
 

 

 

 

 

 

 

 

 

To: All Law Partners 

From: Lisa Blackmore  

Date: 6/30/2014 

Re: State Tax Filings 

In the ever evolving area of state tax filings we are seeing a number of new states changing and 
adopting new sourcing rules that speak to whether revenue generated in their state is subject to 
taxation.  Many states are now adopting a market-based sourcing approach to sourcing revenue 
and are moving away from the traditional cost of performance rules.  
 
Market-based sourcing for service revenue assigns revenue based on the location of either the 
service provider’s customer or where the customer received benefit from the service provided.  
This differs from cost of performance, which looks to the location where the service provider 
performed the service.  The end result of the market-based sourcing approach is the law firm 
may have tax liabilities in states where there is no physical presence during a particular tax year.   
 
At this time the following states have adopted market-based sourcing for service revenue:  
California, Georgia, Illinois, Iowa, Maine, Maryland, Massachusetts, Michigan, Minnesota, 
Ohio, Oklahoma, Utah, Washington and Wisconsin.  As this sourcing approach continues to 
gain popularity and evolve we expect the list to continue to grow with time.  Unfortunately each 
state that follows market-based sourcing does take a slightly different approach to what 
qualifies as revenue in their state, so they need to be reviewed on a state-by-state basis. 
 
Further, as states continue to look for additional revenue they are starting to be more proactive 
about locating firms who may be providing services to individuals or companies located in their 
state.  We are recommending that the firm review its tax exposure in the states that are 
transitioning to a market-based sourcing approach to determine if the firm has a filing 
requirement.  If you find that you do have exposure in some of these states, we recommend that 
the firm start filing in the states in 2014 before the firm receives a notice that asks about the 
firm’s activity.  Many states are beginning to send letters inquiring of activity within their 
respective state.  It is more beneficial to be proactive with the filings rather than reactive.  If the 
firm opts not to pursue filing in states where there is exposure the firm is running the risk of 
receiving a notice from a state inquiring about the activity in the state, which could result in 
prior year tax consequences, penalties and interest.   
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As far as the filings in each state go, the firm would be eligible to file a composite tax return.  
The composite return allows the firm to file a state income tax return and remit taxes on behalf 
of all of the non-resident partners who elect to participate in the composite filing.  Each partner 
would then be provided with their share of the income in the state and their respective share of 
tax paid to the state, which would be taken as a credit on the partner’s resident state tax return, 
thus avoiding double taxation of income.  Typically composite filings are more convenient for 
the individual partners because they would not need to file at the individual level, but in some 
cases composite filings have drawbacks.  For example, California taxes the partners who elect 
into the composite return automatically at the state’s highest tax rate.  It is also important to 
realize that in order to participate in the composite return you generally must have no income in 
that state other than your law firm income and cannot be a resident in that particular state for 
any part of the year.  For those partners who elect out of the composite return, they are 
responsible for filing in the non-resident state on their own.  You are able to elect in or out of 
composite returns on a state-by-state basis as well. 
 
Please contact us if you have any questions on any of the information in this memo and if you 
have any concerns about additional tax filings that the firm may have to comply with for the 
2014 tax year. 
 


