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Proposed Tennessee legislation that implements a proposal made by Governor Bill 

Haslam (R) would revise the state's intangible expense deduction provisions by 

requiring preapproval from the Department of Revenue (the "Department") to claim 

the deduction.  [H.B. 2372, introduced 1/12/12] 

Background 
Under current law, taxpayers that incur intangible expenses as a result of 

transactions with related parties are required to add back such expenses on their 

franchise and excise return by way of an addition modification for intangible and 

interest expenses, but may then claim a corresponding subtraction modification if 

facts relating to the transaction are properly disclosed on the required form. Related 

parties receiving such intangible and interest income are eligible to take a subtraction 

modification for the intangible income if the related payor does not provide the 

required disclosure. Failure of the payor to disclose such transactions would, if 

deducted, result in the Commissioner adding back such deductions and imposing a 

50 percent negligence penalty.  

The Commissioner also has the statutory authority to make multiple discretionary 

adjustments to related party transactions in order to prevent an evasion of tax, to 
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fairly reflect income, or to disregard transactions or entities that have no business 

purpose.  Over the past three years, the Department has relied heavily on these 

discretionary powers to disallow deductions for intangible expenses that, while 

properly disclosed, lacked business purpose or adequate substance.  The proposed 

legislation is intended to mitigate this need for discretionary adjustments by 

requiring pre-approval. 

H.B. 2372 
Under H.B. 2372, the disclosure provisions would be repealed. The legislation would 

require taxpayers that are paying intangible expenses to affiliated companies to file 

an application with the Commissioner and receive advanced approval before 

deducting such expenses. To receive approval, taxpayers must demonstrate that such 

expense, or portion thereof, does not have as its principal purpose the avoidance of 

tax. While a pre-filing disclosure/application is required, the legislation provides for 

automatic approval where the intangible expenses were paid to affiliates located in a 

country that has a comprehensive income tax treaty with the United States, and to 

affiliates that pay, accrue, or incur such expenses, directly or indirectly, to an 

unrelated third party. 

Approved applications would remain effective so long as the taxpayer provides 

annual certification that the facts and circumstances surrounding the transaction 

remain substantially unchanged.  The Commissioner is also vested with the authority 

to require reapplication after five years; however, this authority appears to be 

discretionary. If the application is denied, and a taxpayer nevertheless deducts the 

expense, the Commissioner shall assess any applicable tax, interest and penalties 

resulting from the disallowance of such deduction.  

Further, the legislation provides that if the application is submitted to the 

Commissioner at least sixty days before the due date of the return and the 

Commissioner has not acted on the application by the due date of the return, no 

penalty will be assessed on any disallowance of the deduction for intangible expenses 

and no interest shall accrue until the Commissioner denies the application.  

The legislation would also modify the existing subtraction for intangible income such 

that it would apply to intangible income included in the "affiliate's Tennessee net 

earnings or net losses" and not deducted by the affiliate because the application for 

deduction is either not made or not approved.  

Among other changes, the proposed legislation would also modify the definition of 

intangible expenses to explicitly include interest expenses that are "directly or 

indirectly for, related to, or in connection with the direct or indirect acquisition, 

maintenance, management, ownership, sale, exchange, or disposition of intangible 

property."  

If passed, the legislation would be effective July 1, 2012 and shall apply to all tax 

years ending on or after that date.  

PwC Observes 
"As noted, the pre-approval methodology contained in the legislation was done in 

response to the voluminous assessments that had been proposed by the 
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Commissioner pursuant to his discretionary authority to adjust related party 

transactions," notes Kelly Smith, PwC Partner in Atlanta, GA.  "It is an attempt on the 

part of the Department to harmonize its stated goal of not 'throwing out the baby 

with the bath water' by enacting a broad based addback statute that disallows what it 

deems to be legitimate, non-tax motivated transactions, while at the same time 

addressing taxpayers' objections to the inherent uncertainty that comes from the 

exercise of discretionary authority.  How well this will work and how effectively the 

Department will be able to respond to what, in all likelihood, will be a considerable 

volume of requests remains to be seen." 

"It also calls into question whether it is realistic to believe that taxpayers that had 

been previously assessed as a result of the discretionary adjustments stand a chance 

of having their applications approved.  Technically speaking, there are differences 

between the standard set forth in the legislation for when approval should not be 

given, and the standards set forth in Tenn. Code Ann. Sec. 67-4-2014(c), which grants 

the discretionary authority to make adjustments.  The proposed legislation directs 

that approval should only be denied where the Commissioner determines the expense 

did not have as its principal purpose the avoidance of Tennessee Excise Tax."   

"Conversely, discretionary adjustments are to be made only where there is a finding 

of attempted evasion of tax, no business purpose, and/or unfair reflections of income.  

Given that the statute explicitly directs that the Commissioner's review of the 

taxpayer's application 'shall' include the considerations outlined in 67-4-2014(c), it is 

probably safe to assume that the same approach employed in the discretionary 

adjustments will be employed in the review of these applications, even though the 

standards are technically different.  It was helpful that the Department did decide to 

include the 'bright line' exemptions for expenses paid to foreign affiliates in tax treaty 

countries, as well as so-called 'conduit' arrangements where the expenses are 

ultimately paid to an unrelated party.  It is anticipated that amendments will be 

proposed to this legislation, and that those amendments may include other common 

exemptions such as the so-called 'subject to tax exemptions' that one sees in most 

addback statutes."  
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