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In brief 

Proposed Tennessee legislation would impose economic nexus for the state’s corporate excise (income) 

tax and ‘click-through’ nexus for the state’s sales tax, adopt market-based sourcing for sales of other than 

tangible personal property, and make other changes.  The legislation - titled the ‘Revenue Modernization 

Act’ - was introduced simultaneously in both chambers of the state legislature by Republican leadership. 

[H.B. 644; S.B. 603, introduced, 2/10/15]   

 

In detail 

Economic nexus – income 

tax 

The legislation would expand 
nexus standards for the state’s 
excise tax, which is based on 
federal taxable income. 
Specifically, ‘substantial nexus 
in the state’ would mean any 
direct or indirect connection of 
the taxpayer to the state so that 
the taxpayer can be 
constitutionally required to pay 
the tax. Connection would 
include (but not be limited to) 
any taxpayer: being organized 
or commercially domiciled in 
the state; owning or using its 
capital in the state; having 
systematic and continuous 
business activity in the state 
that produces gross receipts 
attributable to customers in the 
state; licensing intangible 

property for use by another in 
the state and deriving income 
from such use; or having a 
bright-line presence in the state. 
A bright-line presence would 
occur if, during a tax period, any 
of the following occurs: 

1. the taxpayer’s total in state 
receipts exceed the lesser of 
$500,000 or 25% of the 
taxpayer’s total receipts from 
everywhere 

2. the average value of the 
taxpayer real and tangible 
personal property owned or 
rented and used in the state 
exceeds the lesser of 
$50,000 or 25% of the 
average value of all the 
taxpayer’s real and tangible 
personal property; or 

3. the total amount paid by the 
taxpayer for compensation 

exceeds the lesser of 
$50,000 or 25% of the total 
compensation paid by the 
taxpayer.   

Similar nexus standards would 
be imposed for local license 
taxes.  

Market-based sourcing 

Under current law, sales other 
than sales of tangible personal 
property are in Tennessee if the 
earnings-producing activity, or a 
greater proportion of it (based 
on costs of performance), is 
performed in the state. In 
addition, receipts from the 
licenses of patents, trademarks, 
trade names, copyrights, or 
know-how, or other intellectual 
property to a person in 
Tennessee are Tennessee 
receipts of the sales factor.  
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Under the proposal, the following 
would be sourced to Tennessee: 

 sale, lease, rental or other use of 

real property, if the real property is 

located in Tennessee; 

 rental, lease, or licensing of 

tangible personal property if the 

property is located in Tennessee 

 sale of a service, if and to the extent 

the service is delivered to a location 

in Tennessee. 

Receipts from the rental, lease or 
license of intangible property would 
be sourced to the state if the property 
is used in the state. Intangible 
property used in marketing a good or 
service to a consumer would be 
deemed to be used in the state if that 
good or service is purchased by a 
consumer in the state. Receipts from 
the sale of intangible property would 
be sourced to the state to the extent 
the property is used in the state. A 
contract right, government license, or 
similar intangible that authorizes the 
holder to conduct business activity in 
a specific geographic area is deemed 
used in the state if the area includes 
all or part of the state.  Receipts from 
intangible property sales that are 
contingent upon the productivity, use 
or disposition of the property would 
be treated as receipts from the rental, 
lease or license of intangible property. 
All other receipts from the sale of 
intangible property would be excluded 
entirely from the sale factor (i.e., 
thrown out).  

If the state of assignment cannot be 
determined, the legislation would 
direct that such state be reasonably 
approximated. If the state of 
assignment cannot be determined or 
approximated, the receipts would be 
excluded from the sales factor. 

Other income tax changes 

Under present law, taxpayers may 
deduct an intangible expense that is 

paid, accrued or incurred in 
connection with a transaction with an 
affiliate if the Commissioner of the 
Department of Revenue determines, 
upon application of the taxpayer, that 
tax avoidance is not the principal 
purpose of the expense. The proposal 
rewrites the provision to require that 
the taxpayer prove that the 
transaction giving rise to the expense 
has a substantial business purposes 
and did not have tax avoidance as its 
principal purpose. The burden will be 
on the taxpayer to show by clear and 
convincing evidence that the 
commissioner’s determination in this 
matter is incorrect.   

The legislation would provide an 
alternative excise tax calculation for 
taxpayers that use Tennessee 
distribution centers and that have 
sales of tangible personal property in 
the state in excess of $1 billon. The 
alternative calculation would require 
‘certified distribution sales’ to be 
excluded from the sales factor 
numerator and a percentage would be 
applied to the amount of sales 
excluded.  

Click-through nexus  

The legislation would create a 
rebuttable presumption of nexus for 
sales tax when (1) a dealer enters into 
a contract with one or more persons 
located in the state, for a commission 
or other consideration, under which 
that person directly or indirectly 
refers potential customers to the 
dealer, by a link on an Internet 
website or otherwise and (2) the 
dealer’s cumulative gross receipts 
from retail sales made by the dealer 
from such sales are in excess of 
$10,000 during the preceding 12 
months.  This presumption would be 
rebuttable only by clear and 
convincing evidence that the person 
with whom the dealer has an 
agreement did not conduct any in-
state activities that would 

substantially contribute to the dealer’s 
ability to establish and maintain a 
market in the state. 

Other sales tax changes 

Under present law, sales tax applies to 
the retail sale, lease, licensing, or use 
of computer software in Tennessee,  
including prewritten and custom 
computer software, regardless of 
whether the software is delivered 
electronically, delivered by use of 
tangible storage media, loaded or 
programmed into a computer, created 
on the premises of the consumer, or 
otherwise provided 

Under the proposed legislation, the 
use of computer software would 
include the right to access and use 
software that remains in the 
possession of the dealer who provides 
it or in the possession of a third party 
on behalf of the dealer.  If a customer 
accesses the software from a location 
in the state, the access would be 
deemed the equivalent to the sale or 
licensing of the software and 
electronic delivery of the software for 
use in this state. When the sale or 
purchase price of the software relates 
to users located both in and outside 
the state, the legislation would allow 
the dealer to allocate to Tennessee a 
percentage of the price to the state, 
based on the percentage of users in 
the state. The legislation also expands 
existing provisions regarding the 
taxation of ‘specified digital products’ 
to ‘video game digital products.” 

The takeaway 

The proposal to adopt market-based 
sourcing should not come as a 
surprise.  With surrounding states 
moving to a similar method, and the 
obvious frustration Tennessee has 
with cost of performance based 
sourcing as evidenced by the 
Vodafone and BellSouth Advertising 
cases, it was probably inevitable that 
such a bill would be introduced.  



Tax Insights 

 
 

3 pwc 

Market-based sourcing will plainly 
benefit Tennessee based service 
providers.  Additionally, the 
codification of a bright line nexus rule 
incorporating economic nexus should 
also benefit Tennessee based 
businesses from the perspective of 
having a right to apportion.  Like most 
states, Tennessee requires that 
taxpayers be taxable in another state 
in order to have a right to apportion, 
and Tennessee nexus standards are 
applied when determining taxability 
in another state.  Codification of an 

economic nexus rule should, 
presumably, give taxpayers the ability 
to claim a right to apportion based 
solely on their economic presence in 
other states. 

The proposal of click through nexus 
language is a continuance of a trend 
across the United States to expand the 
definition of nexus creating activities 
for sales/use tax purposes.  Given the 
rebuttable presumption language, it's 
important for remote sellers making 
sales into Tennessee to be aware of the 

extent of activities taking place in the 
state in the event their nexus position 
is challenged.   The proposed 
legislation pertaining to software 
presumably now taxes as software 
what has traditionally been non-
taxable in Tennessee as Software as a 
Service (SAAS) and other web based 
or hosted applications.  This is an 
important development for providers 
and consumers of web based software, 
and special note should be paid to the 
provision allowing a dealer to allocate 
the usage based on Tennessee users.   
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SOLICITATION 
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