

 b. The decisions of the state appellate courts in 
Tennessee, Michigan, and Texas stand in stark con-
trast to those state court rulings rejecting Bellas Hess 
and Quill. 

 The Tennessee court held that the Tennessee 
department of revenue could not tax the earnings of 
an out-of-state business that had no physical pres-
ence in Tennessee.  J.C. Penney Nat’l Bank v. John-
son, 19 S.W.3d 831 (Tenn. Ct. App. 1999).  The court 
explained that no principled distinction could be 
made for Commerce Clause purposes between such 
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an income-based tax and the sales and use taxes at 
issue in Bellas Hess and Quill.  The Tennessee court 
thus held that, “[w]hile it is true that the Bellas Hess 
and Quill decisions focused on use taxes, we find no 
basis for concluding that the analysis should be 
different in the present case.”  Id. at 839. 

 Appellate courts in Michigan and Texas have 
reached the same result.  The Michigan court ex-
plained that, “after Quill, it is abundantly clear that” 
there must be “a physical presence within a target 
state to establish a substantial nexus to it.”  Guardi-
an Industries Corp. v. Department of Treasury, 499 
N.W.2d 349, 377 (Mich. Ct. App. 1993).  The Texas 
court adhered to Quill’s reasoning in the context of 
the State’s franchise tax, i.e., a tax on the privilege of 
doing business in the State.  Rylander v. Bandag 
Licensing Corp., 18 S.W.3d 296 (Tex. Ct. App. 2000).  
The court held that Texas cannot impose a franchise 
tax on an out-of-state business with no physical 
presence in the State.  The Texas court explained 
that, “[w]hile the decisions in Quill Corp. and Bellas 
Hess involved sales and use taxes, we see no prin-
cipled distinction when the basic issue remains 
whether the state can tax the corporation at all under 
the Commerce Clause.”  Id. at 300.  

 Although these decisions are not from state 
courts of last resort, that neither lessens the need for 
this Court’s review nor makes the state court conflict 
less entrenched.  As a matter of state procedural law, 
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the denial of further review by the Tennessee 
Supreme Court in J.C. Penney amounts to approval of 
the state appellate court’s decision.  State v. Cawood, 
134 S.W.3d 159, 164 n.6 (Tenn. 2004) (when the 
Tennessee Supreme Court “denies a writ of certiorari, 
the Court takes jurisdiction and makes a final dispo-
sition of the case by approving the final decree of the 
intermediate court”). 

 Likewise, both Michigan and Texas law make 
Guardian Industries and Rylander binding precedent 
throughout their respective States.  See Tebo v. 
Havlik, 343 N.W.2d 181, 185 (Mich. 1984); Messina v. 
State, 904 S.W.2d 178, 181 (Tex. App. 1995).  In 
addition, the Michigan department of revenue has 
announced that it will adhere to the physical pres-
ence requirement in light of the Guardian Industries 
decision.  See J.W. Hobbs Corp. v. Revenue Div., Dep’t 
of Treasury, 706 N.W.2d 460, 463 (Mich. App. 2005). 

 c. Given the deep conflict among the state 
courts, this Court’s review is warranted.  Not one of 
the state courts that has addressed the question (on 
either side of the divide) has revisited its prior con-
clusion.  To be sure, there are fewer state courts on 
the latter side of the conflict.  But that is neither 
surprising nor a basis to deny review.  As the Iowa 
Supreme Court acknowledged, state appellate courts 
have been “inherently more sympathetic to robust 
taxing powers of states than is the United States 
Supreme Court.”  App., infra, 32a.  Indeed, before 
Quill, 34 States incorrectly had concluded that Bellas 
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Hess had been overruled by the needs of a modern 
economy.3 

B. The Ruling Below Is Wrong And Involves 
An Important Issue Worth Billions Of Dol-
lars In Taxes Annually 

 Although the division in the state courts alone 
justifies this Court’s review, the petition also should 
be granted because the decision below cannot be 
reconciled with the Court’s precedent.  The issue is of 
such magnitude that its resolution should not depend 
on a patchwork of state appellate court decisions. 

1. This Court has never sustained a state 
tax in the absence of an in-state physical 
presence by the taxpayer 

 a. The ruling below distinguishes Bellas Hess 
and Quill on the ground that the Commerce Clause 
treats sales and use taxes differently than income 
and franchise taxes. 

 But this Court has never drawn that distinction.  
Rather, this Court has long held that the Commerce 
Clause requires a “substantial nexus” between a 
State and an out-of-state business as a necessary 
predicate “before any tax may be levied” by a State.  
Commonwealth Edison Co. v. Montana, 453 U.S. 609, 
626 (1981).  The Court thus rejected the argument 

 
 3 See Br. of Connecticut et al. as amici curiae in support of 
respondent at 2, Quill Corp. v. North Dakota, 504 U.S. 298 
(1992).  
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that its “decision in Complete Auto undercut the 
Bellas Hess rule.”  Quill, 504 U.S. at 311-312.  Quill 
itself recognized that this Court’s prior cases uphold-
ing state taxes all “involved taxpayers who had a 
physical presence in the taxing State.”  Id. at 314.  

 Thus, no decision of this Court ever has sustained 
a state tax imposed on an out-of-state business that 
has no in-state presence in the taxing State.  It is 
only the state court below—and the rulings of 12 
other state courts—that have reached a contrary 
result. 

 b. Cabining Quill and Bellas Hess only to sales 
and use taxes would allow States to tax the very 
transactions that the Constitution protects from state 
interference.  Under the ruling below, a State cannot 
impose sales taxes on sales by an out-of-state busi-
ness with no in-state physical presence, but it can tax 
the income that the same out-of-state business de-
rives from those same sales if there is some “economic 
nexus” to the State. 

 Yet the economic burdens on interstate commerce 
posed by imposition of state income taxes on out- 
of-state businesses are greater than the consequences 
of sales and use taxes, as this Court previously 
has made clear.  National Geographic Soc’y v. 
California Bd. of Equalization, 430 U.S. 551, 558 
(1977).  Because multiple States can seek to tax a 
business’s income, this Court has suggested that a 
higher jurisdictional threshold is required for the 
direct imposition of tax on a business—such as an 
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income tax—than for sales or use tax collection.  Id. 
at 557.  It thus would make no sense for the adminis-
trative burden of a collection obligation for sales and 
use taxes to violate the Commerce Clause, see Quill, 
504 U.S. at 313 n.6, but not an income tax on an out-
of-state business that maintains no physical presence 
in the State.  An income tax involves not only an 
administrative burden but also an immediate finan-
cial obligation for what might be the very same sale 
that cannot be taxed under Quill.4 

 c. The label that a State gives a tax should 
not permit it to evade constitutional scrutiny.  In 
Complete Auto, this Court recognized that the re-
characterization of a tax does not result in a different 
analysis or result under the Constitution.  The Court 
explained that “[a] tailored tax, however accom-
plished, must receive the careful scrutiny of the 
courts to determine whether it produces a forbidden 
effect on interstate commerce.”  Complete Auto, 430 
U.S. at 288 n.15.  Thus, unlike the court below, courts 
must “look[ ]  past ‘the formal language of the tax 
statute [to] its practical effect.’ ” Quill, 504 U.S. at 

 
 4 Moreover, the calculation and payment of state income 
taxes is more burdensome than remitting to States the sales 
taxes collected from in-state purchasers.  State income taxes 
routinely involve complex questions of income inclusion and 
exemption, filing methodology, apportionment and allocation, 
credits, estimated payments, and alternative tax computations.  
For example, Iowa has more than a dozen modifications to 
federal taxable income to compute corporate net income.  Iowa 
Code § 422.35. 
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310 (quoting Complete Auto, 430 U.S. at 279) (second 
brackets in original).  

 Moreover, it would be incongruous to believe—as 
the ruling below implicitly assumes—that this Court 
in construing the Constitution creates different rules 
for different types of taxes or industries.  1 Jerome R. 
Hellerstein & Walter Hellerstein, State Taxation, 
¶ 6.02[2] (3d ed. 1998) (“[O]ne would be hard put to 
justify a constitutional rule that applied only to one 
industry.  It is, after all, not an administrative code 
but ‘a constitution we are expounding.’ ” (emphasis 
and citation omitted)). 

2. The continued state court repudiation 
of the physical presence requirement ad-
versely affects the United States economy 

 The division in the state courts creates signifi-
cant uncertainty for out-of-state businesses in all 
manner of industries.  These state court rulings affect 
credit card companies, authors and music publishers, 
software companies, and now franchisors.  It is esti-
mated that this issue is worth billions of dollars 
annually in taxes.  Until this Court provides a uni-
form understanding of the scope of the Commerce 
Clause, a patchwork of state courts will be left to 
decide who has the right to this money. 

 a. This Court has long viewed with suspicion a 
State’s attempt to export its tax burdens to nonresi-
dents. 



23 

 Out-of-state taxpayers always have been easy 
targets for States facing large deficits—they employ 
no people and own no property in the State.  As this 
Court has explained, the Framers intended the 
Commerce Clause to remedy the failure of the Arti-
cles of Confederation, which had allowed state taxes 
to hinder and suppress interstate commerce in the 
Nation’s early years.  Quill, 504 U.S. at 312.  The 
Commerce Clause ensures that a State may not 
regulate beyond its geographic borders into the 
boundaries of its sister States.  This Court has recog-
nized that, “[i]n a Union of 50 States, to permit each 
State to tax activities outside its borders would have 
drastic consequences for the national economy, as 
businesses could be subjected to severe multiple 
taxation.”  Allied-Signal, Inc. v. Director, Div. of 
Taxation, 504 U.S. 768, 777-778 (1992). 

 This case directly implicates those concerns.  The 
Commerce Clause is offended when one State’s over-
reaching creates the “possibility” of duplicative tax-
ation.  Oklahoma Tax Commission v. Jefferson Lines, 
Inc., 514 U.S. 175, 184-185 (1995); see also Armco Inc. 
v. Hardesty, 467 U.S. 638, 644-645 (1984) (taxpayer 
need not “prove actual discriminatory impact” or else 
“the constitutionality of [one State’s] tax laws would 
depend on the shifting complexities of the tax codes of 
49 other States”).  Here, out-of-state businesses with 
no physical presence in Iowa already are subject to 
the income tax jurisdiction of other States.  Iowa’s 
imposition of the tax at issue here allows in-state 
residents to enjoy entitlements at the expense of 
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those, such as petitioner, that reside elsewhere and 
are outside the State’s political process.  

 Nor is it relevant (if even true) that out-of-state 
businesses now have sufficient political clout to affect 
the state legislative process.  App., infra, 44a.  In 
recent years, the expansion of state taxes to out-of-
state businesses often has been accomplished entirely 
outside the state legislative process.  As state legisla-
tors seeking re-election and voters through direct 
democracy have limited the ability of state govern-
ments to impose new taxes, departments of revenue 
have taken it upon themselves to rewrite the tax code 
through the promulgation of administrative rules or 
the fresh interpretation of existing law.  Indeed, 
in this case, just such non-legislative expansion of 
the state tax code occurred.  As the Iowa Supreme 
Court explained, “[t]he administrative regulations are 
simply a logical interpretation of the statute with 
citation to the evolving case law on the taxation 
of revenues earned or arising out of intangible 
property.”  App., infra, 47a. 

 b. This is a highly suitable vehicle to resolve the 
question presented.  Some of the state courts reject-
ing the Bellas Hess and Quill physical presence test 
arose in the context of transactions between in-state 
and out-of-state affiliates, which state courts often 
have viewed with distrust.  See, e.g., A&F Trademark, 
Inc., 605 S.E.2d at 195 (“[W]e hold that under facts 
such as these where a wholly-owned subsidiary 
licenses trademarks to a related retail company 
operating stores located within North Carolina, there 
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exists a substantial nexus with the State sufficient to 
satisfy the Commerce Clause.”).  But even if that 
could make a difference in those cases, it does not 
here. 

 Here, the Iowa Supreme Court has allowed an 
income tax on a franchisor-franchisee relationship—
where the in-state franchisee is an independent 
business distinct from the out-of-state franchisor.  
Indeed, that independent ownership stake (as well as 
other corresponding indicia of ownership) is one of the 
principal benefits for the franchisee.  But the ruling 
below ignores that distinction, imposing an income 
tax on the franchisor due merely to the economic 
activity of the third-party franchisee.  App., infra, 
33a-36a.  As the decision below demonstrates, a 
number of state courts have found a “substantial 
nexus” between the State and an out-of-state busi-
ness, even when the business’s only connection to the 
State is due to an arms-length transaction with a 
third party.  App., infra, 30a, 42a.  Thus, courts in 
Massachusetts and West Virginia have taxed banks 
for credit card transactions that have occurred inside 
the State.  MBNA, 640 S.E.2d at 226; Capital One, 
899 N.E.2d at 76.  

 Without this Court’s review, the ruling below will 
have a profound effect on an untold number of third-
party relationships.  As this Court noted in Quill, 
absent the physical presence requirements, States 
could impose burdensome sales and use tax collection 
obligations on “a publisher who included a subscrip-
tion card in three issues of its magazine, a vendor 
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whose radio advertisements were heard in [the State] 
on three occasions, and a corporation whose tele-
phone sales force made three calls into the state.”  
Quill, 504 U.S. at 313 n.6.  Only Quill and Bellas 
Hess prevent that result.  But under the rationale of 
the Iowa Supreme Court, the State can collect income 
taxes for any sales derived from those economic 
relationships so long as the out-of-state publisher, 
vendor, or corporation has some “economic” connec-
tion to the taxing State. 

3. The ruling below has international im-
plications 

 State tax jurisdiction is not merely a state issue 
or even only a national one.  Under most interna-
tional tax treaties to which the United States is a 
party, the United States has agreed to tax foreign 
corporations only if they have a “permanent estab-
lishment” in the United States.  That is normally 
defined as a “fixed place of business through which 
the business of an enterprise is wholly or partly 
carried on.”  U.S. Model Income Tax Treaty, art. 5(1), 
Sept. 20, 1996.  In other words, a foreign corporation 
is not subject to United States income tax unless it is 
physically present in this country.  That “permanent 
establishment” requirement is widely used in the 
international arena because of its clarity, reliability, 
and fairness, all of which are principles of tax policy 
that apply equally to state taxes. 

 In addition to the policy interests, these treaties 
are of particular concern here because they generally 
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do not limit the power of States and localities to 
impose taxes on foreign corporations.  See Container 
Corp. of Am. v. Franchise Tax Bd., 463 U.S. 159, 196-
197 (1983).  Consequently, until this Court grants 
review, a foreign business without a permanent 
establishment in the United States could find itself 
subject to state taxes that reject a physical presence 
requirement, even though the foreign corporation 
would not be subject to federal income tax. 

CONCLUSION 

 For the foregoing reasons, the petition for a writ 
of certiorari should be granted. 
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APPENDIX A 

IN THE SUPREME COURT OF IOWA 

No. 09-1032 

Filed December 30, 2010 

KFC CORPORATION, 

  Appellant, 

vs. 

IOWA DEPARTMENT OF REVENUE, 

  Appellee. 
  

 Appeal from the Iowa District Court for Polk 
County, Don C. Nickerson, Judge. 

 On review of agency action, the judgment of the 
district court is affirmed. AFFIRMED. 

 Paul H. Frankel, Craig B. Fields, and Mitchell A. 
Newmark of Morrison & Foerster LLP, New York, 
New York, and John V. Donnelly of Sullivan & Ward, 
P.C., West Des Moines, Iowa, for appellant. 

 Thomas J. Miller, Attorney General, Donald D. 
Stanley, Jr., Special Assistant Attorney General, and 
Marcia E. Mason, Assistant Attorney General, for 
appellee. 

APPEL, Justice. 

 In this case, we must determine whether the 
State of Iowa may impose an income tax on revenue 
received by a foreign corporation that has no tangible 
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physical presence within the state but receives reve-
nues from the use of the corporation’s intangible 
property within the state. After the Iowa Department 
of Revenue (IDOR) imposed an income tax assess-
ment against the out-of-state corporation, the tax-
payer filed a protest with the agency on constitutional 
and statutory grounds. IDOR rejected the protest. On 
review of the agency’s action, the district court af-
firmed. KFC appealed. For the reasons expressed 
below, we affirm the judgment of the district court. 

 
I. Factual and Procedural Background. 

 KFC Corporation (KFC) is a Delaware corpora-
tion with its principal place of business in Louisville, 
Kentucky. Its primary business is the ownership and 
licensing of the KFC trademark and related system. 
KFC licenses its system to independent franchisees 
who own approximately 3400 restaurants throughout 
the United States. While KFC also licenses its system 
to related entities – including KFC National Man-
agement Company – all KFC restaurants in Iowa are 
owned by independent franchisees. KFC owns no 
restaurant properties in Iowa and has no employees 
in Iowa. 

 On October 19, 2001, IDOR issued to KFC an 
assessment in the amount of $284,658.08 for unpaid 
corporate income taxes, penalties, and interest for 
1997, 1998, and 1999. KFC filed a timely protest of 
the assessment. IDOR answered the protest, and the 
matter was assigned by the Iowa Department of 
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Inspections and Appeals to an administrative law 
judge (ALJ). Both sides filed motions for summary 
judgment. 

 In its motion for summary judgment, IDOR 
asserted that the requirements of the Commerce 
Clause were satisfied. IDOR argued that the “physi-
cal presence” requirement established in National 
Bellas Hess, Inc. v. Department of Revenue of Illinois, 
386 U.S. 753, 87 S. Ct. 1389, 18 L. Ed. 2d 505 (1967), 
as reaffirmed in Quill Corp. v. North Dakota, 
504 U.S. 298, 112 S. Ct. 1904, 119 L. Ed. 2d 91 (1992), 
was not necessary when a franchisor licensed in-
tellectual property that generated income for the 
franchisor within the state from operations of in-
dependent franchisees. IDOR asserted that KFC’s 
royalty income based on its franchisees’ Iowa trans-
actions was “taxable because it is derived from Iowa 
customers and is made possible by Iowa’s infrastruc-
ture and legal protection of the Iowa marketplace.” 
IDOR further argued that the imposition of the 
income tax was consistent with Iowa Code section 
422.33(1) (1997) and its implementing administrative 
rules. 

 KFC resisted and filed a summary judgment 
motion of its own. KFC argued that its receipt of 
royalty income was not subject to tax by the State of 
Iowa. KFC observed that in Quill, the United States 
Supreme Court held that a use tax could not be 
imposed on a foreign corporation that had no physical 
contact with the taxing state. KFC noted that the 
Quill Court “did not state that its holding is limited 
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to use tax collection obligations.” KFC argued that, 
because it had no physical presence in Iowa, the state 
could not constitutionally impose the income tax. In 
the alternative, KFC pressed a statutory claim. KFC 
asserted that under Iowa Code section 422.33(1), 
KFC was not subject to tax because it lacked property 
“located or having a situs in this state.” 

 KFC did not raise any issue related to penalties 
in its motion for summary judgment. In its memo-
randum of points and authorities, however, KFC 
asserted that the penalty assessed by IDOR should be 
waived under applicable statutes because it had 
substantial authority to rely upon its position. See 
Iowa Code § 421.27(1)(h), (2)(f), (3)(d). 

 The ALJ issued a detailed ruling in IDOR’s favor. 
The ALJ found that KFC owned, managed, protected, 
and licensed KFC marks and system during the years 
in question. As part of its business, KFC entered into 
franchise agreements with franchisees in Iowa who 
remitted royalty and/or license income to KFC for the 
use of KFC marks and system at a rate of four per-
cent of gross revenues for each month, with a mini-
mum royalty amount adjusted for increases in the 
Consumer Price Index. Throughout the period, KFC 
had the right to control the use of its marks by Iowa 
franchises and the right to control the nature and 
quality of goods sold under the marks by them. 

 Further, the ALJ found that Iowa franchisees 
were required by their franchise agreements to ad-
here to KFC’s requirements regarding menu items, 
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advertising, marketing, and physical facilities. In 
order to comply with applicable standards, Iowa 
franchisees were required to purchase equipment, 
supplies, paper goods, and other products from only 
KFC-approved manufacturers and distributors. Qual-
ity assurance activities were performed in Iowa on 
behalf of KFC by employees of KFC’s affiliates. The 
ALJ also found that KFC franchisees in Iowa could 
deduct from their taxable income the royalty pay-
ments made to KFC. 

 Applying law to these facts, the ALJ held that the 
IDOR assessment did not violate the Commerce 
Clause or Iowa law. With respect to the Commerce 
Clause question, the ALJ concluded that “physical 
presence” is not required when a state imposes tax-
ation on income. Further, the ALJ concluded IDOR 
demonstrated that KFC had a sufficient nexus to 
Iowa to support IDOR’s assessment. According to the 
ALJ, the franchise right was an intangible with a 
direct connection to Iowa. The imposition of tax on 
income generated by a franchisor within a state was 
not an undue burden on commerce, but rather a 
payment to government that provided the economic 
climate for the business to prosper. 

 On the state law question, the ALJ found that 
KFC was “deriving income from sources within this 
state” as required by Iowa Code section 422.33(1). 
According to the ALJ, KFC received such income 
when it received royalty and/or license income from 
franchisees located within the state. The ALJ deter-
mined that the provision of Iowa Code section 
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422.33(1) requiring a “situs in this state” did not 
require a physical situs, but, citing Webster’s diction-
ary, included “the place where some thing exists or 
originates; the place where something (as a right) is 
held to be located in law.” The ALJ did not make a 
ruling of any kind or refer in any way to the issue of 
penalties in the decision. 

 On appeal, the director of IDOR affirmed the 
ALJ. The director characterized the issue on appeal 
as whether “KFC ha[d] sufficient nexus with Iowa to 
be subject to Iowa corporation income tax?” The di-
rector adopted and incorporated the findings of fact of 
the ALJ without revisions. The director also adopted 
the conclusions of law made by the ALJ with addi-
tions and modifications. With respect to the Com-
merce Clause issue, the director noted that several 
states have held that an economic presence satisfies 
the “substantial nexus” requirement for corporate 
income tax purposes. The director also found that, 
under Iowa law, KFC owed corporate income tax 
under Iowa Code section 422.33(1). Like the ALJ, the 
director made no findings on the penalty issue. 

 KFC sought judicial review of the agency’s deci-
sion in district court. The district court affirmed the 
director on the Commerce Clause issue, finding that 
“physical presence” was not required under the 
Commerce Clause for the imposition of state income 
tax. The district court further found that, because 
KFC’s marks and trademarks were “an integral part 
of business activity occurring regularly in Iowa,” the 
income derived from the use of that property was 
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taxable under Iowa law. On the issue of penalties, the 
district court found the issue was not preserved 
because KFC did not obtain a ruling on the issue from 
the agency and also because KFC did not seek a 
ruling on the issue in its motion for summary judg-
ment. 

 
II. Standard of Review. 

 The Iowa Administrative Procedure Act governs 
judicial review of decisions of the Iowa Department of 
Revenue. See Iowa Code ch. 17A; AOL LLC v. Iowa 
Dep’t of Revenue, 771 N.W.2d 404, 407 (Iowa 2009). 
With respect to the constitutional questions in this 
case, the parties agree that our review is de novo. See 
State v. Taeger, 781 N.W.2d 560, 564 (Iowa 2010). 

 The parties contest the standard of review on the 
statutory issue presented in this case. KFC contends 
that the district court erred in granting deference to 
IDOR’s legal conclusion on state law issues under 
Iowa Code section 422.33(1) and that our review of 
IDOR’s legal determinations is for errors at law. 
IDOR contends that it has been clearly vested with 
discretion to interpret the applicable provisions of law 
and that, as a result, its determinations may be 
reversed only if “irrational, illogical, or wholly unjus-
tifiable.” See Renda v. Iowa Civil Rights Comm’n, 784 
N.W.2d 8, 12-14 (Iowa 2010) (noting that the question 
of whether the legislature has clearly vested an 
agency with discretion to determine applicable provi-
sions of law is generally to be based upon an analysis 
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of individual provisions of law, not upon a wholesale 
conclusion regarding chapters of the Code); Iowa Ag 
Constr. Co. v. Iowa State Bd. of Tax Review, 723 
N.W.2d 167, 173 (Iowa 2006) (holding broad rule-
making authority may give rise to deference to ad-
ministrative interpretations). 

 In this case, however, we need not reach the issue 
of whether IDOR is entitled to deference in its inter-
pretation of Iowa Code section 422.33(1) because, 
even if deference were not afforded, we conclude, for 
the reasons expressed in this opinion, that IDOR 
correctly interpreted the applicable statutes. 

 
III. The Dormant Commerce Clause Claim. 

A. Introduction to Dormant Commerce 
Clause Issues Presented in This Case. 

 In Bellas Hess and later in Quill, the United 
States Supreme Court held under the dormant Com-
merce Clause that, in order for a state to require an 
out-of-state entity to collect sales and use taxes on 
transactions with in-state residents, the entity must 
have some “physical presence” within the taxing 
jurisdiction. Bellas Hess, 386 U.S. at 756-59, 87 S. Ct. 
at 1391-93, 18 L. Ed. 2d at 508-10; Quill, 504 U.S. at 
317-18, 112 S. Ct. at 1916, 119 L. Ed. 2d at 110. In 
this case, two questions arise in light of Bellas Hess 
and Quill. The first question is whether the State of 
Iowa satisfied the “physical presence” test of Bellas 
Hess and Quill in this case. The second question is 
whether the “physical presence” test in Bellas Hess 
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and Quill applies at all to cases involving state in-
come taxation. 

 We begin our discussion with a survey of the 
dormant Commerce Clause cases of the United States 
Supreme Court. In our survey, we focus on the nature 
of dormant Commerce Clause analysis and the strug-
gle between formalistic approaches and approaches 
that emphasize economic substance in the context of 
both sales and use taxes and state income taxes. We 
then examine state court cases after Quill grappling 
with the issues presented in this case. Using these 
authorities to illuminate our discussion, we analyze 
the dormant Commerce Clause issues presented in 
this case. 

 
B. Approach of the United States Supreme 

Court to the Dormant Commerce Clause. 

 1. Evolution of Supreme Court “dormant” Com-
merce Clause doctrine prior to Bellas Hess and Quill. 
The United States Constitution expressly authorizes 
Congress to “regulate Commerce . . . among the 
several States.” U.S. Const. art. I, § 8, cl. 3. Since the 
nineteenth century, the United States Supreme Court 
has interpreted the Commerce Clause as more than 
merely an affirmative grant of power, finding a nega-
tive sweep to the Clause as well. See Brown v. Mary-
land, 25 U.S. (12 Wheat.) 419, 448-49, 6 L. Ed. 678, 
688-89 (1827); Gibbons v. Ogden, 22 U.S. (9 Wheat.) 
1, 72-78, 6 L. Ed. 23, 70-78 (1824). As a result, the 
Supreme Court has applied the “negative” or 
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“dormant” Commerce Clause to limit state taxation 
powers notwithstanding the absence of congressional 
legislation. 

 Over time, the Supreme Court’s approach to state 
taxation under the dormant Commerce Clause has 
evolved from a relatively strong prohibition toward a 
more practical assessment that recognizes the needs 
of the states to raise revenue. The early view of the 
Supreme Court was that “no state ha[d] the right to 
lay a tax on interstate commerce in any form.” Leloup 
v. Port of Mobile, 127 U.S. 640, 648, 8 S. Ct. 1380, 
1384, 32 L. Ed. 311, 314 (1888). The Supreme Court 
later chiseled this broad prohibition into one that 
only precluded the states from levying taxes that 
imposed “direct” burdens on interstate commerce. 
See, e.g., Adams Express Co. v. Ohio State Auditor, 
165 U.S. 194, 220, 17 S. Ct. 305, 309, 41 L. Ed. 683, 
695 (1897); see also Freeman v. Hewit, 329 U.S. 249, 
257-58, 67 S. Ct. 274, 279, 91 L. Ed. 265, 274-75 
(1946); Felt & Tarrant Mfg. Co. v. Gallagher, 306 U.S. 
62, 66-68, 59 S. Ct. 376, 378, 83 L. Ed. 488, 491-92 
(1939). 

 The “direct” vs. “indirect” distinction, however, 
was subject to strong attack by Justice Stone. In a 
classic dissent, Justice Stone attacked the distinction 
as unrealistic and opined that, “[i]n . . . making use of 
the expressions, ‘direct’ and ‘indirect interference’ 
with commerce, we are doing little more than using 
labels to describe a result rather than any trust-
worthy formula by which it is reached.” Di Santo v. 
Pennsylvania, 273 U.S. 34, 44, 47 S. Ct. 267, 271, 71 
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L. Ed. 524, 530 (1927) (Stone, J., dissenting), over-
ruled by California v. Thompson, 313 U.S. 109, 116, 
61 S. Ct. 930, 934, 85 L. Ed. 1219, 1223 (1941). Even-
tually, the Supreme Court, apparently heeding Jus-
tice Stone’s call for a more realistic and less 
formalistic approach, began to analyze the validity of 
state taxes by applying a “nexus” doctrine under the 
Due Process and dormant Commerce Clauses. 

 Applying the “nexus” doctrine, the Supreme 
Court upheld sales and use taxes when the taxpayer 
had some minimal physical presence within the 
jurisdiction, even though the transactions leading up 
to the imposition of the tax were not linked to the 
physical presence. See Scripto, Inc. v. Carson, 362 
U.S. 207, 209-11, 80 S. Ct. 619, 620-22, 4 L. Ed. 2d 
660, 663-64 (1960) (upholding use tax based on the 
physical presence of ten advertising brokers con-
ducting continuous solicitation in the taxing state); 
Nelson v. Sears, Roebuck & Co., 312 U.S. 359, 364, 61 
S. Ct. 586, 588-89, 85 L. Ed. 888, 892 (1941) (uphold-
ing use tax on mail-order sales when the taxpayer 
had retail outlets in the state, even though the retail 
outlets were not connected with mail-order sales). 
While none of these cases held that physical presence 
was required in order for a state to require an out-of-
state entity to collect sales and use taxes from cus-
tomers, the fact of physical presence in these sales 
and use tax cases played a significant role in the 
analysis. 

 While “physical presence” may have been a sig-
nificant feature, if not a requirement, in the Supreme 
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Court’s dormant Commerce Clause analysis in early 
sales and use tax cases, “physical presence” in the 
narrow sense does not appear as an important factor 
in cases involving state income taxation. See Nw. 
States Portland Cement Co. v. Minnesota, 358 U.S. 
450, 464, 79 S. Ct. 357, 365-66, 3 L. Ed. 2d 421, 431 
(1959) (observing that income tax could be supported 
if the “activities form a sufficient ‘nexus between such 
a tax and transactions within a state for which the 
tax is an exaction’ ”) (quoting Wisconsin v. J.C. Penney 
Co., 311 U.S. 435, 445, 61 S. Ct. 246, 250, 85 L. Ed. 
267, 271 (1940)); Int’l Harvester Co. v. Wis. Dep’t of 
Taxation, 322 U.S. 435, 441, 64 S. Ct. 1060, 1064, 88 
L. Ed. 1373, 1379 (1944) (stating that “[p]ersonal pres-
ence within the state of the stockholder-taxpayers is 
not essential to the constitutional levy of a tax taken 
out of so much of the corporation’s Wisconsin earn-
ings as is distributed to them”); J.C. Penney Co., 311 
U.S. at 444, 61 S. Ct. at 250, 85 L. Ed. at 270 (holding 
that the income-tax test under the dormant Com-
merce Clause is whether the state has “exerted its 
power in relation to opportunities which it has given, 
to protection which it has afforded, to benefits which 
it has conferred by the fact of being an orderly, civi-
lized society”); New York ex rel. Whitney v. Graves, 
299 U.S. 366, 372, 57 S. Ct. 237, 238, 81 L. Ed. 285, 
288 (1937) (holding that, with respect to intangible 
property such as a seat on the New York Stock Ex-
change, the business situs of the intangible property 
may “grow out of the actual transactions of a localized 
business”). In these cases involving challenges to 
state income taxes, the Supreme Court has not 
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adopted a mechanical or formalistic approach to the 
dormant Commerce Clause nexus requirement but, 
instead, has emphasized a flexible approach based on 
economic reality and the nature of the activity giving 
rise to the income that the state seeks to tax. 

 2. Emergence of the Bellas Hess physical presence 
test for sales and use taxes arising from mail-order 
sales. In Bellas Hess, the Supreme Court considered a 
challenge to an Illinois statutory requirement that an 
out-of-state entity collect and remit the use tax owed 
by consumers who purchased goods for use within 
Illinois. Bellas Hess, 386 U.S. at 755, 87 S. Ct. at 
1390, 18 L. Ed. 2d at 507-08. The out-of-state entity 
was a mail-order merchant that had no in-state retail 
outlets, sales representatives, or property. Id. at 753-
54, 87 S. Ct. at 1389-90, 18 L. Ed. 2d at 507. In Bellas 
Hess, the Supreme Court by a six-to-three vote con-
cluded that the use tax could not be constitutionally 
applied under the dormant Commerce Clause if the 
taxpayer did not have physical presence in the taxing 
jurisdiction. Id. at 759-60, 87 S. Ct. at 1392-93, 18 
L. Ed. 2d at 510-11. 

 The Bellas Hess majority first noted that the 
nexus requirements under the Due Process and dor-
mant Commerce Clauses were “closely related” and 
“similar.” Id. at 756, 87 S. Ct. at 1391, 18 L. Ed. 2d 
at 508. The Bellas Hess Court observed that the 
“same principles have been held applicable in deter-
mining the power of a State to impose the burdens of 
collecting use taxes upon interstate sales.” Id. Thus, 
at the time of Bellas Hess, there was no material 
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distinction between the nexus required by due pro-
cess and the nexus required by the dormant Com-
merce Clause. See id. 

 Turning to whether Illinois met its burden of 
showing an adequate nexus, the Bellas Hess majority 
noted that the Court had “never held that a State 
may impose the duty of use tax collection and pay-
ment upon a seller whose only connection with cus-
tomers in the State is by common carrier or the 
United States mail.” Id. at 758, 87 S. Ct. at 1392, 18 
L. Ed. 2d at 509. The Bellas Hess majority empha-
sized that over 2300 jurisdictions could impose sales 
and use taxes and that, with many local variations in 
rates of use tax and allowable exemptions, the admin-
istrative burdens could impede interstate business. 
Id. at 759-760 & n.12, 87 S. Ct. at 1392-93 & n.12, 18 
L. Ed. 2d at 510 & n.12. In addition, the Illinois 
statute imposed the burden of requiring the vendor to 
provide each purchaser with a receipt showing pay-
ment of the tax, as well as keep “such records, re-
ceipts, invoices and other pertinent books, documents, 
memoranda and papers as the [State] shall require in 
such form as the [State] shall require.” Id. at 755, 87 
S. Ct. at 1390, 18 L. Ed. 2d at 508. Before the state 
could impose the administrative burdens of determin-
ing, collecting, and documenting the myriad different 
taxes from the thousands of jurisdictions that could 
be imposed, the Bellas Hess majority held that some 
sort of physical nexus with the taxing state was 
required. Id. at 758, 87 S. Ct. at 1392, 18 L. Ed. 2d at 
509-10. 
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 Justice Fortas, joined by Justices Black and 
Douglas, dissented. Id. at 760, 87 S. Ct. at 1393, 18 
L. Ed. 2d at 511 (Fortas, J., dissenting). Justice 
Fortas stated that “large-scale, systematic, continu-
ous solicitation and exploitation of the Illinois con-
sumer market” was a sufficient basis for supporting 
the tax. Id. at 761-62, 87 S. Ct. at 1394, 18 L. Ed. 2d 
at 511. On the question of benefits from the state, 
Justice Fortas asserted that, if Bellas Hess had a 
retail store in Illinois, or maintained resident sales 
personnel in the state, the benefit it received from the 
State of Illinois would not be affected. Id. at 762-64, 
87 S. Ct. at 1394-95, 18 L. Ed. 2d at 512-13. Con-
versely, the burden on Bellas Hess is no different 
than on a local retailer with comparable sales. Id. at 
766, 87 S. Ct. at 1396, 18 L. Ed. 2d at 514. Justice 
Fortas presciently warned that the approach of the 
majority would open a sizable “haven of immunity” 
that would increase dramatically in the future. Id. at 
764, 87 S. Ct. at 1395, 18 L. Ed. 2d at 513. 

 Nothing in Bellas Hess, however, altered the 
relationship between the Due Process and dormant 
Commerce Clause nexus requirements or explicitly 
overruled the principles expressed in the state income 
tax nexus cases. Instead, Bellas Hess seems to repre-
sent the development of a strand of authority under 
the dormant Commerce Clause with at least some 
formalism in its categorical approach to the dormant 
Commerce Clause nexus requirement in the field of 
sales and use taxes. 
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 After Bellas Hess, the Supreme Court considered 
the nexus issue in a number of cases. In general, the 
cases stand for the proposition that constitutionally 
required “physical presence” (1) is not “the slightest 
physical presence,” but nonetheless need not be very 
substantial to satisfy the requirements of both due 
process and the dormant Commerce Clause, and (2) 
need not be related to the transaction giving rise to 
tax liability. See, e.g., Trinova Corp. v. Mich. Dep’t of 
Treasury, 498 U.S. 358, 373-74, 384-87, 111 S. Ct. 818, 
829, 835-37, 112 L. Ed. 2d 884, 904-05, 911-13 (1991) 
(upholding a value added tax imposed on entities 
having “business activity” within the state and not- 
ing that the nexus requirement under the dormant 
Commerce Clause “encompasses” the due process 
requirement); Nat’l Geographic Soc’y v. Cal. Bd. of 
Equalization, 430 U.S. 551, 556, 97 S. Ct. 1386, 1390, 
51 L. Ed. 2d 631, 637 (1977) (rejecting “slightest 
presence test,” but holding California could impose 
use tax on mail-order sales of an out-of-state vendor 
who maintained two offices within the state, even 
though the offices had nothing to do with mail-order 
operations); Standard Pressed Steel Co. v. Wash. Dep’t 
of Revenue, 419 U.S. 560, 563-64, 95 S. Ct. 706, 709, 
42 L. Ed. 2d 719, 723-24 (1975) (holding in-state 
presence of one full-time employee sufficient to sup-
port imposition of gross receipts tax on sales to out-of-
state entity). 

 3. Complete Auto: The demise of formalism in 
favor of a multifactor test. After Bellas Hess, the 
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United States Supreme Court revisited the require-
ments of the dormant Commerce Clause in Complete 
Auto Transit, Inc. v. Brady, 430 U.S. 274, 97 S. Ct. 
1076, 51 L. Ed. 2d 326 (1977). In Complete Auto, the 
Supreme Court, in an opinion by Justice Blackmun, 
repeated the observation by Justice Holmes that 
“interstate commerce may be made to pay its way” 
through the imposition of state taxes. Complete Auto, 
430 U.S. at 281, 284, 97 S. Ct. at 1080, 1082, 
51 L. Ed. 2d at 332, 334. In order for such taxes to 
pass Commerce Clause muster, however, Justice 
Blackmun concluded that the tax must be (1) applied 
to an activity having a “substantial nexus” with the 
taxing state, (2) be “fairly apportioned,” (3) not “dis-
criminate against interstate commerce,” and (4) be 
“fairly related to the services provided by the State.” 
Id. at 279, 97 S. Ct. at 1079, 51 L. Ed. 2d at 331. 

 Justice Blackmun’s opinion in Complete Auto has 
emerged as a landmark in dormant Commerce Clause 
jurisprudence. What precisely was meant by the term 
“substantial nexus” was unclear and left for further 
case law development. The Complete Auto opinion, 
however, emphasizes the practical effects of state 
taxing statutes on interstate commerce and avoids 
formal distinctions and abstractions. Id. The dormant 
Commerce Clause worm seemed to have turned once 
again in Complete Auto in favor of utilization of a 
realistic assessment of economic impacts rather than 
formal doctrinal categories. 
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 Additional dormant Commerce Clause cases after 
Complete Auto confronted the nexus issue. For in-
stance, in Tyler Pipe Industries, Inc. v. Washington 
State Department of Revenue, 483 U.S. 232, 107 S. Ct. 
2810, 97 L. Ed. 2d 199 (1987), the Supreme Court, in 
a challenge to a state’s business and occupation tax, 
rejected the notion that the actions of sales repre-
sentatives within a state could not be attributed to 
the out-of-state taxpayer for purposes of determining 
substantial nexus because they were independent 
contractors. Tyler Pipe Indus., Inc., 483 U.S. at 250, 
107 S. Ct. at 2821, 97 L. Ed. 2d at 215. The Supreme 
Court further cited with approval the observation 
made by the Washington Supreme Court that “the 
crucial factor governing nexus is whether the activi-
ties performed in this state on behalf of the taxpayer 
are significantly associated with the taxpayer’s 
ability to establish and maintain a market in this 
state for the sales.” Id. 

 4. Post-Bellas Hess developments in due process. 
In Complete Auto, the Court imported into the Com-
merce Clause analysis the same kind of thinking 
reflected in the evolving due process cases. Originally, 
under Pennoyer v. Neff, 95 U.S. (5 Otto) 714, 723-24, 
24 L. Ed. 565, 569 (1877), physical presence was 
central in determining whether a party had sufficient 
minimum contacts with a forum to submit to its 
jurisdiction. The physical presence test was famously 
abandoned by Justice Stone in International Shoe Co. 
v. Washington, 326 U.S. 310, 66 S. Ct. 154, 90 L. Ed. 
95 (1945). In International Shoe, the Supreme Court 
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rejected any requirement of physical presence in 
favor of minimum contacts that allowed the assertion 
of state judicial power consistent with “ ‘traditional 
notions of fair play and substantial justice.’ ” Int’l 
Shoe, 326 U.S. at 316, 66 S. Ct. at 158, 90 L. Ed. at 
102 (quoting Milliken v. Meyer, 311 U.S. 457, 463, 61 
S. Ct. 339, 343, 85 L. Ed. 278, 283 (1940)). 

 In rejecting the physical presence test, Justice 
Stone noted in International Shoe that the “corporate 
personality” was a fiction of the law because a corpo-
ration is not physically present anywhere. Id. Yet, 
citing Learned Hand, Justice Stone observed that 
“the terms ‘present’ or ‘presence’ are used merely to 
symbolize those activities of the corporation’s agent 
within the state which courts will deem to be suffi-
cient to satisfy the demands of due process.” Id. at 
316-17, 66 S. Ct. at 158, 90 L. Ed. at 102 (citing 
Hutchinson v. Chase & Gilbert, 45 F.2d 139, 141 (2d 
Cir. 1930)). In International Shoe, the activities car-
ried on within Washington “in behalf” of the corpo-
rate respondent were “systematic and continuous” 
and therefore sufficient to satisfy due process. Id. at 
320, 66 S. Ct. at 160, 90 L. Ed. at 104. 

 Cases decided after International Shoe further 
reinforced the pragmatic nature of the due process 
question and lessened the role of “physical presence.” 
See Burger King Corp. v. Rudzewicz, 471 U.S. 462, 
476, 105 S. Ct. 2174, 2184, 85 L. Ed. 2d 528, 543 
(1985) (holding that jurisdiction under due process may 
not be avoided merely because the defendant “did 
not physically enter the forum State”); World-Wide 
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Volkswagen Corp. v. Woodson, 444 U.S. 286, 297-98, 
100 S. Ct. 559, 567, 62 L. Ed. 2d 490, 502 (1980) 
(finding that due process was satisfied when an out-
of-state corporation “delivers its products into the 
stream of commerce with the expectation that they 
will be purchased by consumers in the forum State”); 
McGee v. Int’l Life Ins. Co., 355 U.S. 220, 223, 78 
S. Ct. 199, 201, 2 L. Ed. 2d 223, 226 (1957) (finding 
sufficient minimum contacts for purposes of due 
process when the suit was based on a contract that 
had substantial connection with the forum state even 
though there was no evidence of physical presence in 
the forum state). Citing prior case law, the Burger 
King Court declared that the Court had long ago 
abandoned “mechanical tests” based on “ ‘conceptual-
istic . . . theories of the place of contracting or of 
performance.’ ” Burger King, 471 U.S. at 478-79, 105 
S. Ct. at 2185, 85 L. Ed. 2d at 544-45 (quoting 
Hoopeston Canning Co. v. Cullen, 318 U.S. 313, 316, 
63 S. Ct. 602, 605, 87 L. Ed. 777, 782 (1943)). 

 5. Squaring Bellas Hess with Complete Auto 
and evolving due process precedent: Quill. After 
Complete Auto and Burger King, a substantial ques-
tion that emerged was whether the life blood had 
been drained from Bellas Hess by subsequent devel-
opments. The mail-order industry had grown rapidly 
and, much as Justice Fortas had feared in his Bellas 
Hess dissent, a large tax haven had been created. See 
Bellas Hess, 386 U.S. at 762-64, 87 S. Ct. at 1394-95, 
18 L. Ed. 2d at 512-13 (Fortas, J., dissenting). Indeed, 
mail-order sales amounted to only $2.4 billion four 



21a 

 

years prior to Bellas Hess, but had grown to $150 
billion by 1983. See Martin L. McCann, Note, Use 
Tax, Mail Order Sales, and the Constitution: Recent 
Developments in Connecticut, 12 U. Bridgeport L. Rev. 
137, 149 (1991). The question arose whether the 
Court in Bellas Hess had inadvertently opened a tax 
avoidance scheme that needed to be closed. Further, 
technological developments made the physical pres-
ence requirement look rather quaint. Out-of-state 
mail order marketers now availed themselves of 
sophisticated technology to sell their products. Id. at 
151-52. In addition, the Supreme Court in its per-
sonal jurisdiction cases, such as International Shoe, 
McGee, World-Wide Volkswagen, and Burger King, 
had eviscerated the physical presence requirement 
for due process, which for all practical purposes was 
thought to be coextensive with any restraints under 
the dormant Commerce Clause. Id. at 153. Finally, 
although there had been a number of twists and 
turns, it seemed that the era of formalism or mechan-
ical tests under the dormant Commerce Clause was 
over after Complete Auto. In light of these factors, 
many observers thus heard, or at least hoped they 
heard, a death rattle for the “physical presence” 
holding of Bellas Hess. See Paul J. Hartman, Collec-
tion of the Use Tax on Out-of-State Mail-Order Sales, 
39 Vand. L. Rev. 993, 1006-14 (1986); Sandra B. 
McCray, Overturning Bellas Hess: Due Process Con-
siderations, 1985 BYU L. Rev. 265, 295-96 (1985); 
Donald P. Simet, The Concept of “Nexus” and State 
Use and Unapportioned Gross Receipts Taxes, 73 Nw. 
U. L. Rev. 112, 112-14 (1978). 



22a 

 

 Certainly the North Dakota Supreme Court was 
prepared to give Bellas Hess a decent burial. In State 
ex rel. Heitkamp v. Quill Corp., 470 N.W.2d 203 (N.D. 
1991), the North Dakota Supreme Court considered 
the validity of the imposition of a use tax on an out-
of-state seller who lacked physical presence in the 
state. Heitkamp, 470 N.W.2d at 204-05, overruled by 
Quill, 504 U.S. at 301-02, 112 S. Ct. at 1907, 119 
L. Ed. 2d at 99-100. The North Dakota Supreme 
Court declared that the “economic, social, and com-
mercial landscape upon which Bellas Hess was prem-
ised no longer exist[ed],” which made it inappropriate 
to follow Bellas Hess. Id. at 208-09. The North Dakota 
Supreme Court cited the staggering growth in the 
mail-order business and the advance in computer 
technology, which made compliance more practical. 
Id. Further, the North Dakota Supreme Court noted 
that the legal environment had changed in light of 
Complete Auto and its progeny, which indicated that 
the United States Supreme Court was moving in a 
direction away from the “physical presence” test in 
favor of a more flexible approach. Id. at 209-13. 
Applying the test of Complete Auto, the North Dakota 
Supreme Court found the test was satisfied in light of 
the fact that North Dakota provided an “economic 
climate that fostere[d] demand” for Quill products 
and maintained a legal system that supported busi-
ness within the state. Id. at 218. 

 The United States Supreme Court granted 
certiorari and reversed the North Dakota Supreme 
Court. Justice Stevens wrote for the majority that 
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“[w]hile we agree with much of the state court’s 
reasoning,” the Supreme Court nonetheless was re-
quired to reverse. Quill, 504 U.S. at 302, 112 S. Ct. at 
1907, 119 L. Ed. 2d at 99. 

 Justice Stevens began the substantive discussion 
by canvassing the existing case law regarding due 
process and concluding that “physical presence” was 
not required to support taxation if a corporation 
“purposefully avails itself of the benefits of an eco-
nomic market in the forum State.” Id. at 307, 112 
S. Ct. at 1910, 119 L. Ed. 2d at 103. Thus, to the 
extent Bellas Hess required “physical presence” to 
satisfy due process, it was overruled. See id. 

 Justice Stevens then turned to the dormant 
Commerce Clause issue. After reviewing the evolu-
tion of the dormant Commerce Clause doctrine, 
Justice Stevens observed that, “[w]hile contemporary 
Commerce Clause jurisprudence might not dictate 
the same result were the issue to arise for the first 
time today,” the Bellas Hess approach to Commerce 
Clause nexus was not inconsistent with Complete 
Auto. Id. at 311, 112 S. Ct. at 1912, 119 L. Ed. 2d at 
105. In order to reach that result, Justice Stevens 
concluded the “minimum contacts” test under due 
process and the “substantial nexus” test under the 
Commerce Clause, “[d]espite the similarity in phras-
ing,” were “not identical.” Id. at 312, 112 S. Ct. at 
1913, 119 L. Ed. 2d at 106. Unlike the Due Process 
Clause, the nexus requirement under the Commerce 
Clause does not serve as “a proxy for notice, but rather 
a means for limiting state burdens on interstate 
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commerce.” Id. at 313, 112 S. Ct. at 1913, 119 
L. Ed. 2d at 107. In a footnote, Justice Stevens noted, 
absent the physical presence rule of Bellas Hess, a 
vendor might be required to comply with tax obliga-
tions in 6000-plus taxing jurisdictions with many 
variations in rate of tax, allowable exemptions, and in 
administrative duties. See id. at 313 n.6, 112 S. Ct. at 
1914 n.6, 119 L. Ed. 2d at 107 n.6. 

 Turning to the decision of the North Dakota 
Supreme Court on the Commerce Clause issue, 
Justice Stevens recognized the state supreme court’s 
emphasis on the Supreme Court’s “ ‘retreat from the 
formalistic constrictions of a stringent physical pres-
ence test in favor of a more flexible substantive 
approach.’ ” Id. at 314, 112 S. Ct. at 1914, 119 
L. Ed. 2d at 107 (quoting Heitkamp, 470 N.W.2d at 
214). Yet, Justice Stevens concluded that, “[a]lthough 
we agree with the state court’s assessment of the 
evolution of our cases, we do not share its conclusion 
that this evolution indicates that the Commerce 
Clause ruling of Bellas Hess is no longer good law.” 
Id. at 314, 112 S. Ct. at 1914, 119 L. Ed. 2d at 107-08. 

 Justice Stevens recognized that “we have not, in 
our review of other types of taxes, articulated the 
same physical-presence requirement.” Id. But, Justice 
Stevens reasoned that the “silence does not imply 
repudiation of the Bellas Hess rule.” Id. at 314, 112 
S. Ct. at 1914, 119 L. Ed. 2d at 108. 

 Justice Stevens then considered justifications 
for the continued application of the Bellas Hess 
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approach. He noted that Bellas Hess created a “dis-
crete realm of commercial activity that is free from 
interstate taxation” and a “safe harbor” for vendors 
from state-imposed duties to collect sales and use 
taxes. Id. at 315, 112 S. Ct. at 1914, 119 L. Ed. 2d at 
108. While he recognized that the physical-presence 
rule, like all bright-line rules, “appears artificial at its 
edges,” the artificiality was offset by the benefits of a 
“clear rule.” Id. at 315, 112 S. Ct. at 1914-15, 119 
L. Ed. 2d at 108. 

 Justice Stevens further emphasized that one of 
the benefits in affirming Bellas Hess was that 
reaffirmance of the established rule “encourages 
settled expectations.” Id. at 316, 112 S. Ct. at 1915, 
119 L. Ed. 2d at 109. According to Justice Stevens, it 
is not unlikely that the dramatic growth of the mail-
order industry “is due in part to the bright-line ex-
emption from state taxation created from Bellas 
Hess.” Id. As a result, Justice Stevens concluded that 
the Bellas Hess rule “has engendered substantial 
reliance and has become part of the basic framework 
of a sizeable industry.” Id. at 317, 112 S. Ct. at 1916, 
119 L. Ed. 2d at 110. According to Justice Stevens, the 
value of a bright-line test and the doctrine and prin-
ciples of stare decisis indicate that Bellas Hess re-
mains good law. See id. 

 Justice Stevens closed his opinion by noting that 
the decision, apparently a difficult one, was “made 
easier” by the fact Congress, which “may be better 
qualified to resolve” the issue, could have the last 
word. Id. at 318, 112 S. Ct. at 1916, 119 L. Ed. 2d 
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at 110. In light of the reversal of the due process 
holding of Bellas Hess, Congress is “now free to decide 
whether, when, and to what extent the States may 
burden interstate mail-order concerns with a duty to 
collect use taxes.” Id. 

 Justice Scalia, joined by Justices Kennedy and 
Thomas, concurred in part and concurred in the 
judgment. Id. at 319, 112 S. Ct. at 1923, 119 L. Ed. 2d 
at 111 (Scalia, J., concurring). Justice Scalia con-
curred in the majority opinion regarding due process. 
Id. On the Commerce Clause question, Justice Scalia 
noted that Congress had the power to change the 
result of Bellas Hess through legislation. Id. at 320, 
112 S. Ct. at 1923, 119 L. Ed. 2d at 111-12. As a 
result, Justice Scalia further noted that stare decisis 
applies with special force where Congress retains the 
power to override a court decision. Id. Justice Scalia 
would not have engaged in any revisiting of the 
merits of the holding. Id. 

 Justice White concurred in part and dissented in 
part. Id. at 321, 112 S. Ct. at 1916, 119 L. Ed. 2d at 
112 (White, J., concurring in part and dissenting in 
part). He agreed that physical presence was not 
required for due process, but also asserted that it was 
not required under the Commerce Clause. Id. at 321-
22, 112 S. Ct. at 1916-17, 119 L. Ed. 2d at 113. In 
particular, Justice White noted that, in National 
Geographic Society, the Court decoupled any notion of 
transactional nexus from the inquiry and focused 
solely on whether there were sufficient contacts with 
the jurisdiction imposing the tax. Id. at 323-24, 112 
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S. Ct. at 1918, 119 L. Ed. 2d at 114. Further, Justice 
White concluded that cases subsequent to Bellas Hess 
undermine its continued vitality and that the 
rule should be abandoned in its entirety. Id. at 326-
27, 112 S. Ct. at 1919-20, 119 L. Ed. 2d at 115-16. 
Justice White would jettison the formalism in the 
physical presence test for the functionality of Justice 
Rutledge’s concurring opinion in Freeman. Id. at 325-
27, 112 S. Ct. at 1918-20, 119 L. Ed. 2d at 115-16 
(citing Freeman, 329 U.S. at 259, 67 S. Ct. at 280, 91 
L. Ed. at 275 (Rutledge, J., concurring)). He noted the 
illogic of imposing a tax on a small, out-of-state vendor 
with one employee residing in the taxing state, while 
allowing a large vendor with no employees to escape 
the tax. Id. at 328-29, 112 S. Ct. at 1920, 119 
L. Ed. 2d at 117. 

 6. Post-Quill developments. After Quill, the 
Supreme Court has generally avoided Commerce 
Clause cases involving the authority of states to 
impose taxes other than sales and use taxes on out-of-
state entities with or without “physical presence.” 
While there have been a number of cases in which the 
question has been squarely posed, the Supreme Court 
has repeatedly denied certiorari on them. See, e.g., 
A & F Trademark, Inc. v. Tolson, 605 S.E.2d 187, 194-
95 (N.C. Ct. App. 2004), cert. denied, 546 U.S. 821 
(2005); Geoffrey, Inc. v. S.C. Tax Comm’n, 437 S.E.2d 
13, 18-19 (S.C.), cert. denied, 510 U.S. 992 (1993); 
J.C. Penney Nat’l Bank v. Johnson, 19 S.W.3d 831, 
836-42 (Tenn. Ct. App. 1999), cert. denied, 531 U.S. 
927 (2000). 
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C. Approach of State Appellate Courts to 
Nexus Requirement Under Dormant 
Commerce Clause for State Taxation 
of Income. 

 Geoffrey is the first state case considering the 
question of whether “physical presence” was required 
for the imposition of state taxes other than sales 
or use taxes. Geoffrey, 437 S.E.2d at 18 & n.4. In 
Geoffrey, the South Carolina Supreme Court consid-
ered whether state income taxes could be imposed on 
out-of-state franchisors who earned income based on 
franchise activities within the state. Id. at 15. In 
concluding that a state had such power, the Geoffrey 
court relied upon the notion that intangible property 
acquired a “business situs” in a state where it is used 
by a local business. Id. at 18-19; see also Wheeling 
Steel Corp. v. Fox, 298 U.S. 193, 210, 56 S. Ct. 773, 
777, 80 L. Ed. 1143, 1148 (1936). Further, the Geof-
frey court cited International Harvester for the propo-
sition that a state may impose a tax on 

such part of the income of a non-resident as 
is fairly attributable either to property lo-
cated in the state or to events or transactions 
which, occurring there, are within the pro-
tection of the state and entitled to the nu-
merous other benefits which it[ ]  confers. 

Geoffrey, 437 S.E.2d at 18 (citing Int’l Harvester, 322 
U.S. at 441-42, 64 S. Ct. at 1063-64, 88 L. Ed. at 
1379). 

 As an alternative ground, the Geoffrey court, in 
summary fashion, concluded that the physical pres-
ence requirement of Bellas Hess and Quill was not 
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required. Id. According to Geoffrey, “any corporation 
that regularly exploits the markets of a state should 
be subject to its jurisdiction to impose an income tax 
even though not physically present.” Id.; see I Jerome 
R. Hellerstein & Walter Hellerstein, State Taxation 
¶ 6.11, at 6-54 to -83 (3d ed. 2006). Further, the 
Geoffrey court concluded that the presence of intan-
gible property of the taxpayer within the state was a 
sufficient nexus to support the imposition of state 
income taxes under the Commerce Clause. Geoffrey, 
437 S.E.2d at 18. 

 While the reasoning of Geoffrey has been criti-
cized as cursory and conclusory, see Richard H. Kirk, 
Note, Supreme Court Refuses to Re-Examine Whether 
Physical Presence is a Prerequisite to State Income 
Tax Jurisdiction: Geoffrey, Inc. v. South Carolina Tax 
Commission, 48 Tax Law. 271, 276 (1994), the result 
has been embraced by other state courts considering 
whether the licensing of intangible property, such as 
trademarks and business methods, for use within a 
state provides a sufficient nexus for income taxation. 
For example, in A & F Trademark, the court empha-
sized that the language of Quill is cramped and 
limiting, that Quill was driven largely by considera-
tions of stare decisis that were inapplicable outside 
the sales and use tax context, and that the burdens of 
sales and use taxes are more substantial than other 
taxes, such as state income taxes. A & F Trademark, 
605 S.E.2d at 194-95; see also Comptroller of the 
Treasury v. SYL, Inc., 825 A.2d 399, 416-17 (Md. 
2003) (citing Geoffrey with approval); Lanco, Inc. v. 
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Dir., Div. of Taxation, 908 A.2d 176, 177 (N.J. 2006), 
cert. denied, 551 U.S. 1131 (2007) (interpreting Quill 
narrowly and noting that the Quill Court “carefully 
limited its language to a discussion of sales and use 
taxes”). 

 A number of state courts have gone even further 
than the cases dealing with intangible property and 
have held that even banking transactions within a 
state satisfy the nexus demands of the Commerce 
Clause for purposes of imposition of state taxes other 
than those on sales and use. See Capital One Bank v. 
Comm’r of Revenue, 899 N.E.2d 76, 84-87 (Mass. 
2009) (adopting flexible economic substance analysis 
rather than physical presence test in context of 
financial institution excise taxes); Tax Comm’r v. 
MBNA Am. Bank, N.A., 640 S.E.2d 226, 234-36 (W. 
Va. 2006) (adopting an economic presence analysis in 
context of franchise and income taxes). These cases 
represent the frontier of state assertions of nexus to 
tax out-of-state entities in contexts other than sales 
or use taxes. 

 While most state courts limit Quill to the specific 
context of sales and use taxes, a few state court cases 
seem more sympathetic to applying Quill outside the 
sales and use tax context. In Johnson, the Tennessee 
Court of Appeals considered the validity of franchise 
and excise taxes imposed against an out-of-state 
corporation engaged in credit card activities within 
the taxing jurisdiction. Johnson, 19 S.W.3d at 832. 
While there is language in Johnson that indicated 
there was no basis for distinguishing between sales 
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and use taxes and the franchise and excise taxes 
involved in the case, the court declined to determine 
“whether ‘physical presence’ is required under the 
Commerce Clause.” Id. at 842. A subsequent un-
published opinion of the same court expresses doubt 
on the issue. See Am. Online, Inc. v. Johnson, No. 
M2001-00927-COA-R3-CV, 2002 WL 1751434, at *2 
(Tenn. Ct. App. July 30, 2002). Further, it is not clear 
how the Johnson court would have treated a case 
involving use of intellectual property such as trade 
names and trademarks, which arguably have a 
stronger nexus to the host jurisdiction than credit 
cards and other lending transactions. 

 In Rylander v. Bandag Licensing Corp., 18 
S.W.3d 296 (Tex. App. 2000), the court considered the 
validity of a tax based solely on the taxpayer’s pos-
session of a license to do business in Texas. Rylander, 
18 S.W.3d at 298. As in Johnson, the court noted that 
it saw no principled basis for distinguishing between 
the sales and use taxes and other types of state taxes. 
Id. at 299-300. The court, however, did not consider 
whether income taxes could be imposed on an out-of-
state corporation from income related to royalty 
payments arising from the licensing of intangibles. 
See id. 

 On the precise issue of whether licensing of intan-
gibles for use in a state that produces income within 
a state for an out-of-state corporation is subject to 
income tax, the weight of state authority is that it 
does, either on the ground that physical presence has 
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been satisfied or that the physical presence require-
ment does not apply outside the context of sales or 
use taxes. In both Bellas Hess and Quill, however, the 
Supreme Court reversed judgments of state supreme 
courts that expansively applied the “substantial 
nexus test” of Complete Auto through an economic im-
pact analysis. Further, it might be argued that state 
supreme courts are inherently more sympathetic to 
robust taxing powers of states than is the United 
States Supreme Court. 

 
D. Analysis of Constitutionality Under 

Dormant Commerce Clause of State 
Income Tax Assessments in this Case. 

 1. Introduction. At the outset, it is important to 
identify our task in this case. Our function is to 
determine, to the best of our ability, how the United 
States Supreme Court would decide this case under 
its case law and established dormant Commerce 
Clause doctrine. In performing this task, we do not 
engage in independent constitutional adjudication, 
and we do not seek to improve or clarify Supreme 
Court doctrine. We simply do our best to predict how 
the Supreme Court would decide the issues presented 
in this case. 

 Based upon our analysis of the above authorities 
and our understanding of the underlying constitu-
tional purposes of the dormant Commerce Clause, we 
conclude that the district court, in light of the avail-
able Supreme Court precedents, adopted a sound 
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approach when it held that the dormant Commerce 
Clause is not offended by the imposition of Iowa 
income tax on KFC’s royalties earned from the use of 
its intangibles within the State of Iowa. We reach this 
conclusion for the reasons expressed below. 

 2. Application of Quill “physical presence” test to 
use of intangible property to revenue within a state for 
an out-of-state entity. We first consider whether the 
Quill “physical presence” test is satisfied in this case. 
Unlike in Quill, where the only presence in the state, 
except for “title to ‘a few floppy diskettes,’ ” resulted 
from the use of United States mail and common 
carriers, this case involves the use of KFC’s intan-
gible property within the State of Iowa to produce 
royalty income for KFC. See Quill, 504 U.S. at 315 
n.8, 112 S. Ct. at 1914 n.8, 119 L. Ed. 2d at 108 n.8. 

 The United States Supreme Court has not con-
sidered this precise question post-Quill. In Quill, the 
majority dismissively referred to the vendor’s “title to 
‘a few floppy diskettes’ ” but recognized that the 
diskettes “might constitute some minimal nexus.” Id. 
Apparently, the Court believed that the minimal 
physical presence presented by title to a few floppy 
diskettes was not “substantial” enough to satisfy 
Complete Auto. See id. 

 Here, however, the nexus presented by the use 
of KFC’s intangible property within the State of 
Iowa strikes us as far more than title to a few floppy 
diskettes. In this case, KFC has licensed its valuable 
intellectual property for use within the geographic 
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boundaries of the State of Iowa to produce income. 
This case thus does not involve the arguably “slight-
est presence” of intangible property within Iowa, but 
a far greater involvement with the forum state. 

 Under the applicable pre-Quill case law, the use 
of intangibles within a state to generate revenue for 
an out-of-state entity was generally regarded as a 
sufficient nexus under the dormant Commerce Clause 
to support the imposition of a state income tax. For 
instance, in Whitney, noted above, the Court upheld a 
Commerce Clause challenge to the taxation of profits 
made from the sale of a seat on the New York Stock 
Exchange. Whitney, 299 U.S. at 374, 57 S. Ct. at 239, 
81 L. Ed. at 289. Although the taxpayer had no physi-
cal presence in New York, the Court reasoned intan-
gibles may be sufficiently localized “to bring it within 
the taxing power” of the state. Id. We view the intan-
gibles in this case to be sufficiently “localized” under 
Whitney to provide a “business situs” sufficient to 
support an income tax on revenue generated by the 
use of the intangibles within Iowa. See id.; see also 
Mobil Oil Corp. v. Comm’r of Taxes, 445 U.S. 425, 
445-46, 100 S. Ct. 1223, 1235-36, 63 L. Ed. 2d 510, 
526 (1980) (holding intangibles may be located in 
more than one state depending upon their use); 
Wheeling Steel Corp., 298 U.S. at 213-14, 56 S. Ct. at 
778-79, 80 L. Ed. at 1149-50 (1936) (concluding that 
accounts receivable and bank deposits have business 
situs in host state); Sheldon H. Laskin, Only a Name? 
Trademark Royalties, Nexus, and Taxing That Which 
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Enriches, 22 Akron Tax J. 1, 16-21 (2007) [hereinafter 
Laskin]. 

 Similarly, the presence of transactions within the 
state that give rise to KFC’s revenue provide a suffi-
cient nexus under established Supreme Court prece-
dent. In International Harvester, the Court considered 
whether Wisconsin could impose an income tax on 
dividends received by out-of-state stockholders. Int’l 
Harvester, 322 U.S. at 438, 64 S. Ct. at 1062, 88 
L. Ed. at 1377. The Court concluded that personal 
presence within the state is not essential, and that: 

A state may tax such part of the income of a 
non-resident as is fairly attributable either 
to property located in the state or to events or 
transactions which, occurring there, are sub-
ject to state regulation and which are within 
the protection of the state and entitled to the 
numerous other benefits which it confers. 

Id. at 441-42, 64 S. Ct. at 1064, 88 L. Ed. at 1379 
(emphasis added); see also Curry v. McCanless, 307 
U.S. 357, 368, 59 S. Ct. 900, 906, 83 L. Ed. 1339, 1348 
(1939) (reasoning that income may be taxed on the 
basis of source as well as residence); Shaffer v. Carter, 
252 U.S. 37, 57, 40 S. Ct. 221, 227, 64 L. Ed. 445, 458-
59 (1920) (same); Jerome R. Hellerstein & Walter 
Hellerstein, State and Local Taxation: Cases and Ma-
terials 368-69 (7th ed. 2001) [hereinafter Hellerstein 
& Hellerstein, State and Local Taxation] (citing 
Curry, 307 U.S. at 368, 59 S. Ct. at 906, 83 L. Ed. at 
1348). 
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 As a result, we conclude that the Supreme Court 
would likely find intangibles owned by KFC, but 
utilized in a fast-food business by its franchisees that 
are firmly anchored within the state, would be re-
garded as having a sufficient connection to Iowa to 
amount to the functional equivalent of “physical 
presence” under Quill. Furthermore, the fact that the 
transactions that produced the revenue were based 
upon use of the intangibles in Iowa also provides a 
sufficient basis to support the tax under the Com-
merce Clause. 

 3. Extension of “physical presence” nexus re-
quirement to state taxation of income based on use of 
intangibles within forum state. In the alternative, 
even if the use of intangibles within the state in a 
franchised business does not amount to “physical 
presence” under Quill, the question arises whether 
the Supreme Court would extend the Quill “physical 
presence” requirement to prevent a state from impos-
ing, on out-of-state residents, an income tax based on 
revenue generated from the use of intangibles within 
the taxing jurisdiction. For the reasons expressed 
below, we do not believe the Supreme Court would 
extend the rule beyond its established moorings in 
Quill. 

 The lynchpin of the Supreme Court’s opinion in 
Quill was not logic, or the developing Commerce 
Clause jurisprudence, but stare decisis. See Quill, 504 
U.S. at 317, 112 S. Ct. at 1915-16, 119 L. Ed. 2d at 
109-10. The prior Bellas Hess standard created an 
incentive for consumers to purchase goods from an 
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out-of-state entity, an incentive which in turn con-
tributed to the dramatic growth of the mail-order 
business. See Michael T. Fatale, Geoffrey Sidesteps 
Quill: Constitutional Nexus, Intangible Property and 
the State Taxation of Income, 23 Hofstra L. Rev. 407, 
409-10 (1994) [hereinafter Fatale]. The Quill Court 
was unwilling to upset the settled expectations of a 
huge mail-order industry after its growth was 
spawned by a prior court decision. See Quill, 504 U.S. 
at 316, 112 S. Ct. at 1915, 119 L. Ed. 2d at 109. 
Despite this, the Supreme Court repeatedly recog-
nized that the tides of due process and Commerce 
Clause jurisprudence tugged strongly in the opposite 
direction and that the issue may have been decided 
differently if it was one of first impression. Id. at 311, 
112 S. Ct. at 1912, 119 L. Ed. 2d at 105. 

 Further, it appears that the Court may have been 
concerned about the potential of retroactive applica-
tion if Bellas Hess were reversed. See id. at 318 n.10, 
112 S. Ct. at 1916 n.10, 119 L. Ed. 2d at 110 n.10. 
This prospect may have been particularly daunting in 
Quill, as a reversal of Bellas Hess could have created 
a huge tax liability imposed upon out-of-state vendors 
for their failure to collect sales and use taxes owed by 
others. Here, however, there is no vicarious liability 
for taxes that should have been imposed on third 
parties. Instead, in the income-tax context, the tax is 
either owed by the taxpayer or it is not. See 2 Paul J. 
Hartman & Charles A. Trost, Federal Limitations on 
State & Local Taxation 2d § 10:7, at 12-13 (Supp. 
2010). 
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 In this case, there is simply no similar reliance 
interest. With respect to state taxation of income 
whose source is the employment of intangibles within 
the taxing jurisdiction, there is simply no Bellas Hess 
precedent that gives rise to reliance interests. As 
demonstrated by the income-tax nexus cases dis-
cussed above, the majority in Quill correctly noted 
that “we have not, in our review of other types of 
taxes, articulated the same physical-presence re-
quirement that Bellas Hess established for sales and 
use taxes.” Quill, 504 U.S. at 314, 112 S. Ct. at 1914, 
119 L. Ed. 2d at 108. To the extent there are any 
antecedents for state income taxes, they are Inter-
national Harvester and Whitney, which do not require 
physical presence. Although these cases are due 
process cases, they were decided at a time when the 
nexus requirements of the Due Process Clause and 
the dormant Commerce Clause were thought to be 
interchangeable. 

 In addition, the Supreme Court in Quill sought to 
defend its Commerce Clause based physical-presence 
test with a burdens-type analysis, noting that if a 
state could be required to collect and remit use taxes, 
it might be required to comply with potentially differ-
ing requirements in 6000 or more jurisdictions. Id. at 
313 n.6, 112 S. Ct. at 1914 n.6, 119 L. Ed. 2d at 107 
n.6. The burden of state income taxation, however, 
is substantially less when far fewer jurisdictions 
are involved, when the taxpayer does not become a 
virtual agent of the state in collecting taxes from 
thousands of individual customers, and when tax 
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assessments are only made periodically. Indeed, in 
cases involving income taxes, the Court has not 
seemed overly concerned with the compliance bur-
dens. See Barclays Bank PLC v. Franchise Tax Bd., 
512 U.S. 298, 313-14, 114 S. Ct. 2268, 2277-78, 129 
L. Ed. 2d 244, 259-60 (1994); Nw. States Portland 
Cement Co., 358 U.S. at 462-63, 79 S. Ct. at 364-65, 3 
L. Ed. 2d at 429-30. 

 Advocates of extension of the physical presence 
test to income taxes stress the potential burdens on 
small out-of-state sellers. A hypothetical often cited is 
the author of a book whose work is sold within a state 
where the author has never had a physical presence. 
To impose income tax on royalties earned by such a 
transaction, according to some, would be absurd. 

 The hypothetical fails for several reasons. First, 
slight presence in a state has never been held suffi-
cient to establish a “substantial nexus” under the 
dormant Commerce Clause, and a truly de minimis 
economic presence by a book author should not be 
subject to tax. See Nat’l Geographic Soc’y, 430 U.S. at 
556, 97 S. Ct. at 1390, 51 L. Ed. 2d at 637. Moreover, 
royalties earned by an author of a book are ordinarily 
paid by a publisher to the author, not by a local 
retailer. The income from a book deal thus arises out 
of the contract between the publisher and the author. 
The relationship between the publisher and the local 
retailer has no relevance for purposes of income tax-
ation. See Fatale, 23 Hofstra L. Rev. at 450; Laskin, 
22 Akron Tax J. at 25-26. Further, if states become 
overly aggressive in their tax policy, Congress has the 
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express authority to intervene under the Commerce 
Clause. 

 We also doubt that the Supreme Court would 
extend the “physical presence” rule outside the sales 
and use tax context of Quill. The use of a “physical 
presence” test does, of course, limit the power of the 
state to tax out-of-state taxpayers, but it does so in an 
irrational way. For example, while in Quill the Court 
was concerned about the undue burden on interstate 
commerce caused by enforcement of sales and use 
taxes, “physical presence” within the state does not 
reduce that burden. See John A. Swain, State Sales 
and Use Tax Jurisdiction: An Economic Nexus Stand-
ard for the Twenty-First Century, 38 Ga. L. Rev. 343, 
361-62 (2003) [hereinafter Swain]. Further, the 
“physical presence” test may protect small vendors, 
but it also protects large vendors who are not unduly 
burdened. Id. at 363. 

 In fact, “physical presence” in today’s world is not 
“a meaningful surrogate for the economic presence 
sufficient to make a seller the subject of state tax-
ation.” Id. at 392. “Physical presence” often reflects 
more the manner in which a company does business 
rather than the degree to which the company benefits 
from the provision of government services in the 
taxing state. Does it really make sense to require 
Barnes and Noble to collect and remit use taxes, but 
not impose the same obligation on Amazon.com, 
based on the difference in their business methods? 
See H. Beau Baez III, The Rush to the Goblin Market: 
The Blurring of Quill’s Two Nexus Tests, 29 Seattle U. 
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L. Rev. 581, 582 n.8 (2006) [hereinafter Baez]; Bradley 
W. Joondeph, Rethinking the Role of the Dormant 
Commerce Clause in State Tax Jurisdiction, 24 Va. 
Tax Rev. 109, 135 (2004). 

 It also seems that, to the extent the Court de-
sired to achieve a “bright line,” it may not have 
achieved its objective. As Justice White predicted in 
his separate opinion in Quill, the “physical presence” 
test has not put an end to dormant Commerce Clause 
litigation in the sales and use tax area. Quill, 504 
U.S. at 329-30, 112 S. Ct. at 1921, 119 L. Ed. 2d at 
118. Quill clearly established that a small sales force, 
plant, or office is enough to satisfy the nexus test 
under the dormant Commerce Clause. See id. at 315, 
112 S. Ct. at 1914-15, 119 L. Ed. 2d at 108. Never-
theless, the question of how much “physical presence” 
is required to establish a “substantial nexus” has still 
proven problematic. Compare Orvis Co. v. Tax Ap-
peals Tribunal, 654 N.E.2d 954, 961 (N.Y.) (holding 
that occasional traveling personnel entering juris-
diction is sufficient), cert. denied sub nom. Vt. 
Info. Processing, Inc. v. Comm’r, 516 U.S. 989 (1995), 
with Johnson, 19 S.W.3d at 840 & n.18 (reasoning 
that physical presence of thousands of credit cards 
was “constitutionally insignificant”). Many other 
cases grapple with the question of what amounts to 
sufficient physical presence to satisfy Quill.1 See 

 
 1 In a pre-Quill case, we grappled with the problem of 
physical presence when an Illinois retailer’s contact with Iowa 
was incidental general advertising and occasional deliveries via 

(Continued on following page) 
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Hellerstein & Hellerstein, State and Local Taxation 
at 352-54 (citing cases); see also Baez, 29 Seattle U. L. 
Rev. at 595-600; Matthew T. Troyer, Note, Mail Order 
Retailers and Commerce Clause Nexus: A Bright Line 
Rule or an Opaque Standard?, 30 Ind. L. Rev. 881, 
897 (1997) (asserting “ ‘[s]ubstantial nexus’ is too 
vague to function as a bright-line rule”). 

 There is also the difficult question of when the 
physical presence of third parties should be attrib-
uted to an out-of-state party for purposes of estab-
lishing a substantial nexus under Complete Auto. The 
cases are hardly uniform. Compare Syms Corp. v. 
Comm’r of Revenue, 765 N.E.2d 758, 766 (Mass. 2002) 
(precluding deduction from taxable income royalty 
payments made to a passive investment company), 
with Sherwin-Williams Co. v. Comm’r of Revenue, 778 
N.E.2d 504, 518-19 (Mass. 2002) (permitting deduc-
tion from taxable income royalty payments made to a 
passive investment company). See generally Laskin, 
22 Akron Tax J. at 7 n.24, 8-13. 

 Moreover, if a “bright line” test is needed in the 
income tax arena, it may not be physical location but 

 
employee-driven, company-owned trucks. Good’s Furniture House, 
Inc. v. Iowa State Bd. of Tax Review, 382 N.W.2d 145, 146-47 
(Iowa), cert. denied, 479 U.S. 817 (1986). We concluded that the 
requisite physical presence under Bellas Hess was established. 
Id. at 150. Our ruling was criticized for eroding the physical 
presence nexus standard. See Chris M. Amantea, Use Tax 
Collection Jurisdiction: Retail Stores on a State Border Held 
Hostage, 63 Chi.-Kent L. Rev. 747, 759-64 (1987). 
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something else, particularly when taxation is based 
upon the source of the income. For example, the 
three-factor formula behind the Uniform Division of 
Income for Tax Purposes Act has been called “some-
thing of a benchmark.” Container Corp. of Am. v. 
Franchise Tax Bd., 463 U.S. 159, 170, 103 S. Ct. 2933, 
2943, 77 L. Ed. 2d 545, 556 (1983). 

 We also note that the Quill decision impliedly 
suggests a desire on the part of the Supreme Court to 
defer to Congress on most nexus issues. We find 
significant the holding of the Quill Court that the 
imposition of sales and use taxes by states on out-of-
state residents who utilize only mail and common 
carriers did not violate due process. By removing the 
due process impediment to state taxation of mail-
order sales when physical presence was lacking, the 
Quill Court opened the door to congressional action. 

 It seems clear that the Quill majority recognized 
that difficult issues of determining the extent to 
which the states should be allowed to impose tax 
obligations on comparatively remote entities was in-
fused with policy and legislative-type judgments that 
could not be resolved in the context of judicial deter-
mination of a particular case. Certainly Justice Scalia 
and Justice Thomas would not extend the line draw-
ing under the dormant Commerce Clause outside 
what is required by stare decisis. See, e.g., Am. Truck-
ing Ass’ns v. Scheiner, 483 U.S. 266, 304, 107 S. Ct. 
2829, 2851, 97 L. Ed. 2d 226, 256 (1987) (Scalia, J., 
dissenting) (asserting judicial intervention under dor-
mant Commerce Clause should be limited to cases 
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involving discrimination against interstate com-
merce). 

 We recognize that a counterargument could be 
made that aggressive judicial intervention is required 
to prevent states from shifting tax burdens onto out-
of-state parties who lack political power in the taxing 
jurisdiction. We question, however, whether out-of-
state entities are as powerless in the halls of state 
legislatures as they once were in light of the growth 
of national advocacy groups that protect the local 
interests of their members and the involvement of 
national political parties in state political affairs. In 
addition, in this case, the in-state presence of fran-
chisees, whose interest in tax matters are likely to be 
aligned with the franchisor, are well positioned to 
participate in the local political process. We further 
note that the mechanism to control any improper 
shifting of tax burdens onto out-of-state taxpayers is 
enforcement of the discrimination and apportionment 
prongs of Complete Auto, not the nexus requirement. 

 Another factor that suggests the physical-
presence test should not be extended outside its sales 
and use tax confines is the potential for tax evasion 
that the test engenders. Obviously, this concern did 
not carry the day in Quill. But experience should be 
instructive; namely, the result in Bellas Hess created 
a huge loophole in the tax structure that, twenty-five 
years later was practically impossible to close. Fur-
ther, extension of the “physical presence” approach in 
Quill would be an incentive for entity isolation in 
which potentially liable taxpayers create wholly 
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owned affiliates without physical presence in order to 
defeat potential tax liability. See Swain, 38 Ga. L. 
Rev. at 366-68. We doubt that the Supreme Court 
would want to extend such form-over-substance 
activity into the income tax arena where substance 
over form has been the traditional battle cry. Scripto, 
Inc., 362 U.S. at 211, 80 S. Ct. at 622, 4 L. Ed. 2d at 
664 (noting that to permit the fine distinction be-
tween employees and independent contractors to 
control the result of taxation under the Commerce 
Clause would “open the gates to a stampede of tax 
avoidance”). 

 Finally, we think taxation of the income here is 
most consistent with the now prevailing substance-
over-form approach embraced in most of the modern 
cases decided by the Supreme Court under the 
dormant Commerce Clause. When a company earns 
hundreds of thousands of dollars from sales to Iowa 
customers arising from the licensing of intangibles 
associated with the fast-food business, we conclude 
that the Supreme Court would engage in a realistic 
substance-over-form assessment that would allow a 
state legislature to require the payment of the com-
pany’s fair share of taxes without violating the 
dormant Commerce Clause. 

 For the above reasons, we hold that a physical 
presence is not required under the dormant Com-
merce Clause of the United States Constitution in 
order for the Iowa legislature to impose an income tax 
on revenue earned by an out-of-state corporation 
arising from the use of its intangibles by franchisees 
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located within the State of Iowa. We hold that, by 
licensing franchises within Iowa, KFC has received 
the benefit of an orderly society within the state and, 
as a result, is subject to the payment of income taxes 
that otherwise meet the requirements of the dormant 
Commerce Clause. As a result, the district court 
judgment on the dormant Commerce Clause issues in 
this case is affirmed. 

 
IV. State Law Claims. 

A. State Law Claim Under Iowa Code 
Section 422.33. 

 In the alternative to its constitutional attack 
under the dormant Commerce Clause, KFC argues 
that the imposition of tax in this case is not author-
ized by the provisions of Iowa law and related admin-
istrative regulations that authorize the imposition of 
income tax on corporations because of the lack of 
physical presence within Iowa. 

 We do not agree. The applicable provision of the 
Code, Iowa Code section 422.33(1) (1997), imposes an 
income tax on each corporation “doing business in 
this state, or deriving income from sources within 
this state.” Iowa Code § 422.33(1). Iowa Code section 
422.33(1) further provides that “income from sources 
within the state” includes “income from real, tangible, 
or intangible property located or having a situs in the 
state.” Id. § 422.33(1)(d)[.] The reference to “intangible 
property” located or “having a situs in the state” is a 
clear reference to the applicable case law dealing with 
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taxation of income arising from the use of intangibles 
in connection with transactions within a state. See, 
e.g., Nw. States Portland Cement Co., 358 U.S. at 
464-65, 79 S. Ct. at 365-66, 3 L. Ed. 2d at 430-31; 
Int’l Harvester, 322 U.S. at 442, 64 S. Ct. at 1064, 88 
L. Ed. at 1379-80; Whitney, 299 U.S. at 371-72, 57 
S. Ct. at 238, 81 L. Ed. at 287-88. Therefore, the 
tax at issue in this case falls squarely within the 
intended scope of Iowa Code section 422.33. 

 This interpretation is not diminished by, nor is 
there anything invalid about, the administrative 
regulations promulgated pursuant to the statute. 
IDOR has promulgated regulations implementing 
Iowa Code section 422.33(1). Under the applicable 
rules, the statutory phrase “intangible property 
located or having a situs in this state” is further 
defined to include intangible property that “has 
become an integral part of some business activity 
occurring regularly in Iowa.” Iowa Admin. Code r. 
701-52.1(1)(d), (4) (1997). Citing Geoffrey, the rules 
specifically provide that, if a corporation owns trade-
marks and trade names that are used in Iowa, a 
business situs for purposes of taxation may be pre-
sent even though the corporation has no physical 
presence or other contact with Iowa. See Iowa Admin. 
Code r. 701-52.1(4) (Example 4); see also Geoffrey, 437 
S.E.2d at 18-19. The administrative regulations are 
simply a logical interpretation of the statute with 
citation to the evolving case law on the taxation of 
revenues earned or arising out of intangible property. 
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B. Other State Law Claims. 

 KFC raises two other state law claims on appeal. 
First, it claims that a policy letter issued by IDOR is 
contrary to the position IDOR has taken in this case 
and that IDOR has not provided an adequate expla-
nation for its departure from its established policy. 
Second, KFC claims that IDOR erred by assessing 
penalties against KFC for its failure to pay the as-
serted taxes. 

 Neither of these issues, however, has been pre-
served for our review. KFC claims that the issues 
were properly raised before the agency. Even if the 
issues were properly raised before the agency, KFC 
was required to file a motion for rehearing under 
Iowa Code section 17A.16(2) (2009) to preserve the 
issues when the agency issued a final order that did 
not address them. This KFC did not do. As a result, 
when KFC filed its appeal of the administrative 
action with the district court, there was no ruling on 
the policy letter or penalty issues for the district court 
to review. 

 When an agency fails to address an issue in its 
ruling and a party fails to point out the issue in a 
motion for rehearing, we find that error on these 
issues has not been preserved. Our respect for agency 
processes in administrative proceedings is compar-
able to that afforded to district courts in ordinary civil 
proceedings. Just as we do not entertain issues that 
were not ruled upon by the district court and that 
were not brought to the district court’s attention 
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through a proper posttrial motion, Meier v. Senecaut, 
641 N.W.2d 532, 540 (Iowa 2002), we decline to enter-
tain issues not ruled upon by an agency when the 
aggrieved party failed to follow available procedures 
to alert the agency of the issue. See Soo Line R.R. v. 
Iowa Dep’t of Transp., 521 N.W.2d 685, 688 (Iowa 
1994) (stating that the scope of administrative review 
is limited to questions that were actually considered 
by the agency); Chi. & Nw. Transp. Co. v. Iowa 
Transp. Regulation Bd., 322 N.W.2d 273, 276 (Iowa 
1982) (finding that an issue first raised in motion for 
rehearing and considered by the agency is preserved); 
Charles Gabus Ford, Inc. v. Iowa State Highway 
Comm’n, 224 N.W.2d 639, 647 (Iowa 1974) (discussing 
requirement of exhaustion of administrative remedies 
when agency has primary or exclusive jurisdiction 
over controversy). 

 
V. Conclusion. 

 For the above reasons, we conclude that the 
assessment of income tax liability made by IDOR 
against KFC does not violate the dormant Commerce 
Clause or any provision of Iowa law. We further 
conclude that the issues related to the policy letter 
and the assessment of penalties have not been pre-
served. As a result, we affirm the judgment of the 
district court upholding the action of IDOR in all 
respects. 

 AFFIRMED. 
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 All justices concur except Wiggins, J., who con-
curs in result. 
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APPENDIX B 

IN THE IOWA DISTRICT COURT IN  
AND FOR POLK COUNTY 

 

KFC CORPORATION, 

      Petitioner, 

v. 

IOWA DEPARTMENT OF 
REVENUE  

      Defendant. 

NO. CV 7466 

RULING ON PETITION 
FOR JUDICIAL  
REVIEW 

 
INTRODUCTION 

(Filed Jun. 5, 2009) 

 The above-captioned matter came before the 
Court on March 23, 2009, on a petition for judicial 
review. The parties were represented by counsel of 
record. After hearing the arguments of counsel and 
reviewing the court file, including briefs filed by the 
parties and the certified administrative record, the 
Court now enters the following ruling: 

 
FACTUAL AND PROCEDURAL HISTORY 

 The facts of this case are not largely in dispute. 
This petition for judicial review arises out of a Final 
Order of the Director of the Department of Revenue, 
which upheld an assessment of corporate income tax 
as constitutional under the Commerce Clause, and 
consistent with the Iowa Code and the Department’s 
administrative rules. The years at issue in the  
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Department of Revenue’s tax assessment are KFC’s 
short tax period ending December 31, 1997 and the 
calendar years 1998 and 1999. 

 “Marks” refers to KFC’s trademarks, trade names 
or service marks. “System” refers to KFC’s unique 
system for preparing and marketing fried chicken 
and other food products pursuant to trade secrets, 
standards, and specifications designed to maintain a 
uniform high quality of product, service, and national 
image. 

 KFC Corporation was incorporated in Delaware 
in 1971. On July 8, 1971, Kentucky Fried Chicken 
Corporation was acquired by and merged into KFC. 
As a result of this acquisition and merger, KFC 
acquired the intellectual property of Kentucky Fried 
Chicken Corporation, including the KFC trademarks 
and trade names as well as other aspects of a unique 
system for preparing and marketing fried chicken 
and other food products pursuant to trade secrets, 
standards, and specifications designed to maintain a 
uniform high quality product, service and national 
image. 

 During the years at issue in this case, KFC 
owned, managed, protected and licensed the KFC 
Marks and System. KFC owned all KFC intellectual 
property licensed and used in the U.S.  KFC’s primary 
business was the ownership and license of the KFC 
trademark and System. KFC entered into franchise 
agreements with franchisees that authorized the 
franchisees’ use of KFC’s Marks and Systems in 
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connection with the franchise restaurant operations. 
KFC licensed intangible intellectual property in the 
form of Marks and the System to non-affiliate fran-
chisees who owned approximately 3,400 restaurants 
in the U.S., including those franchise restaurants 
located in the state of Iowa. 

 KFC received royalty and/or license income from 
those franchisees who had restaurants located in 
Iowa, for the use of the KFC Marks and System. KFC 
granted to those franchisees the right and license to 
use KFC’s Marks and System at the franchisees’ 
stores to prepare and market approved products and 
provide services meeting KFC’s quality standards 
through the use of processes and trade secrets com-
municated by KFC. KFC franchisees with restau-
rants that are located in Iowa paid royalties to KFC 
for the right and license to use KFC’s Marks and 
System at the rate of four percent of gross revenues 
for each month, with a minimum monthly royalty 
amount. The KFC Marks and System intellectual 
property were utilized by KFC’s franchisees at fran-
chise locations in Iowa. 

 The goodwill associated with KFC’s Marks is the 
exclusive property of KFC. Any enhancement of the 
goodwill associated with the Marks during the term 
of the franchise agreement inures to KFC’s benefit, 
except to the extent of any profit realized by the 
franchisee from the operation or sale of the restau-
rant location during the franchise term. KFC had the 
rights to control the use of the Marks by the fran-
chisees with locations in Iowa and also had the right 
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to control the nature and quality of goods sold under 
the Marks by the franchisees with locations in Iowa. 
In order to enhance the KFC goodwill, System, and 
Marks’ value, the KFC franchise agreements placed 
detailed obligations on franchisees which included 
strict adherence to KFC requirements regarding 
menu items, advertising, marketing, and physical 
facilities. The KFC Franchise Department had ongo-
ing responsibilities including: tracking the compliance 
of the KFC franchisees with contractual obligation and 
determining whether and which disciplinary actions 
were required. Iowa KFC franchisee outlets were 
required to be constructed and conduct business in 
strict compliance with all plans, specifications, and 
requirements prescribed by KFC regarding the opera-
tion of the business. This included using only signed, 
menu boards, advertising, promotional material, equip-
ment, supplies, uniforms, paper goods, packaging, 
furnishing, fixtures, recipes and ingredients meeting 
KFC’s standards and specifications. 

 
STANDARD OF REVIEW 

 The Iowa Administrative Procedure Act, Chapter 
17A of the Iowa Code, governs judicial review of the 
decisions of the Iowa Department of Revenue, and 
indicates that the district court functions in an appel-
late capacity. Iowa Planners Network v. Iowa State 
Commerce Comm’n, 373 N.W.2d 106, 108 (Iowa 1985). 
The Petitioner alleges that the decision of the Direc-
tor of the Department of Revenue violates the Due 
Process and Commerce Clauses. If a constitutional 
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challenge is raised in a petition for judicial review, 
the district court performs a de novo review. Office of 
Consumer Advocate v. Iowa State Commerce Comm’n, 
465 N.W.2d 280, 281 (Iowa 1991); Silva v. Employ-
ment Appeal Bd., 547 N.W.2d 232, 234 (Iowa Ct. App. 
1996). The Petitioner also argues that the taxation of 
KFC’s royalty income is in contravention to Iowa law. 
Pursuant to Iowa Code 17A.19(11)(c), this Court must 
give appropriate deference to the views of the agency 
“with respect to particular matters that have been 
vested by a provision of law in the discretion of the 
agency.” Iowa Code § 422.68(1) gives the Director of 
the Department of Revenue the “power and authority 
to prescribe all rules not inconsistent with” the tax 
provisions, “necessary and advisable” for their de-
tailed administration and to effectuate their purposes. 
Because Iowa Code § 422.33(1) does not define “in-
tangible property located or having a situs in Iowa”, 
its definition has been vested in the Department’s 
discretion and is entitled to appropriate deference. 
See IOWA CODE 17A.19(11)(c); Iowa Ag Construction 
Co., Inc. v. Iowa State Bd. Of Tax Review, 723 N.W.2d 
167, 173 (Iowa 2006). The Department’s rules defin-
ing “intangible property located or having a situs in 
Iowa” can be found to be invalid only if they are 
“irrational, illogical or wholly unjustifiable.” See IOWA 
CODE 17A.19(10)(l). Likewise, the Director’s applica-
tion of the law to the facts may only be reversed upon 
the finding that they are “irrational, illogical or 
wholly unjustifiable.” Iowa Code 17A.19(10)(m). The 
court shall make a separate and distinct ruling on 
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each material issue on which the court’s decision is 
based. IOWA CODE §17A.19(9). 

 
ANALYSIS 

1. Constitutionality of Taxes on Royalties 

 KFC argues that the Final Order of the Depart-
ment of Revenue is erroneous because taxation of the 
subject royalties is in contravention to both the Com-
merce Clause and Due Process Clause of the U.S. 
Constitution. KFC argues that such taxation violates 
the Commerce Clause because KFC does not have a 
“substantial nexus” with that state due to its lack of 
“physical presence” within the state. It also argues 
that taxation of royalties is unconstitutional under 
the Due Process Clause because KFC has not pur-
posely availed itself of the benefits and has not delib-
erately directed its efforts toward the exploitation of 
the state’s economic market. 

 With regard to KFC’s argument that the taxation 
of royalty payments violates the Due Process Clause, 
the Court notes that this question was not addressed 
by the administrative agency and error was not pre-
served on this issue. The Department argues that 
neither parties’ motion for summary judgment raised 
the issue of Due Process and it was not addressed in 
the agency action being reviewed. Because this Court 
cannot review questions not considered by the admin-
istrative agency, KFC’s Due Process Claim must fail. 
See Soo Line Railroad Company v. Iowa Dep’t of 
Transportation, 521 N.W.2d 685, 688 (Iowa 1994). 
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 KFC’s argument that the Department’s taxation 
of its royalty payments violates the Commerce 
Clause, however, remains. KFC argues that pursuant 
to the United States Supreme Court’s decisions in the 
cases of Quill, Bellas Hess, in addition to other state 
court progeny, its royalty payments from its fran-
chisees located in the state of Iowa cannot be taxed 
without violating the Commerce Clause. The Depart-
ment contends that the weight of authority has 
established that the “physical presence” requirement 
articulated in Quill has been limited to sales and use 
taxes, forms of taxation not present in this case. 

 State taxes do not violate the U.S. Constitution’s 
Commerce Clause if “[1] is applied to an activity with 
a substantial nexus with the taxing State, [2] is fairly 
apportioned, [3] does not discriminate against inter-
state commerce, and [4] is fairly related to the ser-
vices provided by the State.” Complete Auto Transit, 
Inc. v. Brady, 430 U.S. 274, 279 (1977). KFC only 
challenges the “substantial nexus” requirement as 
lacking because KFC has no “physical presence” and 
therefore cannot be taxed according to Quill. However, 
this Court, upon review of the appropriate case law, 
concludes that the Supreme Court’s holding in Quill 
is clearly limited to sales and use taxes. In upholding 
the North Dakota use tax and requiring physical 
presence in order to collect such taxes, the Supreme 
Court specifically commented in Quill why sales and 
use taxes necessitate a clear “bright-line” rule of 
physical presence. 
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 . . . the Bellas Hess rule has engendered 
substantial reliance and has become part of 
the basic framework of a sizable industry. 
The “interest in stability and orderly devel-
opment of the law” that undergirds the doc-
trine of stare decisis, see Runyon v. McCrary, 
427 U.S. 160, 190-191, 96 S.Ct. 2586, 2604-
2605, 49 L.Ed.2d 415 (1976) (STEVENS, J., 
concurring), therefore counsels adherence to 
settled precedent. 

Quill Corp. v. North Dakota, 504 U.S. 298 (1992). 
This Court believes that it is abundantly clear in the 
Quill decision that the Supreme Court intended for 
sales and use taxes to be treated in a manner differ-
ently than other types of taxes. The Supreme Court 
continued . . .  

In sum, although in our cases subsequent to 
Bellas Hess and concerning other types of 
taxes we have not adopted a similar bright-
line, physical-presence requirement, our rea-
soning in those cases does not compel that 
we now reject the rule that Bellas Hess es-
tablished in the area of sales and use taxes. 
To the contrary, the continuing value of a 
bright-line rule in this area and the doctrine 
and principles of stare decisis indicate that 
the Bellas Hess rule remains good law. For 
these reasons, we disagree with the North 
Dakota Supreme Court’s conclusion that the 
time has come to renounce the bright-line 
test of Bellas Hess. 

Quill at 317-318. 
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 Though there has been no definitive answer from 
the United State [sic] Supreme Court regarding the 
taxes at issue in this case, appellate courts in other 
states have reached conclusions similar to those of 
this Court in evaluating the constitutionality of state 
business franchise and corporation net income taxes 
under the Commerce Clause. In Geoffrey, Inc. v. 
Oklahoma Tax Comm’n, an Oklahoma appellate court 
upheld state corporate income taxes on an out-of-
state entity who licensed its Marks to affiliates and 
third-party licensees in the state of Oklahoma. Geof-
frey, Inc. v. Oklahoma Tax Comm’n, 132 P.3d 632, 638 
(Okla. Ct. Civ. App. 2005). The Geoffrey court cited an 
extensive discussion of Quill from another case 
finding a similar result, A & F Trademark, Inc. v. 
Tolson. The A & F case stated several reasons as to 
why a broader reading of Quill beyond sales and use 
taxes was not an appropriate one, 

First, the tone in the Quill opinion hardly 
indicates a sweeping endorsement of the 
bright-line test it preserved, and the Su-
preme Court’s hesitancy to embrace the test 
certainly counsels against expansion of it . . . 
The [Supreme] Court further observed the 
physical-presence test, though offset by the 
clarity of the rule, was “artificial at its edges” 
. . . In addition, the Court twice noted that in 
other types of taxes, it had never articulated 
the same physical-presence requirement 
adopted in Bellas Hess, but cautioned that 
the failure to expand the Bellas Hess rule es-
tablished for sales and use taxes to other 
types of taxes did not imply that the Bellas 
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Hess rule for sales and use taxes was vestig-
ial or disapproved. Nonetheless, the Court’s 
choice to abstain from rejecting the Bellas 
Hess rule as applied to use and sales taxes 
fails to argue persuasively that the rule 
should, for lack of rejection, be augmented to 
cover other types of taxes. While the Su-
preme Court may ultimately choose to ex-
pand the scope of the physical-presence test 
reaffirmed in Quill beyond sales and use 
taxes, its equivocal reaffirmation of that test 
does not readily make that choice self-
evident. Second, retention of the Bellas Hess 
test was grounded, in no small part, on the 
principle of stare decisis and the “substantial 
reliance” on the physical-presence test, 
which had “become part of the basic frame-
work of a sizable industry.” Neither consid-
eration advocates for the position adopted by 
the taxpayers in the present case. . . . Third, 
there are important distinctions between 
sales and use taxes and income and fran-
chise taxes “that makes the physical pres-
ence test of the vendor use tax collection 
cases inappropriate as a nexus test.” “The 
use tax collection cases were based on the 
vendor’s activities in the state, whereas” the 
income and franchise taxes in the instant 
case are based solely on “the use of [the tax-
payer’s] property in th[is] state by the licen-
see[s]” and not on any activity by the 
taxpayers in this State. . . . Since the tax at 
issue in this case is not based on the taxpay-
er’s activity in North Carolina, but rather on 
the taxpayers’ receipt of income from the use 
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of the taxpayers’ property in this State by a 
commonly-owned third party, “it would [be] 
inappropriate and, indeed, anomalous . . . [to 
determine] nexus by [the taxpayers’] activi-
ties or [their] physical presence” in North 
Carolina. Moreover, “[u]nlike an income tax, 
a sales and use tax can make the taxpayer 
an agent of the state, obligated to collect the 
tax from the consumer at the point of sale 
and then pay it over to the taxing entity.” 
“[A] state income tax is usually paid only 
once a year, to one taxing jurisdiction and at 
one rate, [but] a sales and use tax can be due 
periodically to more than one taxing jurisdic-
tion within a state and at varying rates.” 
Given these reasons, we reject the contention 
that physical presence is the sine qua non of 
a state’s jurisdiction to tax under the Com-
merce Clause for purposes of income and 
franchise taxes. Rather, we hold that under 
facts such as these where a wholly-owned 
subsidiary licenses trademarks to a related 
retail company operating stores located with-
in North Carolina, there exists a substantial 
nexus with the State sufficient to satisfy the 
Commerce Clause. 

Geoffrey, Inc. v. Oklahoma Tax Comm’n, 132 P.3d 632, 
638 (Okla. Ct. Civ. App. 2005) (citing A & F Trade-
mark, Inc. v. Tolson, 167 N.C.App. 150, 605 S.E.2d 
187 (N.C.App.2004)). In Geoffrey, Inc. v. South Caro-
lina Tax Comm’n, the South Carolina Supreme Court 
held that licensing trademarks in a state to earn 
income satisfies the requirement of a “substantial 



62a 

 

nexus.” Geoffrey, Inc. v. South Carolina Tax Comm’n, 
437 S.E.2d 13 (S.C. 1993). 

 This Court concludes that a substantial nexus 
exists between the State of Iowa and KFC such that 
taxation of KFC’s royalty income does not violate the 
Commerce Clause. KFC undisputedly derives royalty 
income from business in Iowa. Its franchise agree-
ments are directly connected to Iowa. The royalty 
payments it receives are based on the gross revenues 
of the Iowa franchisees. Because this Court believes 
that a clear reading of Quill confines its holding to 
sales and use taxes, KFC’s argument that the Direc-
tor of the Department of Revenue erred in his failure 
to apply the Quill holding to the factors of this case 
must be rejected. 

 
2. Legality of Taxes on Royalties Under Iowa Law 

 KFC also argues that the taxation of its royalty 
income is contrary to Iowa law. They argue specifically 
that 1) Iowa law does not permit taxation of such 
income without some degree of in-state activity by the 
alleged taxpayer, 2) rules of statutory construction 
support KFC’s interpretation of Iowa Code § 422.33(1), 
3) the Department of Revenue’s rules are internally 
inconsistent, and 4) Iowa taxation statutes shun the 
concept of an “economic nexus” in favor of a require-
ment of physical presence. 

 During the years at issue in this case, Iowa Code 
§ 422.33(1) imposes an income tax “upon each corpo-
ration organized under the laws of this state, and 
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upon each foreign corporation doing business in this 
state, or deriving income from sources within this 
state.” “Income from sources within this state” is 
defined in Iowa Code § 422.33(1) as “income from 
real, tangible, or “intangible property located or 
having a situs in this state”.” Rules promulgated by 
the Iowa Department of Revenue state that if intan-
gible property “has become an integral part of some 
business activity occurring regularly in Iowa” then 
that intangible property is located in or has a situs in 
Iowa. IOWA ADMIN. CODE r. 701-52.1(1)“d”; 701-52.1(4). 
The Department’s rules also include examples as to 
how these regulations apply to specific situations, 
including an example analogous to the present case. 

EXAMPLE 3: C, a corporation with a commer-
cial domicile in State X, owns trademarks 
and trade names which it, by license agree-
ments, allows other corporations to use. 
Some of those other corporations do business 
in Iowa. The trademarks and trade names 
are used by these other corporations at their 
Iowa stores in connection with their business 
activities at those stores. C has no physical 
presence in Iowa and has no other contact 
with Iowa. C is paid royalties of 1 percent of 
net sales of the licensed products or services. 
C is required to file an Iowa income tax re-
turn because C’s intangible property inter-
ests in the trademarks and trade names 
have situses in Iowa. Geoffrey, Inc. v. South 
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Carolina Tax Commission, 437 S.E.2d 13 
(S.C. 1993). 

IOWA ADMIN. CODE R. 701-52.1(4). 

 First, KFC argues that the Director in the Final 
Order erroneously concluded that KFC’s intangible 
property “clearly [has its] situs in Iowa.” KFC argues 
that taxation of its royalty income is in contravention 
to Iowa law because the Department’s regulations 
improperly shift the object of the activity from that of 
the alleged taxpayer, to that of another person (the 
KFC franchisees). It also argues that rules of statutory 
construction dictate that under Iowa Code § 422.33(1), 
KFC may only be liable for Iowa taxes if KFC uses its 
intangible property in connection with its own busi-
ness activities within the state of Iowa. The Court 
finds that the object of the activity has not been so 
shifted and that KFC’s interpretation of the statute is 
flawed. Iowa Code § 422.33(1) refers to corporations 
“deriving income from sources within the state.” 
Income from sources within this state” is defined in 
Iowa Code § 422.33(1) as “income from real, tangible, 
or “intangible property located or having a situs in 
this state”.” KFC is a corporation, who derives royalty 
income from allowing its franchisees (the sources) to 
use its Marks and System. Some of its franchisees 
conduct business in the state of Iowa. KFC receives 
royalties from the sales transacted in Iowa restau-
rants. This is clearly a dispute over intangible prop-
erty, though KFC contends nonetheless that such 
property has no situs in the State. The Department 
has stated that property has a situs in the state if 
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KFC’s property “has become an integral part of some 
business activity occurring regularly in Iowa.” Iowa 
Administrative Code r. 701-52.1(1)“d”; 701-52.1(4). The 
Court finds that given the extensive nature of use of 
the KFC Marks and System with its franchisees, KFC 
is unable to maintain that its Marks and System 
would not be a an “integral part of business activity 
occurring regularly in Iowa.” Id. 

 KFC also argues that the Department rule 701-
52.1(d), which provides that if a foreign corporation’s 
intangible property “has become an integral part of 
some business activity occurring regularly in Iowa,” it 
is then considered to have a situs in Iowa, is incon-
sistent with other Department rules which state that 
an Iowa corporation has a situs at its commercial 
domicile in the state of Iowa. See Iowa Admin. Code r. 
701-52.1(1)“d”. The Court agrees with the Depart-
ment’s interpretation of these rules. Not only is there 
no indication that KFC’s intellectual property also 
does not have a situs at KFC’s commercial domicile, 
there is no reason why it may not also have a situs in 
Iowa. Only those royalties from Iowa franchisees 
would be subjected to the Iowa income tax. The 
Department also does not contend that a domestic 
corporation may only have a situs in the state of 
Iowa. See Example E, IOWA ADMIN CODE r. 701-52.1(4). 

 Lastly, KFC argues that a 1996 amendment to 
Iowa Code § 422.34A (dealing with exempt activities 
of foreign corporations) confirms that the Legisla-
ture intended to require physical presence before a 
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corporation may be taxed pursuant to Iowa Code 
§ 422.33(1). Iowa Code § 422.34A states, 

A foreign corporation shall not be considered 
doing business in this state or deriving in-
come from sources within this state for the 
purposes of this division by reason of carry-
ing on in this state one or more of the follow-
ing activities: . . .  

5. Owning and controlling a subsidiary cor-
poration which is incorporated in or which is 
transacting business within this state where 
the holding or parent company has no physi-
cal presence in the state as that presence re-
lates to the ownership or control of the 
subsidiary. 

This statute exempts from income taxes those corpo-
rations whose Iowa activities are limited to their 
status as holding or parent companies, a situation not 
present in this case. There is no support for KFC’s 
argument that this statute indicates that physical 
presence is required for those corporations in the 
position of KFC. 

 
3. Penalties Under Iowa Law 

 Lastly, KFC argues that the Final Order is 
erroneous because the Decision did not address or 
cancel the penalties imposed on KFC by the De-
partment of Revenue. KFC argues that the decisions 
of the United States Supreme Court in Quill and 
Bellas Hess gave KFC “reasonable cause” to believe 
that in the absence of physical presence and lack of a 
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relationship between its in-State franchisees, it was 
not subject to Iowa tax. The Department argues that 
KFC failed to preserve this issue for error because 
neither the Department nor KFC’s motion for sum-
mary judgment asked for a ruling regarding the 
assessed penalties and the Director’s Final Order did 
not address the issue of imposition of penalties. After 
the Director’s Final Order was filed, there is also no 
evidence that KFC otherwise attempted to bring 
attention to the fact that the Director failed to ad-
dress the issue of penalties. The Court finds that this 
issue was also not preserved for review. KFC did not 
file an application for rehearing pursuant to Iowa 
Code 17A.16(2) and because neither parties’ motion 
for summary judgment asked for a ruling on the 
penalty issue, it is may not properly be considered by 
this Court. See Soo Line Railroad Company v. Iowa 
Dep’t of Transportation, 521 N.W.2d 685, 688 (Iowa 
1994). 

 
CONCLUSION 

 This Court concludes that the Final Order of the 
Director of the Department of Revenue must be 
affirmed. The imposition of taxes on KFC’s royalty 
income violates neither the Due Process Clause nor 
the Commerce Clause of the U.S. Constitution. Addi-
tionally, neither the Department’s regulation defining 
“intangible property located or having a situs in this 
state” nor the Director’s application of the law to the 
facts of this case “irrational, illogical or wholly unjus-
tifiable.” See Iowa Code 17A.19(10)(l), (m). 
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ORDER 

 IT IS ORDERED that the petition for judicial 
review is DENIED. Costs shall be taxed to the Peti-
tioner. 

 DATED this 5th day of June, 2009. 

 /s/ Don C. Nickerson
  DON C. NICKERSON, JUDGE

Fifth Judicial District of Iowa 
 

[Copies to 
√ Counsel of record 
cq 6/5/09] 
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APPENDIX C 

BEFORE THE IOWA DEPARTMENT OF REVENUE 
HOOVER STATE OFFICE BUILDING 

DES MOINES, IOWA 
 
IN THE MATTER OF 

KFC CORPORATION  
5200 Commerce Crossings  
Mail Drop L – 3145  
Louisville, KY 40229 

CORPORATE INCOME TAX 

* 
* 
* 
* 
* 
* 
* 

DIRECTOR’S FINAL 
ORDER ON APPEAL

DOCKET NO.  
07DORFC016 

 
STATEMENT OF THE CASE 

 On October 19, 2001, the Iowa Department of 
Revenue issued a corporation income tax assessment 
to KFC Corporation for tax years ending 12-31-97, 12-
31-98, and 12-31-99. A Protest to the assessment was 
filed on December 20, 2001. The amount of the as-
sessment was for tax of $205,710 plus interest. The 
Department filed an answer to the Protest on June 
20, 2007. Jurisdiction rests within the Department 
pursuant to Iowa Code §§ 17A.12 and 422.41 (1997). 

 A hearing on Motions for Summary Judgment 
filed by KFC and the Department was held before 
Administrative Law Judge Philip Deats on February 
7, 2008. The record consisted of undisputed facts. On 
August 8, 2008, the Administrative Law Judge issued 
a Proposed Ruling on Summary Judgments finding 
for the Department. 
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 A Notice of Appeal was timely filed by KFC to the 
Director of Revenue on September 3, 2008. On Octo-
ber 9, 2008, the matter was submitted to the Director 
without oral argument. The issue is: 

1. Whether KFC has sufficient nexus with Iowa 
to be subject to Iowa corporation income tax? 

 
FINDINGS OF FACT 

 The Director adopts and incorporates into this 
decision Findings of Fact made by the Administrative 
Law Judge in the Proposed Ruling: 

1) The years at issue are KFC’s short tax period 
ending December 31, 1997, and the calendar 
years 1998 and 1999. 

2) “Marks” means KFC’s trademarks, trade 
names, and service marks. 

3) “System” means KFC’s unique system for 
preparing and marketing fried chicken and 
other food products pursuant to trade se-
crets, standards, and specifications designed 
to maintain a uniform high quality of prod-
uct, service, and national image. 

4) KFC Corporation was incorporated in Dela-
ware on February 11, 1971. On July 8, 1971, 
Kentucky Fried Chicken Corporation was 
acquired by and merged into KFC. 

5) As a result of the 1971 acquisition and mer-
ger, KFC acquired the intellectual property 
of Kentucky Fried Chicken Corporation, in-
cluding the KFC trademarks and trade 
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names as well as all other aspects of a 
unique system for preparing and marketing 
fried chicken and other food products pursu-
ant to trade secrets, standards, and specifi-
cation designed to maintain a uniform high 
quality of product, service and national image. 

6) During the years at issue, KFC owned, man-
aged, protected, and licensed the KFC Marks 
and related System. KFC owned all of the 
KFC intellectual property licensed and used 
in the United States. KFC’s primary busi-
ness was the ownership and license of the 
KFC trademark and related system. 

7) KFC entered into franchise agreements with 
franchisees that authorized the franchisees’ 
use of KFC’s Marks and System in connec-
tion with the franchisees’ restaurant opera-
tions. 

8) KFC licensed intangible intellectual property 
in the form of Marks and the related KFC 
System to non-affiliate franchisees who owned 
approximately 3,400 restaurants throughout 
the United States, including franchisee res-
taurants located in Iowa. 

9) KFC received royalty and/or license income 
from franchisees with restaurants that were 
located in Iowa, for the use of KFC’s Marks 
and System. 

10) KFC granted to franchisees with restaurants 
that were located in Iowa the right and li-
cense to use KFC’s Marks and System at the 
franchisees’ outlets to prepare and market 
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approved products and provide services 
meeting KFC’s quality standards through 
the use of processes and trade secrets com-
municated by KFC. 

11) KFC’s franchisees with restaurants that 
were located in Iowa paid royalties to KFC 
for the right and license to use KFC’s Marks 
and System at the rate of four percent of 
gross revenues for each month, with a mini-
mum monthly royalty amount adjusted for 
increased [sic] in the Consumer Price Index. 

12) KFC’s Marks and other System intellectual 
property were used by KFC’s franchisees at 
the franchisees’ locations in Iowa. 

13) The goodwill associated with KFC’s Marks is 
the exclusive property of KFC. Any en-
hancement of the goodwill associated with 
KFC’s Marks during the term of the fran-
chise agreement inures to the benefit of 
KFC, except to the extent of any profit real-
ized by the franchisee from the operation or 
possible sale of the restaurant location dur-
ing the term of the franchise. 

14) KFC had the right to control the use of its 
Marks by franchisees with locations in Iowa 
and the right to control the nature and quality 
of goods sold under the Marks by franchisees 
with locations in Iowa. 

15) In order to enhance the value of the KFC 
System and Marks, and the good will associ-
ated therewith, the KFC franchise agree-
ment placed detailed obligations on the Iowa 
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franchisees which included strict adherence 
to KFC’s requirements regarding menu items, 
advertising, marketing, and physical facili-
ties. 

16) Ongoing responsibilities of KFC’s Franchise 
Department included tracking the compli-
ance of the KFC franchisees with contractual 
obligation. KFC’s Franchise Department  
determined whether and which disciplinary 
actions (ranging from warnings to default 
notices to termination of the franchise 
agreement) were required. 

17) The Iowa KFC franchisees’ outlets were re-
quired to be constructed and conduct busi-
ness in strict compliance with all plans, 
specifications, and requirements prescribed 
by KFC regarding the operation of the busi-
ness. This included using only signs and 
menu boards, advertising and promotional 
materials, equipment, supplies, uniforms; 
paper goods, packaging, furnishing, fixtures, 
recipes, and food ingredients which met 
KFC’s standards and specifications. 

18) KFC’s Iowa franchisees had to purchase the 
equipment, supplies, trademarked paper 
goods, and other products required by KFC 
to be used in the establishment or operation 
of their outlets only from KFC-approved 
manufacturers and distributors. 

19) KFC delivered to its franchisees a Confiden-
tial Operating Manual which the franchisees 
were required to abide by, including any 
supplements or revisions by KFC. The 
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Confidential Operating Manual and other in-
formation furnished by KFC remained the 
property of KFC and, if in tangible form, had 
to be returned to KFC at the end of a fran-
chisee’s license term. 

20) The Confidential Operating Manual deliv-
ered by KFC to its franchisees consisted of 
six volumes, in ring binders, which set forth 
KFC’s instructions and requirements related 
to: (1) Products; (2) Equipment and facilities; 
(3) Safety, security, sanitation, and employee 
relations; (4) Merit (computer system) proce-
dures; (5) Merit records and troubleshooting; 
and (6) Hospitality, quality, service, and 
cleanliness. 

21) Upon termination or expiration of a franchi-
see’s franchise agreement, the franchisee had 
to immediately discontinue use of KFC’s 
Marks and System and had to return all  
operating manuals and other confidential 
materials to KFC. 

22) KFC’s franchisees, including those in Iowa, 
were required to immediately inform KFC of 
any suspected or known infringement of or 
challenge to KFC’s Marks and System by 
others and assist and cooperate with KFC in 
taking such action at KFC’s expense as KFC 
deemed appropriate. 

23) Quality assurance activities for the Marks 
were performed in Iowa on behalf of KFC by 
employees of affiliates of KFC. 
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24) KFC National Management Company, a sub-
sidiary of KFC, performed activities in Iowa 
associated with KFC’s Marks in compliance 
with its Service Agreement with KFC. 

25) The franchise agreement set forth the con-
tinuing services that might be performed by 
KFC or an affiliate of KFC, including operat-
ing advice and training, informing fran-
chisees of proven methods of quality control, 
and such other services as KFC deemed nec-
essary or advisable in connection with fur-
thering the businesses of the franchisees and 
the System and protecting the Marks and 
goodwill of KFC. 

26) For Iowa income tax purposes, KFC’s fran-
chisees which did business in Iowa could de-
duct from their income the royalty payments 
made to KFC if the royalty expense was an 
ordinary and necessary business expense. 

27) For income tax purposes, KFC franchisees 
which did business in Iowa deducted from 
income, as ordinary and necessary business 
expense, the royalty payments made to KFC. 

28) KFC received royalties attributable to fran-
chisees’ Iowa sales in the following amount: 
$380,589 for the short tax period ending De-
cember 31, 1997; $1,777,913 for the calendar 
year 1998; and $986,541 for the calendar 
year 1999. 

29) The Department’s Appendix Exhibit C is a 
representative Kentucky Fried Chicken 
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Franchise Agreement applicable to KFC’s 
franchisees operating in Iowa. 

30) The Department’s Appendix Exhibit D is the 
Service Agreement by and between KFC and 
KFC National Management Company. 

31) KFC maintains its principal place of busi-
ness in Louisville, Kentucky. 

32) KFC owned restaurants in another state, but 
not in Iowa. 

33) KFC did not have any employees in Iowa. 

34) KFC did not perform any services in Iowa. 

35) KFC did not own any offices or business loca-
tions in Iowa and did not own any real prop-
erty in Iowa. 

 
CONCLUSIONS OF LAW 

I. Was the Department correct that KFC has 
sufficient nexus with Iowa to be subject to 
Iowa corporation income tax? 

 The Director adopts and incorporates into this 
decision Conclusions of Law made by the Administra-
tive Law Judge in the Proposed Ruling with additions 
and modifications as set forth below. 

 The Department determined KFC had sufficient 
nexus in Iowa to be subject to Iowa corporation 
income tax. KFC challenges this conclusion of the 
Department. 
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 Iowa Code § 422.33(1) states in relevant part: 

A tax is imposed annually upon each corpo-
ration doing business in this state, or deriv-
ing income from sources within this state, in 
an amount computed by applying the follow-
ing rates of taxation to the net income re-
ceived by the corporation during the income 
year. . . .  

Iowa Code § 422.33.1(1) (1997). 

 Department Rule 52.1 states in relevant part: 

For tax years beginning on or after January 1, 
1995, every corporation organized under the 
laws of Iowa, doing business within Iowa, or 
deriving income from sources consisting of 
real, tangible, or intangible property located 
or having a situs within Iowa, shall file a 
true and accurate return of its income or loss 
for the taxable period. The return shall be 
signed by the president or other duly author-
ized officer. For tax years beginning on or af-
ter January 1, 1999, every corporation doing 
business within Iowa, or deriving income 
from sources consisting of real, tangible, or 
intangible property located or having a situs 
within Iowa, shall file a true and accurate 
return of its income or loss for the taxable 
period. The return shall be signed by the 
president or other duly authorized officer. 

*    *    * 
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52.1(1)d. Intangible property located or hav-
ing a situs within Iowa. 

Intangible property does not have a situs in 
the physical sense in any particular place. 
Wheeling Steel Corporation v.Fox, 298 U.S. 
193, 80 L.Ed.1143, 56 S.Ct.773 (1936); 
McNamara v.George Engine Company, Inc., 
519 So.2d 217 (La.App.1988). The term “in-
tangible property located or having a situs 
within Iowa” means generally that the in-
tangible property belongs to a corporation 
with its commercial domicile in Iowa or, re-
gardless of where the corporation which 
owns the intangible property has its com-
mercial domicile, the intangible property has 
become an integral part of some business ac-
tivity occurring regularly in Iowa. Beidler 
v.South Carolina Tax Commission, 282 U.S. 
1, 75 L.Ed.131, 51 S.Ct.54 (1930); Geoffrey, 
Inc.v.South Carolina Tax Commission, 437 
S.E.2d 13 (S.C. 1993), cert.denied, 114 
S.Ct.550 (1993). 

The following is a noninclusive list of types of 
intangible property: copyrights, patents, pro-
cesses, franchises, contracts, bank deposits 
including certificates of deposit, repurchase 
agreements, loans, shares of stocks, bonds, 
licenses, partnership interests including lim-
ited partnership interests, leaseholds, money, 
evidences of an interest in property, evidenc-
es of debts, leases, an undivided interest in a 
loan, rights-of-way, and interests in trusts. 

701 IAC 52.1. 
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 During the years at issue, KFC owned, managed, 
protected, and licensed the KFC Marks and related 
System. KFC owned all of the KFC intellectual prop-
erty licensed and used in the United States. KFC’s 
primary business was the ownership and license of 
the KFC trademark and related system. “Marks” 
means KFC’s trademarks, trade names, and service 
marks. “System” means KFC’s unique system for pre-
paring and marketing fried chicken and other food 
products pursuant to trade secrets, standards, and 
specifications designed to maintain a uniform high 
quality of product, service, and national image. KFC 
entered into franchise agreements with franchisees 
that authorized the franchisees’ use of KFC’s Marks 
and System in connection with the franchisees’ res-
taurant operations. KFC licensed intangible intellec-
tual property in the form of Marks and the related 
KFC System to non-affiliate franchisees who owned 
approximately 3,400 restaurants throughout the 
United States, including franchisee restaurants 
located in Iowa. KFC received royalty and/or license 
income from franchisees with restaurants that were 
located in Iowa, for the use of KFC’s Marks and 
System. KFC granted to franchisees with restaurants 
that were located in Iowa the right and license to use 
KFC’s Marks and System at the franchisees’ outlets 
to prepare and market approved products and provide 
services meeting KFC’s quality standards through the 
use of processes and trade secrets communicated by 
KFC. 
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 KFC’s franchisees with restaurants that were 
located in Iowa paid royalties to KFC for the right 
and license to use KFC’s Marks and System at the 
rate of four percent of gross revenues for each month, 
with a minimum monthly royalty amount adjusted 
for increased [sic] in the Consumer Price Index.  KFC 
delivered to its franchisees a Confidential Operating 
Manual which the franchisees were required to abide 
by, including any supplements or revisions by KFC. 
The Confidential Operating Manual and other, infor-
mation furnished by KFC remained the property of 
KFC and, if in tangible form, had to be returned to 
KFC at the end of a franchisee’s license term. The 
Confidential Operating Manual delivered by KFC to 
its franchisees consisted of six volumes, in ring bind-
ers, which set forth KFC’s instructions and require-
ments related to: (1) Products; (2) Equipment and 
facilities; (3) Safety, security, sanitation, and employee 
relations; (4) Merit (computer system) procedures; (5) 
Merit records and troubleshooting; and (6) Hospitality, 
quality, service, and cleanliness. 

 For income tax purposes, KFC franchisees which 
did business in Iowa deducted from income, as ordi-
nary and necessary business expense, the royalty 
payments made to KFC. KFC received royalties 
attributable to franchisees’ Iowa sales in the following 
amount: $380,589 for the short tax period ending 
December 31, 1997; $1,777,913 for the calendar year 
1998; and $986,541 for the calendar year 1999. 

 KFC is subject to Iowa corporate income tax if it 
has nexus with the State. Nexus is a connection or a 
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link. The Department asserts nexus exists. KFC 
maintains that it does not have any connection to 
Iowa to create nexus. 

 The United States Supreme Court has deter-
mined that physical presence was necessary for nexus 
concerning use tax. National Bellas Hess v. Depart-
ment of Revenue of Ill., 386 U.S. 753, 87 S.Ct. 1389, 
18 L.Ed. 505 (1967). The Court looked at a use tax in 
Quill and determined lack of physical presence does 
not violate due process. The Court in Quill stated: 
“The requirements of due process are met irrespective 
of a corporation’s lack of physical presence in the 
taxing state”. Quill Corp. v. North Dakota, 504 U.S. 
298, 308, 112 S. Ct. 1904, 119 L.Ed. 2d 326 (1992). 
The Court stated that when a foreign corporation 
avails itself of the benefits of the economic market, it 
is submitting to jurisdiction without any physical 
presence. Id. The Court still required physical pres-
ence for nexus to satisfy the Commerce Clause. 

 In Complete Auto Transit, Inc. v. Brady, 430 U.S. 
274, 279 S. Ct. 1076, 51 L. Ed. 2d 326 (1977), the 
Court set out four rules for the taxation of interstate 
commerce that will not violate the commerce clause. 
The tax is 1) applied to an activity with substantial 
nexus with the taxing state, 2) is fairly apportioned, 
3) does not discriminate against interstate commerce, 
and 4) is fairly related to the services provided by the 
state. The issue is substantial nexus with Iowa. KFC 
maintains that since it has no property or employees 
in the state there is no nexus. The Department as-
serts that is a standard for use tax, not income tax. 
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 Several states have determined economic pres-
ence satisfies the substantial nexus test for corporate 
income tax. The South Carolina Supreme Court in 
Geoffrey, Inc. v South Carolina Tax Commission, held 
that licensing trademarks for use in South Carolina 
to earn income satisfies the substantial nexus test. 
Geoffrey, Inc. v South Carolina Tax Commission, 437 
S. E. 2d 13 (S.C. 1993), cert. denied 510 U.S. 992, 114 
S.Ct. 550, 126 L. Ed. 2d 451 (1993). In A & F Trade-
mark, Inc. v Tolson, the North Carolina Court of 
Appeals relied on the following factors to conclude 
that physical presence was not required when eco-
nomic presence existed that earned income: 

1. The taxpayer purposefully and knowingly 
targeted the state as a place to do business 
and earn income. 

2. The taxpayer uses its property (trademarks) 
in the state to earn income. The trademarks 
are used in various capacities, including 
signs, packaging, and advertising to induce 
people to purchase the company’s product 
and thus earn money. 

3. By targeting the state to do business and us-
ing the trademarks in the state to earn in-
come, the taxpayer is using state resources 
and is using the platform of law and security 
provided by the state to conduct business. 

4. The Quill decision only applies to sales/use 
tax. In reaching this conclusion the courts 
reason that there are two important distinc-
tions between sales/use tax and income tax 
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based on the licensure of trademarks. First, 
the argument is by using the trademark in 
the state, the income is earned as the result 
of activity which occurs in the state. 
Sales/use tax on the other hand is imposed 
only as a result of a sale. Second, income tax 
generally only requires one annual filing and 
one jurisdiction, while sales/use tax often re-
quires monthly filings with several jurisdic-
tional rates, thus complicating compliance 
and burdening interstate commerce. 

5. It is not the purpose of the Commerce Clause 
to relieve those engaged in interstate com-
merce from paying their fair share of taxes. 

A & F Trademark, Inc. v Tolson, 605 S.E. 2d 187 (NC 
App. 2004) cert. denied 546 U.S. 821, 126 S.Ct. 353, 
163 L.Ed.2d 62 (2005). In West Virginia, the West 
Virginia Supreme Court found economic nexus for 
corporation income tax in a case involving a credit 
card issuer, whose only contact with the state was 
telephone and mail solicitations, all of which origi-
nated outside of the state, by continuously and sys-
temically engaging in mail and telephone solicita-
tions. Tax Commissioner v MBNA American Bank, 
N.A. 640 S.E.2d 226 (W. VA. 2006) cert. denied ___ 
U.S. ___, 127 S.Ct. 2997, 168 L.Ed.2d 719 (2007). 

 The royalty income that KFC derives is from 
business in Iowa. The franchise right is an intangible 
with a direct connection to Iowa. The royalty payment 
is based on Iowa locations’ gross revenues. When a 
customer purchases from a KFC franchisee in Iowa, 
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the franchisee is obligated to send part of the gross 
receipts to KFC. KFC knows the amount of income 
from each franchised location in the state. KFC 
benefits from its agreements in Iowa. 

 The intangible franchise rights clearly have their 
situs in Iowa. The intangible franchise rights are 
enforceable. KFC benefits from local and state gov-
ernmental services provided to its franchised stores 
in Iowa. KFC is enjoying all of the rights and privi-
leges of business in Iowa. The accounting is easy and 
readily available. There is no duplication of the taxes 
by other jurisdictions. The returns required are not 
onerous and have been used by other corporations for 
years. The commerce clause is a protection from an 
undue burden on commerce. An income tax on funds 
derived from the sources in a state is not an undue 
burden; rather, it is a payment to the government 
that provides the economic climate for the business to 
prosper. 

 There is a nexus because with every Iowa pur-
chase at a franchisee’s Iowa location, the franchisee is 
obligated to pay KFC based on the gross revenue. The 
tax can be fairly apportioned and/or deducted in the 
computation of other income. Income tax does not 
discriminate against interstate commerce. It is con-
sistent with other foreign corporations doing business 
in the state and Iowa corporations doing business in 
the state. It is related to the governmental functions 
that all Iowa businesses enjoy. KFC fits the definition 
set out in the statute and as exemplified in the rule. 
Under the Iowa statute and rules, KFC owes Iowa 
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corporate income tax. The Department correctly 
determined KFC had sufficient nexus in Iowa to be 
subject to Iowa corporation income tax. 

 
CONCLUSION 

 The denial of Summary Judgment for KFC is 
affirmed. The granting of Summary Judgment for the 
Department is affirmed. KFC is subject to Iowa 
income tax for the years ending December 31, 1997, 
1998, and 1999. The Proposed Decision is affirmed on 
appeal to the Director. 

 Issued at Des Moines, Iowa this 5th day of No-
vember, 2008. 

IOWA DEPARTMENT OF REVENUE 

 BY /s/ Mark R. Schuling
  Mark R. Schuling, Director
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CERTIFICATE OF SERVICE 

 I certify that on this 5th day of November, 2008, I 
caused a true and correct copy of the Director’s Final 
Order on Appeal to be forwarded, by U.S. Mail, to the 
following persons: 

Paul H. Frankel 
Craig B. Fields 
Mitchell A. Newmark 
Morrison & Foerster LLP 
1290 Avenue of the Americas 
New York, NY 10104 

John V. Donnelly 
Sullivan & Ward, P.C. 
6601 Westown Pkwy, Suite 200 
West Des Moines, IA 50266-7733 

Donald R. Stanley 
Special Assistant Attorney General 
Hoover State Office Building 
Des Moines, IA 50319 

Marcia Mason 
Assistant Attorney General 
Hoover State Office Building 
Des Moines, IA 50319 

 /s/ Bonnie B. Mackin
  Bonnie B. Mackin, 

 Executive Secretary 
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APPENDIX D 

IOWA DEPARTMENT OF  
INSPECTIONS AND APPEALS  

ADMINISTRATIVE HEARINGS DIVISION 
WALLACE STATE OFFICE BUILDING  

DES MOINES IA 50319 
 

IN THE MATTER OF 

KFC CORPORATION  
5200 Commerce Crossings 
Mail Drop L – 3145  
Louisville, KY 40229 

v. 

DEPARTMENT OF  
REVENUE 

CORPORATE INCOME  
TAX 

* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 

RULING ON SUMMARY
JUDGMENTS 

DOCKET NO.  
 07DORFC016 

 
On February 7, 2008, the Department of Revenue 
(department) filed its Motion for Summary Judgment 
and related documents. On April 4, 2008, KFC Corpo-
ration (KFC) filed its Resistance to the Department’s 
Motion for Summary Judgment and filed its Motion 
for Summary Judgment with its related documents. 
The department filed its resistance on May 1, 2008. A 
hearing on the motions was held on June 11, 2008. 
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UNDISPUTED FACTS 

1. The years at issue are KFC’s short tax period 
ending December 31, 1997, and the calendar years 
1998 and 1999. 

2. “Marks” means KFC’s trademarks, trade names, 
and service marks. 

3. “System” means KFC’s unique system for prepar-
ing and marketing fried chicken and other food 
products pursuant to trade secrets, standards, and 
specifications designed to maintain a uniform high 
quality of product, service, and national image. 

4. KFC Corporation was incorporated in Delaware 
on February 11, 1971. On July 8, 1971, Kentucky Fried 
Chicken Corporation was acquired by and merged 
into KFC. 

5. As a result of the 1971 acquisition and merger, 
KFC acquired the intellectual property of Kentucky 
Fried Chicken Corporation, including the KFC trade-
marks and trade names as well as all other aspects of 
a unique system for preparing and marketing fried 
chicken and other food products pursuant to trade 
secrets, standards, and specifications designed to 
maintain a uniform high quality of product, service, 
and national image. 

6. During the years at issue, KFC owned, managed, 
protected, and licensed the KFC Marks and related 
System. KFC owned all of the KFC intellectual prop-
erty licensed and used in the United States. KFC’s 
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primary business was the ownership and license of 
the KFC trademark and related system. 

7. KFC entered into franchise agreements with 
franchisees that authorized the franchisees’ use of 
KFC’s Marks and System in connection with the 
franchisees’ restaurant operations. 

8. KFC licensed intangible intellectual property in 
the form of Marks and the related KFC System to 
non-affiliate franchisees who owned approximately 
3,400 restaurants throughout the United States, 
including franchisee restaurants located in Iowa. 

9. KFC received royalty and/or license income from 
franchisees with restaurants that were located in 
Iowa, for the use of KFC’s Marks and System. 

10. KFC granted to franchisees with restaurants 
that were located in Iowa the right and license to use 
KFC’s Marks and System at the franchisees’ outlets 
to prepare and market approved products and provide 
services meeting KFC’s quality standards through the 
use of processes and trade secrets communicated by 
KFC. 

11. KFC’s franchisees with restaurants that were 
located in Iowa paid royalties to KFC for the right 
and license to use KFC’s Marks and System at the 
rate of four percent of gross revenues for each month, 
with a minimum monthly royalty amount adjusted 
for increases in the Consumer Price Index. 
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12. KFC’s Marks and other System intellectual 
property were used by KFC’s franchisees at the 
franchisees’ locations in Iowa. 

13. The goodwill associated with KFC’s Marks is the 
exclusive property of KFC. Any enhancement of the 
goodwill associated with KFC’s Marks during the 
term of a franchise agreement inures to the benefit of 
KFC, except to the extent of any profit realized by the 
franchisee from the operation or possible sale of the 
restaurant location during the term of the franchise. 

14. KFC had the right to control the use of its 
Marks by franchisees with locations in Iowa and the 
right to control the nature and quality of goods sold 
under the Marks by franchisees with locations in 
Iowa. 

15. In order to enhance the value of the KFC Sys-
tem and Marks, and the good will associated there-
with, the KFC franchise agreement placed detailed 
obligations on the Iowa franchisees which included 
strict adherence to KFC’s requirements regarding 
menu items, advertising, marketing, and physical 
facilities. 

16. Ongoing responsibilities of KFC’s Franchise 
Department included tracking the compliance of the 
KFC franchisees with contractual obligation. KFC’s 
Franchise Department determined whether and 
which disciplinary actions (ranging from warnings 
to default notices to termination of the franchise 
agreement) were required. 
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17. The Iowa KFC franchisees’ outlets were required 
to be constructed and conduct business in strict 
compliance with all plans, specifications, and re-
quirements prescribed by KFC regarding the operation 
of the business. This included using only signs and 
menu boards, advertising and promotional materials, 
equipment, supplies, uniforms, paper goods, pack-
agings, furnishings, fixtures, recipes, and food ingre-
dients which met KFC’s standards and specifications. 

18. KFC’s Iowa franchisees had to purchase the 
equipment, supplies, trademarked paper goods, and 
other products required by KFC to be used in the 
establishment or operation of their outlets only from 
KFC-approved manufacturers and distributors. 

19. KFC delivered to its franchisees a Confidential 
Operating Manual which the franchisees were re-
quired to abide by, including any supplements or 
revisions by KFC. The Confidential Operating Manual 
and other information furnished by KFC remained the 
property of KFC and, if in tangible form, had to be 
returned to KFC at the end of a franchisee’s license 
term. 

20. The Confidential Operating Manual delivered by 
KFC to its franchisees consisted of six volumes, in 
ring binders, which set forth KFC’s instructions and 
requirements related to: (1) Products; (2) Equipment 
and Facilities; (3) Safety, Security, Sanitation, and 
Employee Relations; (4) Merit (computer system) 
Procedures; (5)Merit Reports and Troubleshooting; 
and (6) Hospitality, Quality, Service, and Cleanliness. 
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21. Upon termination or expiration of a franchisee’s 
franchise agreement, the franchisee had to immediately 
discontinue use of KFC’s Marks and System and had 
to return all operating manuals and other confiden-
tial materials to KFC. 

22. KFC’s franchisees, including those in Iowa, were 
required to immediately inform KFC of any suspected 
or known infringement of or challenge to KFC’s 
Marks and System by others and assist and cooperate 
with KFC in taking such action at KFC’s expense as 
KFC deemed appropriate. 

23. Quality assurance activities for the Marks were 
performed in Iowa on behalf of KFC by employees of 
affiliates of KFC. 

24. KFC National Management Company, a subsid-
iary of KFC, performed activities in Iowa associated 
with KFC’s Marks in compliance with its Service 
Agreement with KFC. 

25. The franchise agreement set forth the continu-
ing services that might be performed by KFC or an 
affiliate of KFC, including operating advice and 
training, informing franchisees of proven methods of 
quality control, and such other services as KFC 
deemed necessary or advisable in connection with 
furthering the businesses of the franchisees and the 
System and protecting the Marks and goodwill of 
KFC. 

26. For Iowa income tax purposes, KFC’s fran-
chisees which did business in Iowa could deduct from 
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their income the royalty payments made to KFC if 
the royalty expense was an ordinary and necessary 
business expense. 

27. For income tax purposes, KFC franchisees which 
did business in Iowa deducted from income, as ordi-
nary and necessary business expense, the royalty 
payments made to KFC. 

28. KFC received royalties attributable to fran-
chisees’ Iowa sales in the following amount: $380,589 
for the short tax period ending December 31, 1997; 
$1,777,913 for the calendar year 1998; and $986,541 
for the calendar year 1999. 

29. The department’s Appendix Exhibit C is a 
representative Kentucky Fried Chicken Franchise 
Agreement applicable to KFC’s franchisees operating in 
Iowa. 

30. The department’s Appendix Exhibit D is the Ser-
vice Agreement by and between KFC and KFC Na-
tional Management Company. 

31. KFC maintains its principal place of business in 
Louisville, Kentucky. 

32. KFC owned restaurants in another state, but 
not in Iowa. 

33. KFC did not have any employees in Iowa. 

34. KFC did not perform any services in Iowa. 
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35. KFC did not own any offices or business loca-
tions in Iowa and did not own any real property in 
Iowa. 

 
DOES KFC OWE CORPORATE INCOME TAX TO 
THE STATE OF IOWA? 

 The department contends that KFC owes the 
income tax pursuant to Iowa law and department 
rules. KFC contends that because it does not have 
sufficient contacts with the state, such taxation would 
be unconstitutional. 

The Iowa code section for corporate income tax is: 

 422.33 CORPORATE TAX IMPOSED – 
CREDIT. 

 1. A tax is imposed annually upon each 
corporation doing business in this state, or 
deriving income from sources within this 
state, in an amount computed by applying 
the following rates of taxation to the net in-
come received by the corporation during the 
income year: 

 a. On the first twenty-five thousand 
dollars of taxable income, or any part there-
of, the rate of six percent: 

 b. On taxable income between twenty-
five thousand dollars and one hundred thou-
sand dollars or any part thereof, the rate of 
eight percent. 

 c. On taxable income between one 
hundred thousand dollars and two hundred 
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fifty thousand dollars or any part thereof, 
the rate of ten percent. 

 d. On taxable income of two hundred 
fifty thousand dollars or more, the rate of 
twelve percent. 

 “Income from sources within this state” 
means income from real, tangible, or intan-
gible property located or having a situs in 
this state. (emphasis added) 

The department also contends that KFC fits the 
department’s rule with its example at 701 IAC 
52.1(1)d which is: 

d. Intangible property located or having a 
situs within Iowa. Intangible property does 
not have a situs in the physical sense in any 
particular place. Wheeling Steel Corporation 
v. Fox, 298 U.S. 193, 80 L.Ed. 1143, 56 S.Ct. 
773 (1936); McNamara v. George Engine 
Company, Inc., 519 So.2d 217 (La. App. 
1988). The term “intangible property located 
or having a situs within Iowa” means gener-
ally that the intangible property belongs to a 
corporation with its commercial domicile in 
Iowa or, regardless of where the corporation 
which owns the intangible property has its 
commercial domicile, the intangible property 
has become an integral part of some business 
activity occurring regularly in Iowa. Beidler 
v. South Carolina Tax Commission, 282 U.S. 
1, 75 L.Ed. 131, 51 S.Ct. 54 (1930); Geoffrey, 
Inc. v. South Carolina Tax Commission, 437 
S.E.2d 13 (S.C. 1993), cert. denied, 114 S.Ct. 
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550 (1993). The following is a noninclusive 
list of types of intangible property: copy-
rights, patents, processes, franchises, con-
tracts, bank deposits including certificates 
of deposit, repurchase agreements, loans, 
shares of stocks, bonds, licenses, partnership 
interests including limited partnership in-
terests, leaseholds, money, evidences of an 
interest in property, evidences of debts, leases, 
an undivided interest in a loan, rights-of-way, 
and interests in trusts. 

The term also includes every foreign corpora-
tion which has acquired a commercial domicile 
in Iowa and whose property has not acquired 
a constitutional tax situs outside of Iowa. 

Clearly, KFC is deriving income from sources inside 
Iowa. KFC receives royalty and/or license income 
from the Kentucky Fried Chicken restaurants located 
in Iowa. The intangible franchise rights are enforce-
able in and clearly come from Iowa sources. KFC 
knows the amount of income from each franchised 
location in the state. KFC fits the definition set out in 
the statute and as exemplified in the rule example. 

The effect of the franchise agreements does not 
require a physical situs in the state to have effect. 
“Situs” is defined as: “the place where some thing 
exists or originates; the place where something (as 
a right) is held to be located in law.” Webster’s 
New Collegiate Dictionary, 1973, p.1078. Clearly, KFC 
relies on the services and the jurisdiction of the 
state to benefit from its agreements. Just as if it 
owned the stores, KFC relies on the police, fire, and 
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governmental services for the continued remunera-
tion it enjoys from the sales of its franchised stores in 
Iowa. The royalty payment is based on the locations’ 
gross revenues. Every Iowa customer is making a 
payment to KFC when they make a purchase from a 
franchised location. The intangible franchise rights 
clearly have their situs in Iowa. Under the Iowa 
statute and rules, KFC owes Iowa corporate income 
tax. 

 
DOES IOWA’S TAXATION OF KFC’S INCOME 
VIOLATE THE UNITED STATES CONSTITUTION? 

Both the Department and KFC have cited to the 
various United States Supreme Court cases. The 
discussions deal with “nexus”. Nexus is a connection 
or a link. KFC maintains that it does not have any 
connection to Iowa to create nexus. The Supreme 
Court previously ruled that physical presence was 
necessary for nexus concerning use tax. The primary 
cases discussed use tax by catalog sellers. In Quill 
Corp. V. North Dakota, 504 U.S. 298, 112 S. Ct. 1904, 
119 L. Ed 2d 326 (1992), the court discussed its 
decision in National Bellas Hess v. Department of 
Revenue of Ill. 386 U.S. 753, 87 S. Ct. 1389, 18 L. Ed 
505 (1967). The court did not overrule Bellus [sic] but 
found that the North Dakota statute violated the 
commerce clause. In Quill the court clarified, “The 
requirements of due process are met irrespective of a 
corporation’s lack of physical presence in the taxing 
state”. Id. at 308. The court stated that when a for-
eign corporation avails itself of the benefits of the 
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economic market, it is submitting to jurisdiction 
without any physical presence. 

In Complete Auto Transit, Inc. v. Brady, 430 U. S. 
274, 279 S. Ct. 1076, 51 L. Ed. 2d 326 (1977), the 
court set out four rules for the taxation of interstate 
commerce which will not violate the commerce clause. 
The tax is 1) applied to an activity with substantial 
nexus with the taxing state, 2) is fairly apportioned, 
3) does not discriminate against interstate commerce, 
and 4) is fairly related to the services provided by the 
state. A great deal of the arguments relate to “sub-
stantial nexus” with the taxing state. KFC maintains 
that since it has no property or employees in the state 
there is no nexus. The department is correctly main-
taining that this is a standard for use tax, not income 
tax. KFC recites numerous cases where the state 
courts have held to the nexus standard for sales or 
use taxes. It has included in its franchise agreement 
that the franchisees agree that they are not agents 
for KFC. It argues that the fact that manuals are 
owned by KFC is not sufficient to find nexus. KFC 
has a subsidiary company which sends employees 
to inspect the Iowa locations for compliance with 
the franchise agreements. KFC has been skillful in 
drafting and arranging its business to avoid the 
bright line nexus tests in the use tax area. 

The department has cited cases for income taxes on 
dividends and franchise income. While the Supreme 
Court has not yet decided the issue, the department’s 
economic nexus appears logical. 
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The royalty income that KFC derives is from business 
in Iowa. When a customer purchases from a KFC 
franchisee in Iowa, the franchisee is obligated to send 
part of the gross receipts to KFC. The franchise right 
is an intangible with a direct connection to Iowa. The 
commerce clause is a protection from an undue bur-
den on commerce. An income tax on funds derived 
from the sources in a state is not an undue burden; 
rather, it is a payment to the government that pro-
vides the economic climate for the business to prosper. 

KFC is enjoying all of the rights and privileges of 
business in Iowa. If it was a foreign corporation with 
the direct ownership of the Iowa restaurants, it would 
be liable for the income tax. While KFC has carefully 
structured its franchise agreement to provide that its 
franchisees are not agents, it does make KFC a silent 
partner in the Iowa business. The franchise agree-
ment does create an economic nexus with the Iowa 
franchisees. 

The impediments to the commerce clause are not 
found with the assessed income tax. There is nexus 
because with every Iowa purchase by an Iowan at a 
franchisee’s location, the franchisee is obligated to 
pay KFC based on the gross revenue. The tax can be 
fairly apportioned and/or deducted in the computa-
tion of other taxes (ie. Federal). Income tax does not 
discriminate against interstate commerce. It would 
help to level the field with other foreign corporations 
doing business in the state. It is related to the gov-
ernmental functions that all Iowa businesses enjoy. 
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Some of the other drawbacks to the imposition of tax 
are also not relevant with income tax. The accounting 
is easy and readily available. There is no duplication 
of the taxes by other jurisdictions. The returns re-
quired are not onerous and have been used by other 
corporations for years. 

 
RULING 

The summary judgment motion by KFC is denied. 
The summary judgment of the department is granted. 
The assessment for Iowa income tax against KFC is 
affirmed. 

Issued this 8th day of August, 2008. 

/s/ Philip S. Deats  
 Philip S. Deats 

Administrative Law Judge 
 

 
CC: KFC CORPORATION, FIRST-CLASS MAIL 

 JOHN V. DONNELLY, FIRST-CLASS MAIL  
SULLIVAN & WARD, P.C. 
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 CRAIG B. FIELDS, FIRST-CLASS MAIL  
PAUL H. FRANKEL & MITCHELL  
 A. NEWMARK  
MORRISON & FOERSTER LLP 
1290 AVENUE OF THE AMERICAS 
NEW YORK, NY 10104-0012   
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APPENDIX E 

Iowa Code § 422.33(1) (1994) – Corporate tax 
imposed – credit 

1. A tax is imposed annually upon each corporation 
organized under the laws of this state, and upon each 
foreign corporation doing business in this state, or 
deriving income from sources within this state, in an 
amount computed by applying the following rates of 
taxation to the net income received by the corporation 
during the income year: 

a. On the first twenty-five thousand dollars of 
taxable income, or any part thereof, the rate of 
six percent. 

b. On taxable income between twenty-five thou-
sand dollars and one hundred thousand dollars 
or any part thereof, the rate of eight percent. 

c. On taxable income between one hundred 
thousand dollars and two hundred fifty thou- 
sand dollars or any part thereof, the rate of ten 
percent. 

d. On taxable income of two hundred fifty thou-
sand dollars or more, the rate of twelve percent. 

“Income from sources within this state” means 
income from real or tangible property located or 
having a situs in this state. 

*    *    * 
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Iowa Code § 422.33(1) (1999) – Corporate tax 
imposed – credit 

1. A tax is imposed annually upon each corporation 
organized under the laws of this state, and upon each 
foreign corporation doing business in this state, or 
deriving income from sources within this state, in an 
amount computed by applying the following rates of 
taxation to the net income received by the corporation 
during the income year: 

a. On the first twenty-five thousand dollars of 
taxable income, or any part thereof, the rate of 
six percent. 

b. On taxable income between twenty-five thou-
sand dollars and one hundred thousand dollars 
or any part thereof, the rate of eight percent. 

c. On taxable income between one hundred 
thousand dollars and two hundred fifty thou- 
sand dollars or any part thereof, the rate of ten 
percent. 

d. On taxable income of two hundred fifty thou-
sand dollars or more, the rate of twelve percent. 

“Income from sources within this state” means 
income from real, tangible, or intangible property 
located or having a situs in this state. 

*    *    * 
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APPENDIX F 

Iowa Admin. Code 701 – 52.1. Who must file. 

Every corporation, organized under the laws of Iowa 
or qualified to do business within this state or doing 
business within Iowa, regardless of net income, shall 
file a true and accurate return of its income or loss for 
the taxable period. The return shall be signed by the 
president or other duly authorized officer. If the corpo-
ration was inactive or not doing business within Iowa, 
although qualified to do so, during the taxable year, 
the return must contain a statement to that effect. 

For tax years beginning on or after January 1, 1989, 
every corporation organized under the laws of Iowa, 
doing business within Iowa or deriving income from 
sources consisting of real or tangible property located 
or having a situs within Iowa, shall file a true and 
accurate return of its income or loss for the taxable 
period. The return shall be signed by the president or 
other duly authorized officer. 

For tax years beginning on or after January 1, 1995, 
every corporation organized under the laws of Iowa, 
doing business within Iowa, or deriving income from 
sources consisting of real, tangible, or intangible 
property located or having a situs within Iowa, shall 
file a true and accurate return of its income or loss for 
the taxable period. The return shall be signed by the 
president or other duly authorized officer. 

(1) Definitions. 

a. Doing business. The term “doing busi-
ness” is used in a comprehensive sense and 
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includes all activities or any transactions for 
the purpose of financial or pecuniary gain or 
profit. Irrespective of the nature of its activi-
ties, every corporation organized for profit 
and carrying out any of the purposes of its 
organization shall be deemed to be “doing 
business”. In determining whether a corpo-
ration is doing business, it is immaterial 
whether its activities actually result in a 
profit or loss. 

For the period from July 1, 1986, through 
December 31, 1988, the term “doing busi-
ness” does not include placing of liquor in 
bailment pursuant to 1986 Iowa Acts, chap-
ter 1246, section 603, if this is the corpora-
tion’s sole activity within Iowa. Any activities 
by corporate officers or employees in Iowa in 
addition to bailment are “doing business” 
and will subject the corporation to corpora-
tion income tax. 

b. Representative. A person may be con-
sidered a representative even though that 
person may not be considered an employee 
for other purposes such as the withholding of 
income tax from commissions. 

c. Tangible property having a situs 
within this state. The term “tangible prop-
erty having a situs within this state” means 
that tangible property owned or used by a 
foreign corporation is habitually present in 
Iowa or it maintains a fixed and regular route 
through Iowa sufficient so that Iowa could 
constitutionally under the 14th Amendment 
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and Commerce Clause of the United States 
Constitution impose an apportioned ad valor-
em tax on the property. Central R. Co. v. 
Pennsylvania, 370 U.S. 607, 82 S. Ct. 1297, 8 
L.Ed2d (1962); New York Central & H. Rail-
road Co. v. Miller, 202 U.S. 584, 26 S. Ct. 
714, 50 L.Ed 1155 (1906); American Refriger-
ator Transit Company v. State Tax Commis-
sion, 395 P2d 127 (Or. 1964) Upper Missouri 
River Corporation v. Board of Review, Wood-
bury County, 210 NW2d 828. 

The term also includes every foreign corpora-
tion which has acquired a commercial domi-
cile in Iowa and whose property has not 
acquired a constitutional tax situs outside of 
Iowa. 

d. Intangible property located or hav-
ing a situs within Iowa. Intangible proper-
ty does not have a situs in the physical sense 
in any particular place. Wheeling Steel Cor-
poration v. Fox, 298 U.S. 193, 80 L.Ed. 1143, 
56 S.Ct. 773 (1936); McNamara v. George 
Engine Company, Inc., 519 So.2d 217 (La. 
App. 1988). The term “intangible property 
located or having a situs within Iowa” means 
generally that the intangible property be-
longs to a corporation with its commercial 
domicile in Iowa or, regardless of where the 
corporation which owns the intangible prop-
erty has its commercial domicile, the intan-
gible property has become an integral part of 
some business activity occurring regularly in 
Iowa. Beidler v. South Carolina Tax Com-
mission, 282 U.S. 1, 75 L.Ed. 131, 51 S.Ct. 54 
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(1930); Geoffrey, Inc. v. South Carolina Tax 
Commission, 437 S.E.2d 13 (S.C. 1993), cert. 
denied, 114 S.Ct. 550 (1993). The following 
is a noninclusive list of types of intangible 
property: copyrights, patents, processes, fran-
chises, contracts, bank deposits including cer-
tificates of deposit, repurchase agreements, 
loans, shares of stocks, bonds, licenses, part-
nership interests including limited partner-
ship interests, leaseholds, money, evidences 
of an interest in property, evidences of debts, 
leases, an undivided interest in a loan, rights 
of way, and interests in trusts. 

(2) Corporate activities not creating taxa-
bility. 

a. Public Law 86-272, 15 U.S.C.A., sections 
381-385 in general prohibits any state from 
imposing an income tax on income derived 
within the state from interstate commerce if 
the only business activity within the state 
consists of the solicitation of orders of tangi-
ble personal property by or on behalf of a 
corporation by its employees or representa-
tives. Such orders must be sent outside the 
state for approval or rejection and, if ap-
proved, must be filled by shipment or deliv-
ery from a point outside the state to be 
within the purview of Public Law 86-272. 
Public Law 86-272 does not extend to those 
corporations which sell services, real estate, 
or intangibles in more than one state or to 
domestic corporations. 
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If the only activities in Iowa of a foreign cor-
poration selling tangible personal property 
are those of the type described in the non-
inclusive listing below, the corporation is pro-
tected from the Iowa corporation income tax 
law by Public Law 86-272. 

(1) The free distribution by salesper-
sons of product samples, brochures, and 
catalogues which explain the use of or 
laud the product, or both. 

(2) The lease or ownership of motor 
vehicles for use by salespersons in solic-
iting orders. 

(3) Salespersons’ negotiation of a price 
for a product, subject to approval or re-
jection outside the taxing state of such 
negotiated price and solicited order. 

(4) Demonstration by salesperson, pri-
or to the sale, of how the corporation’s 
product works. 

(5) The placement of advertising in 
newspapers, radio, and television. 

(6) Delivery of goods to customers by 
foreign corporation in its own or leased 
vehicles from a point outside the taxing 
state. Delivery does not include non-
immune activities, such as picking up 
damaged goods. 

(7) Collection of state or local-option 
sales taxes or state use taxes from cus-
tomers. 
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(8) Audit of inventory levels by sales-
persons to determine if corporation’s 
customer needs more inventory. 

(9) Recruitment, training, evaluation, 
and management of salespersons per-
taining to solicitation of orders. 

(10) Salespersons’ intervention/mediation 
in credit disputes between customers and 
non-Iowa located corporate departments. 

(11) Use of hotel rooms and homes 
for sales-related meetings pertaining to 
solicitation of orders. 

(12) Salespersons’ assistance to whole-
salers in obtaining suitable displays for 
products at retail stores. 

(13) Salespersons’ furnishing of display 
racks to retailers. 

(14) Salespersons’ advice to retailers on 
the art of displaying goods to the public. 

(15) Rental of hotel rooms for short-
term display of products. 

(16) Mere forwarding of customer ques-
tions, concerns, or problems by sales-
persons to non-Iowa locations. 

b. For tax years beginning on or after Jan-
uary 1, 1996, a foreign corporation will not 
be considered doing business in this state or 
deriving income from sources within this 
state if its only activities within this state 
are one or more of the following activities: 
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(1) Holding meetings of the board of 
directors or shareholders, or holiday par-
ties, or employee appreciation dinners. 

(2) Maintaining bank accounts. 

(3) Borrowing money, with or without 
security. 

(4) Utilizing Iowa courts for litigation. 

(5) Owning and controlling a subsidi-
ary corporation which is incorporated in 
or which is transacting business within 
this state where the holding or parent 
company has no physical presence in the 
state as that presence relates to the 
ownership or control of the subsidiary. 

(6) Recruiting personnel where hiring 
occurs outside the state. 

c. For tax years beginning on or after Jan-
uary 1, 1997, a foreign corporation will not 
be considered doing business in this state or 
deriving income from sources within this 
state if its only activities within this state, in 
addition to the activities listed in paragraph 
“b” above, are training its employees or edu-
cating its employees, or using facilities in 
this state for this purpose. 

(3) Corporate activities creating taxability. 
“Solicitation of orders” within Public Law 86-272 
is limited to those activities which explicitly or 
implicitly propose a sale or which are entirely an-
cillary to requests for purchases. Activities that 
are entirely ancillary to requests for purchases 
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are ones that serve no independent business func-
tion apart from their connection to the soliciting 
of orders. An activity that is not ancillary to re-
quests for purchases is one that a corporation 
(taxpayer) has a reason to do anyway whether or 
not it chooses to allocate it to its sales force oper-
ating in Iowa (such as repair, installation, service 
type activities, collection on accounts, etc.). Activ-
ities that take place after a sale ordinarily will 
not be entirely ancillary to a request for pur-
chases and, therefore, ordinarily will not be 
considered in “solicitation of orders.” Wisconsin 
Department of Revenue v. William Wrigley, Jr. 
Company, 60 U.S.L.W. 4622, 505 U.S. ___, 120 
L. Ed 2d 174, 112 S.Ct. 2447 (1992). 

De minimis activities which are not “solicitation 
of orders” are protected under Public Law 86-272. 
Whether in-state nonsolicitation activities are suf-
ficiently de minimis to avoid loss of tax immunity 
depends upon whether those activities establish 
only a trivial additional connection with the tax-
ing state. Whether a corporation’s nonsolicitation 
in-state activities are de minimis should not be 
decided solely by the quantity of one type of such 
activity but, rather, all types of nonsolicitation 
activities of the taxpayer should be considered in 
their totality. Wisconsin v. Wrigley, 60 U.S.L.W. 
4622, 505 U.S. ___, 120 L.Ed.2d 174, 112 S.Ct. 2447 
(1992). Frequency of the activity may be relevant, 
but an isolated activity is not invariably trivial. 
The mere fact that an activity involves small 
amounts of money or property does not invari-
ably mean it is trivial. 
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If a foreign corporation has greater than a de 
minimis amount of Iowa nonsolicitation activity 
which includes activity of the types described in 
the noninclusive listing below, whether done by 
the salesperson, other employee, or other repre-
sentative, it is not immunized from the Iowa cor-
poration income tax by Public Law 86-272. 

a. Installation or assembly of the corporate 
product. 

b. Ownership or lease of real estate by 
corporation. 

c. Solicitation of orders for, or sale of, 
services or real estate. 

d. Sale of tangible personal property (as 
opposed to solicitation of orders) or per-
formance of services within Iowa. 

e. Maintenance of a stock of inventory. 

f. Existence of an office or other business 
location. 

g. Managerial activities pertaining to non-
solicitation activities. 

h. Collections on regular or delinquent 
accounts. 

i. Technical assistance and training given 
after the sale to purchaser and user of cor-
porate products. 

j. The repair or replacement of faulty or 
damaged goods. 
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k. The pickup of damaged, obsolete, or re-
turned merchandise from purchaser or user. 

l. Rectification of or assistance in rectifying 
any product complaints, shipping complaints, 
etc., if more is involved than relaying com-
plaints to a non-Iowa location. 

m. Delivery of corporate merchandise in-
ventory to corporation’s distributors or deal-
ers on consignment. 

n. Maintenance of personal property which 
is not related to solicitation of orders. 

o. Participation in recruitment, training, 
monitoring, or approval of servicing distribu-
tors, dealers, or others where purchasers of 
corporation’s products can have such prod-
ucts serviced or repaired. 

p. Inspection or verification of faulty or 
damaged goods. 

q. Inspection of the customer’s installation 
of the corporate product. 

r. Research. 

s. Salespersons’ use of part of their homes 
or other places as an office if the corporation 
pays for such use. 

t. The use of samples for replacement or 
sale; storage of such samples at home or in 
rented space. 

u. Removal of old or defective products. 
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v. Verification of the destruction of dam-
aged merchandise. 

w. Independent contractors, agents, brokers, 
representatives and other individuals or en-
tities who act on behalf of or at the direction 
of the corporation (taxpayer) and who do 
non-de minimis amounts of nonsolicitation 
activities remove the corporation from the 
protection of Public Law 86-272. However, 
the maintenance of an office in Iowa or the 
making of sales in Iowa by independent con-
tractors does not remove the corporation 
from the protection of Public Law 86-272. 
The term “independent contractors” means 
commission agents, brokers, or other inde-
pendent contractors who are engaged in sell-
ing or soliciting orders for the sale of tangible 
personal property or perform other services 
for more than one principal and who hold 
themselves out as such in the regular course 
of their business activities. If a person is sub-
ject to the direct control of the foreign cor-
poration that person may not qualify as an 
independent contractor. 

(4) Taxation of corporations having only in-
tangible property located or having a situs 
in Iowa. For tax years beginning on or after 
January 1, 1995, corporations whose only connec-
tion with Iowa is their ownership of intangible 
property located or having a situs in Iowa are 
subject to Iowa income tax and must file an Iowa 
income tax return. Intangible property is located 
or has a situs in Iowa if the corporation’s com-
mercial domicile is in Iowa and the intangible 
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property has not become an integral part of some 
business activity occurring regularly within or 
without Iowa. Regardless of whether the corpora-
tion’s commercial domicile is in or out of Iowa, in-
tangible property is located or has a situs in Iowa 
if the intangible property has become an integral 
part of some business activity occurring regularly 
in Iowa. Geoffrey, Inc. v. South Carolina Tax Com-
mission, 437 S.E.2d 13 (S.C. 1993), cert. denied, 
114 S.Ct. 550 (1993); Arizona Tractor Company v. 
Arizona State Tax Commission, 115 Ariz. 602, 
566 P.2d 1348 (Ariz. App. 1977). In the event that 
the intangible property interest is a general or 
limited partnership interest, the location or situs 
of that partnership interest is the place(s) where 
the partnership conducts business. Arizona Trac-
tor Company v. Arizona State Tax Commission, 
supra. 

The following nonexclusive examples illustrate 
how this subrule applies: 

Example 1: 

Example 1: A, a corporation with a commercial 
domicile in State X, has a limited partnership 
interest in a partnership which does a regular 
business in Iowa. A has no physical presence in 
Iowa and has no other contact with Iowa. A’s 
interest in the limited partnership is intangible 
personal property. A is required to file an Iowa 
income tax return because A’s intangible personal 
property limited partnership interest has a busi-
ness situs in Iowa. Arizona Tractor Company v. 
Arizona State Tax Commission, supra. 
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Example 2: 

Example 2: B, a corporation with a commercial 
domicile in State X, owns stock in a subsidiary 
corporation doing business regularly in Iowa. B 
has no physical presence in Iowa and has no other 
contact with Iowa. B controls the subsidiary and 
has a unitary relationship with it. B pledged the 
subsidiary stock to secure a line of credit from a 
bank and used the loaned funds in B’s business. 
Under these circumstances, the subsidiary stock 
is not an integral part of the subsidiary’s business 
and, therefore, the stock does not have a location 
or situs in Iowa. Accordingly, B is not required to 
file an Iowa income tax return as a result of any 
dividends received by B or capital gains received 
by B from the sale of the stock. McNamara v. 
George Engine Company, Inc., 519 So.2d 217 (La. 
App. 1988). 

Example 3: 

Example 3: C, a corporation with a commercial 
domicile in State X, owns trademarks and trade 
names which it, by license agreements, allows 
other corporations to use. Some of those other 
corporations do business in Iowa. The trademarks 
and trade names are used by these other corpora-
tions at their Iowa stores in connection with their 
business activities at those stores. C has no phys-
ical presence in Iowa and has no other contact 
with Iowa. C is paid royalties of 1 percent of net 
sales of the licensed products or services. C is re-
quired to file an Iowa income tax return because 
C’s intangible property interests in the trade-
marks and trade names have situses in Iowa. 
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Geoffrey, Inc. v. South Carolina Tax Commission, 
437 S.E.2d 13 (S.C. 1993), cert. denied, 114 S.Ct. 
550 (1993). 

Example 4: 

Example 4: D, a corporation with a commercial 
domicile in Iowa, is a holding company which 
does not sell any tangible personal property or 
sell any business service but which does own the 
stock of five subsidiaries, all of which do business 
outside of Iowa. D has no physical presence out-
side of Iowa and has no other contact outside of 
Iowa. D has a unitary relationship with each 
subsidiary. Under these circumstances, the stock 
is not an integral part of each subsidiary’s busi-
ness so the stock does not have a location or situs 
outside of Iowa. The location or situs of the stock 
is in Iowa because D’s commercial domicile is in 
Iowa. Accordingly, all of the dividends from the 
stock paid to D and any capital gains incurred as 
a result of D’s sale of the stock are wholly taxed 
by Iowa. 

Example 5: 

Example 5: E, a corporation with a commercial 
domicile in Iowa, owns trademarks and trade 
names which it, by license agreements, allows 
other corporations, located outside of Iowa, to use. 
The trademarks and trade names are used by 
these other corporations at their non-Iowa stores 
in connection with their business activities at 
those stores. E has no physical presence outside 
of Iowa and has no other contact outside of 
Iowa. E has business activities in Iowa. The fees 
and royalties paid to E are part of E’s unitary 
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business income. Under these circumstances, E is 
entitled to apportion its net income within and 
without Iowa because E’s intangible property 
interests in the trademarks and trade names 
have situses outside of Iowa and E has business 
activities in Iowa. 

Example 6: 

Example 6: F, a corporation with a commercial 
domicile in State X, owns all of the stock of a 
subsidiary corporation doing business in Iowa. 
F has no physical presence in Iowa and no 
other contact with Iowa. F loans funds to the 
subsidiary which the subsidiary uses in its Iowa 
business. Under these circumstances, the inter-
est-bearing asset is not an integral part of the 
subsidiary’s business and, therefore, that intan-
gible asset does not have a location or situs in 
Iowa. Accordingly, F is not required to file an 
Iowa income tax return. Beidler v. South Caro-
lina Tax Commission, 282 U.S. 1, 75 L.Ed. 131, 
51 S.Ct. 54 (1930). 

Example 7: 

Example 7: G, a corporation with a commercial 
domicile in State X, earns fees from the licensing 
of custom computer software. G has no physical 
presence in Iowa and no other contact with Iowa. 
G licenses the software to other corporations 
which do business in Iowa and which use the 
software in that business in Iowa. Under these 
circumstances, regardless whether the fees con-
stitute royalties or something else, the license 
fees are earned from intangible personal property 
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with a location or situs in Iowa. Accordingly, G is 
required to file an Iowa income tax return. 

Example 8: 

Example 8: H, a corporation with a commercial 
domicile in State X, has no physical presence in 
Iowa. H has entered into a contract with an inde-
pendent contractor to solicit sales of G’s maga-
zines in Iowa. The independent contractor does 
business in Iowa and receives payment for the 
magazines and deposits the funds in an Iowa bank 
for H’s account. H earns interest on this account. 
Under these circumstances which are H’s only 
contact with Iowa, H’s interest-bearing account is 
an integral part of business activity in Iowa. 
Accordingly, H is required to file an Iowa income 
tax return and include the interest income in the 
numerator of the business activity formula. 

(5) Taxation of “S” corporations, domestic 
international sales corporations and real 
estate investment trusts. Certain corporations 
and other types of entities, which are taxable as 
corporations for federal purposes, may by federal 
election and qualification have a portion or all of 
their income taxable to the shareholders or the 
beneficiaries. Generally, the state of Iowa follows 
the federal provisions (with adjustments provided 
by Iowa law) for determining the amount and to 
whom the income is taxable. Examples of entities 
which may avail themselves of pass-through pro-
visions for taxation of at least part of their net 
income are real estate investment trusts, small 
business corporations electing to file under sec-
tions 1371-1378 of the Internal Revenue Code, 
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domestic international sales corporations as 
authorized under sections 991-997 of the Internal 
Revenue Code, and certain types of cooperatives 
and regulated investment companies. The en-
tity’s portion of the net income which is taxable 
as corporation net income for federal purposes is 
generally also taxable as Iowa corporation income 
(with adjustments as provided by Iowa law) and 
the shareholders or beneficiaries will report on 
their Iowa returns their share of the organiza-
tion’s income reportable for federal purposes as 
shareholder income (with adjustments provided 
by Iowa law.) Non-resident shareholders or bene-
ficiaries are required to report their distributive 
share of said income reasonably attributable to 
Iowa sources. Schedules shall be filed with the 
individual’s return showing the computation of 
the income attributable to Iowa sources and the 
computation of the nonresident taxpayer’s dis-
tributive share thereof. Entities with a non-
resident beneficiary or shareholder shall include 
a schedule in the return computing the amount 
of income as determined under 701 – Chapter 54 
of the rules. It will be the responsibility of the 
entity to make the apportionment of the income 
and supply the nonresident taxpayer with in-
formation regarding the nonresident taxpayer’s 
Iowa taxable income. 

For tax years beginning on or after January 1, 
1995, S corporations which are subject to tax on 
built-in gains under Section 1374 of the Internal 
Revenue Code or passive investment income un-
der Section 1375 of the Internal Revenue Code 
are subject to Iowa corporation income tax on 
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this income to the extent received from business 
carried on in this state or from sources in this 
state. 

a. The starting point for computing the 
Iowa tax on built-in gains is the amount of 
built-in gains subject to federal tax after con-
sidering the federal income limitation. 

b. From the above amount, subtract 50 
percent of the federal built-in gains tax and 
add any Iowa corporation income tax de-
ducted in computing the federal net income 
of the S corporation. 

c. The allocation and apportionment rules 
of 701 – Chapter 54 apply if the S corpora-
tion is carrying on business within and with-
out the state of Iowa. 

d. Any net operating loss carryforward 
arising in a taxable year for which the corpo-
ration was a C corporation shall be allowed 
as a deduction against the net recognized 
built-in gain of the S corporation for the tax-
able year. For purposes of determining the 
amount of any such loss which may be carried 
to any of the 15 subsequent taxable years, 
after the year of the net operating loss, the 
amount of the net recognized built-in gain 
shall be treated as taxable income. 

e. Except for estimated and other advance 
tax payments and any credit carryforward 
under Iowa Code section 422.33, as of 12/31/98 
arising in a taxable year for which the 
corporation was a C corporation no credits 
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shall be allowed against the built-in gains 
tax. 

For tax years beginning after 1996, Iowa recog-
nizes the federal election to treat subsidiaries of 
a parent corporation that has elected S corpora-
tion status as “qualified subchapter S subsidi-
aries” (QSSSs). To the extent that, for federal 
income tax purposes, the incomes and expenses 
of the QSSSs are combined with the parent’s 
income and expenses, they must be combined for 
Iowa tax purposes. 

(6) Exempted corporations and organiza-
tions filing requirements. 

a. Exempt status. An organization that is 
exempt from federal income tax under Sec-
tion 501 of the Internal Revenue Code, unless 
the exemption is denied under Section 501, 
502, 503 or 504 of the Internal Revenue 
Code, is exempt from Iowa corporation in-
come tax except as set forth in paragraph “e” 
of this subrule. The department may, if a 
question arises regarding the exempt status 
of an organization, request a copy of the fed-
eral determination letter. 

b. Information returns. Every corpora-
tion shall file returns of information as pro-
vided by sections 422.15, as of 12/31/98 and 
422.16, as of 12/31/98 and any regulations 
regarding information returns. 

c. Annual return. An organization or as-
sociation which is exempt from Iowa corpora-
tion income tax because it is exempt from 



123a 

 

federal income tax is not required to file an 
annual income tax return unless it is subject 
to the tax on unrelated business income. The 
organization shall inform the director in writ-
ing of any revocation of or change of exempt 
status by the Internal Revenue Service with-
in 30 days after the federal determination. 

d. Tax on unrelated business income 
for tax years beginning prior to Janu-
ary 1, 1988. Where a corporation or organi-
zation is subject to the federal income tax 
imposed by section 511 of the Internal Reve-
nue Code on unrelated business income, the 
corporation or organization is not subject to 
Iowa corporation income tax on the unrelated 
business income. Opinion of the Attorney 
General, Griger to Craft, February 13, 1978. 

e. Tax on unrelated business income 
for tax years beginning on or after 
January 1, 1988. A tax is imposed on the 
unrelated business income of corporations, 
associations, and organizations exempt from 
the general business tax on corporations by 
Iowa Code section 422.34„ [sic] as of 12/31/98 
subsections 2 through 6, to the extent this 
income is subject to tax under the Internal 
Revenue Code. The exempt organization is 
also subject to the alternative minimum tax 
imposed by Iowa Code section 422.33(4)., 
[sic] as of 12/31/98 

The exempt corporation, association, or or-
ganization must file Form IA 1120, Iowa 
Corporation Income Tax Return, to report its 
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income and complete Form IA 4626 if subject 
to the alternative minimum tax. The exempt 
organization must make estimated tax pay-
ments if its expected income tax liability for 
the year is $1,000 or more. 

The tax return is due the last day of the 
fourth month following the last day of the 
tax year and may be extended for six months 
by filing Form IA 7004 prior to the due date. 

The starting point for computing Iowa 
taxable income is federal taxable income as 
properly computed before deduction for net 
operating losses. Federal taxable income 
shall be adjusted as required in Iowa Code 
section 422.35., [sic] as of 12/31/98 

If the activities which generate the unrelated 
business income are carried on partly within 
and partly without the state, then the 
taxpayer should determine the portion of 
unrelated business income attributable to 
Iowa by the apportionment and allocation 
provisions of Iowa Code section 422.33., [sic] 
as of 12/31/98 

The provisions of 701 – Chapters 51, 52, 53, 
54, 55 and 56 apply to the unrelated business 
income of organizations exempt from the 
general business tax on corporations. 

(7) Income tax of corporations in liquida-
tion. When a corporation is in the process of liq-
uidation, or in the hands of a receiver, the income 
tax returns must be made under oath or affirma-
tion of the persons responsible for the conduct of 
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the affairs of such corporations, and must be filed 
at the same time and in the same manner as re-
quired of other corporations. 

(8) Income tax returns for corporations dis-
solved. Corporations which have been dissolved 
during the income year must file income tax 
returns for the period prior to dissolution which 
has not already been covered by previous returns. 
Officers and directors are responsible for the 
filing of the returns and for the payment of taxes, 
if any, for the audit period provided by law. 

Where a corporation dissolves and disposes of its 
assets without making provision for the payment 
of its accrued Iowa income tax, liability for the 
tax follows the assets so distributed and upon 
failure to secure the unpaid amount, suit to 
collect the tax may be instituted against the 
stockholders and other persons receiving the 
property, to the extent of the property received, 
except bona fide purchasers or others as provided 
by law. 

This rule is intended to implement Iowa Code sections 
422.21, as of 12/31/98, 422.32, as of 12/31/98, 422.34, 
as of 12/31/98, 422.34A, as of 12/31/98 as amended by 
1997 Iowa Acts, House File 354, and 422.36, as of 
12/31/98. 

(Revised at IAB 8-30-95, eff. 11-29-95; IAB 2-28-96, 
eff. 4-3-96; IAB 10-9-96, eff. 11-13-96; IAB 11-5-97, 
eff. 12-10-97; IAB 3-11-98, eff. 4-15-98.) 

 



 

 

 



126a 

 

APPENDIX G 

Policy Letter No. 06240045 05/30/2006, 

Date Issued: 05/30/2006 

Tax Type(s): Corporate Income Tax 

Policy Letter No. 06240045 

May 30, 2006 

Your letter dated May 15, 2006 has been referred to 
me for reply. Your letter asks six questions regarding 
whether corporation income tax nexus would exist 
under various scenarios regarding software and 
application service providers. 

Your first five questions involve the use of software. 
Your scenarios assume that the software developer 
does not have an office in Iowa or a permanent sales 
staff in Iowa. The software is not sold, but the devel-
oper licenses the right to use software to an end user. 
As part of the transaction, the software developer 
may or may not send someone to the user’s office for 
installing the software and training the user on the 
software. The developer also contracts to provide con-
tinuous support and maintenance to each customer, 
and the contract typically breaks out a separate fee 
for each service. 

Iowa Code section 422.33(1) imposes the Iowa corpo-
ration income tax upon corporations doing business in 
Iowa, or deriving income from sources within Iowa. 
Income from sources within Iowa means income 
from real, tangible, or intangible property located or 
having a situs in Iowa. 
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Iowa Rules 701-52.1(2) and 52.1(3) provide a list of 
various activities which either do or do not create 
Iowa corporation income tax nexus. 

As noted in rule 52.1(2), Public Law 86-272 prohibits 
states from imposing corporation income tax on 
foreign corporations if their only activity is the solici-
tation of orders of tangible personal property by its 
employees or representatives, if such orders are sent 
outside the state for approval and are filled from 
shipment or delivery outside the state. Public Law 
86-272 also provides a de minimus exception for 
non-solicitation activities. 

However, rule 52.1(2) also states that the protection 
of Public Law 86-272 does not extend to corporations 
which sell services or intangibles. In this case, the 
software developer is licensing the right to use the 
software, and is not selling tangible personal prop-
erty. Therefore, the protection of Public Law 86-272 
does not apply to these software developers. 

With this background information, here is the De-
partment’s response to your first five questions: 

1) The mere grant of the right to use the devel-
oper’s software does not, by itself, create Iowa 
corporation income tax nexus. 

2) Sending an employee into Iowa to install 
and/or train the use does create Iowa corporation 
income tax nexus. As noted previously, the pro-
tection of Public Law 86-272 does not apply in 
this instance, so any physical presence in Iowa by 
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an employee of the software developer is suffi-
cient to create corporation income tax nexus. 

3) There is no minimum period of time needed 
to be in Iowa to create corporation income tax 
nexus. As noted previously, the de minimus 
exception in Public Law 86-272 does not apply in 
this instance, so any period of time spent in Iowa 
is sufficient to create nexus. 

4) The entire contract with an Iowa customer 
will be considered an Iowa receipt for corporation 
income tax purposes. Once nexus is established, 
the entire amount of income received from an 
Iowa customer will be considered Iowa receipts. 
Iowa Rule 701-54.6 states that income derived 
from other than the sale of tangible personal 
property is attributable to Iowa to the extent that 
the recipient of the service receives benefit of the 
service in Iowa. 

5) Nexus for corporation income tax is deter-
mined on a year-to-year basis, and if a nexus 
activity occurs during the year, then the corpora-
tion has nexus for the entire year. For example, if 
on-going service and maintenance is performed 
by employees in Iowa, then the software develop-
er has nexus in Iowa for that year. Also, if the 
service and maintenance occurred outside Iowa 
for a particular year, but nexus was created in 
that year due to installation, any income received 
from the on-going service and maintenance would 
be considered an Iowa receipt. 

Your final question involved an application service 
provider that provides computer-based services to 
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customers over a network, such as Hotmail or Ebay. 
Similar to the answer to question 1) above, the grant 
of the right to use its software for a fee does not, by 
itself, create Iowa corporation income tax nexus. 

If you have any questions on this matter, please 
contact me at (515) 281-6183. 

Sincerely, 

Jim McNulty 

Policy Section 

Compliance Division 
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