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Agenda

* Market-based sourcing
 What is it?
* When is it coming to Arkansas?
* What about other states?

* |In other SALT news

* Public Law 86-272 & the efforts to undermine it
* Florida

 Blue states gone wild!

» Arkansas outlook and updates
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Part 1:

Market-Based Sourcing Comes to
Arkansas



Market-Based Sourcing — What is it?

* For multistate businesses, states use formulary apportionment
to determine their share of income to tax.

» Used to be a three-factor formula; now single sales factor more
common.

» Sales factor
« Always has been market-based for sellers of goods.
* For services and intangibles, historically have looked to costs of
performance.
* Now almost all states have shifted to market-based sourcing.

« But harder to determine sourcing for services compared with ship-to
documentation for goods.
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AIX

Arkansas Income Tax Modernization
Legislation steadily improving income
tax competitiveness (by year enacted):

« 1995: Double-weighted sales factor
(50% sales, 25% property, 25%

payroll)
« 2017: Apportionment for tax
partnerships

« 2019: Single sales factor
apportionment

« 2023: Throwback rule phaseout
« 2025: Market-based sourcing
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Act 719 of 2025

For An Act To Be Entitled
AN ACT TO AMEND THE MULTISTATE TAX COMPACT AND THE
UNIFORM DIVISION OF INCOME FOR TAX PURPOSES ACT; TO
AMEND AND MODERNIZE THE LAW CONCERNING THE
APPORTIONMENT OF INCOME DERIVED FROM MULTISTATE
OPERATIONS; TO CHANGE THE METHOD FOR SOURCING OF
RECEIPTS FOR SERVICES AND INTANGIBLES FROM COST OF
PERFORMANCE TO MARKET-BASED SOURCING; AND FOR OTHER
PURPOSES.

* DFA bill sponsored by Sen. Crowell and Rep. Burkes
« Based on MTC model updates to UDITPA
« Effective for tax years beginning in 2026 and later

KUTAKROCK
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Market-Based Sourcing

* Total rewrite of section 26-51-717

* Income from sale or lease of real property sourced to where the
real estate is located.

* Income from lease of personal property sourced to where
property is located.

e Service sourced “if and to the extent that the service is
delivered to a location in the state.”

* Licenses generally sourced to where used—see detailed
language
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Economic nexus

* Many states have adopted economic nexus—sometimes called
factor presence nexus—for income tax.

 Arkansas test will be $250,000 for the current or immediately
preceding tax year

* (Watch out for similar rules in other states!)
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Throwout rule

Throwout rule for section 26-51-717 (services, etc.) excludes the
sale from the denominator of the receipts if either:

* Not taxable in the destination state or
« State of assignment cannot be determined

Weakens competitiveness benefits, but not as bad as throwback
rule—which is being phased out for sales of tangible personal

property
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No More “Nonbusiness Income”

 Arkansas has had the old UDITPA distinction between:

* Business income is apportioned
* Nonbusiness income is separately allocated

 This distinction has been a source of disputes—see pending
U.S. Beef appeal

* Act 719 changes the test to whether an item is “apportionable
Income”:
» Anything apportionable under the US constitution, including

 Transactional test
* Functional test

* Anything allocable to Arkansas but which is apportioned under
Arkansas law
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"Recelipts” instead of "Sales”

» Sales redefined as receipts

 Limited to transactions and activity in the regular course of the
taxpayer’s trade or business.

» Excludes hedging receipts and cash or securities transactions
* Note — this may impact sellers of TPP as well
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Alternative Apportionment

« Express rulemaking authority for industry rules

« Equalized burden of proof on the party asserting need for
alternative apportionment

 Although 2 out of 5 rule could be a problem if you have been using
wrong rule
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Part 2:

In Other SALT News



Florida v. California

 California has single sales factor apportionment

» “Special rule” excludes substantial and occasional sales from the sales
factor

* Florida suing over factor representation — in US Supreme Court

e Claims under
« Commerce Clause
 Import-Export Clause
* Due Process Clause
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Public Law 86-272 evolution

* Public Law 86-272 protects sellers of tangible personal property
from income taxes when activities are limited to solicitation.

« Over 65 years old!

« Cookie nexus position
* Multistate Tax Commission 2021 statement
* NY & MA regulations

* H.R. 421 Interstate Commerce Simplification Act
 What should an Arkansas business do?
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Blue States Gone Wild!

* Many blue states solving budget shortfalls with tax increases

« Washington State - $4 billion tax increase
 Increases and expansion of B&O (business & occupation tax)
* New capital gains tax

 Tax increases on 2" home “mansions” (ME, NJ, RI, MT)
« Changing corporate tax rules (CT, IL)
* Maryland

* New taxes on data or information technology services and software or
application publishing services
* Increased income tax rates & capital gains surcharge
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Arkansas 2026 outlook

« Revenue holding up but surplus is small
» Rate cut likely

« OBBBA conformity outlook?
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Arkansas IMPACT legislation

The Department of Commerce’s “IMPACT” legislative package
iIncluded:

* Modernization and automation incentives (Act 882)

« Other improvements to credits and incentives (expanded
ArkPlus, corporate HQ relocation)

« Referral of SUR15 (Issue 3) to the voters

* Would allow local economic development districts

» Generating Arkansas Jobs Act — encouraging construction of
new generation capacity
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Creditability of Texas & Tennessee Tax

* Arkansas income tax allows credit for income taxes paid to
other states.

 What is an income tax?
» Texas franchise tax (aka margin tax)?
* Tennessee franchise tax?

« 24-TAC-02810, en banc (Jul. 15, 2025)
* DFA has not appealed
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Arkansas Tax Personnel

* DFA reorganization — Paul Gehring now Chief Counsel of whole
agency, reporting directly to Secretary Hudson

« Still working on filling vacant Tax Appeals Commissioner slot
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For more information

To sign up for Arkansas tax updates
email list, email me at
matt.boch@kutakrock.com

LinkedIn:

https://www.linkedin.com/in/matthewb
och/

@mcboch on X
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About Us

in 15 states and the
District of Columbia

KUTAKROCK

AREAS OF FOCUS

covering dozens of
discrete practices

admitted to practice
in 43 states

on the principles of
fairness and integrity
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Firm Overview

National Reach. Local market presence.

* National footprint: We're wherever your legal needs arise.

* Local market presence: We understand the business and

communities we share.

The experience you need.

The bench strength you want.

« 600+ attorneys serving the full range of transactional
and litigation services.

An enduring value proposition.
« High-quality legal service at a fair price.
« Mindful of your ever-evolving business objectives.
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Adoption of Market-Based Sourcing in Arkansas
Highlights Tax Risks for Firms in Other States

By Matt Boch

r I Yhe most important tax legislation from the 2025 Arkansas legislative
session was changing the way the state income tax applies to multistate
businesses that provide services—including legal services—by adopting

market-based sourcing. The bottom-line effect on your own taxes will be lim-

ited if you are an in-state resident business owner. But other states have similar

approaches, and the tax risks from working across state lines are increasing for

legal and other professional services.

Market-Based Sourcing Imposes State Tax Based on Where Benefits Are
Received

First, some income tax basics: Most states impose an income tax, and they
generally tax multistate businesses using formulary apportionment. Instead of
trying to track profit and loss within the state by separate accounting, a state
takes the total income of a business and then apportions a share to tax according
to its choice of formula. Two generations ago, that formula was almost always
one-third payroll, one-third property, and one-third sales. States since then have
changed their apportionment formulas to be more competitive, by shifting the
tax burden toward the privilege of selling into the state instead of penalizing job
creation and investment.

Arkansas has been a laggard, with most' of its apportionment reforms coming

in the past decade: The state adopted apportionment for tax partnerships
beginning in 2018, instead of requiring separate accounting.” Then Arkansas
adopted single sales factor apportionment® upon recommendation by the Tax

Matt Boch is a Transition Partner Reform and Relief Legislative Task Force.? By eliminating the property and
with Kutak Rock LLP. He is a former payroll factors, Arkansas income tax was apportioned based only on the sales
Chief Commissioner of the Arkansas factor beginning in 2021. The next step was repealing the throwback rule—
Tax Appeals Commission and a which turns the sales factor for sellers of goods into a backdoor tax on jobs and
former Chair of the Arkansas Bar investment—under a phase-out resulting in complete repeal by 2030.
Association Section of Taxation. While these reforms have improved competitiveness, they left the sales factor
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rules for services and intangibles in the

old status quo, sourcing based on costs of
performance.® The costs of performance of
services tend to be where labor and property
are located, effectively penalizing job creation
and investment. In the old economy of in-
person services, that approach made sense,
but the contemporary economy involves
remote sales of services through the internet
and other communications technology.
Maintaining costs of performance rules

in this environment made Arkansas less
competitive for service centers, data centers,
and other service businesses, and it allowed
out-of-state service businesses to sell into the
Arkansas market while paying no or minimal
income tax.

Act 719 of 2025 begins fixing this
problem, putting Arkansas on market-based
sourcing for tax years beginning in 2026
or later. If a business is taxable in multiple
states, it generally will calculate the Arkansas
sales factor by sourcing sales based on where
the services are received instead of where
they are performed. So, for example, a firm
deciding between hiring a paralegal in its
offices in Texas or Arkansas would face no
income tax apportionment penalty for hiring
in Arkansas.

The direct impact of Arkansas market-
based sourcing on a resident law firm owner
is limited: Almost all law firms are set up
as passthrough entities, and an Arkansas
resident is taxed on worldwide income, and
with a credit for taxes paid to other states.
For an individual resident owner, tax at 3.9%
of worldwide income applies regardless of
how the passthrough business sources its
income. Nonresident partners, on the other
hand, may see a benefit if work is being
performed in Arkansas for an out-of-state
market. The long-term impact of Act 719
should be improved growth and slightly
increased tax revenue for the state—which in
all likelihood will help pay for additional cuts
to the Arkansas income tax.

Of course, there are additional layers
of tax complexity. Sales to states where a
business is not taxable will be ignored under
a “throwout rule,”” which could be repealed
to maximize the competitiveness benefits
of market-based sourcing and to avoid
malapportionment. Some firms may have
obtained permission from the Department of
Finance and Administration to use separate

accounting instead of apportionment.®

And the passthrough entity tax regime that
was enacted in 2021 can complicate things
further, although it typically is beneficial for

Arkansas business owners.

Firms Practicing Across State Lines Face
Tax Risks

It is not just Arkansas that has gone to
market-based sourcing. Most states have
done so already, although our neighbors
in Texas and Mississippi have not. The
result of most states going to market-based
sourcing of services is a more difficult
compliance landscape for small- and mid-
sized businesses like many law firms. Legal
practice often involves travel to appear in
court, take depositions, or meet with clients.
Such activity, depending on the facts and
applicable state rules, may be sufficient to
establish nexus. Even fully remote services
can trigger economic nexus with a sufficient
volume of sales under many state rules—
perhaps a $250,000 or $500,000 annual
threshold.

Increasing data and systems capabilities
on the part of state revenue agencies should
be expected to increase state audit activity.
And legal practice—particularly appearances
before courts or other tribunals—creates a
trail of data for state auditors to identify out-
of-state businesses. Once on audit, invoices
and time entries provide ample information
for a state tax auditor.’

Market-based sourcing as applied to legal
practice has thorny issues given the fluid
nature of the work."” What is the market if
you are conducting a deposition in Kansas on
behalf of a client in Missouri in connection
with litigation before a federal court in
Oklahoma?'" State rules vary on sourcing; the
most common approach is derived from the
Multistate Tax Commission’s model rules for
professional services,'? which generally source
based on residence for individual clients and
on the place of principal management—the
office or headquarters—for business clients.
Typically, these will be the billing addresses,
and market-based sourcing tends to that
approach as a practical matter, but state rules
may require a nuanced analysis. Firms with
tax obligations in multiple states face difficult
practical questions about determining
what information to track and identifying
appropriate sourcing positions.

Conclusion

As law firms scale and work across
jurisdictions, their tax complexity and state
tax risks grow. Market-based sourcing is just
a part of the compliance puzzle. Arkansas’s
new law will require the owners of many
out-of-state firms selling into Arkansas to
pay income tax, but the mirror image of that
is that Arkansas-based law firms have been
facing similar risks in other states, and those

risks are increasing.

Endnotes:

1. Arkansas did double-weight its sales factor
30 years ago. Act 682 of 1995.

2. Act 482 0f 2017, § 1 (amending Ark.
CopEe ANN. § 26-51-802).

3. For a discussion of single sales factor
apportionment, see Moorman Mfg. Co.

v. Blair, 437 U.S. 267 (1978) (declining

to invalidate lowa single sales factor
apportionment under the record before the
Court).

4. Act 822 0f 2019, § 7.

5. Act 485 of 2023, § 3.

6. See ArRk. CoDpE ANN. § 26-51-717, as in
effect for tax years beginning before 2026.

7. See ARk. CoDE ANN. § 26-51-717(c), as
amended by Act 719.

8. See ARk. CoDE ANN. § 26-51-802(c)(3)
(A).

9. Tax audits also can create confidentiality
issues for law firms. See Boch and Lawrence,
Lawyers Face Confidentiality Ethics Risks in
Their Own State Tax Compliance, 26 JOURNAL
OF MULTISTATE TAXATION AND INCENTIVES
No. 6, at 40 (Sept. 2016).

10. For a detailed analysis of market-based
sourcing as applied to law firms, see Lipin,
LoDico, Porcelli, and Vadner, State Corporate
Income Tax Rules for Sourcing of Revenue for
Law Firms, ABA Tax TimEs (Aug. 10, 2017).
11. These market-based sourcing issues

may also apply to gross receipts taxes and
the handful of sales taxes that apply to legal
services.

12. Model General Allocation and
Apportionment Regulations TV.17(d)

(4) (rev. Jul. 25, 2018), Murristare Tax
ComMiIssION, available at hetps://www.mtc.
gov/wp-content/uploads/MTCImages&Files/
MTC/media/AUR/FINAL-APPROVED-
2018-Proposed-Amendments-042020.pdf
(accessed Jul. 16,2025). &
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