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Tennessee - Commissioner's 
alternative apportionment upheld 
and nexus found between the state 
and corporate partner 

March 28, 2013 

In brief 

A Tennessee chancery court held that the Commissioner properly exercised discretion in requiring a 

taxpayer to use an alternative method of apportionment, similar to market-based sourcing, because the 

statutory cost of performance method did not fairly represent the extent of the taxpayer’s business 

activity in the state. Additionally, the court found that the taxpayer, a corporation with no activity in 

Tennessee, was doing business and had nexus with Tennessee due to its 45% partnership interest in a 

partnership doing business in Tennessee. The decision raises numerous questions and concerns 

regarding the Commissioner’s authority to impose alternative apportionment on Tennessee taxpayers. 

[Vodafone Americas Holdings, Inc. v. Roberts, Tenn. Chancery Court, Case No. 07-1860-IV (3/19/13)] 

 

In detail 

Facts and procedural 

history 

During the relevant period from 
January 1, 2002, through March 
31 2006, the US activities of 
Vodafone Group PLC 
(Vodafone), a British mobile 
phone operator, were limited to 
its 45% general partnership 
interest in the Cellco 
Partnership (Cellco). Cellco 
operated a mobile 
telecommunications business 
with customers throughout the 
US, including Tennessee. 
Pursuant to Cellco’s partnership 
agreement, Vodafone held a 
minority of seats on the Cellco 
Board of Representatives and, 

accordingly, Vodafone was 
unable to control Cellco’s 
business operations and had no 
responsibility for managing the 
business of Cellco.  

Vodafone filed Tennessee 
franchise and excise tax returns 
and paid taxes for each of the 
years in the relevant period. On 
its originally filed returns, 
Vodafone sourced to Tennessee 
any sales of Cellco’s 
telecommunications services 
made to customers with a 
Tennessee billing address. 
Subsequently, Vodafone filed 
claims for refunds for all taxes 
paid during the relevant period, 
asserting that it lacked the 
statutorily and constitutionally 

required business activity in 
Tennessee to be subject to the 
state’s tax. The Department 
denied all requests for refunds 
and Vodafone appealed to the 
chancery court. 

Vodafone advances use of 

cost of performance 

methodology  

Vodafone argued that in the 
alternative to a complete refund 
based on lack of nexus, it was 
entitled to a partial refund 
based on cost of performance 
(COP) sourcing. Vodafone 
asserted that, under COP 
sourcing, receipts from sales of 
wireless telecommunication 
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services to customers with Tennessee 
billing addresses should be sourced 
outside of Tennessee. This 
methodology significantly reduced 
Vodafone’s Tennessee sales factor 
numerator and its Tennessee 
apportionment percentage.  

Commissioner’s variance letter 

requires Vodafone to source sales 

using primary place of use 

methodology 

After three years of litigation, the 
Commissioner issued a variance letter 
requiring Vodafone to source its sales 
for the relevant period consistent with 
the methodology undertaken on its 
original returns, the primary place of 
use (PPU) method, which was based 
on customer location. In requiring the 
variance, the Commissioner relied on 
authority granted by Tenn. Code Ann. 
Sec. 67-4-2014(a)(1)-(5), which allows 
him to require the use of an 
alternative apportionment formula 
when the statutory apportionment 
formula does not fairly represent the 
extent of the taxpayer’s business 
activity in the state.  

In support of his position, the 
Commissioner wrote that the “[U]se of 
the COP methodology allows the 
Taxpayers . . . to derive substantial 
receipts from Tennessee markets 
without such receipts being accounted 
for in the Tennessee receipts factors of 
their franchise/excise tax 
apportionment formulas and without 
such receipts being recognized in 
other taxing jurisdictions.”  

Alternative apportionment 

requirement was reasonable  

The court recognized that the 
Commissioner had the burden of 
showing that the variance was 
properly issued. The court noted that 
the Commissioner’s authority to issue 
alternative apportionment variances is 
both narrow and discretionary. Once 
the Commissioner determines that a 
taxpayer’s use of a standard 

apportionment formula does not fairly 
represent the extent of its business 
activity in the state, the Commissioner 
has broad power to choose a different 
methodology. The court recognized 
that a variance is permitted “only in 
limited and specific circumstances” 
but those circumstances do not 
necessarily have to be “unique and 
nonrecurring.”  

In this case, the court held that it was 
reasonable for the Commissioner to 
conclude that the COP methodology 
did not fairly reflect the extent of 
Vodafone’s activity in Tennessee. 
Further, the Commissioner’s 
discretion to issue a variance was 
reasonably exercised because (1) the 
variance, by its terms, only applies to 
Vodafone and (2) the statute allows 
for variances when the COP formula 
does not “function very well for 
certain types of businesses.” As such, 
the Commissioner met his burden of 
showing that the variance was 
properly issued.  

Vodafone had nexus with and was 

doing business in Tennessee 

Vodafone’s original argument was that 
it did not have a sufficient US 
Constitutional connection with 
Tennessee to be subject to tax, nor 
was it ‘doing business’ in the state. 
Vodafone’s only connection with 
Tennessee was its 45% general 
partnership interest in Cellco. The 
court dismissed Vodafone’s position 
in a brief summary judgment order, 
ruling that “a general partner of a 
general partnership doing business in 
Tennessee is present in Tennessee, is 
doing business in Tennessee, and 
meets all constitutional requirements 
for taxable nexus with Tennessee 
through the activities of the general 
partnership in Tennessee.” 

The takeaway 

The court's ultimate holding is not 
necessarily surprising in light of the 

Tennessee Court of Appeals’ 2009 
BAPCO decision (click here for our 
summary), which upheld the 
Department’s alternative 
apportionment methodology as 
applied to a publisher of telephone 
directories. However, there are several 
aspects of the Vodafione decision that 
are concerning and that give rise to 
numerous questions.  

One item of concern is the court's, as 
well as the Commissioner's, logic for 
finding that a variance was 
appropriate. Specifically, the 
Commissioner's letter placed 
considerable emphasis on the ease of 
administration of the alternative PPU 
method and the difficulties of auditing 
the statutory COP method. Such an 
‘ease of administration’ argument 
bears little relevance in determining 
whether the statutory method has 
failed to fairly reflect income. 

Further, in the court’s apparent effort 
to satisfy the regulation’s qualification 
that ‘unique and nonrecurring facts’ in 
a ‘limited and specific’ situation 
should exist to justify alternative 
apportionment, the court points to the 
history leading up to the claim (i.e., 
amended returns involving a change 
in apportionment), the dramatic 
change in the apportionment formula, 
and the existence of nowhere income 
as being unusual occurrences (note 
that by not adopting the throwback 
rule, the state effectively embraces the 
concept of ‘nowhere sales.’). How does 
amending returns, correcting 
apportionment errors, and the 
inherent ‘all or nothing’ COP sourcing 
result in a unique, nonrecurring, or 
unusual situation? What relevance do 
these facts have to the central 
question of whether the statutory 
formula failed to fairly reflect income?  

The most troubling aspect of the 
Vodafone decision, and a concern 
shared with the prior BAPCO case, is a 
failure to explain what is truly unique 

http://www.publications.pwc.com/DisplayFile.aspx?Attachmentid=2462&Mailinstanceid=12862


MyStateTaxOffice 

 
 

3 pwc 

about Vodafone's facts and why the 
statutory apportionment rules failed 
to fairly reflect income. Two 
competing theories exist in the 
sourcing of service income: it is either 
sourced to where the service is 
received or it is sourced to where costs 
are incurred. Both approaches fairly 
represent the extent of a taxpayer's 
activities in the state. Tennessee has 
chosen to source based on where costs 
are incurred, and has further chosen 
to do this in an ‘all or nothing’ 
manner. The Tennessee legislature 

made the determination that the 
measure of a taxpayer’s business 
activity, for purposes of sourcing 
services, was the degree to which it 
incurred costs to provide that service. 
What about the taxpayer’s business 
here made it unfair to follow the 
legislature’s intent? 

The Commissioner appears to satisfy 
the burden of demonstrating that COP 
does not fairly reflect the taxpayer’s 
in-state activities by simply showing 
that the use of this methodology 

results in a significant reduction in 
Tennessee sourced income. It would 
be curious what the court would view 
as not satisfying this burden. For the 
state to raise a fairness objection when 
the statute operated in the manner in 
which it was intended seems, itself, 
unfair. One only hopes that alternative 
apportionment is equally available to 
a taxpayer that, under COP, is 
required to source all, or substantially 
all, of its receipts to Tennessee.

 
 

 
 

Let’s talk   

If you have any questions regarding the Vodafone decision, please contact: 

State and local tax services 

Kelly Smith 
Partner, Atlanta 
+1 (678) 419-2412 
kelly.w.smith@us.pwc.com 
 

Orrett Bucknor 
Director, Atlanta 
+1 (678) 419-1494 
orrett.bucknor@us.pwc.com 
 

Michael Santoro 
Director, Chicago 
+1 (312) 298-2917 
michael.v.santoro@us.pwc.com 

© 2013 PricewaterhouseCoopers LLP. All rights reserved. In this document, PwC refers to PricewaterhouseCoopers (a Delaware limited liability partnership),  
which is a member firm of PricewaterhouseCoopers International Limited, each member firm of which is a separate legal entity. 

mailto:kelly.w.smith@us.pwc.com
mailto:orrett.bucknor@us.pwc.com
mailto:michael.v.santoro@us.pwc.com

