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SOURCING OF SALES FROM
SERVICES AND INTANGIBLES
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Cost of Performance
—

Cost of performance
—

Receipts from the sales of other than tangible personal property
—

UDITPA Sect. 17 – as written in 1957
—

6

Provides sales of tangible personal property are in a state
if:
—

Income producing activity is in the state, or

—

A greater proportion of income producing is in the
state.

—

Sect. 17 prescribes the preponderance method.

—

Alternative cost of performance measurements
—

Majority of costs

—

Proportionate method

Cost of Performance
—

Basic issues with Cost of Performance
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—

What is an income-producing activity?

—

At what level is it determined?

—

Services performed in more than one state

—

Location where services performed is not readily determinable

—

What are direct costs?

—

What costs are actually included?
—

Administrative costs

—

Third-party costs
—

Independent contractors

—

On the “behalf rule”

—

Costs from other members of the unitary group

Market Sourcing
—

Market-based sourcing
—

—
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Shift to market-based sourcing
—

Multistate Tax Compact Article IV, section 9, recommends that states adopt a double
weighted sales apportionment formula

—

MTC Regulation IV.17.(a) adopts a destination based market sourcing approach. and
“recommending” that states use a double weighted sales factor.

—

Only 7 states continue to use an equally weighted three factor
apportionment formula, 13 states use a super weighted sales formula and 23
use a sales only formula

—

Currently 18 states source services based on a COP analysis, while the
remaining 28 use the market approach

Rationale for the shift

—

The complexity of sourcing receipts from non-tangible property

—

Administrative burden on all parties to determine cost of performance components

Market Sourcing
—

—

“Market” has been defined in three ways:
—

Where the benefit is received

—

Where the service is delivered

—

Where the receipts are derived

The three approaches are well described in The Corp. Exec. Bd. Co. v. Dep't of
Tax'n, Va., No. 171627, 02/07/19
—

Case involved an information services company located in VA (a cost of
performance state) with sales into market states, and the resulting double
taxation.

—

Benefits test – CA vs WI
—
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CA – “benefit of the service is received where the taxpayer’s customer
has either directly or indirectly received value from the delivery of that
service” Cal. Code Regs. Tit. 18, § 25136-2(b)(1).

Market Sourcing
—

—

—

service relates to real property located in State

—

service relates to tangible personal property that is delivered
directly or indirectly to customers in State

—

service is to a person engaged in a trade or business in State and
related to that person’s business in this State

—

if the purchaser revives benefit in more than one state, receipts
are apportioned based on the services received in State

Services delivered – AL vs. IL
—
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WI – benefit of a service is received in the State if:

AL - 3 factor formula
—

if the service has a substantial connection to a specific geographic

—

no substantial connection, sourced if the business is commercially
domiciled in State

Market Sourcing
—

—
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IL – single factor formula
—

receipts may only be sourced to where the taxpayer had a fixed
place of business

—

if place where services not readily determinable, sourced to
customer’s ordering or billing address

To get alternative apportionment in VA (taxpayer’s request to use market
sourcing), taxpayer must show that double taxation results from “unique”
apportionment methods in the other states. Court ruled that although states
varied in their market state approach, they were in no way “unique”.

Proposed MTC Changes to UDITPA
- Article IV Recommended Amendments to the MTC
In an effort to harmonize Article IV §16 market sourcing for tangible personal property,
with the sourcing of receipts from the sale of “other than tangible personal property”
they have proposed the following changes to Article IV § 17:
§17.(a) Receipts, other than receipts described in Section 16, are in this State if the
taxpayer’s market for the sales is in this state. The taxpayer’s market for sales is in this
state:
(1) in the case of sale, rental, lease or license of real property, if and to the extent
the property is located in this state;
(2) in the case of rental, lease or license of tangible personal property, if and to
the extent the property is located in this state;
(3) in the case of sale of a service, if and to the extent the service is delivered to a
location in this state; and
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Proposed MTC Changes to UDITPA
(4) in the case of intangible property,
(i) that is rented, leased, or licensed, if and to the extent the property is
used in this state, provided that intangible property utilized in marketing a
good or service to a consumer is “used in this state” if that good or service is
purchased by a consumer who is in this state; and
(ii) that is sold, if and to the extent the property is used in this state,
provided that:
(A) a contract right, government license, or similar intangible property
that authorizes the holder to conduct a business activity in a specific
geographic area is “used in this state” if the geographic area includes
all or part of this state;
(B) receipts from intangible property sales that are contingent on the
productivity, use, or disposition of the intangible property shall be
treated as receipts from the rental, lease or licensing of such intangible
property under subsection (a)(4)(i); and
(C) all other receipts from a sale of intangible property shall be
excluded from the numerator and denominator of the receipts factor.
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Proposed MTC Changes to UDITPA
(b) If the state or states of assignment under subsection (a) cannot be determined, the state
or states of assignment shall be reasonably approximated.
(c) If the taxpayer is not taxable in a state to which a receipt is assigned under subsection (a)
or (b), or if the state of assignment cannot be determined under subsection (a) or
reasonably approximated under subsection (b), such receipt shall be excluded from the
denominator of the receipts factor.
(d) [The tax administrator may prescribe regulations as necessary or appropriate to carry out
the purposes of this section.]
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Proposed MTC Regulations
—

The MTC is using the destination based sourcing based on the regulations
promulgated by Massachusetts as a working draft for the commission’s own model
regulations.
—

The following is a summary of the important amendments made or discussed
but not made:

In Reg. IV.17. (Receipts Factor: Sales Other Than Sales of Tangible Personal Property in
This State) – the amendments in this section replace the regulations that had
interpreted and applied the previous provisions of Article IV, Section 17’s predominantcost-of-performance sourcing method. These regulations were based on the
Massachusetts regulations implementing market-based sourcing of receipts. The best
summary of these regulations is included in the body of the regulations themselves at
Reg. IV. 17.(a)(2) (Outline of topics.) The following should be noted about these
regulations:
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Proposed MTC Regulations
o Not all receipts from transactions other than sales of tangibles are included in
the receipts factor or assigned under these regulations. Receipts that do not fit
the definition of “receipts” under the recommended changes to Article IV, Section
1 (see above) are not included in the receipts factor or sourced under these
Section 17 regulations. Also, changes to Article IV, Section 17 now exclude certain
receipts including:
Receipts from sales of intangible property, other than those specifically included
(see Art. IV, Sec. 17.(a)(4)(ii)(C));
Receipts where the state or states of assignment cannot be reasonably
determined (see Art. IV, Sec. 17(c)); and

Receipts that would be sourced to a jurisdiction in which the taxpayer is not
taxable (see Art. IV, Sec. 17(c)). o In general – The regulations set out different
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Proposed MTC Regulations
o In general – The regulations set out different categories with specific rules for
sourcing receipts and it is expected that one category will be the “best fit” for any
receipts that are to be included in the receipts factor under Section 17.
o Throughout - The Uniformity Committee recommended that the examples remain in
the body of the regulation under their appropriate topic. (However, an attempt was
made to ensure that if an adopting state moved or omitted the examples, this would
not unduly affect the operation of the regulations.)
o Reg. IV.17.(a)(3)(G): There was considerable debate in the work group as to what
standard should be used to reasonably estimate the marketplace based on population
data. The working group eventually decided that use of the U.S. Census Bureau’s
population data was an appropriate standard because of administrative ease and
convenience, outweighing the benefits of using other data sources.
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Proposed MTC Regulations
o Reg. IV.17.(a)(3)(H): A definition of “related party,” was added (along with other
provisions discussed below) in response to the concerns from representatives of
separate-filing states in particular that related parties could manipulate sourcing rules
and that such parties should have access to information that unrelated parties would
not.

o Reg. IV.17.(d) (Sale of a Service): This is the first of three significant substantive
subsections of the Section 17 regulations (the others have to do with receipts from
intangible property). This subsection is divided into three main categories—in-person
services (Reg. IV.17.(d)(2)), services delivered to the customer or on behalf of the
customer or delivered electronically through the customer (Reg. IV.17.(d)(3)), and
professional services (Reg.IV.17.(d)(4)). The first and third categories are fairly straightforward in terms of their scope. The second category may be viewed as the “catchall”
category generally. Specific provisions addressing potential overlap are found at Reg.
IV.17.(d)(4)(B).
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Proposed MTC Regulations
o Reg. IV.17.(d)(3)) (services delivered to the customer or on behalf of the customer or
delivered electronically through the customer): This “catch-all” category is further
broken down as follows: Delivery to or on behalf of a customer by physical means
whether to Multistate Tax Commission Model General Allocation and Apportionment
Regulations – Current as of 2017 10 an individual or business customer;

Delivery to a customer by electronic transmission to an individual customer;
Delivery to a customer by electronic transmission to a business customer; and
Services delivered electronically through or on behalf of an individual or
business customer.
o Reg. IV.17.(d)(3)(B)2.b.v.: A special rule was added for related party transactions for
sales of services delivered by electronic transmission to a business customer that is a
related party—preventing the use of certain methods of reasonable approximation.
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Proposed MTC Regulations
o Reg. IV.17.(d)(4)(A): Credit card processing services were added to the definition of
“professional services.” The work group rejected a proposal to adopt a separate
sourcing rule for legal services.
o Reg. IV.17.(d)(4)(B): This category of professional services was further subdivided into
professional services delivered to individual customers, services delivered to business
customers, large volume transactions (a safe harbor rule), architectural and engineering
services, services provided by a financial institution, and related party transactions.
o Reg. IV.17.(d)(4)(B)(3) (Services provided by a financial institution): This provision
notes the relationship between the model special industry regulations for financial
institutions (or other similar rules which states may have adopted) and these rules—
which is that where those special industry regulations direct certain miscellaneous
receipts to be generally sourced pursuant to Section 17, then the rules in this
subsection for professional services would apply.
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Proposed MTC Regulations
o Reg. IV.17.(c) (License or lease of intangible property): This is the second of the three
significant substantive subsections of the Section 17 regulations, and one of two that
deal with intangible property. Under this subsection, intangible license receipts are
further divided into receipts from: “Marketing intangibles” (Reg. IV.17.(c)(2))
“Production intangibles” (Reg. IV.17.(c)(3)) “Mixed intangibles” (Reg. IV.17.(c)(4))
Licenses where the substance resembles sale of goods or services, including sublicenses
(Reg. IV.17.(c)(5))
o Reg. IV.17.(f) (Sale of intangible property): This is the third of the three significant
substantive subsections of the Section 17 regulations, and the Multistate Tax
Commission Model General Allocation and Apportionment Regulations – Current as of
2017 11 second that deals with intangible property. As noted above, unless the sales of
intangible property fall into two specific categories—contract rights or government
licenses tied to a specific geographic area, see Art. IV, Sec. 17.(a)(4)(ii)(A)) or sales
where receipts are contingent upon productivity, use or disposition (see Art. IV, Sec.
17.(a)(4)(ii)(B))—they are excluded from the receipts factor.
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Proposed MTC Regulations
o Reg. IV.17.(g): This section contains special rules for sourcing receipts from software
transactions and from the sale or license of digital goods and services. In general, these
receipts are sourced based on the rules for the category that most closely fits the
nature of the transaction, but a sale of pre-written software is always a sale of TTP.
o Reg. IV.17.(h): This section contains a mediation provision allowing states to
participate in mediation to resolve multistate sourcing issues.
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Elizabeth Pascal, Hodgson Russ LLP

ALTERNATIVE
APPORTIONMENT
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History
— Due Process
— States may only tax the income earned within their borders
— The tax must be fairly related to the services derived from
the state
— Historically, states used separate accounting to determine instate income
— Apportionment was adopted as separate accounting was timeconsuming and unreliable
— Initial formulas were for property tax purposes and relied
solely on a property factor
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Purpose of Apportionment
— Fictional approximation of income earned in a taxable
jurisdiction
— Property

— Payroll
— Sales
— Tax planner’s role is to determine if the approximation is
appropriate

25

Alternative Apportionment
— The standard Alternative Apportionment provision is found in
UDITPA § 18
— If the allocation and apportionment provisions of this Act do
not fairly represent the extent of the taxpayer’s business
activity in this state, the taxpayer may petition or the [tax
administrator] may require alternative apportionment
— Burden of Proof varies based on state specific law.
— States responding to BNA 2017 survey:
— 25 states place the burden of proof on the party seeking
alternative apportionment
— 13 states place the burden of proof on the taxpayer
— In practice, the burden is often on the taxpayer to
demonstrate that its preferred method of apportionment
(statutory or otherwise) should be applied (see, e.g. Staples
Inc. v. Comptroller of Maryland)
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Alternative Methodologies
— Separate accounting
— The exclusion of any one or more of the factors
— The inclusion of one or more additional factors

— The computation of a particular factor
— The employment of any other reasonable method
—

Unitary filing permitted
— Media General Communications, Inc. v. South Carolina,
(South Carolina Supreme Court, 2010)
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Statutory Alternative Apportionment
— Industry Specific
— Transportation
— Financial Services

— Insurance
— Media
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Invoking Alternative Apportionment
—

Burden of Proof
—

What standard of proof must be met for a taxpayer or state to prove distortion?
— Clear and Convincing Evidence. Somewhere between preponderance of evidence and
beyond a reasonable doubt
— Example: California – Microsoft v. Franchise Tax Board, 139 P.3d 1169 (Cal. 2006)
—

Clear and Cogent Evidence
— Example: New York - Must demonstrate by clear and cogent evidence that the
standard apportionment formula does not properly reflect a taxpayer’s presence.
British Land (Maryland) Inc. v. N.Y. Tax App. Trib., 85 N.Y.2d 139, 147-48 (N.Y. Ct.
App. 1995)

—

29

Prima facie evidence

Distortion
— What level of distortion must be shown in order for a taxpayer or state to
be entitled to alternative apportionment?
—

Constitutional “Gross Distortion”

— Twentieth Century-Fox Films v. Dep’t of Revenue, 700 P.2d 1035 (Ore. 1985)

— Oregon Supreme Court reviewed whether the Department proved that the statutory
three-factor apportionment formula did not fairly represent the extent of taxpayer’s
business activity in this state, thus permitting the department to employ a different
method
— Court held that alternative apportionment is only applicable to remedy unconstitutional
situations or where the UDITPA formula does not fairly represent the business activity of
the taxpayer
— Florida and Illinois – Regulations provide if the statutory formula will lead to “grossly
distorted” results in a particular case, a fair and accurate alternative method is appropriate.
Fla. Admin. Code Ann. §12C-1.0152; 86 Ill. Admin. Code § 100.3390(c)
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Distortion
—

Most states have found that the constitutional “gross” requirement is not
necessary to justify alternative apportionment – some lesser standard usually
applies

—

Consistent with Section 18, many states require only a showing that the statutory
formula does not fairly reflect the extent of the taxpayer’s activities in the state
—

—

But how do we define the taxpayer’s in-state “activities?”

Many states have acceptable alternative apportionment methodologies by statute
or regulation and procedures for taxpayers to avail themselves of an alternative
methodology, including “the use of any other method to effectuate an equitable
allocation and apportionment of the taxpayer’s tax base.” (Michigan CIT).
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Indications of Unfair Apportionment
—

Use of separate accounting
— Hans Rees’ Sons
— Moorman Mfg. Co.
— Rejected in Exxon and Mobil

—

Separate accounting alone will not support alternative apportionment, as this was
the method withdrawn in favor of formulary apportionment
— In re: Appeal of Crista Corp. (California State Board of Equalization, No. 2002-SBE004, June 20, 2002)

— Nor will an international treaty
— Matter of Infosys Technologies Limited (NY Div. of Tax App., DTA No. 820669, Feb.
21, 2008)
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Indications of Unfair Apportionment
—

Factor does not represent income earned in the state
—

MA: by statute, exclude factor if denominator is less than 10% of 1/3 of
taxable net income or otherwise insignificant

—

Real Estate/interest income
— Stonebridge Life Insurance v. Dept. Of Revenue (Oregon 2006)

—

Missing factor
—

Inventory
—

—

Georgia v. Coca-Cola Bottling Co. (GA Supreme Court, 1956)

Intangibles
— Microsoft v. FTB, (California Court of Appeals, 2012)

—

Futures contracts
— General Mills v. FTB, (California Court of Appeals, 2012)

—

Dividends from affiliates
— Tambrands v. State Tax Assessor (Maine, 1991)
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Recent Alternative Apportionment Cases
—

Vodafone Americas Holdings, Inc. v. Roberts

—

June 23, 2014, the Tennessee Court of Appeals upheld a lower court’s
and revenue agency’s decision to require Vodafone to use an
alternative method of apportionment.

—

Vodafone had sourced revenue for the sale of cell phone services to
Tennessee based on the statutory cost of performance rule, where
services are sourced to a single state in which the bulk of the
taxpayer’s cost of performing the service is incurred.

—

The Court upheld the Commissioner of Revenue’s decision to use a
market-based sourcing rule to report Tennessee receipts.
—
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The Court found that the Commissioner had shown by clear and cogent
evidence that unusual circumstances existed to warrant a deviation from
the statutory formula.

Recent Alternative Apportionment Cases
—
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Associated Bank, N.A. and Affiliates v. Minn. Commissioner of Revenue, No.
A17-0923 (Minn. S. Ct. July 5, 2018).
—

Bank was a member of 2 LLCs. LLCs used statutory apportionment formula
for its income (resulting in zero apportionment) and bank used formula for
financial institutions. Bank’s sales factor thus excluded LLCs’ loan interest
income and intangible income.

—

Commissioner determined that apportionment formula resulted in distortion
and thus used discretion to treat LLCs as financial institutions.

—

Tax Court agreed with bank, holding that the Commissioner did not show that
the statutory formula was not a fair apportionment of the bank’s income,
relying on the Minn. Supreme Court’s decision in HMN Financial

—

The Minn. Supreme Court reversed, finding that Commissioner met her burden
of substantial evidence to show that the statutory apportionment method did
not fairly reflect the bank’s Minnesota business activities but the alternative
method did, particularly since the LLCs held loans secured by Minn. real
property and the bank remained the mortgagee of record

Recent Alternative Apportionment Cases
—

Corporate Executive Board v. VA Dept. of Taxation, No. 171627 (Supreme Court of
VA)

36

—

Arlington, VA –based taxpayer sold subscriptions to its executive training and best
practices data

—

CEB used statutory cost of performance methodology on its return but filed
amended returns with single factor destination sourcing to claim significant refund

—

CEB could not meet its burden to prove by clear and cogent evidence that statutory
method was “out of all appropriate proportion” to CEB’s business activity in VA (i.e.
inequitable) or that the statutory method led to a grossly distorted result (i.e.
unconstitutional)

—

VA Supreme Court concluded that statutory method was constitutional and did not
violate the dormant Commerce Clause, as CEB argued

—

VA Supreme Court agreed that statutory method produced significant double
taxation but concluded that this was not a result of VA’s apportionment
methodology as it had used cost of performance for decades

Recent Alternative Apportionment Cases
—

Discover Bank v. New Mexico Taxation and Revenue Department, D&O No. 18-44
(Dec. 21, 2018)
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—

Taxpayer relied on the statutory 3-factor formula for financial institutions

—

NM Tax Department wanted to throw out the payroll factor because
taxpayer’s total payroll denominator was 1.69% of its apportionable income
and therefore didn’t significantly contribute to the generation of income

—

Department had to show that statutory formula did not fairly reflect in-state
activity and that its proposed alternative was reasonable

—

Taxpayer successfully showed that its employees were critical to the
generation of income, using witness testimony and analysis

—

Appeals officer agreed with the taxpayer, finding that “de minimis does not
necessarily mean distortive”

Recent Alternative Apportionment Legislation
—

New market-based sourcing states generally enact new alternative apportionment
rules with sourcing legislation
—

—
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Colorado
—

New legislation allows for industry-wide or activity-wide alternative
apportionment rules

—

Burden of proof is with party seeking to use alternative methodology

Kentucky
—

Party seeking alternative apportionment must show clear and convincing
evidence that the statutory method does not fairly represent taxpayer’s
in-state activities and that the chosen alternative is reasonable

—

No penalties if the Department imposes an alternative methodology

—

The Department cannot revoke permission for a taxpayer to use an
alternative methodology unless there is a material change in
circumstances or it was based on misrepresentation of facts.

Gary Bingel, EisnerAmper

THROWBACK/THROWOUT:
COMMON ISSUES
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Throwback Rule
● Under the MTC, sales of tangible personal property (TPP) are included
in the numerator of the sales factor if (Art IV, Sec 16):

● The property is delivered or shipped to a purchaser, other than the
U.S. government, within the state, or
● The property is shipped from a location in the state and (1) the
purchaser is the U.S. government, or (2) the taxpayer is not taxable
in the state of the purchaser.
● The second clause is known as the “throwback rule”. Sales that would
otherwise be included in the numerator of another state’s sales factor
are “thrown back” to the state of origination, if the taxpayer is not
taxable in the state of the purchaser.
● Has the effect of increasing the numerator of the state’s sales factor,
with no effect on the denominator — causing the sales factor (and thus,
the apportionment factor) to increase.
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Throwback Rule: Common Issues
● The phrase “taxable in the state of the purchaser” is not defined in the MTC.
● However, another section of UDITPA (relating to whether the taxpayer
has the right to apportion) provides that a taxpayer is “taxable in
another State” if:
● (1) In that state, it is subject to a net income tax, a franchise tax
measured by net income, a franchise tax for the privilege of doing
business, or a corporate stock tax; or (2) that state has jurisdiction
to subject the taxpayer to a net income tax regardless of whether,
in fact, the state does or does not.
● Some common circumstances in which a state might attempt to require
throwback:
● The taxpayer does not have nexus with the destination state.

● The taxpayer is protected by P.L 86-272 in the destination state.
● The destination state does not impose an income tax or franchise
tax.
● The taxpayer does not actually file an income or franchise tax
return in the destination state.
42

Throw-Out Rule
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•

While the throwback rule affects the calculation of the numerator, the throwout rule affects the calculation of the denominator. Specifically, if a sale
would otherwise not be attributed to a state, it is “thrown-out” (removed)
from the denominator. Decreasing the denominator has a similar impact of
increasing the receipts factor.

•

Throw-out rules may be applied in one of two ways:
•

All nowhere receipts are thrown-out, or

•

Only those nowhere receipts that originate in the state in question are thrown
out.

Throwback Rule Illustration
I.

Illustration Facts:
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-

ACME Co. is headquartered in state A with a warehouse in state B.

-

Acme has sales as follows:
-

State X: 25

-

State Y: 40

-

State B: 35

-

Further, ACME has nexus with X & B but lacks nexus with Y

-

What are the consequences to ACME Co. where state B has a
throwback rule vs. where state B does lacks a throwback rule?
Where B has a throwout rule?

44

Throwback Rule Illustration
I.

State B without throwback or throwout
rule
- State B sales factor: 35/100 = 0.35

I.

State B with throwback rule
-

Sales Apportionment
• State X sales: 25
• State Y sales: 40
• State B sales: 35

State B sales factor: 75/100 = 0.75
-

Because ACME Does not have nexus
with Y, the sales to that state are
thrown back to the origin of the sale:
state B

1.

State B with throwout rule
-

State B sales factor: 35/60 = 0.583
-

Because ACME does not have nexus
with Y, the Y sales are removed from
the Denominator

*working under the assumption that we have a single sales factor
45
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Throw-Out Rule
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•

Many states have a throw-out rule pertaining to receipts from intangibles to
the extent the income cannot be readily attributable to any specific incomeproducing activity, such as if such income is from merely holding intangible
property.

•

Illinois has a throw-out rule for receipts from services, which kicks in as a
default if the market-sourcing of the services cannot otherwise be attributed
to a state.

•

Massachusetts also has a throw-out rule that applies to receipts other than
those from tangible personal property (e.g., services and intangibles).

Some States with Throwout for non-TPP
Sales:
• Alabama – All non-TPP sales
• Colorado – Services of agents and contractors and intangible
property. Does not appear to apply to services in general.
• D.C. – All non-TPP sales
• Idaho – Services of agents and contractors and intangible property.
Does not appear to apply to services in general.

• Illinois – Services and sales of intangible property
• Massachusetts – All non-TPP sales
• Oregon – Services of agents and contractors, and intangible
property. Does not appear to apply to services in general.
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Alabama Throwout
If the “market” for sales other than TPP cannot be determined, it may be
reasonably approximated. If the market cannot be reasonably approximated,
than a throwout rule applies.

•

― Appears to apply to all non-TPP sales, as opposed to just e.g., services.
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Illinois Throwout
Illinois’ throwout rule applies to gross receipts from services, as well as
intangible property.

•

― Patents, copyrights, etc, are thrownout if it cannot be determined where
such property is used.
― For services, if place where services are received is not determinable, or
is in a place where business does not have a fixed place of business, then
deemed received at customer’s office where ordered from, or then from
the customer’s bill to address. If taxpayer isn’t taxable in the state
where deemed received, then the service receipt is thrownout.
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Massachusetts Throwout
The Massacusetts’ throwout rule applies to all sales other than sales of TPP.

•

― Sales are thrownout if taxpayer is not taxable in that the state where a
sale is assigned, OR
― Taxpayer cannot determine where the sale should be assigned using a
good faith effort, or a reasonable approximation.
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ECONOMIC NEXUS IMPACT
ON THROWBACK/THROWOUT
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Throwback/Throwout: Economic Nexus
Provisions
● How do state “doing business” rules affect throwback/throwout,
especially in light of the Wayfair decision?
● Specifically, if a state has an economic nexus statute, to
determine throwback/throwout, should a taxpayer apply those
economic nexus provisions?
● In theory, yes – otherwise, would violate “internal
consistency” doctrine
● Example
● Assume a California taxpayer has more than $500,000 in sales
of TPP destined for State X. Further assume that the taxpayer
is not protected by P.L. 86-272 in State X.
● Under these facts, the taxpayer would not have to throw
back sales made into State X to California. Chief Counsel
Ruling 2012-03
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Throwback/Throwout: Economic Nexus
Provisions
● Due to the Wayfair decision, it is expected that states will become
much more aggressive in asserting economic nexus. Thus,
companies may have to closely examine the impact of economic
nexus provisions on their throwback / throwout calculations.
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Throwout Rule: Lorillard Licensing
Lorillard Licensing Company Co., LLC v. Div. of Tax, NJ NJ
Superior Ct., App Dev., No. A-2033-13T1 (12/4/2015).
● Affirmed earlier Tax Court Decision
● Held that New Jersey must apply the same nexus standard
when applying the throw-out rule as it applies when imposing
nexus on foreign companies.
● Thus, New Jersey must use an economic nexus standard for
determining whether the throw-out rule applies to an
intangible holding company.
● Decision essentially negates the application of the throw-out
rule for IHC’s.
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Throwout Rule: Elan Pharmaceuticals
NJ Tax Court No. 010589-2010 (2/6/2017)
Make sure you know wording of statute, and potential application:
● NJ’s throw-out rule applied to sales to states where the taxpayer “is
not subject to tax on or measured by profits or income, or business
presence, or business activity.”
● Thus, need to look at more than just income tax “nowhere sales”
● E.g., Although DE had no throwback rule, there was inventory in DE,
which meant it could impose a business activity tax.

● Court also applied external consistency argument, and quoted
Whirlpool Prop. Inc. V. Director: “Whether another state chooses to
tax a receipt has no bearing on how much income is attributable to
New Jersey.”
● Finally, the court held that NJ could not ignore the application of the
throwback rule by other states.
● Essentially, only sales to those states where the company had no
presence whatsoever could be subjected to the throw-out rule
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FOREIGN SALES INCOME AND
THROWBACK/THROWOUT
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Throwback/Throwout: Foreign Sales
● How does a taxpayer apply a throwback or throwout rule, when a
sale is made into a foreign country?
● Note that UDITPA’s definition of “state” includes foreign countries.
Accordingly, sales into a foreign country may be thrown back if
both (1) the taxpayer is not subject to tax in the foreign country,
and (2) the foreign country does not have jurisdiction to tax the
taxpayer.
● One of the more difficult questions: How does a taxpayer determine
whether the foreign country has jurisdiction to tax the taxpayer?
● Apply U.S. jurisdictional principles?
● Apply jurisdictional principles of the foreign country?
● How does an income tax treaty affect the analysis, if at all?
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Throwback/Throwout: Foreign Sales (Cont.)
● Apply U.S. jurisdictional principles to determine taxability
● Some states apply U.S. constitutional nexus principles and
P.L. 86-272 to foreign countries.
● Basically, treat the foreign country as if it is one of the
states
● Other states may apply U.S. constitutional nexus principles
but not P.L. 86-272.

● By its terms, P.L. 86-272 applies to “interstate” — and not
international — commerce.
● This is favorable for taxpayers in the throwback context;
solicitation of sales of TPP alone may be enough to
prevent throwback.
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Throwback/Throwout: Foreign Sales (Cont.)
● May also want to consider whether the sales in question are
truly purely in foreign commerce. E.g.,
● If an item is brought into the US via a port, and then is trucked
across state lines to its destination, can it be argued that the sale
is at least partially an interstate sale and thus P.L. 86-272 applies?
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Throwback/Throwout: Foreign Sales
(Cont.)
● Apply the foreign country’s jurisdictional principles
● Requires a taxpayer to understand and apply the country’s
jurisdictional principles
● To the extent that these rules are less favorable than an
application of U.S. jurisdictional standards, it is questionable
as to whether a state can constitutionally apply those rules
for throwback purposes.
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Throwback/Throwout: Foreign Sales
(Cont.)
● Treaty protection
● Suppose that a treaty protects a taxpayer from income
taxation in a particular country. Three possibilities:
● (1) The treaty has no bearing on whether a receipt may be
thrown back or thrown out (in other words, apply the
principles given in the previous slides).
● (2) The treaty protection is viewed as depriving the
country of jurisdiction to tax.
● (3) Treaty protection prohibits throwback/throwout.
● Under the logic of Whirlpool, one might view the foreign
country as choosing not to impose an income tax.
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STATE INTERPRETATIONS –
ANYTHING GOES!
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State Interpretations – Anything Goes!
Many states have taken a very expansive view of when market sourcing applies,
and/or strained (sometimes beyond the breaking point) their COP provisions in
order to essentially get to a market-sourcing result. Some of these positions
seem indefensible, but as states get more aggressive, it seems that, indeed,
anything goes (at least for the states).
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Indiana Letter of Findings No. 02-20140455 (1/28/2015)
● At issue was the sourcing of receipts from on-line courses. All of taxpayer’s
costs to develop the courses, were incurred outside IN. All Indiana students
took courses on-line as Taxpayer had no Indiana campuses. The instructors
were from across the country (including Indiana) and instructed on-line
courses to students from across the country.
● Indiana had a straight-forward preponderance COP statute. So if all costs
were incurred outside Indiana, how did they justify sourcing revenue from
Indiana students to Indiana (especially without using any sort of “alternative
apportionment”)?
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Indiana Letter of Findings No. 02-20140455 (1/28/2015)
● Reasoning:
● Indiana doesn’t usually even get to COP, since they only need to use COP
in situations where the income-producing activity (“IPA”) is performed
both within and without the state.
● Since Indiana uses a transactional approach, they only really need to look
at where the IPA is located. Thus, where the costs of the IPA were
incurred is irrelevant.
● In this case, the acts directly in engaged in by the taxpayer for the
ultimate purpose of obtaining profit occurred in Indiana because
taxpayer sold services to Indiana customers, and the services were
rendered in Indiana because that’s where the students purchased the
services.
● This reasoning totally ignores most of what the taxpayer does (assumes they
teach courses that aren’t developed). Also, projects activity of customer onto
the vendor – the activities of the buyer become the income producing
activities of the seller.
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Indiana Letter of Findings No. 02-20150399 (7/26/2017)
● Similar facts to prior LoF, with similar poor reasoning by the state.
● Indiana is essentially ignoring their COP provisions, and merely looking to the
customer’s location as the location of the IPA – i.e., there is no income
without a customer (which would appear to be the rationale for a market
sourcing provision).
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Dish DBS v. Dept. of Rev., S.C. Administrative Law Judge Div. No 14-ALJ17-0285-CC (5/20/2016).
● Dish provided direct broadcast satellite video service across the US in
exchange for a monthly subscription fee. Subscribers also paid to lease a
small satellite dish, set-top box, and remote controls. Dish was located in
Colorado which was its HQ and primary business operations. Dish licensed and
resold all content. Customers were located across the US including SC.
● Dish was found to be service provider (as opposed to a seller of TPP) subject o
single-factor apportionment.
● For SC, receipts from services are sourced to SC if the entire incomeproducing activity is in SC. If the IPA is both within / without SC, sales are
sourced to SC to the extent the IPA is performed in SC.

● SC sought to source 100% of the subscription fees from SC customers to SC,
while Dish sought to source a percentage of such fees to SC based on the ratio
of IPA in the state.
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Dish DBS v. Dept. of Rev., S.C. Administrative Law Judge Div. No 14-ALJ17-0285-CC (5/20/2016).
● The court found that SC was neither a strict COP state (and was neither
strictly a proportionate nor pro rata COP), nor a strict market-sourcing state.
Instead, SC uses a “flexible” standard based on a given industry’s IPA.
● Court ignored the acquisition of programming, the operation of the satellite
uplink centers, providing equipment, etc., and ruled that Dish’s IPA is limited
to the delivery of the signal to the subscriber’s house. Everything else was
merely “preparatory” to that delivery, in that subscribers wouldn’t pay for
such activities without the delivery of the signal to their house.
● Query: Would the subscribers pay for just the delivery of the signal to
their house, without content (e.g., static)?
● Also, the court concluded (rather summarily) that all of the IPA (the delivery
of the signal to SC homes) occurs in SC.
● As a result, 100% of the subscription receipts from SC customers were sourced
to SC, as such receipts were directly tied to Dish’s sole IPA (the delivery of the
signal), and thus best represented the income attributable to SC.
● Substantial underpayment penalties (25%) were also upheld.

69

DirecTV & Subs v. SC Dept, of Rev, Amended Order, SC Admin Law Ct.
No. 14-ALJ-17-0158-CC (6/12/15), affirmed by SC Ct. of Appeals
(8/30/2017).
● Same analysis and result as in Dish, above.

70

Summary of this Trend
● States are not using alternative apportionment to get the result they want
(e.g., market sourcing despite IPA / COP provisions)
● Possibly due to burden of proof concerns, or ease of imposing penalties?
● Instead, they are straining their own statutes by:
● Looking at purely transactional level (as opposed to operational level).
● Picking and choosing very narrow views of what constitutes an IPA
● Using results-oriented reasoning to decide where the pre-chosen IPA
occurs.

● Query: wouldn’t it just be easier, fairer, and more legitimate to JUST
CHANGE THE STATUTE?!?!?!
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JOYCE / FINNIGAN POSITIONS
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Joyce vs. Finnigan
Sales of tangible personal property are in this state if:

•

―

(b) The property is shipped from an office, store, warehouse, factory, or
other place of storage in this state and ... the taxpayer is not taxable in
the state of the purchaser.

―

Joyce: “Taxpayer” means particular entity making the sale.

―

Finnigan: “Taxpayer” means the combined group.

•

Joyce example: Texas receipts include “the gross receipts of each taxable
entity that is a member of the combined group and that has a nexus with
this state for the purpose of taxation.”(TX Tax Code Sect. 171.103)

•

Finnigan example: In Wisconsin, “a taxpayer is considered to be within the
jurisdiction for income or franchise tax purposes of any state in which any
member of its combined group is within the jurisdiction for income or
franchise tax purposes.” (Wis. Statute Sect. 71.255(5)(a)(8))
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Joyce vs. Finnigan
● Application of Joyce/Finnigan rules in the context of throwback / throwout
● Recall, in the “inbound” context:
● Sales by a combined group member into a Joyce state, when the member
does not have nexus or is P.L. 86-272-protected in that state, are excluded
from the combined group’s sales factor in the state, or thrown-out
● Sales by a combined group member into a Finnigan state, when the
member does not have nexus or is P.L. 86-272-protected in that state, are
included in the combined group’s sales factor in the state.

● But, in the “outbound” context, when the origination state has a throwback /
throw-out rule:
● Sales by a combined group member from a Joyce state destined for a
state in which the member does not have nexus or is P.L. 86-272-protected
are thrown-back and are included in the combined group’s sales factor in
the state, or throw-out.
● Sales by a combined group member from a Finnigan state destined for a
state in which the member does not have nexus or is P.L.-86-272 protected
are not thrown back or thrown out, and are excluded from the combined
group’s sales factor numerator in the Finnigan state.
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Joyce vs. Finnigan
● Application of Joyce/Finnigan rules in the context of throwback /
throw-out
● May cause perceived under-inclusion or over-inclusion of sales
● Sales of TPP made by a combined group member from a
Joyce state that has a throwback or throwout rule into a
Finnigan state in which another group member is taxable will
be included in the combined group’s sales factor numerator
in both states.
● Potentially beneficial to create a taxable presence in the
Finnigan state by the entity in the Joyce state, which
would cause the throwback rule to not apply
● Sales of TPP made by a combined group member from a
Finnigan state that has a throwback or throw out rule into a
Joyce state in which another group member is taxable will
be excluded from the combined group’s sales factor
numerator in both states.
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Major Joyce And Finnigan States
Joyce

Finnigan

Colorado*

•

Illinois (throwout)

California

Montana

Indiana**

Nebraska

Kansas

New Hampshire

Maine

North Dakota

Massachusetts (throwout)

Oregon (throwout)

Michigan

Texas

New York

West Virginia

Wisconsin

- Colorado had a throwback, double throwback and throwout for 2018 and prior; starting 2019,
throwout for other than TPP
** - Indiana follows Finnigan for Combined reports, and Joyce for Consolidated
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Joyce / Finnigan Nexus Controversies
•

Texas receipts include “the gross receipts of each taxable entity that is a
member of the combined group and that has a nexus with this state for the
purpose of taxation.” (TX Tax Code Sect. 171.103)

•

What nexus standard applies?
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―

Physical presence (Quill v. N. Dakota)

―

P.L. 86-272 (in-state solicitation protected)

―

Economic presence?

―

Factor presence?
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EMERGING ISSUES – GILTI &
FDII
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Emerging Issues – TCJA / Foreign
Income
There are numerous issues that arise as a result of the TCJA regarding foreign
income. The initial question is whether or not a particular state will include
such income in its apportionable base, and if so, are the underlying factors
included in the apportionment of such income? Also, is such income subject to
a DRD? States have taken varying approaches to such income.

•
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Emerging Issues – TCJA / Foreign
Income - NJ
•

New Jersey is unique in its treatment of GILTI and FDII under the TCJA, which
is outlined in NJ Technical Bulletin 85(R) issued 12/24/2018. Specifically, the
net amount of GILTI and FDII that is reported for federal purposes is deducted
from the otherwise apportioned tax base and subject to a special
apportionment formula based on GDP. This GDP formula is the ratio of NJ’s
GDP over the total GDP of every state (including DC) in which the taxpayer has
economic nexus. Unfortunately, this may result in GILTI and FDII being
apportioned to NJ at a higher percentage than regular income.

•

Many commentators believe that this Bulletin is of questionable validity for
various reasons including:
― It possibly exceeds the Director’s authority as it is not rooted in
statute.
― It does not include the underlying foreign apportionment factors.
― It may give rise to very skewed / inequitable results.
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