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Tennessee – Market-based alternative 
apportionment upheld against taxpayer 
that followed statutory cost of 
performance sourcing method 

June 30, 2014 

Update - The Tennessee Supreme Court on November 20, 2014 agreed to hear the appeal of Vodafone  
Americas Holdings Inc. v. Roberts. 

In brief 
In a 2-1 decision, a Tennessee appellate court upheld the Tennessee Commissioner of Revenue’s 
discretion to use an alternative method of apportionment because the statutory cost of performance 
method did not fairly represent the extent of the taxpayer’s business activity in the state. Additionally, the 
method employed by the Commissioner, which was similar to a market-based approach, satisfied 
regulatory standards for the imposition of alternative apportionment. The dissent asserted that 
alternative apportionment is only appropriate under ‘unique and nonrecurring’ circumstances and that 
the majority opinion did not provide facts to support such a finding.  

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. 
App. Court, No. M2013-00947-COA-R3-CV (6/23/14) (majority opinion) (dissent)] 

 
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.  

Vodafone filed Tennessee 
franchise and excise tax returns 
and paid taxes for each of the 
relevant years. On its originally 
filed returns, Vodafone sourced 
to Tennessee any sales of 
Cellco’s telecommunications 
services made to customers with 
a Tennessee billing address.  

Vodafone advances use of 
cost of performance 
methodology  
Vodafone filed claims for 
refunds for taxes paid during 
the relevant period, eventually 
asserting that it was entitled to a 
refund based on cost of 
performance (COP) sourcing as 
required under Tennessee law 
Vodafone asserted that, under 
COP sourcing, receipts from 
sales of wireless 
telecommunication services

 

www.pwc.com 

http://tncourts.gov/sites/default/files/vodafoneopn.pdf
http://tncourts.gov/sites/default/files/vodafonedissent.opn_.pdf


Tax Insights 

 
 
 

 
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) (the 
“variance statute”), 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.” 
Additionally, the Commissioner noted 
that the PPU method was 
‘straightforward and conceptually 
satisfying’ and ‘easy’ while the COP 
method was ‘not so straightforward’ 
and ‘extremely complex.’ 

Standards provided under the 
variance statute 
The Tennessee Court of Appeals 
stated that the legislative need for the 

variance statute existed because the 
statutory formula would not be 
satisfactory for many unusual fact 
situations. The court viewed the 
variance statute as a delegation of 
legislative authority to the 
Commissioner that required 
“adequate standards to guide the 
agency in the exercise of its delegated 
authority.” The court found that the 
statute and regulations imposed two 
standards for the Commissioner to 
satisfy in order to apply an alternative 
apportionment method: 

• The Commissioner must use 
reasonable discretion to conclude 
that statutory apportionment does 
not fairly represent the extent of 
the taxpayer’s Tennessee business. 
If so, then the Commissioner may 
depart from the statutory formula. 

• When the Commissioner uses ‘any 
other method’ to apportion 
income, the Commissioner must 
provide clear and cogent evidence 
that the situation involves: (1) a 
limited and specific case, (2) an 
unusual fact situation, (3) a fact 
situation that ordinarily is unique 
and nonrecurring, and (4) an 
incongruous result if the statutory 
method is used.  

Commissioner exercised 
reasonable discretion justifying 
departure from the statutory 
formula 
The court recognized that the 
Commissioner had the burden of 
showing that the variance was 
properly issued. Such burden was 
satisfied based on the Commissioner’s 
finding that the statutory 
apportionment did not fairly 
represent the extent of the taxpayer’s 
business in Tennessee. The 
Commissioner supported its finding 
by determining that: (1) the COP 
method led to minimal Tennessee tax 
liability and no liability anywhere else 

for Tennessee receipts and (2) using 
the statutory COP method, the 
taxpayer’s sales factor fell 89%, from 
$1.36 billion to $151 million.  

Commissioner’s alternative 
method satisfied regulatory 
requirements 
The court determined that the 
Commissioner satisfied the following 
regulatory requirements for asserting 
an alternative apportionment method: 

• This is a limited and specific case. 
Even though this decision impacts 
a large industry, the affected 
taxpayers are a very small part of 
all the entities that pay the tax. 
Additionally, “the variance will not 
burden the taxpayer because the 
[PPU] method . . . is actually easier 
to compute and verify.” 

• This is an unusual fact situation. 
The wireless industry was not 
anticipated by the legislative 
drafters. As noted above, even if 
the decision applies to many 
companies in the industry, the 
affected taxpayers would be a small 
part of all the entities that pay the 
tax. 

• A unique and nonrecurring 
situation is not required. The court 
recognized that Vodafone’s 
situation is not ‘nonrecurring’ 
because it will engage in similar 
transactions in the future with the 
same results if the statute is 
followed. However, the relevant 
regulation only provides that the 
requisite unusual fact situation will 
ordinarily be unique and 
nonrecurring. Use of the modifier 
‘ordinarily’ signified that a unique 
and nonrecurring situation was not 
a hard and fast requirement. 
Accordingly, alternative apportion 
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could apply to Vodafone’s 
recurring fact situation. 

• The statute results in an 
incongruous result. The court 
determined that the lack of 
taxation by other states could be 
considered – the variance can 
apply when “the taxpayer is 
entitled to pay less taxes.” The fact 
that other states do not tax the 
‘Tennessee receipts’ indicates that 
it is not unfair for Tennessee to do 
so.  

Accordingly, the court found that the 
Commissioner could apply its 
alternative apportionment method on 
Vodafone’s wireless service income 
because there was “clear and cogent 
evidence that peculiar or unusual 
circumstances exist which would 
cause application of the said statutory 
provisions to work a hardship or 
injustice.” 

Dissent 
The dissent asserted that no facts were 
provided to justify the Commissioner’s 
use of an alternative apportionment 
method. The dissent acknowledged 
that the statutory COP apportionment 
methodology mandates that none of 
the taxpayer’s telecommunication 
service receipts are sourced to 
Tennessee and that the ‘reasons’ 
provided by the Commissioner to 
justify alternative apportionment “do 
not provide a proper legal basis upon 
which a variance may be imposed.” 
Furthermore, the Commissioner 

admits that the taxpayer’s COP 
method is both “statistically correct 
and derived from [the Tennessee 
code].”  

The dissent provided that the 
Tennessee’s COP method was a policy 
decision that should be respected and 
noted several deficiencies in the 
majority opinion’s decision: 

• The fact that other states would not 
tax the receipts at issue is “simply 
no justification to support a finding 
that Tennessee may tax the 
otherwise untaxed receipts.”  

• The Commissioner’s preference for 
a ‘straightforward’ method is not a 
valid reason for imposing a 
variance. 

• The taxpayer’s reduction in tax is 
not a justification to impose a 
variance.  

Reviewing relevant authority, the 
dissent stressed the necessary 
presence of a taxpayer’s ‘unique facts 
and circumstances’ that should exist 
before the application of alternative 
apportionment. The dissent observed 
that: 

“The standard apportionment 
formula is presumed to be correct 
. . . . The variance provision 
applies only in unusual and 
limited circumstances and is to be 
interpreted narrowly in order to 
carry out the purpose of uniform 
apportionment.”  

The takeaway 
While the court’s dismissal of the need 
for a unique and nonrecurring 
situation as a prerequisite for 
alternative apportionment may be 
subject to debate, the greater concern 
is that the majority and the 
Commissioner's support for 
alternative apportionment involved 
(1) the ease of administration of the 
alternative method and (2) the 
potential for nowhere income (which 
is surprising since Tennessee does not 
adopt throwback for tangible personal 
property sales) under the COP 
approach. As the dissent points out, it 
remains unclear how these facts are 
relevant in determining whether the 
taxpayer’s business activities in the 
state have been unfairly represented 
by the statutory rules. 

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 is 
interesting to consider 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 
may only hope 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 

Todd Roberts 
Partner, Denver 
+1 (720) 938-9191 
todd.roberts@us.pwc.com  
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SOLICITATION 

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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