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Sales of telecommunications services to Massachusetts customers should be sourced 
using the costs of performance associated with a service provider’s integrated 
telecommunications network rather than costs associated with each individual call, 
the Massachusetts Appellate Tax Board ruled. Accordingly, because the service 
provider’s income-producing activity was the provision of a complex and 
comprehensive, reliable telecommunications network and not the connection of 
individual transmissions over specifically designated wires, costs of performance 
were primarily incurred at the taxpayer’s global operations network and not at the 
location of a customer. [AT&T Corp. v. Commissioner of Revenue, Mass. App. Tax 
Bd., No. C293831, 6/8/2011] 

Background. AT&T is a New York corporation in the business of providing 
interstate and international voice and data telecommunications services from its 
administrative and operational headquarters in New Jersey. AT&T timely filed 
original returns for the tax years ending December 31, 1996, through December 31, 
1999 ("tax years at issue").  While not explicitly stated in the findings of fact, AT&T's 
statute of limitations had been extended on account of an audit, thereby enabling 
AT&T to file an application of abatement for years that would otherwise have been 
closed.  The abatement appears to have been filed in response to the Boston 
Professional Hockey Association decision, which viewed the operation of an NHL 
franchise as an income-producing activity.  AT&T had previously filed its returns by 
taking the position that its income-producing activity was properly analyzed under a 
transactional approach; the amended returns took the position that AT&T's income-
producing activity is properly analyzed under an operational approach.   The 
Department disagreed, denying AT&T's abatement application. AT&T subsequently
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appealed to the Appellate Tax Board ("ATB").  

Operational vs. Transactional Approach In Sourcing Service Receipts. The 
issue in this appeal is whether certain receipts from the telecommunication services 
provided by AT&T should be included in its Massachusetts sales factor numerator. 
Under Massachusetts law during the tax years at issue, sales of services were in 
Massachusetts if: (1) the income-producing activity was performed in Massachusetts; 
or (2) the income-producing activity was performed both in and outside 
Massachusetts and a greater proportion of the income-producing activity was 
performed in Massachusetts than in any other state, based on costs of performance. 
Mass. Gen. Laws ch. 63, Sec. 38(f) (as in effect on Dec. 31, 1999).  

First, the ATB had to determine AT&T's income-producing activity to determine how 
its costs of performance were to be analyzed, which ultimately determined which of 
its sales were included in its Massachusetts sales factor numerator. AT&T contended 
that its income-producing activity was the operation of its long-distance 
telecommunications network ("operational test"), while the Commissioner urged that 
AT&T's income-producing activity was each individual long-distance transmission 
placed by a customer ("transactional test").  

In ruling for AT&T's operational approach for determining its income-producing 
activity, the ATB noted that the guidance promulgated by the Commissioner 
generally describes an income-producing activity as "a transaction, procedure, or 
operation directly engaged in by the taxpayer which results in a separately 
identifiable item of income." 830 CMR 63.38.1(9)(d)(2). The ATB emphasized that 
the regulation does not offer a choice, but rather requires a close analysis of the facts 
presented to determine the correct income-producing activity. In this case, the ATB 
found that "AT&T's income-producing activity was providing long-distance 
transmission service by means of operating  a complex and comprehensive network 
that routed and completed those transmissions, very often over unpredictable paths 
that were not necessarily the shortest geographic distance."  

The ATB noted that AT&T could not provide its long-distance service without 
operating its entire long-distance network. When including its expenses incurred at 
its administrative headquarters in New Jersey, any costs incurred by AT&T in 
Massachusetts to maintain its network were less than those costs incurred in New 
Jersey. Thus, because a greater proportion of AT&T's services were rendered in a 
single state other than Massachusetts, its receipts from those services should not be 
included in its Massachusetts sales factor numerator.  

The ATB ruled that the Commissioner had improperly denied AT&T's application for 
abatement for the tax years at issue and granted such abatements to AT&T.  

Access Fees. Also at issue is whether AT&T must include access fees paid by AT&T 
to local exchange operating companies ("LEOCs") in its costs of performance. The 
ATB held that the LEOCs were acting independently of AT&T for purposes of 
completing AT&T's long-distance transmissions and should not be included as 
AT&T's cost of performing its income-producing activity for purposes of calculating 
its Massachusetts sales factor numerator.  

PwC Observes. "This case reaffirms that Massachusetts' approach to the sourcing 
of services income on a greater costs of performance basis can be done on an 
operational basis if the facts support viewing the income-producing activity as an 
operation directly engaged in by the taxpayer that results in a separately identifiable 
item of income," explains David Sheehan, SALT Managing Director with PwC in 
Boston, Massachusetts. "The ATB stresses - twice no less - that one does not choose 
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between the operational and the transactional approach. Rather, which approach is 
appropriate is determined by the underlying facts regarding the generation of the 
income. Moreover, the ATB notes that the transactional approach is not the approach 
that is necessarily taken when the taxpayer's operations are primarily located outside 
Massachusetts." 

"While this case clearly impacts the telecommunications industry, it likely has 
broader import.  Companies should consider whether they have applied the proper 
method for the sourcing of sales other than sales of tangible personal property for 
sales factor purposes.  With this decision there may be refund opportunities that 
companies may wish to consider." 
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