State Taxation of the Pro Hac
Vice Lawyer
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n 2010 the NC State Bar amended its Pro Hac Vice Admission

Registration Statement to require the out-of-state attorney to

sign a statement verifying that he or she will report to the NC

Department of Revenue any income earned in the case, “if

required to do so by law.” The amendment prompts the obvious question:

When will an out-of-state attorney be required to pay North Carolina

income tax? And, relatedly, when should a North Carolina attorney be con-

cerned about paying income tax in another state?

Both the Due Process Clause and the
Commerce Clause limit a state’s ability to tax
non-residents. As the United States Supreme
Court held in Complete Auto Transit, Inc. v.
Brady,1 a state can tax non-residents only if
the non-resident is engaged in an activity
which has a “substantial nexus” with the taxing state, and if the tax imposed is “fairly
apportioned” among the states.
For income tax purposes, it’s not clear
what is required for “substantial nexus” to
exist. In Quill Corp. v. North Dakota,2 the US
Supreme Court held—in the context of
requiring a non-resident to collect sales
taxes—that substantial nexus required physical presence in the taxing state. But in A&F
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Trademark, Inc. v. North
Carolina,3 the North
Carolina Court of Appeals
rejected the argument that the physical presence test applied to taxes other than sales
taxes. According to our court of appeals, the
existence of sufficient economic ties will subject a non-resident to income taxation in our
state, even absent physical presence.
Often, the pro hac vice attorney will travel
into our state in furtherance of the representation, thereby indisputably creating substantial nexus. When the non-resident attorney
performs services without ever physically
appearing in our state, there is a continuing
dispute over whether or not North Carolina
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has jurisdiction to impose an income tax.
Notwithstanding this dispute, ultimately
whether any tax is owed depends upon how
any income generated from the representation is apportioned.
Each state, including North Carolina, has
adopted legislation to implement the
Constitution’s requirement for fair apportionment of multistate business income. The goal
of apportionment statutes is to roughly
approximate the income that can be said to
be fairly related to the services provided by
the respective states. In the context of multiWINTER 2012

state legal services, this is rarely the same as
what the client actually paid for the services.
Under most statutes, states employ a three
“factor” formula for apportioning the business income earned by multistate actors,
including lawyers. Usually these formulas
take into account the taxpayer’s property, payroll, and sales in each state, relative to the taxpayer’s total property, payroll, and sales.
Different states apply different weights to
these factors. North Carolina weighs the sales
factor twice as heavily as either of the other
two factors.
Since it is unlikely that a non-resident
attorney appearing pro hac vice in North
Carolina will own or rent any real or tangible
personal property in our state, the property
factor is likely to be zero. Similarly, since the
non-resident attorney typically will not pay
compensation in our state, the payroll factor
is likely to be zero.4
As a result, the sales factor is of greatest
concern to the non-resident attorney. The
sales factor represents the gross revenue
sourced to North Carolina, divided by the
gross revenue from all states. Especially in the
context of services revenue, the critical task is
determining to what state the revenue should
be sourced. Two main approaches have developed.
First, in states that have adopted the
Uniform Division of Income for Tax
Purposes Act (UDITPA), services revenue is
attributed to the state in which the greater
proportion of costs are incurred to perform
the activities that give rise to the income.
Second, in the 11 states which have adopted
a market-based sourcing rule, services revenue
is attributed to the state where the customer
or client receives the benefit.
North Carolina employs a variation on
the UDITPA approach. Services income is
sourced to our state if the “income-producing
activities are in this state.”5 This rather
unhelpful rule is explained through guidance
issued by the NC Department of Revenue,
which provides that when services are performed across state lines, gross receipts for
performing those services “shall be attributed
to this state based upon the ratio which the
time spent in performing such services in this
state bears to the total time spent in performing such services everywhere.” Consequently,
a non-resident lawyer who spends no time in
North Carolina will owe no North Carolina
tax, even if paid for appearing in a North
Carolina action.
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Let’s take a practical example. A nonresident lawyer is admitted pro hac vice in North
Carolina. She has no real or tangible property
in our state and pays no “compensation”
within our state. The property and payroll
factors are therefore zero. She is paid
$150,000 for 500 hours of work on the case.
She spent 100 of those 500 hours in North
Carolina. The numerator of the sales factor is
therefore $150,000 x [100/500], or $30,000.
Assuming that her gross receipts from all
states during the year was $600,000, the sales
factor is $30,000 / $600,000, or 0.05.
To calculate the apportionment factor, all
of the factors must be combined, with the
sales factor weighted twice: [0 + 0 + 0.05 +
0.05] / 4 = 0.025. This apportionment factor
is then multiplied by her net business income
from all states to determine the income that
must be reported in North Carolina. Thus, if
her net business income for the year was
$320,000, the amount which must be reported to North Carolina is $320,000 x 0.025, or
$8,000.
Fortunately, her home state will typically
give her a credit for any tax she paid to North
Carolina. She will in the end face a higher
total tax burden only if her North Carolina
tax bill is greater than her home state’s bill.
Obviously, if her home state has no income
tax, this burden can be significant.
A similar calculation results when a North
Carolina lawyer performs legal services in a
foreign state. But since the Supreme Court’s
interpretation of the Commerce Clause gives
the states considerable discretion when
adopting apportionment formulas, differences abound. South Carolina, for example,
adopts a single factor formula, under which
only sales sourced to the state are considered
in determining the tax. As a result of this
diversity, apportionment formulas could
overlap, resulting in double taxation of the
same income. When a firm’s employees are
physically present is another state, some
states may even require the payment of payroll taxes.
Finally, if the non-resident attorney is a
partner, member, or shareholder of a partnership, LLC, or S-corporation, must each partner, member, or shareholder file a tax return
in North Carolina? Because the distributive
share of each owner of a pass-through entity
will include income apportioned to North
Carolina, the answer is generally yes.
Fortunately, North Carolina—along with
most other states—permits the partnership,

LLC, or S-corporation to file a “composite
return,” thereby paying the tax on behalf of
all of the firm’s owners. This will avoid the
administrative and compliance burdens associated with filing and processing multiple
individual returns, often with little income to
report. n
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