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(Place substance of rules and other info here. Statutory authority must be given for each rule change. For
information on formatting rules go to http://state.tn.us/sos/rules/1360/1360.htm)

Chapter 1320-01-02
Taxpayer Remedies for Disputed Taxes

Amendment
Rule 1320-01-02-.05 is amended by deleting it in its entirety and by substituting instead, the following language:
1320-01-02-.05 Request for Informal Conference.

@) (a) A request for an informal conference must be submitted in writing to the Commissioner of
Revenue or the Commissioner’s designee in the Department’'s Administrative Hearing Office.

(b) The conference request must be signed by the taxpayer or the taxpayer's authorized
representative. If the request is signed by an authorized representative, a Power of Attorney
should be provided to the Administrative Hearing Office within five (5) business days.

(c) Statemenis of legal arguments and supporting documentation should be provided, where
practicable, to the Administrative Hearing Office at least two weeks prior to the date of the
informal conference. Upon written request by the taxpayer, the Commissioner or the
Commissioner's designee may grant, in the Commissioner's or designee's discretion, a
continuation of the conference in writing for a period of time reasonably necessary for the
taxpayer to provide additional information or documentation relevant to the proposed
assessment. A continuation may be granted either before or after the conference is held. If the
taxpayer fails to provide such additional information or documentation during the time specified
for the continuance, the conference decision shall be issued based on the information and
documentation available at that time. Additionally, if the taxpayer fails to provide such additional
information or documentation during the time specified for the continuance, the Commissioner or
the Commissioner's designee may decline to consider a request for reconsideration that is based
on any such additional information or documentation provided after the conference decision is
issued.

(2) The written request will be deemed timely:

(a) If made via United States mail or a private delivery service that is designated by the internal
Revenue Service under 1.R.C. §7502 and transmitted within thirty (30) days after the date of the
notice of proposed assessment. A request for an informal conference is a tax document and,
when transmitted through the United States Postal mail or a designated private delivery service,
its timely filing date shall be determined in accordance with the provisions of T.C.A. §67-1-107.

(b) If made via facsimile, electronic mail, or a non-designated delivery service and received by the
Department on or before thirty (30) days after the date of the notice of proposed assessment.

(3) The day that a notice of proposed assessment is dated shall not be included in calculating the thirty (30)
days.

(4) In the event that the thirtieth (30th) day after the date of a notice of proposed assessment falls on a
Saturday, a Sunday, a legal holiday, or a day when state offices in Nashville are closed, the thirty (30)
day period shall run at the end of the next day which is not a Saturday, a Sunday, a legal holiday, or a
day when state offices in Nashville are closed.

(5) The person designated to respond to the issues contested at the informal conference shall sigh and date
the letter by which the taxpayer or his representative is advised of the decision(s) made on the issues(s)

contested at the conference. The signature date shall be considered the date the informal conference
decision is issued.

Authority: T.C.A. §§67-1-102, 67-1-107, 67-1-1438, 67-1-1801, 1-3-102, and 15-1-101.
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Repeal

Rule 1320-01-02-.01 is repealed in its entirety.

Chapter 1320-02-01
Tax Enforcement Procedures Act

Amendment
Rule 1320-02-01-.43 is amended by deleting it in its entirety and by substituting instead, the following language:

1320-02-01-.43 Assessment by Commissioner.

The directors of each of the tax administration divisions within the Department of Revenue who are charged with
the responsibility for collecting specific taxes imposed under the revenue laws of the state and made collectible by
the Commissioner of Revenue are authorized and required to make all inquiries necessary to the determination
and assessment of all taxes referred to hereinabove and to make the determinations of such taxes and the
proposed assessments of such taxes that may become final only pursuant to T.C.A. §67-1-1438.

Authority: T.C.A. §§67-1-102, 67-1-1438, and 67-1-1439.

Chapter 1320-04-05
Business Tax Rules and Regulations

Amendment
Rule 1320-04-05-.08 is amended by deleting subsection (2) and by substituting instead, the following language:

(2) The business tax is computed upon the sales price of items subject to the tax and is based upon the
actual consideration passing, or agreed to be passed, between the purchaser and the vendor, less any
deductions allowed by law. Wholesalers and retailers making charge sales must report business tax due
on such sales for the period in which the sale is made.

Authority: T.C.A. §§67-1-102, 67-4-701, 67-4-702, 67-4-703, and 67-4-711.
Rule 1320-04-05-.09 is amended by deleting it in its entirety and substituting instead, the following language:
1320-04-05-.09 Construction Contractors and Exterminators.

(1) Contractors, as defined at T.C.A. §67-4-708, Classification 4, shall be liable for business tax regardless of
whether the contract is on a lump sum or cost-plus basis.

(2) A contractor shall pay tax under Classification 4 of the Business Tax Act upon all receipts without any
deductions except as specifically provided. Tax is due upon all progress payment charges billed pursuant
to the contract and received by the contractor and any charges for renting or leasing equipment to others
for use in constructing, or making improvements or additions, or repairing buildings or other structures on
real property when the equipment is operated by the lessor. Additionally, tax is due at the end of the
contract period on the difference between the progress payment charges as billed and the payments
received by the contractor. Amounts actually paid during the business tax period to subcontractors or
other persons for the services enumerated in T.C.A. §67-4-711(a)(5) may be deducted provided the
contractor adequately identifies such persons by supplying the names and addresses of the
subcontractors or other persons and the amounts subcontracted. For contracts issued on or after October
1, 2009, the contractor may deduct only amounts paid to a subcontractor holding a business license or
who is licensed by the state board for licensing contractors for work described in T.C.A. §67-4-708(4)(A)
and must also supply the subcontractor's business license or license number issued by the board for
licensing contractors. The contractor must maintain in its books and records a copy of the subcontractor’s
business license or contractor’s license.
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(3) A contractor shall obtain a license from the appropriate local officer and shall be liable for the initial
business license fee in each county and/or municipality in which he receives more than $50,000 from
contracts during any taxable period. The contractor must also file a business tax return and pay the
business tax on such receipts for each such location. A contractor shall also obtain a license and shall be
liable for the initial business license fee in the county and/or municipality in which his business is located
and will pay business tax on his gross receipts derived in the state, less any amounts reported for
counties and/or municipalities in which his contracts exceed $50,000, during any taxable period. If a
contractor does not have a domicile or place of business in the state, he will not owe the tax imposed by
T.C.A. §67-4-705 in a particular jurisdiction if his total receipts from contracts performed in that jurisdiction
are less than $50,000 during any taxable period. “Receipts” used herein mean taxable receipts.

(4) Sales of tangible personal property and services to a contractor who in the course of performing his
confract installs the property as a component part of an addition or improvement to or repair of real
property are sales to a user and a consumer, and such sales are considered retail sales unless the sales
are exempt by specific provisions of the Business Tax Act and rules and regulations construing the Act.

(5) If a contract is performed within the jurisdiction of more than one (1) governmental entity, any business
tax on receipts due shall be attributed to each such governmental entity proportionately based upon the
amount of work actually performed within each governmental entity.

Authority: T.C.A. §§67-1-102, 67-4-703, 67-4-708, 67-4-709, 67-4-711, 67-4-714, and 67-4-717.
Rule 1320-04-05-.12 is amended by deleting it in its entirety and substituting instead, the following language:
1320-04-05-.12 Deductions from Gross Sales.

(1) Amounts representing the following transactions may be deducted from gross sales, prior to computing
tax liability, provided such amounts have been included in the gross sales reported on the business tax
returns:

(a) Cash discounts allowed and taken by customers on sales. (See Rule 1320-04-05-.04)

(b) Returned merchandise or allowances or credits given to customers for specific sales. (See Rule
1320-04-05-.45)

(c) Trade-ins. (See Rule 1320-04-05-.54)

(d) Repossession to the extent allowed. (See Rule 1320-04-05-.44)

(e} Contractor payments to subcontractors. (See Rule 1320-04-05-.09(2))

(f) Sales in bona fide interstate commerce. (See Rule 1320-04-05-.33(2))

(9) Receipts for services rendered by nonprofit institutions and financial institutions and for accounting,
ig%lrance, and other services, all as provided for by law. (See Rule 1320-04-05-.16 and 1320-04-05-

(h) Accommodation and casual and isolated sales. (See Rules 1320-04-05-.01 and 1320-04-05-.05)

(i) Bad debts arising from receipts on which the business tax is imposed and paid as provided for by law.

(i) Any other deductions authorized by the Business Tax Act or by rules and regulations pertaining
thereto.

(2) Except as indicated in paragraph (1) of this rule, and as may otherwise be allowed by law, no other
amounts attributable to any other transactions may be deducted from gross sales.

(3) Any person claiming deductions from his gross sales must maintain sufficient invoices and other
documents to substantiate his claims; otherwise, the deduction will not be allowed.
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Authority: T.C.A. §§67-1-102, 67-4-703, and 67-4-711.

Rule 1320-04-05-.13 is amended by deleting it in its entirety and substituting instead, the following language:

1320-04-05-.13 Definitions — General.

As used in these Rules and Regulations, the following terms, wherever used, shall have the following meanings:
(1) “Act” shall mean the Business Tax Act, being part 7, Chapter 4, Title 67, T.C.A., as amended.

(2) “Commissioner” shall mean the Commissioner of Revenue of the State of Tennessee, or any of his duly
authorized assistants.

(3) “Department” shall mean the Department of Revenue of the State of Tennessee.

(4) “Local Officers” shall mean County Clerks and the duly designated municipal officers responsible for
licensing of local businesses.

(5) “Lease or Rental” means the leasing or renting of tangible personal property and the possession or use of
the property by the lessee or renter for a consideration, without transfer of the title of such property, and
such shall be considered as a taxable transaction within the meaning of the Business Tax Act.

(6) “Return” shall mean the report of a person liable for business tax showing gross sales, deductions,
credits, tax computations, and such other information as may be required by the Commissioner.

(7) “State” shall mean the State of Tennessee.
(8) “Tax” shall mean the business tax imposed by the Business Tax Act.

(9) “Manufacturer” shall mean those persons engaged in the husinesses described in Division D of the
Standard Industrial Classification Index of 1987, as amended.

Authority: T.C.A. §§67-1-102, 67-4-702, and 67-4-703.
Rule 1320-04-05-.14 is amended by deleting subsection (1) and substituting instead, the following language:
(1) Sales of tangible personal property and services by a licensed wholesaler or retailer from a central
warehouse or other distribution point other than his principal place of business shall be subject to the

appropriate wholesale or retail tax, and persons making such sales shall be liable for the business tax for
that location.

Authority: T.C.A. §§67-1-102 and 67-4-703.

1320-04-05-.15 is amended by deleting it in its entirety and substituting instead, the following language:
1320-04-05-.15 Dominant Business Activity Defined for Classification Purposes.

For purposes of business tax, both wholesale and retail businesses are classified according to their dominant
business activity. The item comprising the largest proportion of taxable gross sales of the business when
compared with other items sold determines its classification. Only one classification (of Classifications 1, 2, 3, or

4) shall apply. The fact that sales may be made at both wholesale and retail shall have no effect in determining
the dominant business activity.

Authority: T.C.A. §§67-1-102, 67-4-703, and 67-4-708.
Rule 1320-04-05-.27 is amended by deleting it in its entirety and substituting instead, the following language:

1320-04-05-.27 Local Adoption of Business Tax.
SS-7039 (November 2014) 7 RDA 1693



(1)

(2)

®3)

Affirmative action must be taken by municipal governments in order to implement the business tax in their
respective jurisdictions. The business tax may be levied only by passage of a resolution or ordinance by
the appropriate governing body.

Upon adoption or amendment of the business tax by any municipal government, a certified copy of the
resolution or ordinance adopting or amending the business tax must be furnished to the Department.

Municipal governments that adopt the business tax after December 31, 2013, must levy the tax at the
rates provided in T.C.A. §67-4-709. If the business tax was adopted by a municipal government prior to
January 1, 2014, then it may continue to levy the tax at the same rate that was in effect as of January 1,
2014. Municipal governments may not reduce the tax rates, but they may repeal the business tax by
ordinance.

Authority: T.C.A. §§67-1-102, 67-4-703, 67-4-705, and 67-4-709.

Rule 1320-04-05-.28 is amended by deleting it in its entirety and substituting instead, the following language:

1320-04-05-.28 Locations and Outlets — Operations in Other Localities.

(N

()

3)

A business which engages in business activity in several places, in different locations and through
different outlets, must obtain a license from and pay the initial license fee to the appropriate local officer
and must pay at least the minimum business tax to the Department for each place, location or outlet; and
it must report gross sales and tax due for each separate location. The fact that a business has several
outlets in a single county or city is immaterial. Such business may upon request submit a consolidated
report to cover all such outlets in one county or city; however, a breakdown of sales by each outlet must
accompany such consolidated report.

Subject to the exceptions enumerated hereinafter, persons subject to business tax operating from an
established place of business in one county or city who extend their operations into other counties and/or
cities without establishing an office, headquarters or other place of business therein shall not be subject
to the filing and registration requirements for such other counties and/or cities. Tax on total receipts from
all taxable sales shall be attributed to the county and city, if any, in which the established place of
business is located.

Excepted from the rule as stated in subparagraph (2) are:
(a) Contractors subject to Rule 1320-04-05-.09.

(b) A property management company or an individual providing rentals lasting less than 180 days
must have a county and/or city business tax license and registration for each county and/or city in
which it has rental properties, if the property management company’s or individual's taxable gross
receipts are ten thousand dollars ($10,000) or more in a particular county and/or city where it
does business. if a property management company or individual manages multiple locations
within one county and/or city, the property management company or individual shall be required
to register only one location per county and/or city and report all gross receipts in that county
and/or city to the registered location. The property management company or individual will be
subject to business tax at the local rate for the jurisdiction in which each rental property is located,
and the taxes from such shall be attributed to the county or city in which the rental property is
located.

Authority: T.C.A. §§67-1-102, 67-4-703, 67-4-706, 67-4-723, and 67-4-724.

Rule 1320-04-05-.30 is amended by deleting it in its entirety and substituting instead, the following language:

1320-04-05-.30 Tax Due Date — Delinquency — Tax Periods.

(1)

The business tax provided for in T.C.A. §67-4-709 is an annual tax for the privilege to engage in any of
the business activities made subject to business tax.
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()

Pursuant to the authority in T.C.A. §67-4-715(g), the business tax return is due on the 15th day of the
fourth month following the end of the taxpayer's fiscal year. For example, if a taxpayer's fiscal year ends
on December 31, then its return will be due on April 15.

Authority: T.C.A. §§67-1-102, 67-4-703, 67-4-709, and 67-4-715.

Rule 1320-04-05-.36 is amended by deleting it in its entirety and substituting instead, the following language:

1320-04-05-.36 Persons Exempt from Business Tax.

(1)

)
@)
(4)
()
(6)

()

8)

(9)

Persons making occasional and isolated sales or transactions who do not hold themselves out as
engaged in business.

Persons having a total value of sales of less than $10,000 per year.
Certain blind persons.

Certain disabled veterans.

Newspaper route carriers and newspaper peddlers.

Farmers making sales of farm products direct from the farm and produced by themselves, including
catfish farmers. (See Rule 1320-04-05-.16)

Persons employed by another who work for wages or salary and who are under the direction and control
of the employer in the performance of their duties.

Charitable or religious institutions making sales of donated items and articles produced from donated
items.

Certain persons conducting shows, displays, or exhibits sponsored by a nonprofit organization of gun
collectors.

(10)Certain persons whose only business activity during the tax period is conducted at the Tennessee state

fair or a county fair.

(11)Movie theaters qualifying for the exemption under T.C.A. §67-6-309.

Authority: T.C.A. §§67-1-102, 67-4-702, 67-4-703, and 67-4-712.

Rule 1320-04-05-.41 is amended by deleting it in its entirety and substituting instead, the following language:

1320-04-05-.41 Real Estate Sales and Rentals.

(1)

()

()

Persons who receive monies or other consideration for the sale or rental of real property belonging to
them, not including rentals iasting less than 180 days, are not liable for business tax on such sales or
rentals.

Persons receiving or entitied to receive commissions, fees, service charges, or other income, credits or
property value in money for services rendered concerning the sale or rental of real or personal property
belonging to others are liable for business tax on such receipts.

The employing unit, whether designated as a real estate firm, broker, agency, partnership, or corporation
which owns or conducts a real estate business, but not the employees thereof, is liable for business tax.
The tax shall be paid on the total receipts (as enumerated in paragraph (2) above) which are due and
payable. It is immaterial, with regard to tax liability, whether the total receipts are divided between the
employing unit and the employee, salesman, or other representative of the employing unit or whether the
division is made by the employing unit or by the owner, purchaser or other party in interest. In any event
the tax is payable on the total amount of receipts due and payable for services rendered.
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(4) The business tax is due and payable to the Department for each county and city, if any, where the
employing unit maintains an office or place of business, regardless of the location of the property invoived
in the sale or rental or the place where a contract for the sale or rental of the property is entered.

(5) Where receipts, as enumerated herein, are divided, or split, between bona fide real estate agents or
brokers, as distinguished from a division between an agent or broker and one of his employees, that
portion of the receipts retained or received by each business shall become a part of its gross receipts
subject to business tax.

Authority: T.C.A. §§67-1-102 and 67-4-703.
Rule 1320-04-05-.42 is amended by deleting it in its entirety and substituting instead, the following language:
1320-04-05-.42 Preservation of Records.

(1) Every person liable for business tax shall keep and preserve sufficient and complete records for a period
of at least three years to determine the amount of business tax for which he may be liable. It is advisable,
however, that such records be kept and preserved for a period of six years. Such records shall include
and show the following:

(a) A daily record of all cash and credit sales, including sales under any type of financing or
installment plan in use;

(b) A record of the amount of all merchandise purchased, including all bills of lading, invoices, and
copies of purchase orders;

(c) A record of all exclusions, deductions and exemptions allowed by law and/or claimed in filing
business tax returns; and,

(d) A true and complete inventory of the value of the stock on hand taken at least once yearly. All of
the records required to be kept and preserved shall be open for examination at any time by the
Commissioner or local collecting officers, or their duly authorized representatives.

(2) If a proposed assessment has been made and an appeal therefrom has been made to the Commissioner
or to a court, all books and records, as above specified, relating to the period covered by such proposed
assessment must be preserved until the final disposition of the appeal.

Authority: T.C.A. §§ 67-1-102, 67-4-703, and 67-4-722.
Rule 1320-04-05-.47 is amending by deleting it in its entirety and substituting instead, the following language:
Rule 1320-04-05-.47 Sales for Resale.

(1) Sales for resale include those whereby a supplier of materials, supplies, equipment and services makes
such tangible personal property or services available for further processing as a component part of &
product to legitimate dealers engaged in and actually reselling or leasing such property or services to a
user or consumer. Sales to a manufacturer or processor for future processing, manufacture or conversion
into articles of tangible personal property for resale where such industrial materials become a component
part of the finished product are likewise considered sales for resale.

(2) Sales of tangible personal property and services to a retailer who may make further distributions from a
central warehouse or other distribution point to others for resale shall be deemed to be wholesale sales.

(3) Sales for resale made by a wholesaler to another wholesaler shall not be subject to business tax.
(4) The price charged by the vendor for tangible personal property or services or the quality of such property

or services is immaterial in determining whether or not a sale is one for resale. The controlling factor is
what the vendee does with his purchase.
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(5) Sales to a contractor who in the course of performing his contract installs property or uses services in a
structure, as a component part thereof, are retail sales to a user or consumer.

Authority: T.C.A. §§67-1-102, 67-4-702, and 67-4-703.
Rule 1320-04-05-.53 is amended by deleting it in its entirety and substituting instead, the following language:
1320-04-05-.53 Taxpayers’ Returns and Records.

(1) All persons liable for business tax shall make complete reports of all sales and other business receipts
and list any deductions which they are entitled to make for each separate place, location, or outlet in the
State, and submit them on their business tax returns as provided for in the Business Tax Act and the
Rules and Regulations relating thereto. Sales and receipts which are excludable, as provided for in the
Act and these Rules and Regulations, shall not be included in the gross sales reported; but allowable
deductions shall be included in the gross sales reported and listed as a deduction on the business tax
return and so treated in computing and paying business tax due.

(2) Persons with two or more business locations in a city and/or county may, upon request to and approval
by the Commissioner, file consolidated tax returns, provided only, however, that such businesses are
taxable under the same classification and at the same tax rate. Such person must maintain in its books
and records information necessary to determine tax liability at each location.

Authority: T.C.A. §§67-1-102 and 67-4-703.
1320-04-05-.57 is amended by deleting it in its entirety and substituting instead, the following language:
1320-04-05-.57 Transfer of License.

(1) The license, required pursuant to T.C.A. §67-4-723, may neither be transferred from one person to
another person nor from one business location to another business location, except as provided for under
T.C.A §67-4-721.

(2) A license may be transferred from one location in a municipality to another location within the same
municipality one time during any tax year if the licensee notifies the local collecting officer at least five (5)
days prior to the last day of business at the old location and pays to such local collecting officer the fee as
set forth in T.C.A. §8-21-701.

Authority: T.C.A. §§67-1-102 and 67-4-703.
Rule 1320-04-05-.61 is amended by deleting subsection (3) and updating the Authority as follows:
Authority: T.C.A. §§67-1-102, 67-4-703, and 67-4-710.

Repeal

Rule 1320-04-05-.11 is repealed in its entirety.
Rule 1320-04-05-.37 is repealed in its entirety.
Rule 1320-04-05-.60 is repealed in its entirety.
Chapter 1320-05-01
Sales and Use Tax Rules
Amendment

Rule 1320-05-01-.26 is amended by deleting it in its entirety and substituting instead, the following language:
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1320-05-01-.26 Hospitals and Sanitariums.

(1) Hospitals and sanitariums are primarily engaged in the business of rendering services and are the
consumers or users of all tangible personal property or taxable services purchased for use or
consumption in connection with the operation of the institution. The sellers of tangible personal property,
other than prescription drugs or mobility enhancing equipment prescribed for patients or prosthetic
devices, or taxable services to these institutions must collect from them the appropriate tax, but this
provision does not apply to a hospital or sanitarium which is otherwise exempt from paying the sales and
use tax by virtue of its being a charitable or other like institution.

(2) If a hospital or sanitarium operates any division that sells tangible personal property or taxable services,
such as a lunch room, repair shop, or similar department, then the hospital or sanitarium is liable for the
tax upon the gross receipts or gross proceeds derived from such sales.

Authority: T.C.A. §§67-1-102 and 67-6-402.
Rule 1320-05-01-.27 is amended by deleting it and substituting instead, the following language:
1320-05-01-.27 Installation Sales.

(1) Charges for installing tangible personal property that remains tangible personal property after installation
are subject to sales and use tax. The tax is due from the dealer regardless of whether the dealer or
someone acting on the dealer’s behalf installs the property.

(2) Instaliation services that are provided in connection with the sale of tangible personal property are a part
of the sales price of the tangible personal property sold. If a dealer provides installation services in
connection with the sale of tangible personal property, such installation services are subject to sales and
use tax if the tangible personal property being installed is subject to sales and use tax. Installation
services that are sold in transactions unrelated to the sale of the tangible personal property are subject to
sales and use tax regardless of the taxability of the tangible personal property instailed unless the
installation services are otherwise exempt from tax.

(3) Tangible personal property which is sold and attached to real property, but which will ordinarily be
removed by the owner or tenant, such as window air conditioning units, curtain and drapery rods,
gasoline pumps, etc., shall be deemed to be personal property and the installation charges therefor shall
be subject to the sales and use tax.

(4) Charges made for installing tangible personal property which becomes a part of real property, are not
subject to sales and use tax. The person so installing the property shall be liable for any sales and use
tax that may be due, if any, on the property bought and/or used in making the installation.

Authority: T.C.A. §§67-1-102, 67-6-102, 67-6-205, and 67-6-402.

Rule 1320-05-01-.36 is amended by deleting it in its entirety and substituting instead, the following language:
1320-05-01-.36 Boarding Institutions.

Institutions of learning operating as boarding institutions, except K-12, shall be deemed the ultimate consumer of
foods purchased for meal purposes and shall be liable for the payment of sales and use tax for such supplies,
unless such institutions have qualified for exemption from sales and use tax on the ground that they are church
supported or non-profit colleges or universities.

Authority: T.C.A. §§67-1-102, 67-6-329, and 67-6-402.

Rule 1320-05-01-.48 is amended by deleting it in its entirety and substituting instead, the following language:
1320-05-01-.48 Photographs, Photostats, Blue Prints, Etc.

(1) Sales of photographs, portraits, prints from camera film, camera film, photostats, blue prints, frames, and
other like items are subject to the sales and use tax when sold for use or consumption. Any sale of paper
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or other material which becomes a component of the photograph, or other prints, is a sale for resale, and
not subject to the sales and use tax.

(2) Charges made for developing films and coloring or tinting pictures or photographs furnished by customers
are service charges not subject to the sales and use tax when a separate charge for such services is
billed to the customer.

Authority: T.C.A. §§67-1-102, 67-6-329, and 67-6-402.
Rule 1320-05-01-.63 is'amended by deleting it in its entirety and substituting instead, the following language:
1320-05-01-.63 Registration Certificate.

(1) Sales Tax.

(a) When a dealer changes his business location within the same county, the certificate holder shall
notify the Department of the new business address and surrender his Registration Certificate. A
new certificate will be issued showing the correct business address.

(b) When a dealer changes his business location to a different county, or to a different type of
business, the certificate must be submitted for cancellation, and an application for a new
certificate filed.

(2) Use Tax.

(a) Out-of-state dealers which have a sufficient jurisdictional contact or nexus with this State, and
accept orders from residents of this State, shall register with the Department for use tax
purposes, and report and pay the appropriate use tax to the Department. Other out-of-state
dealers should register with the Department for the purpose of reporting and collecting use tax as
a convenience and service to their customers.

(b) Persons importing taxable tangible personal property into the State, and who do not pay the
Tennessee use tax to an out-of-state dealer registered with this Department, shall register with
the Department for use tax purposes, and report and pay the appropriate use tax to the
Department. Except as otherwise provided in these rules and regulations, such persons must pay
use tax to out-of-state dealers who are properly registered with this Department, rather than
declare such purchases and pay the tax themselves.

(3) Dealers within the State having both sales and use tax to report shall register for sales tax purposes, and
report sales and use tax on forms provided for such purposes.

(4) Dealers having average monthly gross sales of $400.00 or less and taxable services of $100.00 or less
may in the discretion of the Commissioner of Revenue be required to pay tax to their suppliers on
purchases in lieu of registering for sales and use tax purposes since the Department's cost of
administering the account would exceed the taxes reported.

(5) An individual property owner who sells, rents, or charges for the occupation of a room, lodging, or
accommodation for a period of less than ninety (90) continuous days and a property management
company that is required to collect sales and use tax on behalf of an individual property owner as
required by T.C.A. §67-6-501 shall file with the Commissioner an application for a certificate of
registration for each property that it owns or manages. If an individual property owner owns or a property
management company manages multiple locations within one local jurisdiction, the individual property
owner or the property management company shall be required to register only one location per local
jurisdiction and report all sales in that local jurisdiction to the registered location.

Authority: T.C.A. §§67-1-102, 67-6-402, 67-6-205, and 67-6-501.
Rule 1320-05-01-.67 is amended by deleting it in its entirety and substituting instead, the following language:

1320-05-01-.67 Printing Industry.
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(1) Sales of advertising circulars, books, forms, tickets, and other like printed items of tangible personal
property are subject to sales and use tax uniess the printed matter is sold for resale purposes.

(2) The printing and binding of paper, books, forms, letters, and the like is a fabrication thereof, and is subject
to sales and use tax unless the fabrication is a part of a manufacturing process for resale. It is immaterial
whether the customer furnishes any or all the paper or other materials used in the fabrication work. Any
rebinding or other repair of a book or other tangible personal property is subject to sales and use tax.

Authority: T.C.A. §§67-1-102, 67-6-102, and 67-6-402.

Rule 1320-05-01-.74 is amended by deleting it in its entirety and substituting instead, the following language:

1320-05-01-.74 Taxpayer's Reports.

(1) All dealers selling any tangible personal property or furnishing any of the services subject to sales tax
from a location in the State and ali vendors and users, whether within or without the State having an

“active”

account as designated in their Certificate of Registration shall file a complete report of all sales,

purchases, deductions, etc., with the Commissioner of Revenue for each month (except as indicated in
paragraph (2)). These reports shall be filed regardless of whether the dealer or user is a “manufacturer,”
“wholesaler,” or “retailer,” or whether there have been any sales or purchases of any kind, or whether
there is any sales and use tax due to be paid.

(2) Reporting on other than a monthly basis may be permitted as follows:

(@)

(b)

(c)

(d)

Dealers whose sales and use tax liability for twelve consecutive months has averaged $200 or
less per month may be permitted in the discretion of the Commissioner to file returns and make
remittances thereon on a quarterly or annual basis. Quarterly returns and remittances thereon
shall cover the three calendar months ending on the last day of March, June, September and
December. Annual returns and remittances thereon shall cover the 12 calendar months ending on
the last day of December.

If a dealer's tax liability for any subsequent twelve month period should exceed $2400, or if the
Commissioner should determine that a loss of revenue might result from permitting such dealer to
continue filing returns and making remittances on other than a monthly basis, the Commissioner
may require such dealer to file on a monthly basis. Failure to timely file a return or make
remittance of the tax due thereon shall be grounds for returning a dealer to a monthly basis of
filing returns and making remittances.

A new dealer whose business in the determination of the Commissioner is highly likely to qualify
under (a) may be permitted to file returns and make remittances on other than a monthly basis
without the required reporting experience.

Dealers filing returns and making remittances on other than a monthly basis shall be liable for
penalties and interest on the same basis as dealers on a monthly basis are liable. Monthly,
guarterly and annual returns shall be filed and remittances made thereon on or before the 20th
day of the month following the close of the period covered by such returns and remittances and
shall be delinquent if made after such time.

Authority: T.C.A. §§67-1-101, 67-1-102, 67-6-402, 67-6-504, and 67-6-505.

Rule 1320-05-01-.90 is amended by deleting “within this state” after the word “vendors” in subsection (1), by
deleting subsection (2), and updating the Authority section as follows:

Authority: T.C.A. §§67-1-102 and 67-6-402.

Rule 1320-05-01-.106 is amended by deleting it in its entirety and substituting instead, the following language:

1320-05-01-.106 Industrial Machinery.
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(1) Persons who wish to make purchases or leases of industrial machinery shall apply to the Commissioner
of Revenue for authority to make such purchases exempt from tax. This application shall give such
information as the Commissioner may require. If the Commissioner finds from such information that the
applicant is entitled to make purchases or leases of industrial machinery, authority shall be permanent in
nature and shall continue until such time as the business ceases operation or until such time as the
business changes in character such that it is no longer operating within the scope of its original
application. Any misrepresentation made on the application by the taxpayer will subject the taxpayer to
any applicable tax, penalty and interest.

(2) Authority must be obtained prior to the purchase in order for the machinery to qualify as industrial
machinery for tax purposes. However, if authority is not obtained prior to the purchase the Commissioner
may allow retroactive application of the authority upon a showing sufficient to the Commissioner that the
failure to obtain authority resulted from:

(a) A major restructuring of the business or the business having gone through a change in
ownership; or

(b) A death of a key person in the tax area of the organization; or

(c) The entity having been misled by state officials which indicated that authority to purchase
industrial machinery was not required; or

(d) Any other grounds that the Commissioner finds satisfactory to allow retroactive application of this
exemption.

(3) Persons who have obtained authority from the Commissioner to make purchases of industrial machinery
shall provide their vendors with a copy of their authority or a copy of a fully completed Streamlined Sales
Tax certificate of exemption which must include the manufacturer's exemption authorization number
included on the certificate issued by the Commissioner, and such purchases shall then be exempt from
tax.

(4) Persons to whom the Commissioner has extended special written permission to make purchases for their
own use under a certificate of resale pursuant to 1320-05-01-.68(4) must obtain authority from the
Commissioner as provided in this rule prior to making purchases of industrial machinery, but may provide
their vendors with a copy of the special permission extended under 1320-05-01-.68(4) in lieu of the
authority to purchase industrial machinery.

(5) Persons seeking to purchase industrial machinery must comply with the provisions of this rule in order to
obtain the exemption provided at T.C.A. §67-6-206(a). Failure to do so shall subject such purchases to
tax.

Authority: T.C.A. §§67-1-102, 67-6-102, 67-6-206, and 67-6-402.
Rule 1320-05-01-.107 is amended by deleting it and substituting instead, the following language:
1320-05-01-.107 Electricity.

(1) Sales of electricity, including any charges such as demand, minimum bill, temporary service, and scrap,
and items of tangible personal property for accommodation, are subject to sales and use tax.

(2) Charges for amortization, investment, collection fees, damaged facilities, late payment, and security
deposits are not subject to sales and use tax provided they are indicated as such on the statement given
to the customer, and the charges are segregated and maintained as such on the books and records of
the dealer. If these changes are not indicated as such on a statement given to the customer, and are not
maintained as such on the books and records of the dealer, they are subject to sales and use tax.

(3) Statements for sales of electricity must indicate in some manner whether the customer is paying any
sales and use tax.

Authority: T.C.A. §§67-1-102, 67-6-209, and 67-6-402.
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Rule 1320-05-01-.115 is amended by deleting subsection (5).

Authority: T.C.A. §§67-1-102, 67-6-212, 67-6-330, and 67-6-402.

Rule 1320-05-01-.116 is amended deleting it in its entirety and substituting instead, the following language:
1320-05-01-.116 Membership Sports and Recreation Clubs.

(1) Membership sports and recreation clubs shall include but not be limited to those organizations listed in
Major Group No. 79, Industry 7991 of the Standard Industrial Classification Manual of 1987, as amended.
Industry 7991 includes, but is not limited to, establishments primarily engaged in operating reducing and
health clubs, spas, and similar facilities featuring exercise and other active physical fitness conditioning.
Membership sports and recreation clubs shall also include, but not be limited to, those organizations
listed in Major Group No. 79, Industry 7997 of the Standard Industrial Classification Manual of 1987, as
amended. Industry 7997 includes, but is not limited to, sports and recreation clubs which are restricted to
use by members and their guests, such as country, golf, tennis, yacht and amateur sports and recreation
clubs.

(2) Membership dues or fees shall include initiation fees, required stock purchases, and any other fees
required for membership, but do not include member assessments for capital improvements.

Authority: T.C.A. §§67-1-102, 67-6-212, 67-6-330 and 67-6-402.

Rule 1320-05-01-.121 is amended by deleting it in its entirety and substituting instead, the following language:
1320-05-01-.121 Free, Complimentary, or Reduced Dues, Fees, or Admission Charges.

Free or complimentary dues, fees, or admission charges are taxable when made in connection with a valuable
contribution. Tax shall apply only to that portion of the contribution which represents the fair market value of the
membership or admission. Where memberships or admissions are purchased at a reduced charge, tax shall
apply only to the reduced charge; provided that tax shall also apply to any additional contribution up to the actual
fair market value of the membership or admission. The sales and use tax is not imposed on free amusements
provided to employees of amusement providers as fringe benefits (e.g., free tans to employees of a tanning bed
operator or free membership to employees of a health spa).

Authority: T.C.A. §§67-1-102, 67-6-212, and 67-6-402.

Rule 1320-05-01-.122 is amended by deleting the language “, including contests and tournaments,” after the
words “recreational activity” and by updating the Authority as follows:

Authority: T.C.A. §§67-1-102, 67-6-212, 67-6-330, and 67-6-402.
New

Rule 1320-05-01-.128 is added as follows:

1320-05-01-.128 Research and Development.

(1) The sales and use tax does not apply to machinery, apparatus, and equipment with all associated parts,
appurtenances, and accessories for such machinery and equipment that is necessary to and primarily for
research and development. The sales and use tax does not apply to repair parts and labor and
installation of research and development machinery and equipment.

(2) (a) “Research and development” must have one of the following as its ultimate goal:

1. basic research in a scientific field of endeavor;

2. advancing knowledge or technology in a scientific or technical field of endeavor;
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3. the development of a new product, whether or not the new product is offered for sale;

4.  the improvement of an existing product, whether or not the improved product is offered
for sale;

5. the development of new uses of an existing product, whether or not a new use is offered
as a rationale to purchase the product; or

6. the design and development of prototypes, whether or not a resulting product is offered
for sale.

(b) “Research and development” does not include:

1. ordinary testing or inspection of materials or products used for quality control, other than
that occurring during the activities listed in subsection (2)(a) of this rule;

2. market research;

3. efficiency surveys;

4. consumer surveys;

5. advertising and promotions;
6. management studies; or

7. research in connection with literary, historical, social science, psychological, or other
similar nontechnical activities.

(3) Persons who wish to make tax exempt purchases of research and development machinery shall apply to
the Commissioner of Revenue for authority to make such purchases exempt from tax. The application
shall give such information as the Commissioner may require.

(4) The research and development sales and use tax exemption authorization must be obtained prior to
making such purchases exempt from the tax. However, if authority is not obtained prior to the purchase,
the Commissioner may allow retroactive application of the authority upon a showing sufficient to the
Commissioner that the failure to obtain authority resulted from:

(a) A major restructuring of the business or the business having gone through a change in
ownership; or

(b) A death of a key person in the tax area of the organization; or

(c) The entity having been misled by state officials which indicated that authority to purchase
research and development machinery was not required; or

(d) Any other grounds that the Commissioner finds satisfactory to allow retroactive application of this
exemption.

(5) Persons who have obtained the research and development tax exemption authorization for research and
development shall provide their vendors with a copy of the authorization or a fully completed Streamlined
Sales Tax certificate of exemption, which must include the research and development exemption
authorization number included on the certificate issued by the Commissioner.

(8) Persons are not required to be engaged in any business of fabricating or processing tangible personal
property for resale to qualify for the tax exemption authorization for research and development machinery.

Authority: T.C.A. §§67-1-102, 67-6-102, and 67-6-402.

Repeal
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Rule 1320-05-01-.12 is repealed in its entirety.
Rule 1320-05-01-.64 is repealed in its entirety.
Rule 1320-05-01-.105 is repealed in its entirety.
Rule 1320-05-01-.127 is repealed in its entirety.
Chapter 1320-06-01
Franchise and Excise Tax Rules and Regulations
Amendment
Rule 1320-06-01-.02 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.02 Due Date.
The franchise and excise tax return shall be filed with the Commissioner of Revenue on or before the fifteenth
(15th) day of the fourth month following the close of the taxpayer's taxable year. The return shall coincide with the
accounting period covered by the federal return and the appropriate tax must be paid to the department at the
time of filing the return. Returns that are based on a 52-53 week year will be due on or before the fifteenth (15th)
day of the fourth month following the end of the month closest to the 52-53 week year end.
Authority: T.C.A. §§67-1-102, 67-4-2007, 67-4-2015, and 67-4-2119.
Rule 1320-06-01-.15 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.15 Indebtedness — Adequacy of Capital.
The amount of indebtedness to be included pursuant to T.C.A. §67-4-2107 shall not exceed the greater of the
following amounts: (1) Excess of indebtedness over quick assets (cash, receivables, marketable investments), (2)
Excess of book value (cost less accumulated depreciation) of capital assets (including inventories) per ending
balance sheet of the return over net worth (including surplus reserves). If quick assets exceed the indebtedness
to an affiliated corporation and the net worth exceeds the capital assets, the capital is adequate and no part of
such indebtedness need be included.
Authority: T.C.A. §§67-1-102 and 67-4-2107.
Rule 1320-06-01-.18 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.18 Minimum Measure of Franchise Tax.

(1) Rentals included in the minimum measure of the franchise tax may be offset by subrentals only to the
amount of rentals paid. To qualify as subrental, the sublessee must have the same rights as the lessee
with respect to use of the property.

(2) If property owned by others is used by the taxpayer at no charge or rented by the taxpayer for a nominal
rate, the net annual rental rate for such property shall be determined on the basis of a reasonable market
rental rate for such property.

(3) Property in transit between locations of the taxpayer to which it belongs shall be considered to be at the
destination for purposes of the franchise tax. Property in transit between the buyer and seller and shown
on the books and records of the taxpayer in accordance with its regular accounting practices shall be
included in the minimum measure of the franchise tax if it is destined to a Tennessee location.

(4) The value of any property while under construction must be included in the minimum measure of the
franchise tax if there is actual utilization of such property by the taxpayer either in whole or in part. Actual
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utilization of the construction in progress will depend upon whether or not the construction in progress is
utilized in the particular business conducted by the corporation.

Example 1: A manufacturer is in the process of building or expanding its facilities. The construction in
progress would not actually be utilized in conducting the business of manufacturing until put in service by
the corporation.

Example 2: A corporation is in the business of building and selling homes and the construction in
progress will ultimately be for sale or rental. All of the construction in progress is utilized in conducting the
business of home building.

Example 3: A corporation is in the business of operating motels and has a facility under construction. The
construction in progress would not actually be utilized in conducting the business of operating motels until
put in service by the corporation.

Authority: T.C.A. §§67-1-102 and 67-4-2108.
Rule 1320-06-01-.20 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.20 Actual Charitable Contributions.

In determining net earnings for the purpose of computing the excise tax, T.C.A. §67-4-2006 requires the
charitable contributions deduction claimed under Section 170 of the Internal Revenue Code to be added to federal
taxable income; whereas, §67-4-2006 permits a deduction for actual charitable contributions made by the
taxpayer during the fiscal year. The term “actual charitable contributions” means all bona fide contributions
expensed and paid in a given year without regard to any percentage as required under federal law. The same
criteria used for federal purposes in determining whether or not a contribution is a bona fide contribution is used
by this state; however, only the book basis of property donated to charity is allowed as a deduction in determining
net earnings for the purpose of computing the excise tax.

Authority: T.C.A. §§67-1-102 and 67-4-2006.
Rule 1320-06-01-.21 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.21 Loss Carryovers.

(1) Net operating losses may be carried forward fifteen (15) years as net operating loss carryovers.

(2) The term “net operating loss” is defined by T.C.A. §67-4-2006 of the excise tax law as the excess of
allowable deductions over total income allocable to this state for the year of the loss. The loss is the same
as that reported for federal income tax purposes before any operating loss adjustment and special
deductions provided for in the Internal Revenue Code, and the loss is subject to the adjustments
(additions and subtractions) provided for in §67-4-2006. The amount of the loss that may be carried
forward will be subject to the following adjustments:

(a) There shall be added to the net loss as determined for excise tax purposes all nonbusiness
earnings, all interest, dividends excluded from net earnings pursuant to §67-4-2006 and any other
income excluded from net earnings pursuant to §67-4-2006.

(b) With respect to taxpayers doing business both within and without Tennessee, adjustment shall be
made to reflect the apportionment of the loss on the basis of business done within and without the
State of Tennessee during the loss year. After making the adjustment as provided in
subparagraph (a) hereof, the loss deductible for Tennessee excise tax purposes shall be that
portion of the total loss apportioned to this state by the applicable statutory apportionment
formula.

(c) The net loss so determined must be offset against the net earnings from business done within the
state for the succeeding year, and if not completely offset by the net earnings from business done
within the state for such year, the remainder of such net loss may be offset against the net
earnings from business done within the state during the following year. In no case may any
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portion of such loss be carried forward and used to offset net earnings for any period beyond the
applicable net loss carryover period as provided in paragraph (1) above, and in applying the loss
carryovers where losses for more than one year are involved, the most remote year will be
applied first.

Authority: T.C.A. §§67-1-102 and 67-4-2006.

Rule 1320-06-01-.23 is amended by deleting it in its entirety and substituting instead, the following language:

1320-06-01-.23 Business and Nonbusiness Earnings.

(1)

(a)

()

(d)

Business earnings are defined by T.C.A. §§67-4-2004 as earnings arising from transactions and
activities in the regular course of the taxpayer’s trade or business or earnings from tangible and
intangible property, if the acquisition, use, management, or disposition of the property constitutes
an integral part of the taxpayer's regular trade or business operations. In essence, all earnings
which arise from the conduct of the trade or business operations of a taxpayer are business
earnings. For purposes of administration of T.C.A. §67-4-2001 et seq., the income of the taxpayer
is business earnings unless clearly classifiable as nonbusiness earnings.

Nonbusiness earnings means all income other than business earnings.

The classification of income by the labels occasionally used, such as manufacturing income,
compensation for services, sales income, interest, dividends, rents, royalties, gains, operating
income, nonoperating income, etc., is not determinative of whether income is business or
nonbusiness earnings. Income of any type or class and from any source is business earnings if it
arises from transactions and activity occurring in the regular course of trade or business.
Accordingly, the critical element in determining whether income is “business earnings” or
“nonbusiness earnings” is the identification of the transactions and activity which are elements of
a particular trade or business. in general, all transactions and activities of the taxpayer which are
dependent upon or contribute to the operations of the taxpayer’'s economic enterprise as a whole
constitute the taxpayer’s trade or business and will be transactions and activity arising in the
regular course of, and will constitute integral parts of, a trade or business.

A taxpayer may have more than one regular trade or business in determining whether income is
business earnings.

(2) Business and Nonbusiness Earnings — Application of Definitions. The following are rules and examples

for determining whether particular income is business or nonbusiness earnings. (The examples used
throughout these regulations are illustrative only and do not purport to set forth ail pertinent facts.)

(a) Rents from Real and Tangible Personal Property. Rental income from reai and tangible property

is business income if the property with respect to which the rental income was received is used in
the taxpayer's trade or business or if the rental income from the use or management of the
property constitutes an integral part of the taxpayer’s regular trade or business operations.

Example 1: The taxpayer operates a multi-state car rental business. The income from car rentals
is business earnings.

Example 2: The taxpayer is engaged in the heavy construction business in which it uses
equipment such as cranes, tractors, and earthmoving vehicles. The taxpayer makes short-term
leases of the equipment when particular pieces of equipment are not needed on any particular
project. The rental income is business earnings.

Example 3: The taxpayer constructed a plant for use in its multi-state manufacturing business,
and twenty (20) years later the plant was closed and put up for sale. The plant was rented for a
temporary period from the time it was closed by the taxpayer until it was sold eighteen (18)
months later. The rental income is business income and the gain on the sale of the plant is
business earnings.
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Example 4: The taxpayer is a heavy machinery manufacturer. The taxpayer enters into a
complicated multi-million dollar deal to acquire the manufacturing assets of another, similar
business. As a result of the acquisition, the taxpayer becomes the owner of a small, roadside
market in Tennessee. The market is being leased by a third party lessee for $1,000 per month.
The taxpayer acquired the assets of the other company solely to expand its manufacturing
operations. It had never operated the market and has no intent to engage in the business of
leasing commercial real estate. The Taxpayer does not own any other similar property that it
leases to others. The taxpayer intends to sell the market as soon as the current lease expires.
The rental income from the market is de minimis in relation to that derived from the taxpayer’s
manufacturing operations. Under these circumstances, the rental income is nonbusiness
earnings. The acquiring taxpayer would also exclude the market in the property factor for
purposes of the apportionment formula, and would not claim the expenses relative to the market
as business expenses.

(b) Gains or Losses from Sales of Assets. As a general rule, gain or loss from the sale, exchange or
other disposition of real or tangible or intangible personal property constitutes business earnings
if the property while owned by the taxpayer was used in the taxpayer’s trade or business
operations, or if the income from the disposition of the property constitutes an integral part of the
taxpayer’s regular trade or business operations.

Example 1: In conducting its multi-state manufacturing business, the taxpayer systematically
replaces automobiles, machines, and other equipment used in the business. The gains or losses
resulting from those sales constitute business earnings.

Example 2: The taxpayer constructed a plant for use in its multi-state manufacturing business and
twenty (20) years later sold the property at a gain while it was in operation by the taxpayer. The
gain is business earnings.

Example 3: Same as two (2), except that the plant was closed and put up for sale but was not in
fact sold until a buyer was found eighteen (18) months later. The gain is business earnings.

Example 4: Same as two (2), except that the plant was rented while being held for sale. The
rental income is business income and the gain on the sale of the plant is business earnings.

(c) Interest. Interest income is business earnings where the intangible with respect to which the
interest was received arises out of or was created in the regular course of the taxpayer’s trade or
business operations or where income from the use or management of the intangible constitutes
an integral part of the taxpayer’s regular trade or business operations.

Example 1: The taxpayer operates a multi-state chain of department stores, selling for cash and
on credit. Service charges, interest, or time-price differentials and the like are received with
respect to installment sales and revolving charge accounts. These amounts are business
earnings.

Example 2: The taxpayer conducts a multi-state manufacturing business. During the year the
taxpayer receives a federal income tax refund and collects a judgment against a debtor of the
business. Both the tax refund and the judgment bore interest. The interest income is business
earnings.

Example 3: The taxpayer is engaged in a multi-state manufacturing and wholesaling business. In
connection with that business, the taxpayer maintains special accounts to cover such items as
workmen’s compensation claims, rain and storm damage, machinery replacement, etc. The
moneys in those accounts are invested at interest. Similarly, the taxpayer temporarily invests
funds intended for payment of federal, state and local tax obligations. The interest income is
business earnings.

Example 4. The taxpayer is engaged in a multi-state money order and traveler's checks business.
In addition to the fees received in connection with the sale of the money orders and traveler's
checks, the taxpayer earns interest income by the investment of the funds pending their
redemption. The interest income is business earnings.

SS-7039 (November 2014) 21 RDA 1693



(d) Dividends. Dividends are business earnings where the stock with respect to which the dividends
are received arises out of or was acquired in the regular course of the taxpayer’s trade or
business operations or where the dividend income from the use or management of the stock
constitutes an integral part of the taxpayer’s regular trade or business operations.

Example 1: The taxpayer operates a multi-state chain of stock brokerage houses. During the year
the taxpayer receives dividends on stock it owns. The dividends are business earnings.

Example 2: The taxpayer is engaged in a multi-state manufacturing and wholesaling business. In
connection with that business the taxpayer maintains special accounts to cover such items as
workmen'’s compensation claims, etc. A portion of the moneys in those accounts is invested in
interest bearing bonds. The remainder is invested in various common stocks listed on national
stock exchanges. Both the interest income and any dividends are business earnings.

Example 3: The taxpayer and several unrelated corporations own all of the stock of a corporation
whose business operations consist solely of acquiring and processing materials for delivery to the
corporate owners. The taxpayers acquired the stock in order to obtain a source of supply of
materials used in its manufacturing business. The dividends are business earnings.

Example 4: The taxpayer is engaged in a multi-state heavy construction business. Much of its
construction work is performed for agencies of the federal government and various state
governments. Under state and federal laws applicable to contracts for these agencies, a
contractor must have adequate bonding capacity, as measured by the ratio of its current assets
(cash and marketable securities) to current liabilities. In order to maintain an adequate bonding
capacity, the taxpayer holds various stocks and interest bearing securities. Both the interest
income and any dividends received are business earning.

Example 5. The taxpayer received dividends from the stock of its subsidiary or affiliate which acts
as the marketing agency for products manufactured by the taxpayer. The dividends are business
earnings.

(e) Patent and Copyright Royalties. Patent and copyright royalties are business income where the
patent or copyright with respect to which the royalties were received arises out of or was created
in the regular course of the taxpayer's trade or business operations or where the royalty income
from the use or management of the patent or copyright constitutes an integral part of the
taxpayer's regular trade or business operations.

Example 1: The taxpayer is engaged in the multi-state business of manufacturing and selling
industrial chemicals. In connection with that business the taxpayer obtained patents on certain of
its products. The taxpayer licensed the production of the chemicals in foreign countries, in return
for which the taxpayer receives royalties. The royalties received by the taxpayer are business
earnings.

Example 2: The taxpayer is engaged in the music publishing business and holds copyrights on
numerous songs. The taxpayer acquires the assets of a smaller publishing company, including
music copyrights. These acquired copyrights are thereafter used by the taxpayer in its business.
Any royalties received on these copyrights are business earnings.

(3) Proration of Deductions. As a general rule, the allowable deductions for expenses of a taxpayer are
related to both business and nonbusiness earnings. Such items as administrative costs, taxes, insurance,
repairs, maintenance, and depreciation are to be considered. in the absence of evidence to the contrary,
it is assumed that the expenses related to nonbusiness rental earnings will be an amount equal to 50% of
such earnings and that expenses related to other nonbusiness earnings will be an amount equal to 5% of
such earnings.

Authority: T.C.A. §§67-1-102, 67-4-2004, and 67-4-2010.

Rule 1320-06-01-.27 is amended by deleting it in its entirety and substituting instead, the following language:

S$S-7039 (November 2014) 22 RDA 1693



1320-06-01-.27 Property Factor.

(1)

(2)

3)

(4)

In General. The property factor of the apportionment formula for the trade or business of the taxpayer
shall include all real and tangible personal property owned or rented by the taxpayer and used during the
tax period in the regular course of such trade or business. The term “real and tangible personal property”
includes land, buildings, machinery, stocks of goods, equipment, and other real and tangible personal
property but does not include coin or currency. Property used in connection with the production of
nonbusiness earnings shall be excluded from the property factor. Property used both in the production of
business earnings and in the production of nonbusiness earnings shall be included in the property factor
only to the extent the property is used in the production of business earnings. The method of determining
that portion of the value to be included in the factor will depend upon the facts of each case. The property
factor shall include the average value of property includable in the factor. See Rule 1320-06-01-.28.

Property Factor — Property Used for the Production of Business Earnings. Property shall be included in
the property factor if it is actually used or is available for use or capable of being used during the tax
period for the production of business earnings. Property held as reserves or standby facilities or property
held as a reserve source of materials shall be included in the factor. For example, a plant temporarily idle
or raw material reserves not currently being processed are inciudable in the factor. Property or equipment
under construction during the tax period (except inventoriable goods in process) shall be excluded from
the factor until such property is actually used to produce business earnings. If the property is partially
used to produce business earnings while under construction, the value of the property to the extent used
shall be included in the property factor. Property used to produce business earnings shall remain in the
property factor until its permanent withdrawal is established by an identifiable event such as its
conversion to the production of nonbusiness earnings or its sale.

Example 1: Taxpayer closed its manufacturing plant in State X and held such property for sale. The
property remained vacant until its sale one year later. The value of the manufacturing plant is included in
the property factor until the plant is sold.

Example 2: Same as above except that the property was rented until the plant was sold. The plant is
included in the property factor until the plant is sold.

Property Factor — Numerator. The numerator of the property factor shall include the average value of the
real and tangible personal property owned or rented by the taxpayer and used in this state during the tax
period to produce business earnings. Property in transit between locations of the taxpayer to which it
belongs shall be considered to be at the destination for purposes of the property factor. Property in transit
between a buyer and seller which is included by a taxpayer in the denominator of its property factor in
accordance with its regular accounting practices shall be included in the numerator according to the state
of destination. The value of mobile or movable property such as construction equipment, trucks or leased
electronic equipment which are located within and without this state during the tax period shall be
determined for purposes of the numerator of the factor on the basis of total time within the state during
the tax period. An automobile assigned to a traveling employee shall be inciuded in the numerator of the
factor of the state to which the employee’s compensation is assigned under the payroll factor or in the
numerator of the state in which the automobile is licensed.

Zero Denominator. In the use of any apportionment formula, where the denominator of a factor is zero,
such factor must be eliminated entirely and the average then computed from the remaining factor or
factors.

Authority: T.C.A. §§67-1-102 and 67-4-2012.

Rule 1320-06-01-.28 is amended by deleting it in its entirety and substituting instead, the following language:

1320-06-01-.28 Property Factor — Valuation.

(1)

Valuation of Owned Property.

(a) Property owned by the taxpayer shall be valued at its original cost. As a general rule “original
cost” is deemed to be the basis of the property for federal tax purposes (prior to any federal
adjustments) at the time of acquisition by the taxpayer and adjusted by subsequent capital
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additions or improvements thereto and partial disposition thereof, by reason of sale,; exchange,
abandonment, etc. If original cost of property is unascertainable, the property is included in the
factor at its fair market value as of the date of acquisition by the taxpayer.

Example 1: The taxpayer acquired a factory building in this state at a cost of $500,000 and 18
months later expended $100,000 for major remodeling of the building. Taxpayer files its return for
the current taxable year on the calendar-year basis. Depreciation deduction in the amount of
$22,000 was claimed on the building for its return for the current taxable year. The value of the
building includable in the numerator and denominator of the property factor is $600,000 as the
depreciation deduction is not taken into account in determining the value of the building for
purposes of the factor.

Example 2: During the current taxable year, X Corporation merges into Y Corporation in a tax-
free reorganization under the Internal Revenue Code. At the time of the merger, X Corporation
owns a factory which X built five years earlier at a cost of $1,000,000. X has been depreciating
the factory at the rate of two percent per year, and its basis in X's hands at the time of the merger
is $900,000. Since the property is acquired by Y in a transaction in which, under the Internal
Revenue Code, its basis in Y's hands is the same as its basis in X’s, Y includes the property in
Y’s property factor at X's original cost, without adjustment for depreciation, i.e., $1,000,000.

(b) Inventory of stock of goods shaill be included in the factor in accordance with the valuation
method used for federal income tax purposes.

(c) Property acquired by gift or inheritance shall be included in the factor at its basis for determining
depreciation for federal income tax purposes.

(2) Valuation of Rented Property.

(a) Property rented by the taxpayer is valued at eight times the net annual rental rate. The net annual
rental rate for any item of rented property is the annual rental rate paid by the taxpayer for such
property, less the aggregate annual subrental rates paid by subtenants of the taxpayer. Subrents
are not deducted when the subrents constitute business earnings.

Example 1: The taxpayer receives subrents from a bakery concession in a food market operated
by the taxpayer. Since the subrents are business earnings they are not deducted from rent paid
by the taxpayer for the food market.

(b) “Annual rental rate” is the amount paid as rental for property for a 12-month period (i.e., the
amount of the annual rent). Where property is rented for less than a 12-month period, the rent
paid for the actual period of rental shall constitute the “annual rental rate” for the tax period.
However, where a taxpayer has rented property for a term of 12 or more months and the current
tax period covers a period of less than 12 months (due, for example, to a reorganization or
change of accounting period), the rent paid for the short tax period shall be annualized. If the
rental term is for less than 12 months, the rent shall not be annualized beyond its term. Rent shall
not be annualized because of the uncertain duration when the rental term is on a month to month
basis. If property owned by others is used by the taxpayer at no charge or rented by the taxpayer
for a nominal rate, the net annual rental rate for such property shall be determined on the basis of
a reasonable market rental rate for such property.

Example 1: Taxpayer A which ordinarily files its returns based on a calendar year is merged into
Taxpayer B on April 30. The net rent paid under a lease with five (5) years remaining is $2,500 a
month. The rent for the tax period January 1 to April 30 is $10,000. After the rent is annualized
the net rent is $30,000 ($2,500 X 12).

Example 2. Same facts as in Example 1, except that the lease would have terminated on August
31. In this case the annualized net rent is $20,000 ($2,500 X 8).

(c) “Annual rent” is the actual sum of money or other consideration payable, directly or indirectly, by
the taxpayer or for its benefit for the use of the property and includes:
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1. Any amount payable for the use of real or tangible personal property, or any part thereof
whether designated as a fixed sum of money or as a percentage of sales, profits or
otherwise.

Example: A taxpayer, pursuant to the terms of a lease, pays a lessor $1,000 per month as a
base rental and at the end of the year pays the lessor one percent of its gross sales of
$400,000. The annual rent is $16,000 ($12,000 plus one percent of $400,000 or $4,000).

2. Any amount payable as additional rent or in lieu of rents, such as interest, taxes, insurance,
repairs or any other items which are required to be paid by the terms of the lease or other
arrangement, not including amounts paid as service charges, such as utilities, janitor
services, etc. If a payment includes rent and other charges unsegregated, the amount of rent
shall be determined by consideration of the relative values of the rent and the other items.

Example (i): A taxpayer, pursuant to the terms of a lease, pays the lessor $12,000 a year rent
plus taxes in the amount of $2,000 and interest on a mortgage in the amount of $1,000. The
annual rent is $15,000.

Example (ii): A taxpayer stores part of its inventory in a public warehouse. The total charge
for the year was $1,000 of which $700 was for the use of storage space and $300 for
inventory insurance, handling and shipping charges, and C.O.D. collections. The annual rent
is $700. “Annual rent” does not include incidental day-to-day expenses such as hotel or motel
accommodations, daily rental of automobiles, etc.

(d) Leasehold improvements shall, for the purposes of the property factor, be treated as property
owned by the taxpayer regardless of whether the taxpayer is entitled to remove the improvements
or the improvements revert to the lessor upon expiration of the lease. Hence, the original cost of
leasehold improvements shall be included in the factor.

Authority: T.C.A. §§67-1-102 and 67-4-2012.
1320-06-01-.29 is amended by updating the Authority section as follows:
Authority: T.C.A. §§67-1-102 and 67-4-2012.
Rule 1320-06-01-.30 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.30 Payroll Factor.
(1) In General.

(a) The payroli factor of the apportionment formula shall include the total amount paid by the
taxpayer in the regular course of its trade or business for compensation during the tax period.

(b) The total amount “paid” to employees is determined upon the basis of the taxpayer’'s accounting
method. If the taxpayer has adopted the accrual method of accounting, all compensation properly
accrued shall be deemed to have been paid. Notwithstanding the taxpayer’s method of
accounting, at the election of the taxpayer, compensation paid to employees may be included in
the payroll factor by use of the cash method if the taxpayer is required to report such
compensation under such method for unemployment compensation purposes. The compensation
of any employee on account of activities which are connected with the production of nonbusiness
earnings shall be excluded from the factor.

Example 1. The taxpayer used some of its employees in the construction of a storage building
which, upon completion, is used in the regular course of taxpayer’s trade or business. The wages
paid to those employees are treated as a capital expenditure by the taxpayer. The amount of
such wages is included in the payroll factor.
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(2)

3)

4)

Example 2: The taxpayer owns various securities which it holds as an investment separate and
apart from its trade or business. The management of the texpayer’s investment portfolio is the
only duty of Mr. X, an employee. The salary paid to Mr. X is excluded from the payroll factor.

(c) The term “compensation” means wages, salaries, commissions and any other form of
remuneration paid to employees for personal services. Payments made to an independent
contractor or any other person not properly classifiable as an employee are excluded. Only
amounts paid directly to employees are included in the payroll factor. Amounts considered paid
directly include the value of board, rent, housing, lodging, and other benefits or services furnished
to employees by the taxpayer in return for personal services provided that such amounts
constitute income to the recipient under the federal internal Revenue Code. In the case of
employees not subject to the federal Internal Revenue Code, e.g., those employed in foreign
countries, the determination of whether such benefits or services would constitute income to the
employees shall be made as though such employees were subject to the federal Internal
Revenue Code.

(d) The term “employee” means any officer of a corporation, or any individual who, under the usual
common law rules appilicable in determining the employer-employee relationship, has the status
of an employee. Generally, a person will be considered to be an employee if he is included by the
taxpayer as an employee for purposes of the payroll taxes imposed by the Federal Insurance
Contributions Act; except that, since certain individuals are included within the term “employees”
in the Federal Insurance Contributions Act who would not be employees under the usual common
law rule, it may be established that a person who is included as an employee for purposes of the
Federal Insurance Contributions Act is not an employee for purposes of this regulation.

Denominator. The denominator of the payroll factor is the total compensation paid everywhere during the
tax period. Accordingly, compensation paid to employees whose services are performed entirely in a
state where the taxpayer is immune from taxation, for example, by Public Law 86-272, is included in the
denominator of the payroll factor.

Example: A taxpayer has employees in its state of legal domicile (State A) and is taxable in State B. In
addition, the taxpayer has other employees whose services are performed entirely in State C where the
taxpayer is immune from taxation by Public Law 86-272. As to these latter employees, the compensation
will be assigned to State C where their services are performed (i.e., included in the denominator - but not
the numerator - of the payroll factor) even though the taxpayer is not taxable in State C.

Numerator. The numerator of the payroll factor is the total amount paid in this state during the tax period
by the taxpayer for compensation. The tests in T.C.A. §67-4-2012 to be applied in determining whether
compensation is paid in this state are derived from the Model Unemployment Compensation Act.
Accordingly, if compensation paid to employees is included in the payroll factor by use of the cash
method of accounting or if the taxpayer is required to report such compensation under such method for
unemployment compensation purposes, it shall be presumed that the total wages reported by the
taxpayer to this state for unemployment compensation purposes constitute compensation paid in this
state except for compensation excluded under Rule 1320-06-01-.30. The presumption may be overcome
by satisfactory evidence that an employee’s compensation is not properly reportable to this state for
unemployment compensation purposes.

Zero Denominator. In the use of any apportionment formula, where the denominator of a factor is zero,
such factor must be eliminated entirely and the average then computed from the remaining factor or
factors.

Authority: T.C.A. §§67-1-102 and 67-4-2012.

Rule 1320-06-01-.31 is amended by changing the title of the rule to Payroil Factor — Compensation Paid in this
State and deleting the word “work” in the second sentence of subsection (1)(b) and substituting the word “word.” It
is also amended by updating the Authority as follows:

Authority: T.C.A. §§67-1-102 and 67-4-2012.

Rule 1320-06-01-.32 is amended by deleting it in its entirety and substituting instead, the following language:
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1320-06-01-.32 Sales Factor.

(1) In General.

(@)

(b)

T.C.A. §67-4-2004 defines the term “sales” to mean ail gross receipts of the taxpayer not
allocated under §67-4-2011. Thus, for the purposes of the sales factor of the apportionment
formula, the term “sales” means all gross receipts derived by the taxpayer from transactions and
activity producing business earnings. The following are rules for determining “sales” in various

* situations:

1. In the case of a taxpayer engaged in manufacturing and selling or purchasing and reselling
goods or products, “sales” includes all gross receipts from the sales of such goods or
products (or other property of a kind which would properly be included in the inventory of the
taxpayer if on hand at the close of the tax period) held by the taxpayer primarily for sale to
customers. Gross receipts for this purpose means gross sales, less returns and allowances,
and includes all interest income, service charges, carrying charges, or time-price differential
charges incidental to such sales. Federal and state excise taxes (including sales taxes) shall
be included as part of such receipts if such taxes are passed on to the buyer or included as
part of the selling price of the product.

2. In the case of cost plus fixed fee contracts, such as the operation of a government-owned
plant for a fee, “sales” include the entire reimbursed cost, plus the fee.

3. In the case of a taxpayer engaged in providing services, such as the operation of an
advertising agency, or the performance of equipment service contract, research and
development contracts, “sales” includes the gross receipts from the performance of such
services including fees, commissions, and similar items.

4. Inthe case of a taxpayer engaged in renting real or tangible property, “sales” includes the
gross receipts from the rental, lease, or licensing the use of the property.

5. In the case of a taxpayer engaged in the sale, assignment, or licensing of intangible personal
property such as patents and copyrights, “sales” includes the gross receipts therefrom.

6. If a taxpayer derives receipts from the sale of equipment used in its business, such receipts
constitute “sales.” For example, a truck express company owns a fleet of trucks and sells its
trucks under a regular replacement program. The gross receipts from the sales of the trucks
are inciuded in the sales factor.

in some cases certain gross receipts should be disregarded in determining the sales factor in
order that the apportionment formula will operate fairly to apportion to this state the business
earnings of the taxpayer’s trade or business. For example, where substantial amounts of gross
receipts arise from the sale of fixed assets used in the trade or business, such as the sale of a
factory or plant, gross receipts will be excluded from the sales factor. In order to give proper
recognition to the apportionment of business earnings (loss) in such instances, the net gain
arising from the transaction or activity will be included in the sales factor.

(2) Zero Denominator. In the use of any apportionment formula, where the denominator of a factor is zero,
such factor must be eliminated entirely and the average then computed from the remaining factor or

factors.

Authority: T.C.A. §§67-1-102, 67-4-2004, and 67-4-2011.

Rule 1320-06-01-.33 is amended by deleting it in its entirety and substituting instead, the following language:

1320-06-01-.33 Sales Factor — Sales of Tangible Personal Property.

(1) Sales Of Tangible Personal Property Are In This State.
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(a) Gross receipts from the sales of tangible personal property (except sales to the United States
Government; see Rule 1320-06-01-.33(2)) are in this state if the property is delivered or shipped
to a purchaser within this state regardless of the f.0.b. point or other conditions of sale.

(b) Property shall be deemed to be delivered or shipped to a purchaser within this state if the
recipient is located in this state, even though the property is ordered from outside this state.

Example: The taxpayer, with inventory in State A, sold $100,000 of its products to a purchaser
having branch stores in several states including this state. The order for the purchase was placed
by the purchaser’s central purchasing department located in State B. $25,000 of the purchase
order was shipped directly to purchaser’s branch store in this state. The branch store in this state
is the “purchaser within this state” with respect to $25,000 of the taxpayer’s sales.

(c) Property is delivered or shipped to a purchaser within this state if the shipment terminates in this
state, even though the property is subsequently transferred by the purchaser to another state.

Example: The taxpayer makes a sale to a purchaser who maintains a central warehouse in this
state at which all merchandise purchases are received. The purchaser reships the goods to its
branch stores in other states for sale. All of taxpayer's products shipped to the purchaser’s
warehouse in this state are property “delivered or shipped to a purchaser within this state”.

(d) The term “purchaser within this state” shall include the ultimate recipient of the property if the
taxpayer in this state, at the designation of the purchaser, delivers to or has the property shipped
to the ultimate recipient within this state.

Example: A taxpayer in this state sold merchandise to a purchaser in State A. Taxpayer directed
the manufacturer or supplier of the merchandise in State B to ship the merchandise to the
purchaser’s customer in this state pursuant to purchaser’s instructions. The sale by the taxpayer
is “in this state”.

(e) When property being shipped by a seller from the state of origin to a consignee in another state is
diverted while en route to a purchaser in this state, the sales are in this state.

Example: The taxpayer, a produce grower in State A, begins shipment of perishable produce to
the purchaser’s place of business in State B. While en route the produce is diverted to the
purchaser’s place of business in this state where the taxpayer is subject to tax. The sale by the
taxpayer is attributed to this state.

(2) Sales Factor — Sales of Tangible Personal Property to United States Government in this State. Gross
receipts from the sales of tangible personal property to the United States Government are in this state if
the property is shipped from an office, store, warehouse, factory, or other place of storage in this state.
For the purposes of this regulation, only sales for which the United States Government makes direct
payment to the seller pursuant to the terms of a contract constitute sales to the United States
Government. Thus, as a general rule, sales by a subcontractor to the prime contractor, the party to the
contract with the United States Government, do not constitute sales to the United States Government.
However, sales made to a prime contractor will be considered sales to the United States Government
where the prime contractor is authorized to act as agent for the United States Government and for this
reason qualifies to purchase only under Federal Supply Contracts entered into between the taxpayer and
the United States Government.

Example 1: A Taxpayer contracts with General Services Administration to deliver X nhumber of trucks
which were paid for by the United States Government. The sale is a sale to the United States
Government.

Example 2: The taxpayer as a subcontractor to a prime contractor with the National Aeronautics and
Space Administration contracts to build a component of a rocket for $1,000,000. The sale by the
subcontractor to the prime contractor is not a sale to the United States Government.

Authority: T.C.A. §§67-1-102 and 67-4-2012.
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Rule 1320-06-01-.34 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.34 Sales Factor — Qualified Member of a Qualified Group.

(1) In General. T.C.A. §67-4-2012(j) states that for any qualified member of a qualified group, the numerator
of the sales factor equals the receipts from all sales of tangible personal property attributed to Tennessee
under the sourcing rules for tangible personal property plus the arithmetical average of receipts from all
sales other than sales of tangible personal property that are in Tennessee as determined under (1)
market-based sourcing, and (2) where the earnings producing activity is performed (a) in this state or (b)
both in and outside of Tennessee and a greater proportion of the earnings-producing activity is performed
in Tennessee than any other state, based on cost of performance.

(2) Earnings Producing Activity; Defined. The term “earnings producing activity” applies to each separate
item of income and means the transactions and activity directly engaged in by the taxpayer in the regular
course of its trade or business for the ultimate purpose of obtaining gains or profit. Such activity does not
include transactions and activities performed on behalf of a taxpayer, such as those conducted on its
behalf by an independent contractor. Accordingly, the earnings producing activity includes but is not
limited to the following:

(a) The rendering of personal services by employees or the utilization of tangible and intangible
property by the taxpayer in performing a service.

(b) The sale, rental, leasing, or licensing or other use of real property.
(c) The rental, leasing, licensing or other use of tangible personal property.

(d) The sale, licensing or other use of intangible personal property. The mere holding of intangible
personal property is not, of itself, an earnings producing activity.

(3) Costs of Performance; Defined. The term “costs of performance” means direct costs determined in a
manner consistent with generally accepted accounting principles and in accordance with accepted
conditions or practices in the trade or business of the taxpayer.

Authority: T.C.A. §§67-1-102 and 67-4-2012.
Rule 1320-06-01-.35 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.35 Variances.

(1) T.C.A §§67-4-2112 and 67-4-2014 provide that if the allocation and apportionment provisions do not
fairly represent the extent of the taxpayer’s business activity in this state, the taxpayer may petition for or
the Commissioner of Revenue may require, in respect to all or any part of the taxpayer’'s business activity,
if reasonable:

(a) Separate accounting;
(b) The exclusion of any one or more of the factors;

(¢) The inclusion of one or more additional factors which will fairly represent the taxpayer’s business
activity in this state; or

(d) The employment of any other method to effectuate an equitable allocation and apportionment of
the taxpayer’s capital and net earnings for purposes of computing franchise and excise taxes.
§§67-4-2112 and 67-4-2014 permit a departure from the allocation and apportionment provisions
only in limited and specific cases. §§67-4-2112 and 67-4-2014 may be invoked only in specific
cases where unusual fact situations (which ordinarily will be unique and nonrecurring) produce
incongruous results under the apportionment and allocation provisions contained in the Franchise
and Excise Tax Laws.
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(2) As provided by law, the Commissioner is given authority to require combined reports covering members
of an affiliated group of corporations. In the event of inter-company activity in the manufacture, production
or sales of products, the Commissioner may require a combined report if such is necessary to obtain an
equitable and appropriate result.

(3) Application for relief must be addressed to the Commissioner with the filing of a petition, in writing, setting
forth the reasons why application of the statutory allocation and apportionment provisions do not fairly
represent the extent of the taxpayer’s business activity in this state. It must be shown by 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. Such application must also include a proposed alternative
method of allocation or apportionment to be used by the corporation, and be submitted by the taxpayer on
or before the statutory due date of the return. In the event that a variation from the statutory provisions is
adopted, then such method shall continue in effect so long as the circumstances justifying the variation
remain substantially unchanged. It shall be the duty of the taxpayer to furnish each subsequent year such
information with the filing of its return as will establish the fact that the circumstances remain substantially
unchanged.

Authority: T.C.A. §§67-1-102, 67-4-2012, 67-4-2013, 67-4-2014, and 67-4-2111.
Rule 1320-06-01-.38 is amended by deleting it in its entirety and substituting instead, the following language:
1320-06-01-.38 Constructing or Improving Real Property — Special Apportionment Rules.

Earnings from construction contracts must be apportioned to Tennessee pursuant to the property, payroll, and
sales apportionment factors set forth in T.C.A. §67-4-2012. Property, payroll, and sales apportionment factors for
the apportionment of income from construction contracts shail be determined as follows:

(1) Property Factor. In general, the numerator and denominator of the property factor shall be determined as
set forth in T.C.A. §67-4-2012(b), (c) and (d), and Rules 1320-06-01-.27 through .29, inclusive. However,
the following special rules are also applicable.

(a) Rents paid for the use of equipment are included in the property factor at eight times the net
annual rental rate even though such rental expense may be capitalized into the costs of
construction.

(b) “Rents paid” shall include rent expense in the income year for which it is deductible under the
taxpayer’'s method of accounting for federal income tax purposes.

(c) Rent expense which is capitalized to a particular construction project shall be attributed to the
state in which the construction project is located.

(2) Payroll Factor. In general, the numerator and denominator of the payroli factor shall be determined as set
forth in T.C.A. §67-4-2012 (e) and (f) and Rules 1320-06-01-.30 and .31. However the following special
rules are also applicable.

(a) Compensation paid to employees which is attributable to a particular construction project is
included in the payroll factor even though capitalized into the costs of construction.

(b) The payroll factor is computed by including compensation in the income year for which it is
deductible under the taxpayer's method of accounting for federal income tax purposes.

(c) Compensation paid to employees which is capitalized to a particular construction project shall be
attributed to the state in which the construction project is located.

(3) Sales Factor. in general, the numerator and denominator of the sales factor shall be determined as set
forth in T.C.A. §67-4-2012(g), (h) and (i), Rules 1320-06-01-.32 through .34, inclusive, and Rule 1320-06-
01-.42. However, the following special rules are also applicable:

(a) The sales factor is computed by including gross receipts in the income year for which it is
includable under the taxpayer's method of accounting for federal income tax purposes.
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(b) Gross receipts derived from the performance of a contract are attributable to Tennessee if the
construction project is located in Tennessee. If the construction project is located partly within and
partly without Tennessee, the gross receipts, payroll and property factors attributable to
Tennessee are based upon the ratio which construction costs for the project in Tennessee bear
to the total of construction costs for the entire project or any other method, such as engineering
cost estimates, which will provide a reasonable apportionment.

Authority: T.C.A. §§67-1-102 and 67-4-2012.

New
1320-06-01-.40 is added as follows:
1320-06-01-.40 Disregarded Entities.

(1) Disregarded Limited Liability Companies. A limited liability company is disregarded for franchise and
excise tax purposes only if it is disregarded for federal income tax purposes and its single member is
classified as a corporation for federal income tax purposes. If a limited liability company does not meet
both of these requirements, it will be treated separately for franchise and excise tax-purposes and must
file its own separate franchise and excise tax return.

(2) Other Federally Disregarded Entities. Only a limited liability company meeting the requirements of (1) will
be disregarded for franchise and excise tax purposes. All other taxpayers subject to the franchise or
excise tax will be treated separately, regardless of whether they are otherwise disregarded for federal
income tax purposes.

(3) Tiered Ownership of Limited Liability Companies. To determine whether a limited liability company is
disregarded for franchise and excise tax purposes when it is only indirectly owned by a corporation, the
analysis must take a “top down” approach and begin with the corporation and all directly-owned entities
that directly or indirectly own the limited liability company.

Example 1: Corporation X is the single member of LLC1. LLC1 is the single member of LLC2. Corporation
X is classified as a corporation for federal income tax purposes. Both LLC1 and LLC2 are disregarded for
federal income tax purposes. LLC1 is disregarded for franchise and excise tax purposes to Corporation X.
As a disregarded entity, LLC1 is treated as a division of Corporation X and not as a separate entity. As a
result, the ownership interest held by LLC1 in LLC2 is treated as owned directly by Corporation X. LLC2
is disregarded for franchise and excise tax purposes to Corporation X because its single member for tax
purposes is Corporation X, a corporation.

Example 2: Corporation X is the single member of LLC1 and LLC2, each of which has a 50% ownership
interest in LLC3. Corporation X is classified as a corporation for federal income tax purposes. LLC1,
LLC2, and LLC3 are each disregarded for federal income tax purposes. LLC1 and LLC2 are each
disregarded for franchise and excise tax purposes to Corporation X. As disregarded entities, LLC1 and
LLC2 are each treated as a division of Corporation X and not as separate entities. As a result, the
ownership interests held by LLC1 and LLC2 in LLC3 are treated as owned directly by Corporation X.
LLC3 is disregarded to Corporation X for franchise and excise tax purposes because Corporation X is
treated as its single member.

(4) Not-For-Profit Subsidiaries. Except as provided in T.C.A. §§67-4-2007 and -2105, a not-for-profit entity is
generally exempt from franchise and excise taxes. T.C.A. §67-4-2004 defines a “not-for-profit” entity as
“any person described in §401, §408, §408A, §409, §501, §526, §527, §528, §529 or §530 of the Internal
Revenue Code, codified in 26 U.S.C. §401, §408, §408A, §409, §501, §526, §527, §528, §529 or §530.”
If a taxpayer is disregarded for federal income tax purposes to an entity meeting the definition of a not-for-
profit, the taxpayer also meets the definition of a not-for-profit and is exempt from franchise and excise
taxes to the extent provided by T.C.A. §§67-4-2007 and -2105, regardless of whether the taxpayer is
treated as a separate or disregarded entity for franchise and excise tax purposes.

Authority: T.C.A. §§67-1-102, 67-4-2004, 67-4-2007, 67-4-2105, 67-4-2106, and 48-249-1003.
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Rule 1320-06-01-.41 is added as follows:
1320-06-01-.41 Series Limited Liability Companies.

(1) The Tennessee Revised Limited Liability Company Act, T.C.A. §§48-249-101 et. seq., generally permits
the establishment of one or more designated “series” within a limited liability company, commonly referred
to as the “Master LLC.” The Master LLC and each series is treated as a separate entity and must
determine its tax classification as though it were a separate limited liability company. The Master LLC and
each series wiil generally be classified as a corporation, partnership, or other type of business entity,
consistent with the way it is classified for federal income tax purposes. A Master LLC or a series that is
wholly owned by a corporation and that is disregarded for federal income tax purposes will be
disregarded for franchise and excise tax purposes. All other federally disregarded Master LLCs or series
are treated as separate entities for franchise and excise tax purposes.

(2) A Master LLC and each series doing business in and having substantial nexus with Tennessee must
separately register with the department and set up separate tax accounts. A series must provide on its
application for franchise, excise tax registration information about the Master LLC under whose
organization documents the series was authorized.

(3) Unless a series is classified as a disregarded entity for franchise and excise tax purposes, each series
must file a separate tax return. The Master LLC must also file a separate return unless disregarded. The
Master LLC and each series will be treated as separate entities for purposes of assessments, refunds
and taxpayer remedies, unless disregarded.

(4) The Master LLC and each series must apply separately to qualify for any applicable franchise and excise
tax exemption. On any application for exemption, the series should state that it is a limited liability
company. Because each series is treated as a separate entity under state law, only that series’ activities,
income, and other attributes will be considered in any applicable exemption determination.

(5) If a series terminates its existence, it must obtain a separate tax clearance.
Authority: T.C.A. §§67-1-102, 67-4-2004, 67-4-2007, 67-4-2106, 48-249-101, 48-249-309, and 48-249-1003.
Rule 1320-06-01-.42 is added as follows:
1320-06-01-.42 Sales Factor — Sales Other than Sales of Tangible Personal Property in this State.
(1) General Rules.

(a) Market-Based Sourcing. Sales, other than sales of tangible personal property, are in Tennessee if
and to the extent that the taxpayer's market for the sales is in Tennessee. In general, the
provisions in this section establish uniform rules for (1) determining whether and to what extent
the market for a sale other than the sale of tangible personal property is in Tennessee, (2)
reasonably approximating the state or states of assignment where such state or states cannot be
determined, and (3) excluding the sale where the state or states of assignment cannot be
determined or reasonably approximated.

(b) Outline of topics. The provisions in this regulation are organized as follows.

(1) General Rules.
(a) Market-Based Sourcing
(b) Outline of Topics
(c) Definitions
(d) General Principles of Application; Contemporaneous Record
(e) Rules of Reasonable Approximation
(f) Exclusion of Sales from the Sales Factor

(2) Sale, Rental, Lease or License of Real Property.
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(3) Rental, Lease or License of Tangible Personal Property.

(4) Sale of a Service.

(a) General Ruie

(b) In-Person Services

(c) Services Delivered to the Customer or on Behalf of the Customer, or Delivered
Electronically Through the Customer

(d) Professional Services

(e) Broadcast Advertising

(5) License or Lease of Intangible Property.

(a) General Rules

(b) License of a Marketing Intangible

(c) License of a Production Intangible

(d) License of a Broadcasting Intangible

(e) License of Mixed Intangible

(f) License of Intangible Property where Substance of the Transaction Resembles a
Sale of Goods or Services

(9) Examples

(6) Sale of intangible Property.

(a) Assignment of Sales
(b) Examples

(7) Special Rules.

(a) Software Transactions
(b) Sales or Licenses of Digital Goods and Services
(c) Enforcement of Legal Rights

(c) Definitions. For the purposes of this regulation the following terms have the following meanings.

1.

“Billing address” means the location indicated in the books and records of the taxpayer as
the primary mailing address relating to a customer's account as of the time of the
transaction as kept in good faith in the normal course of business and not for tax
avoidance purposes.

“Broadcast customer” means a person, corporation, partnership, limited liability company,
or other entity, such as an advertiser or a platform distribution company, that has a direct
connection or contractual relationship with the broadcaster under which revenue is
derived by a broadcaster.

“Broadcaster” means a taxpayer that is a television broadcast network, a cable program
network, or a television distribution company. The term “broadcaster’ does not inciude a
platform distribution company.

“Business customer’” means a customer that is a business operating in any form,
including an individual who operates a business through the form of a sole proprietorship.
Sales to a non-profit organization, to a trust, to the U.S. Government, to any foreign, state
or local government, or to any agency or instrumentality of such government shall be
treated as sales to a business customer and shall be assigned consistent with the rules
that apply to such sales.

“Commercial domicile” means the principal place from which the trade or business of a
business entity is directed or managed.
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6. “Film programming” means one or more performances, events, or productions (or
segments of performances, events, or productions) intended to be distributed for visual
and auditory perception, including but not limited to news, entertainment, sporting events,
plays, stories, or other literary, commercial, educational, or artistic works.

7. ‘“Individual customer” means any customer who is not a business customer.

8. “Place of order,” means the physical location from which a customer places an order for a
sale other than a sale of tangible personal property from a taxpayer, resulting in a
contract with the taxpayer.

9. “Platform distribution company” means a cable service provider, a direct broadcast
satellite system, an Internet content distributor, or any other distributor that directly
charges viewers for access to any film programming.

10. “State where a contract of sale is principally managed by the customer,” means the
primary location at which an employee or other representative of a customer serves as
the primary contact person for the taxpayer with respect to the implementation and day-
to-day execution of a contract entered into by the taxpayer with the customer.

(d) General Principles of Application; Contemporaneous Records. In order to satisfy the
requirements of this regulation, a taxpayer's assignment of sales of other than tangible personal
property must be consistent with the following principles:

1. A taxpayer's application of the rules set forth in this regulation shall be based on objective
criteria and shall consider all sources of information reasonably available to the taxpayer
at the time of its tax filing including, without limitation, the taxpayer's books and records
kept in the normal course of business. A taxpayer's method of assigning its sales shall be
determined in good faith, applied in good faith, and applied consistently with respect to
similar transactions and year to year. A taxpayer shall retain contemporaneous records
that explain the determination and application of its method of assigning its sales,
including its underlying assumptions, and shall provide such records to the Commissioner
of Revenue upon request.

2. The provisions of Rule 1320-06-01-.42(4)-(7) provide for various assignment rules that
apply sequentially in a hierarchy. For each sale to which a hierarchical rule applies, &
taxpayer must make a reasonable effort to apply the primary rule applicable to the sale
before seeking to apply the next rule in the hierarchy (and must continue to do so with
each succeeding rule in the hierarchy, where applicable). For example, in some cases,
the applicable rule first requires a taxpayer to determine the state or states of
assignment, and where the taxpayer cannot do so, the rule then requires the taxpayer to
reasonably approximate such state or states. In such cases, the taxpayer must in good
faith and with reasonable effort attempt to determine the state or states of assignment
(i.e., apply the primary rule in the hierarchy) before it may reasonably approximate such
state or states.

3. A taxpayer's method of assigning its sales, including the use of a method of
approximation, where applicable, must reflect an attempt to obtain the most accurate
assignment of sales consistent with the regulatory standards set forth in this regulation,
rather than an attempt to lower the taxpayer’s tax liability. A method of assignment that is
reasonable for one taxpayer may not necessarily be reasonable for another taxpayer,
depending upon the applicable facts.

(e) Rules of Reasonable Approximation.

1. In General. In general, the provisions of Rule 1320-06-01-.42(4)-(7) establish uniform
rules for determining whether and to what extent the market for a sale other than the sale
of tangible personal property is in Tennessee. The provisions of the regulation ailso set
forth rules of reasonable approximation, which apply where the state or states of
assignment cannot be determined. In some instances, the reasonable approximation
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must be made in accordance with specific rules of approximation prescribed by this
regulation. See, e.g., Rule 1320-06-01-.42(4)(d) (pertaining to professional services). In
other cases, the applicable rule in this regulation permits a taxpayer to reasonably
approximate the state or states of assignment, using a method that reflects an effort to
approximate the results that would be obtained under the applicable rules or standards
set forth in this regulation.

2. Approximation Based Upon Known Sales. In any instance where, applying the applicable
rules set forth in Rule 1320-06-01-.42(4) (pertaining to sales of services), a taxpayer can
ascertain the state or states of assignment of a substantial portion of its sales of
substantially similar services (“assigned sales”), but not all of such sales, and the
taxpayer reasonably believes, based on all available information, that the geographic
distribution of some or all of the remainder of such sales generally tracks that of the
assigned sales, it shall include those sales which it believes track the geographic
distribution of the assigned sales in its sales factor in the same proportion as its assigned
sales. This rule also applies in the context of licenses and sales of intangible property
where the substance of the transaction resembles a sale of goods or services. See 1320-
06-01-.42(5)(f) and (6)(a)4.

(f) Exclusion of Sales from the Sales Factor. In any case in which a taxpayer cannot ascertain the
state or states to which a sale is to be assigned pursuant to the applicable rules set forth in this
regulation (including through the use of a method of reasonable approximation, where relevant)
using a reasonable amount of effort undertaken in good faith, the sale shall be excluded from the
numerator and the denominator of the taxpayer’s sales factor.

(2) Sale, Rental, Lease or License of Real Property. In the case of a sale, rental, lease or license of real
property, the sale is in Tennessee if and to the extent that the property is in Tennessee.

(3) Rental, Lease or License of Tangible Personal Property. In the case of a rental, lease or license of
tangible personal property, the sale is in Tennessee if and to the extent that the property is in
Tennessee. If property is mobile property that is located both within and without Tennessee during
the period of the lease or other contract, the receipts assigned to Tennessee shall be the receipts
from the contract period multiplied by the fraction used by the taxpayer for property factor purposes
(as adjusted when necessary to reflect differences between usage during the contract period and
usage during the taxable year).

(4) Sale of a Service.

(a) General Rule. The sale of a service is in Tennessee if and to the extent that the service is
delivered at a location in Tennessee. In general, the term “delivered” shall be construed to refer to
the location of the taxpayer's market for the service provided and is not to be construed by
reference to the location of the property or payroll of the taxpayer as otherwise determined for
corporate apportionment purposes. The rules to determine the location of the delivery of a service
in the context of several specific types of service transactions are set forth at Rule 1320-06-01-
42(4)(b)-(e).

(b) In-Person Services.

1. In General. Except as otherwise provided in this subsection, in-person services are
services that are physically provided in person by the taxpayer, where the customer or
the customer’s real or tangible property upon which the services are performed is in the
same location as the service provider at the time the services are performed. This rule
includes situations where the services are provided on behalf of the taxpayer by a third-
party contractor. Examples of in-person services include, without limitation, warranty and
repair services; cleaning services; plumbing services; carpentry; construction contractor
services; pest control; landscape services; medical and dental services, including medical
testing and x-rays and mental health care and treatment; child care; hair cutting and
salon services; live entertainment and athletic performances; and in-person training or
lessons. In-person services include services within the description above that are
performed at (1) a location that is owned or operated by the service provider or (2) a
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location of the customer, including the location of the customer's real or tangible personal
property. Varicus professional services, including legal, accounting, financial and
consulting services, and other such services as described in Rule 1320-06-01-.42(4)(d),
although they may invoive some amount of in-person contact, are not treated as in-
person services within the meaning of this section.

2. Assignment of Sales. Except as otherwise provided in this subsection, where the service
provided by the taxpayer is an in-person service, the delivery of the service is at the
location where the service is received. Therefore, the sale is in Tennessee if and to the
extent the customer receives the in-person service in Tennessee.

(i) Rule of Determination. In assigning its sales of in-person services, a taxpayer
shall first attempt to determine the location where a service is received, as
follows:

(I) Where the service is performed with respect to the body of an individual
customer in Tennessee (e.g. hair cutting or x-ray services) or in the
physical presence of the customer in Tennessee (e.g. live entertainment
or athletic performances), the service is received in Tennessee.

() Where the service is performed with respect to the customer’s real estate
in Tennessee or where the service is performed with respect to the
customer’s tangible personal property at the customer’s residence or in
the customer's possession in Tennessee, the service is received in
Tennessee.

(HI)  Where the service is performed with respect to the customer’s tangible
personal property and the tangible personal property is to be shipped or
delivered to the customer, whether the service is performed in
Tennessee or outside Tennessee, the service is received in Tennessee if
such property is shipped or delivered to the customer in Tennessee.

(i) Rule of Reasonable Approximation. In any instance in which the state or states
where a service is actually received cannot be determined, but the taxpayer has
sufficient information regarding the place of receipt from which it can reasonably
approximate the state or states where the service is received, the taxpayer shall
reasonably approximate such state or states.

(c) Services Delivered to the Customer or on Behalf of the Customer, or Delivered Electronically
Through the Customer.

1. In General. Where the service provided by the taxpayer is not an in-person service within
the meaning of Rule 1320-06-01-.42(4)(b) or a professional service within the meaning of
Rule 1320-06-01-.42(4)(d) and the service is delivered to or on behalf of the customer, or
delivered electronically through the customer, the sale is in Tennessee if and to the
extent that the service is delivered in Tennessee. For purposes of this section, a service
that is delivered “to” a customer is a service in which the customer and not a third party is
the recipient of the service. A service that is delivered “on behalf of’ a customer is one in
which a customer contracts for a service but one or more third parties, rather than the
customer, is the recipient of the service, such as fulfillment services (see Rule 1320-06-
01-.42(4)(c)2(i) or the direct or indirect delivery of advertising to the customer’s intended
audience (see Rule 1320-06-01-.42(4)(c)2(iii)). A service that is delivered electronically
“through” a customer is a service that is delivered electronically to a customer for
purposes of resale and subsequent electronic delivery in substantially identical form to an
end user or other third-party recipient. Except in the instance of a service that is delivered
through a customer (where the service must be delivered electronically), a service is
included within the meaning of this section, irrespective of the method of delivery, e.g.,
whether such service is delivered by a physical means or through an electronic
fransmission.
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2. Assignment of Sales. The assignment of a sale to a state or states in the instance of a
service that is delivered to the customer or on behalf of the customer, or delivered
electronically through the customer, depends upon the method of delivery of the service
and the nature of the customer. Separate rules of assignment apply to services delivered
by physical means and services delivered by electronic transmission. (For purposes of
this section, a service delivered by an electronic transmission shall not be considered a
delivery by a physical means). In any instance where, applying the rules set forth in this
section, the rule of assignment depends on whether the customer is an individual or a
business customer, and the taxpayer acting in good faith cannot reasonably determine
whether the customer is an individual or business customer, the taxpayer shall treat the
customer as a business customer.

SS-7039 (November 2014)

(i) Delivery to or on Behalf of a Customer by Physical Means, Whether to an

Individual or Business Customer. Services delivered to a customer or on behalf
of a customer through a physical means include, for example, product delivery
services where property is delivered to the customer or to a third party on behalf
of the customer; the delivery of brochures, fliers or other direct mail services; the
delivery of advertising or advertising-related services to the customer’s intended
audience in the form of a physical medium; and the sale of custom software (e.g.,
where software is developed for a specific customer in a case where the
transaction is properly treated as a service transaction for purposes of corporate
taxation) where the taxpayer installs the custom software at the customer’s site.
The rules in this subsection apply whether the taxpayer's customer is an
individual customer or a business customer.

(I) Rule of Determination. In assigning the sale of a service delivered tc a
customer or on behalf of a customer through a physical means, a
taxpayer must first attempt to determine the state or states where such
services are delivered. Where the taxpayer is able to determine the state
or states where the service is delivered, it shall assign the sale to such
state or states.

() Rule of Reasonable Approximation. Where the taxpayer cannot .
determine the state or states where the service is actually delivered, but
has sufficient information regarding the place of delivery from which it
can reasonably approximate the state or states where the service is
delivered, it shall reasonably approximate such state or states.

() Examples. Assume in each of these examples that the taxpayer that
provides the service is taxabie in Tennessee and is to apportion its
income pursuant to T.C.A. §67-4-2012.

Example 1: Direct Mail Corp, a corporation based outside Tennessee,
provides direct mail services to its customer, Business Corp. Business
Corp transacts with Direct Mail Corp to deliver printed fliers to a list of
customers that is provided to it by Business Corp. Some of Business
Corp's customers are in Tennessee and some of those customers are in
other states. Direct Mail Corp will use the postal service to deliver the
printed fliers to Business Corp’s customers. The sale of Direct Mail
Corp's services to Business Corp is assigned to Tennessee to the extent
that the services are delivered on behalf of Business Corp to Tennessee
customers (i.e., to the extent that the fliers are delivered on behalf of
Business Corp to Business Corp’s intended audience in Tennessee).

Example 2: Ad Corp is a corporation based outside Tennessee that
provides advertising and advertising-related services in Tennessee and
in neighboring states. Ad Corp enters into a contract at a location outside
Tennessee with an individual customer who is not a Tennessee resident
to design advertisements for billboards to be displayed in Tennessee,
and to design fliers to be mailed to Tennessee residents. All of the
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design work is performed outside Tennessee. The sale of the design
services is in Tennessee because the service is physically delivered on
behalf of the customer to the customer's intended audience in
Tennessee.

Example 3: Same facts as Example 2, except that the contract is with a
business customer that is based outside Tennessee. The sale of the
design services is in Tennessee because the services are physically
delivered on behalf of the customer to the customer’s intended audience
in Tennessee.

Example 4: Fulfiliment Corp, a corporation based outside Tennessee,
provides product delivery fulfilment services in Tennessee and in
neighboring states to Sales Corp, a corporation located outside
Tennessee that sells tangible personal property through a mail order
catalog and over the Internet to customers. In some cases when a
customer purchases tangible personal property from Sales Corp to be
delivered in Tennessee, Fulfillment Corp will, pursuant to its contract with
Sales Corp, deliver that property from its fulfilment warehouse located
outside Tennessee. The sale of the fulfillment services of Fulfillment
Corp to Sales Corp is assigned to Tennessee to the extent that
Fulfilment Corp’s deliveries on behalf of Sales Corp are to recipients in
Tennessee.

Example 5: Software Corp, a software development corporation, enters
into a contract with a business customer, Buyer Corp, which is physically
located in Tennessee, to develop custom software to be used in Buyer
Corp’s business. Software Corp develops the custom software outside
Tennessee, and then physically installs the software on Buyer Corp’s
computer hardware located in Tennessee. The development and sale of
the custom software is properly characterized as a service transaction,
and the sale is assigned to Tennessee because the software is
physically delivered to the customer in Tennessee.

Example 6: Same facts as Example 5, except that Buyer Corp has
offices in Tennessee and several other states, but is commercially
domiciled outside Tennessee and orders the software from a location
outside Tennessee. The receipts from the development and sale of the
custom software service are assigned to Tennessee because the
software is physically delivered to the customer in Tennessee.

(ii) Delivery to a Customer by Electronic Transmission. Services delivered by
electronic transmission include, without limitation, services that are transmitted
through the means of wire, lines, cable, fiber optics, electronic signals, satellite
transmission, audio or radio waves, or other similar means, whether or not the
service provider owns, leases or otherwise controls the transmission equipment.
In the case of the delivery of a service by electronic transmission to a customer,
the following rules apply.

(I) Services Delivered By Electronic Transmission to an Individual

Customer.

L Rule of Determination. In the case of the delivery of a service to
an individual customer by electronic transmission, the service is
delivered in Tennessee if and to the extent that the taxpayer's
customer receives the service in Tennessee. If the taxpayer can
determine the state or states where the service is received, it
shall assign the sale to such state or states.
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Rules of Reasonable Approximation. If the taxpayer cannot
determine the state or states where the customer actually
receives the service, but has sufficient information regarding the
place of receipt from which it can reasonably approximate the
state or states where the service is received, it shall reasonably
approximate such state or states. Where a taxpayer does not
have sufficient information from which it can determine or
reasonably approximate the state or states in which the service
is received, it shall reasonably approximate such state or states
using the customer’s billing address.

(i) Services Delivered By Electronic Transmission to a Business Customer.

Rule of Determination. In the case of the delivery of a service to
a business customer by electronic transmission, the service is
delivered in Tennessee if and to the extent that the taxpayer's
customer receives the service in Tennessee. If the taxpayer can
determine the state or states where the service is received, it
shall assign the sale to such state or states. For purposes of this
section, it is intended that the state or states where the service is
received reflect the location at which the service is directly used
by the employees or designees of the customer.

Rule of Reasonable Approximation. If the taxpayer cannot
determine the state or states where the customer actually
receives the service, but has sufficient information regarding the
place of receipt from which it can reasonably approximate the
state or states where the service is received, it shall reasonably
approximate such state or states.

Secondary Rule of Reasonable Approximation. In the case of the
delivery of a service to a business customer by electronic
transmission where a taxpayer does not have sufficient
information from which it can determine or reasonably
approximate the state or states in which the service is received,
such state or states shall be reasonably approximated as set
forth in this section. In such cases, unless the taxpayer can apply
the safe harbor set forth in Rule 1320-06-01-.42(4)(c)2(ii)(INIV,
the taxpayer shall reasonably approximate the state or states in
which the service is received as follows: first, by assigning the
sale to the state where the contract of sale is principally
managed by the customer; second, if the state where the
customer principally manages the contract is not reasonably
determinable, by assigning the sale to the customer’s place of
order; and fthird, if the customer's place of order is not
reasonably determinable, by assigning the sale using the
customer’s billing address; provided, however, that in any
instance in which the taxpayer derives more than 5% of its sales
of services from a customer, the taxpayer is required to identify
the state in which the contract of sale is principally managed by
that customer.

Safe Harbor. In the case of the delivery of a service to a
business customer by electronic transmission a taxpayer may
not be able to determine, or reasonably approximate under Rule
1320-08-01-.42(4)(c)2(ii)(INll, the state or states in which the
service is received. In these cases, the taxpayer may, in lieu of
the rule stated at Rule 1320-06-01-.42(4)(c)2(ii)(I)Ill, apply the
safe harbor stated in this section (Rule 1320-06-01-
A2(4)(C)2(ii)(I)IV). Under this safe harbor, a taxpayer may
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assign its sales to a particular customer based upon the
customer’s billing address in any taxable year in which the
taxpayer (1) engages in substantially similar service transactions
with more than 250 customers, whether business or individual,
and (2) does not derive more than 5% of its sales of services
from such customer. This safe harbor applies only for purposes
of Rule 1320-06-01-.42(4)(c)2(ii)(1l) to services delivered by
electronic transmission to a business customer, and not
otherwise.

Examples. Assume in each of these examples that the taxpayer that
provides the service is taxable in Tennessee and is to apportion its
income pursuant to T.C.A. § 67-4-2012. Assume where relevant, unless
otherwise stated, that the safe harbor set forth at Rule 1320-06-01-
A2(4)(c)2(ii)(INIV does not apply.

Example 1. Support Corp, a corporation that is based outside
Tennessee, provides software support and diagnostic services to
individual and business customers that have previously purchased
certain software from third-party vendors. These individual and business
customers are located in Tennessee and other states. Support Corp
supplies its services on a case-by-case basis when directly contacted by
its customer. Support Corp generally provides these services through the
internet but sometimes provides these services by phone. in all cases,
Support Corp verifies the customer's account information before
providing any service. Using the information that Support Corp verifies
before performing a service, Support Corp can determine where its
services are received, and therefore must assign its sales to these
locations. The sales made to Support Corp’s individual and business
customers are in Tennessee to the extent that Support Corp’s services
are received in Tennessee. See Rule 1320-06-01-.42(4)(c)2(ii)(1) and (H).

Example 2: Online Corp, a corporation based outside Tennessee,
provides web-based services through the means of the Internet to
individuai customers who are residents of Tennessee and other states.
These customers access Online Corp’s web services primarily in their
states of residence, and sometimes, while traveling, in other states. For a
substantial portion of its sales, Online Corp either can determine the
state or states where such services are received, or, where it cannot
determine such state or states, it has sufficient information regarding the
place of receipt to reasonably approximate such state or states.
However, Online Corp cannot determine or reasonably approximate the
state or states of receipt for all of such sales. Assuming that Online Corp
reasonably believes, based on all available information, that the
geographic distribution of the sales for which it cannot determine or
reasonably approximate the location of the receipt of its services
generally tracks those for which it does have this information, Online
Corp must assign to Tennessee the sales for which it does not know the
customers’ location in the same proportion as those sales for which it
has this information. See Rule 1320-06-01-.42(1)(e)2.

Example 3: Same facts as in Example 2, except that Online Coip
reasonably believes that the geographic distribution of the sales for
which it cannot determine or reasonably approximate the location of the
receipt of its web-based services do not generally track the sales for
which it does have this information. Online Corp must assign the sales of
its services for which it lacks information as provided to its individual
customers using the customers’ billing addresses. See Rule 1320-06-01-
A2(4)(c)2(ii(H.
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Example 4. Net Corp, a corporation based outside Tennessee, provides
web-based services to a business customer, Business Corp, a compary
with offices in Tennessee and two neighboring states. Particular
employees of Business Corp access the services from computers in
each Business Corp office. Assume that Net Corp determines that
Business Corp employees in Tennessee were responsible for 75% of
Business Corp’'s use of Net Corp’s services, and Business Corp
employees in other states were responsible for 25% of Business Corp’s
use of Net Corp's services. In such case, 75% of the sale is received in
Tennessee, and therefore 75% of the sale is in Tennessee. See Rule
1320-06-01-.42(4)(c)2(ii)(I1). Assume alternatively that Net Corp lacks
sufficient information regarding the location or locations where Business
Corp's employees used the services to determine or reasonably
approximate such location or locations. Under these circumstances, if
Net Corp derives 5% or less of its sales from Business Corp, Net Corp
must assign the sale under Rule 1320-06-01-.42(4)(c)2(ii)(IDll to the
state where Business Corp principally managed the contract, or if that
state is not reasonably determinable, to the state where Business Corp
placed the order for the services, or if that state is not reasonably
determinable, to the state of Business Corp’s billing address. If Net Corp
derives more than 5% of its sales of services from Business Corp, Net
Corp is required to identify the state in which its contract of sale is
principally managed by Business Corp and must assign the receipts to
that state.

Example 5. Net Corp, a corporation based outside Tennessee, provides
web-based services through the means of the Internet to more than 250
individual and business customers in Tennessee and in other states.
Assume that for each customer Net Corp cannot determine the state or
states where its web services are actually received, and lacks sufficient
information regarding the place of receipt to reasonably approximate
such state or states. Also assume that Net Corp does not derive more
than 5% of its sales of services from any single customer. Net Corp may
apply the safe harbor stated in Rule 1320-06-01-.42(4)(c)2(¢i))(INIV and
may assign its sales using each customer’s billing address.

(i) Services Delivered Electronically Through or on Behalf of an Individual or
Business Customer. A service delivered electronically “on behalf of’ the customer
is one in which a customer contracts for a service to be delivered electronically
but one or more third parties, rather than the customer, is the recipient of the
service, such as the direct or indirect delivery of advertising on behalf of a
customer to the customer’s intended audience. A service delivered electronically
“through” a customer to third-party recipients is a service that is delivered
electronically to a customer for purposes of resale and subsequent electronic
delivery in substantially identical form to end users or other third-party recipients.

() Rule of Determination. In the case of the delivery of a service by
electronic transmission, where the service is delivered electronically to
end users or other third-party recipients through or on behalf of the
customer, the service is delivered in Tennessee if and to the extent that
the end users or other third-party recipients are in Tennessee. For
example, in the case of the direct or indirect delivery of advertising on
behalf of a customer to the customer's intended audience by electronic
means, the service is delivered in Tennessee to the extent that the
audience for such advertising is in Tennessee. In the case of the delivery
of a service to a customer that acts as an intermediary in reselling the
service in substantially identical form to third-party recipients, the service
is delivered in Tennessee to the extent that the end users or other third-
party recipients receive such services in Tennessee. The rules in this
subsection apply whether the taxpayer's customer is an individual
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customer or a business customer and whether the end users or other
third-party recipients to which the services are delivered through or on
behalf of the customer are individuals or businesses.

Rule of Reasonable Approximation. If the taxpayer cannot determine the
state or states where the services are actually delivered to the end users
or other third-party recipients either through or on behalf of the customer,
but has sufficient information regarding the place of delivery from which it
can reasonably approximate the state or states where the services are
delivered, it shall reasonably approximate such state or states.

Select Secondary Rules of Reasonable Approximation.

. Where a taxpayer's service is the direct or indirect electronic
delivery of advertising on behalf of its customer to the customer’s
intended audience, if the taxpayer lacks sufficient information
regarding the location of the audience from which it can
determine or reasonably approximate such location, the taxpayer
shall reasonably approximate the audience in a state for such
advertising using the following secondary rules of reasonable
approximation. Where a taxpayer is delivering advertising
directly or indirectly to a known list of subscribers, the taxpayer
shall reasonably approximate the audience for advertising in a
state using a percentage that reflects the ratio of the state's
subscribers in the specific geographic area in which the
advertising is delivered relative to the total subscribers in such
area. For a taxpayer with less information about its audience, the
taxpayer shall reasonably approximate the audience in a state
using the percentage that reflects the ratio of the state's
population in the specific geographic area in which the
advertising is delivered relative to the total population in such
area.

il. Where a taxpayer’'s service is the delivery of a service to a
customer that then acts as the taxpayer's intermediary in
reselling such service to end users or other third-party recipients,
if the taxpayer lacks sufficient information regarding the location
of the end users or other third-party recipients from which it can
determine or reasonably approximate such location, the taxpayer
shall reasonably approximate the exient to which the service is
received in a state by using the percentage that reflects the ratio
of the state’s population in the specific geographic area in which
the taxpayer’s intermediary resells such services, relative to the
total population in such area.

(IV) Examples. Assume in each of these examples that the taxpayer that

provides the service is taxable in Tennessee and is to apportion its
income pursuant to T.C.A. § 67-4-2012.

Example 1. Web Corp, a corporation that is based outside Tennessee,
provides Internet content to viewers in Tennessee and other states. Web
Corp sells advertising space to business customers pursuant to which
the customers’ advertisements will appear in connection with Web Corp’s
Internet content. Web Corp receives a fee for running the advertisements
that is determined by reference to the number of times the advertisement
is viewed or clicked upon by the viewers of its website. Web Corp’s sale
of advertising space to its business customers is assigned to Tennessee
to the extent that the viewers of the Internet content are in Tennessee,
as measured by viewings or clicks. See Rule 1320-06-01-.42(4)(c)2(iii)(1).
If Web Corp is unable to determine the actual location of its viewers, and
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lacks sufficient information regarding the location of its viewers to
reasonably approximate such location, Web Corp must approximate the
amount of its Tennessee sales by multiplying the amount of such sales
by a percentage that reflects the Tennessee population in the specific
geographic area in which the content containing the advertising is
delivered relative to the total population in such area. See Rule 1320-06-
01-.42(4)(c)2iii) ().

Example 2: Retail Corp, a corporation that is based outside of
Tennessee, sells tangible property through its retail stores located in
Tennessee and other states, and through a mail order catalog. Answer
Co, a corporation that operates call centers in multiple states, contracts
with Retail Corp to answer telephone calls from individuals placing orders
for products found in Retail Corp’s catalogs. In this case, the phone
answering services of Answer Co are being delivered to Retail Corp’s
customers and prospective customers. Therefore, Answer Co is
delivering a service electronically to Retail Corp’s customers or
prospective customers on behalf of Retail Corp, and must assign the
proceeds from this service to the state or states from which the phone
calls are placed by such customers or prospective customers. If Answer
Co cannot determine the actual locations from which phone calls are
placed, and lacks sufficient information regarding the locations to
reasonably approximate such locations, Answer Co must approximate
the amount of its Tennessee sales by multiplying the amount of its fee
from Retail Corp by a percentage that reflects the Tennessee population
in the specific geographic area from which the calls are placed relative to
the total population in such area. See Rule 1320-06-01-.42(4){c)2(iii)(H)I.

Example 3. Web Corp, a corporation that is based outside of Tennessee,
sells tangible property to customers via its Internet website. Design Co
designed and maintains Web Corp’s website, including making changes
to the site based on customer feedback received through the site. Design
Co’s services are delivered to Web Corp, the proceeds from which are
assigned pursuant to Rule 1320-06-01-.42(4)(c)2(ii). The fact that Web
Corp’s customers and prospective customers incidentally benefit from
Design Co's services, and may even interact with Design Co in the
course of providing feedback, does not transform the service into one
delivered “on behalf of” Web Corp to Web Corp’'s customers and
prospective customers.

Example 4: Wholesale Corp, a corporation that is based outside
Tennessee, develops an Internet-based information database outside
Tennessee and enters into a contract with Retail Corp whereby Retail
Corp will market and sell access to this database to end users.
Depending on the facts, the provision of database access may be either
the sale of a service or the license of intangible property or may have
elements of both. Assume that on the particular facts applicable in this
example Wholesale Corp is selling database access in transactions
properly characterized as involving the performance of a service. When
an end user purchases access to Wholesale Corp’s database from Retail
Corp, Retail Corp in turn compensates Wholesale Corp in connection
with that transaction. In this case, Wholesale Corp’s services are being
delivered through Retail Corp to the end user. Wholesale Corp must
assign its sales to Retail Corp to the state or states in which the end
users receive access to Wholesale Corp’s database. If Wholesale Corp
cannot determine the state or states where the end users actually
receive access to Wholesale Corp’s database, and lacks sufficient
information regarding the location from which the end users access the
database to reasonably approximate such location, Wholesale Corp
must approximate the extent to which its services are received by end
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users in Tennessee by using a percentage that reflects the ratio of the
Tennessee population in the specific geographic area in which Retail
Corp regularly markets and sells Wholesale Corp’s database relative to
the total population in such area. See Rule 1320-06-01-
A2(4)(c)2(iii)(IHl. Note that it does not matter for purposes of the
analysis whether Wholesale Corp’s sale of database access constitutes
a service or a license of intangible property, or some combination of
both. See Rule 1320-06-1-.42(5)(f).

(d) Professional Services.

1. In General. Except as otherwise provided in Rule 1320-06-01-.42(4)(d)2, professional
services are services that require specialized knowledge and in some cases require a
professional certification, license or degree. Professional services include, without
limitation, management services, bank and financial services, financial custodial services,
investment and brokerage services, fiduciary services, tax preparation, payroll and
accounting services, lending and credit card services, legal services, consulting services,
video production services, graphic and other design services, engineering services, and
architectural services.

2. Overlap with Other Categories of Services.

(i) Certain services that fall within the definition of “professional services” set forth in
Rule 1320-06-01-.42(4)(d)1 are nevertheless treated as “in-person services”
within the meaning of Rule 1320-06-01-.42(4)(b), and are assigned under Rule
1320-06-01-.42(4)(b). Specifically, professional services that are physically
provided in person by the taxpayer such as carpentry, certain medical and dental
services or child care services, where the customer or the customer’s real or
tangible property upon which the services are provided is in the same location as
the service provider at the time the services are performed, are “in-person
services” and are assigned as such, notwithstanding that they may also be
considered to be “professional services”. However, professional services where
the service is of an intellectual or intangible nature, such as legal, accounting,
financial and consulting services, are assigned as professional services under
Rule 1320-06-01-.42(4)(d), notwithstanding the fact that such services may
involve some amount of in-person contact.

(i) Professional services may in some cases include the transmission of one or
more documents or other communications by mail or by electronic means.
However, in such cases, despite this transmission, the assignment rules that
apply are those set forth in Rule 1320-06-01-.42(4)(d), and not those set forth in
Rule 1320-06-01-.42(4)(c), pertaining to services delivered to a customer or
through or on behalf of a customer.

3. Assignment of Sales. In the case of a professional service, it is generally possible to
characterize the location of delivery in multiple ways by emphasizing different elements of
the service provided, no one of which will consistently represent the market for the
services. Therefore, for purposes of consistent application of the market-sourcing rule
stated in T.C.A. § 67-4-2012, the Commissioner has concluded that the location of
delivery in the case of professional services is not susceptible to a general rule of
determination, and must be reasonably approximated. The assignment of a sale of a
professional service depends in many cases upon whether the customer is an individual
or business customer. In any instance in which the taxpayer, acting in good faith, cannot
reasonably determine whether the customer is an individual or business customer, the
taxpayer shall treat the customer as a business customer. For purposes of assigning the
sale of a professional service, a taxpayer’'s customer is the person who contracts for such
service, irrespective of whether another person pays for or also benefits from the
taxpayer's services.
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(i) General Rule. Sales of professional services other than those services described

in Rule 1320-06-01-.42(4)(d)3(ii) (architectural and engineering services) are
assigned in accordance with this section.

(I) Professional Services Delivered to Individual Customers. Except as
otherwise provided in this section, Rule 1320-06-01-.42(4)(d), in any
instance in which the service provided is a professional service and the
taxpayer's customer is an individual customer, the state or states in
which the service is delivered shall be reasonably approximated as set
forth in this section, Rule 1320-06-01-.42(4)(d)3(i){(1). In particular, the
taxpayer shall assign the sale to the customer's state of primary
residence, or, if the taxpayer cannot reasonably identify the customer’s
state of primary residence, to the state of the customer’s billing address;
provided, however, in any instance in which the taxpayer derives more
than 5% of its sales of services from an individual customer, the taxpayer
is required to identify the customer’s state of primary residence and must
assign the receipts from the service or services provided to that customer
to that state.

(i) Professional Services Delivered to Business Customers. Except as
otherwise provided in this section, Rule 1320-06-01-.42(4){d), in any
instance in which the service provided is a professional service and the
taxpayer's customer is a business customer, the state or states in which
the service is delivered shall be reasonably approximated as set forth in
this section, 1320-06-01-.42(4)(d)3(i)(ll). In particular, unless the
taxpayer may use the safe harbor set forth at 1320-06-01-
A42(4)(d)3(i)(IN), the taxpayer shall assign the sale as follows: first, by
assigning the receipts to the state where the contract of sale is principally
managed by the customer; second, if such place of customer
management is not reasonably determinable, fo the customer’s place of
order; and third, if such customer's place of order is not reasonably
determinable, to the customer’s billing address; provided, however, in
any instance in which the taxpayer derives more than 5% of its sales of
services from a customer, the taxpayer is required to identify the state in
‘which the contract of sale is principally managed by the customer.

(i) Safe Harbor; Large Volume of Transactions. Notwithstanding the rules
set forth in Rule 1320-06-01-.42(4)(d)3(i)(I) and (Il), a taxpayer may
assign its sales to a particular customer based on the customer’s billing
address in any taxable year in which the taxpayer (1) engages in
substantially similar service transactions with more than 250 customers,
whether individual or business, and (2) does not derive more than 5% of
its sales of services from such customer. This safe harbor applies only
for purposes of Rule 1320-06-01-.42(4)(d)3(i), and not otherwise.

(i) Architectural and Engineering Services with Respect to Real or Tangible

Personal Property. Architectural and engineering services with respect to real or
tangible personal property are professional services within the meaning of this
section Rule 1320-06-01-.42(4)(d). However, unlike in the case of the general
rule that applies to professional services, (1) the sale of such an architectural
service is assigned to a state or states if and to the extent that the services are
with respect to real estate improvements located, or expected to be located, in
such state or states; and (2) the sale of such an engineering service is assigned
to a state or states if and to the extent that the services are with respect to
tangible or real property located in such state or states, including real estate
improvements located in, or expected to be located in, such state or states.
These rules apply whether or not the customer is an individual or business
customer. In any instance in which architectural or engineering services are not
described in this section (Rule 1320-06-01-.42(4)(d)3(ii}), the sale of such
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services shall be assigned under the general rule for professional services. See
Rule 1320-06-01-.42(4)(d)3(i).

Example 1: Architecture Corp provides building design services as to buildings
located, or expected to be located, in Tennessee to individual customers who are
residents of Tennessee and other states, and to business customers that are
based in Tennessee and other states. Architecture Corp’s sales are assigned to
Tennessee because the locations of the buildings to which its design services
relate are in Tennessee, or are expected to be in Tennessee. For purposes of
assigning these sales, it is not relevant where, in the case of an individual
customer, the customer primarily resides or is billed for such services, and it is
not relevant where, in the case of a business customer, the customer principally
manages the contract, placed the order for the services or is billed for such
services. Further, such sales are assigned to Tennessee even if Architecture
Corp’s designs are either physically delivered to its customer in paper form in a
state other than Tennessee or are electronically delivered to its customer in a
state other than Tennessee. See Rule 1320-06-01-.42(4)(d)3(ii).

Example 2: Law Corp provides legal services to individual clients who are
residents of Tennessee and other states. In some cases, Law Corp may prepare
one or more legal documents for its client as a result of these services and/or the
legal work may be related to litigation or a legal matter that is ongoing in a state
other than where the client is resident. Assume that Law Corp knows the state of
primary residence for many of its clients, and where it does not know this state of
primary residence, it knows the client's billing address. Also assume that Law
Corp does not derive more than 5% of its sales of services from any one
individual client. Where Law Corp knows its client’s state of primary residence, it
shall assign the sale to that state. Where Law Corp does not know its client’s
state of primary residence, but rather knows the client's billing address, it shall
assign the sale to that state. For purposes of the analysis it is irrelevant whether
the legal documents relating to the service are mailed or otherwise delivered to a
location in another state, or the litigation or other legal matter that is the
underlying predicate for the services is in another state. See Rule 1320-06-01-
A2(4)(d)2(ii) and 3(i)(1).

Example 3: Law Corp provides legal services to several multistate business
clients. In each case, Law Corp knows the state in which the agreement for legal
services that governs the client relationship is principally managed by the client.
In one case, the agreement is principally managed in Tennessee; in the other
cases, the agreement is principally managed in a state other than Tennessee.
Where the agreement for legal services is principally managed by the client in
Tennessee, the sale of the services shall be assigned to Tennessee; in the other
cases, the sale is not assigned to Tennessee. In the case of the sale that is
assigned to Tennessee, the sale shall be so assigned even if (1) the legal
documents relating to the service are mailed or otherwise delivered to a location
in ancther state, or (2) the litigation or other legal matter that is the underlying
predicate for the services is in another state. See Rule 1320-06-01-.42(4)(d)2(ii)
and 3(i)(H). :

Example 4: Consulting Corp, a company that provides consulting services to law
firms and other customers, is hired by Law Corp in connection with legal
representation that Law Corp provides to Client Co. Specifically, Consulting Corp
is hired to provide expert testimony at a trial being conducted by Law Corp on
behalf of Client Co. Client Co pays for Consuiting Corp’s services directly.
Assuming that Consulting Corp knows that its agreement with Law Corp is
principally managed by Law Corp in Tennessee, the sale of Consulting Corp’s
services shall be assigned to Tennessee. It is not relevant for purposes of the
analysis that Client Co is the ultimate beneficiary of Consulting Corp’s services,
or that Client Co pays for Consuiting Corp’s services directly. See Rule 1320-06-
01-.42(4)(d)3(i)(II.
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Example 5: Advisor Corp, a corporation that provides investment advisory
services, provides such advisory services to Investment Co. Investment Co is a
multistate business client of Advisor Corp that uses Advisor Corp's services in
connection with investment accounts that it manages for individual clients, who
are the ultimate beneficiaries of Advisor Corp's services. Assume that Investment
Co’s individual clients are persons that are residents of numerous states, which
may or may not include Tennessee. Assuming that Advisor Corp knows that its
agreement with Investment Co is principally managed by Investment Co in
Tennessee, the sale of Advisor Corp’s services shall be assigned to Tennessee.
It is not relevant for purposes of the analysis that the ultimate beneficiaries of
Advisor Corp’s services may be Investment Co’s clients, who are residents of
numerous states. See Rule 1320-06-01-.42(4)(d)3(i)(I1).

Example 6. Design Corp is a corporation based outside Tennessee that provides
graphic design and similar services in Tennessee and in neighboring states.
Design Corp enters into a contract at a location outside Tennessee with an
individual customer to design fliers for the customer. Assume that Design Corp
does not know the individual customer’s state of primary residence and does not
derive more than 5% of its sales of services from the individual customer. All of
the design work is performed outside Tennessee. The sale is in Tennessee if the
customer’s billing address is in Tennessee. See Rule 1320-06-01-.42(4)(d)3(i)(1).

(e) Broadcast Advertising Services. Notwithstanding anything herein to the contrary, receipts from a
broadcaster’'s sale of advertising services to a broadcast customer are assigned to Tennessee if
the commercial domicile of the broadcast customer is in Tennessee. For purposes of this
provision, “advertising services” means an agreement to include the broadcast customer’s
advertising content in the broadcaster’s film programming.

(5) Rental, Lease, or License of Intangible Property.

(a) General Rules.

1.

The receipts from thé rental, lease, or license of intangible property are in Tennessee
if and to the extent the intangible is used in Tennessee. In general, the term “use”
shall be construed to refer to the location of the taxpayer's market for the use of the
intangible property that is being rented, leased, or licensed and is not to be construed
to refer to the location of the property or payroll of the taxpayer.

In general, a rental, lease, or license of intangible property that conveys all
substantial rights in such property is treated as a sale of intangible property for tax
purposes. See Rule 1320-06-01-.42(6). Note, however, that for purposes of Rule
1320-06-01-.42(5) and (B), a sale or exchange of intangible property is treated as a
license of such property where the receipts from the sale or exchange derive from
payments that are contingent on the productivity, use or disposition of the property.

Intangible property rented, leased, or licensed as part of the sale or lease of tangible
property is treated under Rule 1320-06-01-42 as the sale or lease of tangible
property.

(b) License of a Marketing Intangible. Where a license is granted for the right to use intangible
property in connection with the sale, rental, lease, license, or other marketing of goods,
services, or other items (i.e., a marketing intangible), the royaities or other licensing fees paid
by the licensee for such right are assigned fo Tennessee to the extent that the fees are
attributable to the sale or other provision of goods, services, or other items purchased or
otherwise acquired by customers in Tennessee. Examples of a license of a marketing
intangible include, without limitation, the license of a service mark, trademark, or trade name;
certain copyrights and a franchise agreement. in each of these instances the license of the
marketing intangible is intended to promote consumer sales. In the case of the license of a
marketing intangible, where a taxpayer has actual evidence of the amount or proportion of its
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receipts that is attributable to Tennessee, it shall assign such amount or proportion to
Tennessee. In the absence of actual evidence of the amount or proportion of the licensee's
receipts that are derived from Tennessee customers, the portion of the licensing fee to be
assigned to Tennessee shall be reasonably approximated by multiplying the total fee by a
percentage that reflects the ratio of the Tennessee population in the specific geographic area
in which the licensee makes material use of the intangible property to regularly market its
goods, services or other items relative to the total population in such area. Where the license
of a marketing intangible is for the right to use the intangible property in connection with sales
or other transfers at wholesale rather than directly to retail customers, the portion of the
licensing fee to be assigned to Tennessee shall be reasonably approximated by multiplying
the total fee by a percentage that refiects the ratio of the Tennessee population in the specific
geographic area in which the licensee's goods, services, or other items are ultimately
marketed using the intangible property relative to the total population of such area.

(c) License of a Production Intangible. Where a license is granted for the right to use intangibie
property other than in connection with the sale, lease, license, or other marketing of goods,
services, or other items, and the license is to be used in a production capacity (a “production
intangible”), the licensing fees paid by the licensee for such right are assigned to Tennessee
to the extent that the use for which the fees are paid takes place in Tennessee. Examples of
a license of a production intangible include, without limitation, the license of a patent, a
copyright, or trade secrets to be used in a manufacturing process, where the value of the
intangible lies predominately in its use in such process. In the case of a license of a
production intangible, it shall be presumed that the use of the intangible property takes place
in the state of the licensee's commercial domicile (where the licensee is a business) or the
licensee’s state of primary residence (where the licensee is an individuai) unless the taxpayer
or the Commissioner can reasonabiy establish the location(s) of actual use. Where the
Commissioner can reasonably establish that the actual use of intangible property pursuant to
a license of a production intangible takes place in part in Tennessee, it shall be presumed
that the entire use is in Tennessee except to the extent that the taxpayer can demonstrate
that the actual location of a portion of the use takes place outside Tennessee.

(d) License of a Broadcasting Intangible. Where a broadcaster grants a license to a broadcast
customer for the right to use film programming, the licensing fees paid by the licensee for
such right are assigned to Tennessee to the extent that the broadcast customer is located in
Tennessee. In the case of business customers, the broadcast customer's location shall be
determined using the broadcast customer's commercial domicile. In the case of individual
customers, the broadcast customer's location shall be determined using the address of the
broadcast customer listed in the broadcaster’s records.

(e) License of a Mixed Intangible. Where a license of intangible property includes both a license
of a marketing intangible and a license of a production intangible (a “mixed intangible”) and
the fees to be paid in each instance are separately and reasonably stated in the licensing
contract, the Commissioner will accept such separate statement for purposes of this section if
it is reasonable. Where a license of intangible property includes both a license of a marketing
intangible and a license of a production intangible and the fees to be paid in each instance
are not separately and reasonably stated in the contract, it shall be presumed that the
licensing fees are paid entirely for the license of the marketing intangible except to the extent
that the taxpayer or the Commissioner can reasonably establish otherwise.

(f) License of Intangible Property where Substance of Transaction Resembles a Sale of Goods
or Services.

1. In general. In some cases, the license of intangible property will resemble the sale of
an electronically-delivered good or service rather than the license of a marketing
intangible or a production intangible. In such cases, the receipts from the licensing
transaction shall be assigned by applying the rules set forth in Rule 1320-08-01-
.42(4)(c)2(ii) and (iii), as if the transaction were a service delivered to an individual or
business customer or delivered electronically through an individual or business
customer, as applicable. Examples of transactions to be assigned under this section
(1320-06-01-.42(5)(f)) include, without limitation, the license of database access, the
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license of access to information, the license of digital goods (see Rule 1320-06-01-
42(7)(b)), and the license of certain software (e.g., where the transaction is not the
license of pre-written software that is treated as the sale of tangible personal
property, see Rule 1320-06-01-.42(7)(a)).

2. Sublicenses. Pursuant to Rule 1320-06-01-.42(5)(f)1, Rule 1320-06-01-.42(4)(c)2(iii)
may apply where a taxpayer licenses intangible property to a customer that in turn
sublicenses the intangible property to end users as if the transaction were a service
delivered electronically through a customer to end users. In particular, the rules set
forth at Rule 1320-06-01-.42(4)(c)2(iii) that apply to services delivered electronically
to a customer for purposes of resale and subsequent electronic delivery in
substantially identical form to end users or other recipients may also apply with
respect to licenses of intangible property for purposes of sublicense to end users,
provided that for this purpose the intangible property sublicensed to an end user shall
not fail to be substantially identical to the property that was licensed to the
sublicensor merely because the sublicense transfers a reduced bundle of rights with
respect to such property (e.g., because the sublicensee’s rights are limited to its own
use of the property and do not include the ability to grant a further sublicense), or
because such property is bundled with additional services or items of property.

(g) Examples. Assume in each of these examples that the taxpayer that licenses the intangible
property is taxable in Tennessee and is to apportion its income pursuant to T.C.A. §67-4-
2012.

Example 1: Crayon Corp and Dealer Co enter into a license contract under which Dealer Co
as licensee is permitted to use trademarks that are owned by Crayon Corp in connection with
Dealer Co's sale of certain products to retail customers. Under the contract, Dealer Co is
required to pay Crayon Corp a licensing fee that is a fixed percentage of the total volume of
monthly sales made by Dealer Co of products using the Crayon Corp trademarks. Under the
contract, Dealer Co is permitted to sell the products at multiple store locations, including store
locations that are both within and without Tennessee. Further, the licensing fees that are paid
by Dealer Co are broken out on a per-store basis. The licensing fees paid to Crayon Corp by
Dealer Co represent fees from the license of a marketing intangible. The portion of the fees to
be assigned to Tennessee shall be determined by multiplying the fees by a percentage that
reflects the ratio of Dealer Co’s receipts that are derived from its Tennessee stores relative to
Dealer Co’s total receipts. See Rule 1320-06-01-.42(5)(b).

Example 2: Network Corp is a broadcaster that licenses rights to its film programming to both
platform distribution companies and individual customers. Platform distribution companies
pay licensing fees to Network Corp for the rights to distribute Network Corp’s film
programming to the platform distribution companies’ customers. Network Corp’s individual
customers pay access fees to Network Corp for the right to directly access and view Network
Corp’s film programming. Network Corp’s receipts from each platform distribution company
will be assigned to Tennessee if the broadcast customer's commercial domicile is in
Tennessee. Network Corp’s receipts from each individual broadcast customer will be
assigned to Tennessee if the address of the broadcast customer listed in the broadcaster’s
records is in Tennessee. See Rule 1320-06-01-.42(5)(d).

Example 3: Moniker Corp enters into a license contract with Wholesale Co. Pursuant to the
contract Wholesale Co is granted the right to use trademarks owned by Moniker Corp to
brand sports equipment that is to be manufactured by Wholesale Co or an unrelated entity,
and to sell the manufactured equipment to unrelated companies that will ultimately market the
equipment to consumers in a specific geographic region, including a foreign country. The
license agreement confers a license of a marketing intangible, even though the trademarks in
guestion will be affixed to property to be manufactured. In addition, the license of the
marketing intangible is for the right to use the intangible property in connection with sales tc
be made at wholesale rather than directly to retail customers. The component of the licensing
fee that constitutes the Tennessee sales of Moniker Corp is determined by multiplying the
amount of the fee by a percentage that reflects the ratio of the Tennessee population in the
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specific geographic region relative to the total population in such region. See Rule 1320-06-
01-.42(5)(b).

Example 4: Formula, Inc and Appliance Co enter into a license confract under which
Appliance Co is permitted to use a patent owned by Formula, Inc to manufacture appliances.
The license contract specifies that Appliance Co is to pay Formula, Inc a royalty that is a fixed
percentage of the gross receipts from the products that are later sold. The contract does not
specify any other fees. The appliances are both manufactured and sold in Tennessee and
several other states. Assume the licensing fees are paid for the license of a production
intangible, even though the royalty is to be paid based upon the sales of a manufactured
product (i.e., the license is not one that includes a marketing intangible). Because the
Commissioner can reasonably establish that the actual use of the intangible property takes
place in part in Tennessee, the royalty is assigned based on the location of such use rather
than to location of the licensee’s commercial domicile, in accordance with Rule 1320-06-01-
42(5)(c). 1t is presumed that the entire use is in Tennessee except to the extent that the
taxpayer can demonstrate that the actual location of some or all of the use takes place
outside Tennessee. Assuming that Formula, Inc can demonstrate the percentage of
manufacturing that takes place in Tennessee using the patent relative to such manufacturing
in other states, that percentage of the total licensing fee paid to Formula, Inc under the
contract will constitute Formula, Inc's Tennessee sales. See Rule 1320-08-01-.42(5)(c).

Example 5. Axel Corp enters into. a license agreement with Biker Co in which Biker Co is
granted the right to produce motor scooters using patented technology owned by Axel Corp,
and also to sell such scooters by marketing the fact that the scooters were manufactured
using the special technology. The contract is a license of both a marketing and production
intangible, i.e., a mixed intangible. The scooters are rmanufactured outside Tennessee.
Assume that Axel Corp lacks actual information regarding the proportion of Biker Co's
receipts that are derived from Tennessee customers. Also assume that Biker Co is granted
the right to sell the scooters in a U.S. geographic region in which the Tennessee population
constitutes 25% of the total population during the period in question. The licensing contract
requires an upfront licensing fee to be paid by Biker Co to Axel Corp and does not specify
what percentage of the fee derives from Biker Co's right to use Axel Corp's patented
technology. Because the fees for the license of the marketing and production intangible are
not separately and reasonably stated in the contract, it is presumed that the licensing fees
are paid entirely for the license of a marketing intangible, unless either the taxpayer or
Commissicner reasonably establishes otherwise. Assuming that neither party establishes
otherwise, 25% of the licensing fee constitutes Tennessee sales. See Rule 1320-06-01-
42(5)(b) and (e).

Example 6: Same facts as Example 5, except that the license contract specifies separate
fees to be paid for the right to produce the motor scooters and for the right to sell the scooters
by marketing the fact that the scooters were manufactured using the special technoiogy. The
licensing contract constitutes both the license of a marketing intangible and the license of a
production intangible. Assuming that the separately stated fees are reasonable, the
Commissioner will: (1) assign no part of the licensing fee paid for the production intangible to
Tennessee, and (2) assign 25% of the licensing fee paid for the marketing intangible to
Tennessee. See Rule 1320-06-01-.42(5)(e).

Example 7: Better Burger Corp, which is based outside Tennessee, enters into franchise -
contracts with franchisees who agree to operate Better Burger restaurants as franchisees in
various states. Several of the Better Burger Corp franchises are in Tennessee. In each case,
the franchise contract between the individual and Better Burger provides that the franchisee
is to pay Better Burger Corp an upfront fee for the receipt of the franchise and monthly
franchise fees, which cover, among other things, the right to use the Better Burger name and
service marks, food processes and cooking know-how, as well as fees for management
services. The upfront fees for the receipt of the Tennessee franchises constitute fees paid for
the licensing of a marketing intangible. These fees constitute Tennessee sales because the
franchises are for the right to make Tennessee sales. The monthly franchise fees paid by
Tennessee franchisees constitute fees paid for (1) the license of marketing intangibles (the
Better Burger name and service marks), (2) the license of production intangibles (food
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processes and know-how) and (3) personal services (management fees). The fees paid for
the license of the marketing intangibles and the production intangibles constitute Tennessee
sales because in each case the use of the intangibles is to take place in Tennessee. See
Rule 1320-06-01-.42(5)(b)-(c). The fees paid for the personal services are {o be assigned
pursuant to Rule 1320-06-01-.42(4).

Example 8: Online Corp, a corporation based outside Tennessee, licenses an information
database through the means of the Internet to individual customers that are residents of
Tennessee and other states. These customers access Online Corp’s information database
primarily in their states of residence, and sometimes, while traveling, in other states. The
license is a license of intangible property that resembles a sale of goods or services and shall
be assigned in accordance with Rule 1320-06-01-.42(5)(f). If Online Corp can determine or
reasonably approximate the state or states where its database is accessed, then it must do
so0. Assuming that Online Corp cannot determine or reasonably approximate the location
where its database is accessed, Online Corp must assign the sales made to the individual
customers using the customers’ billing addresses to the extent known. Assume for purposes
. of this example that Online Corp knows the billing address for each of its customers. In this
case, Online Corp’s sales made to its individual customers are in Tennessee in any case in
which the customer’s biiling address is in Tennessee. See Rule 1320-06-01-.42(4)(c)2(iiX1).

Example 9: Net Corp, a corporation based outside Tennessee, licenses an information
database through the means of the Internet to a business customer, Business Corp, a
company with offices in Tennessee and two neighboring states. The license is a license of
intangible property that resembles a sale of goods or services and shall be assigned in
accordance with Rule 1320-06-01-.42(5)(f). Assume that Net Corp cannot determine where
its database is accessed but reasonably approximates that 75% of Business Corp’s database
access took place in Tennessee, and 25% of Business Corp's database access took place in
other states. In such case, 75% of the receipts from database access is in Tennessee.
Assume alternatively that Net Corp lacks sufficient information regarding the location where
its database is accessed to reasonably approximate such location. Under these
circumstances, if Net Corp derives 5% or less of its receipts from database access from
Business Corp, Net Corp must assign the sale under Rule 1320-06-01-.42(4)(c)2(ii)(ll) to the
state where Business Corp principally managed the contract, or if that state is not reasonably
determinable to the state where Business Corp placed the order for the services, or if that
state is not reasonably determinable to the state of Business Corp’s billing address. If Net
Corp derives more than 5% of its receipts from database access from Business Corp, Net
Corp is required to identify the state in which its contract of sale is principally managed by
Business Corp and must assign the receipts to that state. See Rule 1320-06-01-
A2(4)(c)2(ii ). '

Example 10: Net Corp, a corporation based outside Tennessee, licenses an information
database through the means of the Internet to more than 250 individual and business
customers in Tennessee and in other states. The license is a license of intangible property
that resembles a sale of goods or services and shall be assigned in accordance with Rule
1320-06-01-.42(5)(f). Assume that Net Corp cannot determine or reasonably approximate the
location where its information database is accessed. Also assume that Net Corp does not
derive more than 5% of its sales of database access from any single customer. Net Corp may
apply the safe harbor stated in Rule 1320-06-01-.42(4)(c)2(ii)(I)1V, and may assign its sales
to a state or states using each customer’s billing address.

Example 11: Web Corp, a corporation based outside of Tennessee, licenses an Internet-
based information database to business customers who then sublicense the database to
individual end users that are residents of Tennessee and other states. These end users
access Web Corp’'s information database primarily in their states of residence, and
sometimes, while traveling, in other states. Web Corp’s license of the database to its
customers includes the right to sublicense the database to end users, while the sublicenses
provide that the rights to access and use the database are limited to the end users’ own use
and prohibit the individual end users from further sublicensing the database. Web Corp
receives a fee from each customer based upon the number of sublicenses issued tc end
users. The license is a license of intangible property that resembles a sale of goods or
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services and shall be assigned by applying the rules set forth in Rule 1320-06-01-
42(4)(c)2(iii). See 1320-06-01-.42(5)(f). If Web Corp can determine or reasonably
approximate the state or states where its database is accessed by end users, then it must do
so. Assuming that Web Corp lacks sufficient information from which it can determine or
reasonably approximate the location where its database is accessed by end users, Web Corp
must approximate the extent to which its database is accessed in Tennessee using a
percentage that represents the ratio of the Tennessee population in the specific geographic
area in which Web Corp’s customer sublicenses the database access relative to the total
population in such area. See Rule 1320-06-01-.42(4)(c)2(iii)(Il).

(6) Sale of Intangible Property.

(a) Assignment of Sales. The assignment of a sale to a state or states in the instance of a sale or

- exchange of intangible property depends upon the nature of the intangible property sold. For
purposes of this section (Rule 1320-06-01-.42(6)), a sale or exchange of intangible property
includes a license of such property where the transaction is treated for tax purposes as a sale
of all substantial rights in the property and the receipts from transaction are not contingent on
the productivity, use or disposition of the property. For the rules that apply where the
consideration for the transfer of rights is contingent on the productivity, use or disposition of
the property, see Rule 1320-06-01-.42(5)(a) and (6)(a)3.

1. Contract Right or Government License that Authorizes Business Activity in Specific
Geographic Area. In the case of a sale or exchange of intangible property where the
property sold or exchanged is a contract right, government license or similar
intangible property that authorizes the holder to conduct a business activity in a
specific geographic area, the sale is assigned to a state if and to the extent that the
intangible property is used or otherwise associated with the state. Where the
intangible property is used in, or otherwise associated with, only Tennessee, the
taxpayer shall assign the sale to Tennessee. Where the intangible property is used in
or is otherwise associated with Tennessee and one or more other states, the
taxpayer shall assign the sale to Tennessee to the extent that the intangible property
is used in, or associated with, Tennessee, through the means of a reasonable
approximation.

2. Agreement Not to Compete. An agreement or covenant not to compete in a specified
geographic area requires the contract party to refrain from conducting certain
business activity in that specified area. In the case of an agreement or covenant not
to compete the receipts are to be assigned to a state based upon the percentage that
reflects the state’s population in the U.S. geographic area specified in the contract
relative to the total population in such area.

3. Sale that Resembles a License (Receipts are Contingent on Productivity, Use or
Disposition of the intangible Property). In the case of a sale or exchange of intangible
property where the receipts from the sale or exchange are contingent on the
productivity, use or disposition of the property, the receipts from the sale shall be
assigned by applying the rules set forth in Rule 1320-06-01-.42(5) (pertaining to the
license or lease of intangible property).

4, Sale that Resembles a Sale of Goods and Services. In the case of a sale or
exchange of intangible property where the substance of the transaction resembies a
sale of goods or services and where the receipts from the sale or exchange do not
derive from payments contingent on the productivity, use or disposition of the
property, the receipts from the sale shall be assigned by applying the rules set forth
in Rule 1320-06-01-.42(5)(f) (relating to licenses of intangible property that resemble
sales of goods and services). Examples of such transactions include those that are
analogous to the license transactions cited as examples in Rule 1320-06-01-.42(5)(f).

5. Except as otherwise provided in this section, the sale of intangible property that is not
referenced in Rule 1320-06-01-.42(6)(a)1,2,4, or 5 shall be excluded from the
numerator and the denominator of the taxpayer’s sales factor.
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(b) Examples. Assume in each of these examples that the taxpayer that provides the service is
taxable in Tennessee and is to apportion its income pursuant to T.C.A. § 67-4-2012.

Example 1: Airline Corp, a corporation based outside Tennessee, sells its rights to use
several gates at an airport located in Tennessee to Buyer Corp, a corporation that is based
outside Tennessee. The contract of sale is negotiated and signed outside of Tennessee. The
sale is in Tennessee because the intangible property sold is a contract right that authorizes
the holder to conduct a business activity solely in Tennessee. See Rule 1320-06-01-
42(6)(a)1.

Example 2: Wireless Corp, a corporation based outside Tennessee, sells a license issued by
the Federal- Communications Commission (FCC) to operate wireless telecommunications
services in a designated area in Tennessee to Buyer Corp, a corporation that is based
outside Tennessee. The coniract of sale is negotiated and signed outside of Tennessee. The
sale is in Tennessee because the intangible property sold is a government license that
authorizes the holder to conduct business activity solely in Tennessee. See Rule 1320-06-01-
42(6)(a)1.

Example 3. Same facts as in Example 2 except that Wireless Corp sells to Buyer Corp an
FCC license to operate wireless telecommunications services in a designated area in
Tennessee and an adjacent state. Wireless Corp must attempt to reasonably approximate
the extent to which the intangible property is used in or associated with Tennessee. For
purposes of making this reasonable approximation, Wireless Corp may rely upon credible
data that identifies the percentage of persons that use wireless telecommunications in the
two states covered by the license. See Rule 1320-06-01-.42(6)(a)1.

Example 4: Sports League Corp, a corporation that is based outside Tennessee, sells the
rights to broadcast the sporting events played by the teams in its league in all 50 U.S. states
to Network Corp. Although the games played by Sports League Corp will be broadcast in all
50 states, the games are of greater interest in the southeast region of the country, including
Tennessee. Because the intangible property sold is a contract right that authorizes the holder
to conduct a business activity in a specified geographic area, Sports League Corp must
attempt to reasonably approximate the extent to which the intangible property is used in or
associated with Tennessee. For purposes of making this reasonable approximation, Sports
League Corp may rely upon audience measurement information that identifies the
percentage of the audience for its sporting events in Tennessee and the other states. See
Rule 1320-06-01-.42(6)(a)1.

Example 5. Business Corp, a corporation based outside Tennessee engaged in business
activities in Tennessee and other states, enters into a covenant not to compete with
Competition Corp, a corporation that is based outside Tennessee, in exchange for a fee. The
agreement requires Business Corp to refrain from engaging in certain business activity in
Tennessee and other states. The component of the fee that constitutes a Tennessee sale is
determined by multiplying the amount of the fee by a fraction represented by the percentage
of the Tennessee population over the total population in the specified geographic region. See
Rule 1320-06-01-.42(6)(a)2.

Example 6: Inventor Corp, a corporation that is based outside Tennessee, sells patented
technology that it has developed to Buyer Corp, a business customer that is based in
Tennessee. Assume that the sale is not one in which the receipts derive from payments that
are contingent on the productivity, use or disposition of the property. See Rule 1320-06-01-
42(6)(a)4. Inventor Corp understands that Buyer Corp is likely to use the patented
technology in Tennessee, but the patented technology can be used anywhere (i.e., the rights
sold are not rights that authorize the holder to conduct a business activity in a specific
geographic area). The sale of the patented technology shall be excluded from the numerator
and denominator of Inventor Corp’s sales factor. See Rule 1320-06-01-.42(6)(a)5.

(7) Special Rules.
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(@)

(b)

()

Software Transactions. A license or sale of pre-written software for purposes other than
commercial reproduction (or other exploitation of the intellectual property rights), when
transferred on a tangible medium, is treated as the sale of tangible personal property, rather
than as either the license or sale of intangible property or the performance of a service. In
stuch cases, the receipts are assigned to Tennessee as a sale of tangible personal property.
In all other cases, the receipts from a license or sale of software are to be assigned to
Tennessee as determined otherwise under this regulation (e.g., depending on the facts, as
the development and sale of custom software, see Rule 1320-06-01-.42(4)(c), as a license of
a marketing intangible, see Rule 1320-08-01-42(5)(b), as a license of a production
intangible, see Rule 1320-06-01-.42(5)(c), as a license of intangible property where the
substance of the transaction resembles a sale of goods or services, see Rule 1320-06-01-
A42(5)(f), or as a sale of intangible property, see Rule 1320-06-01-.42(6)).

Sales or Licenses of Digital Goods or Services. In the case of a sale or license of digital
goods or services, including, among other things, the sale of various video, audio and
software products or similar transactions, the receipts from the sale or license shail be
assigned by applying the same rules as are set forth in Rule 1320-06-01-.42(4)(c)2(ii) or (iii),
as if the transaction were a service delivered to an individual or business customer or
delivered through or on behaif of an individual or business customer. For purposes of the
analysis, it is not relevant what the terms of the contractual relationship are or whether the
sale or license might be characterized, depending upon the particular facts, as, for example,
the sale or license of intangible property or the performance of a service. See Rules 1320-06-
01-.42(5)(f) and (6)(a)5.

Enforcement of Legal Rights. Receipts attributable to the protection or enforcement of legal
rights of a taxpayer through litigation, arbitration, or settlement of legal disputes or claims,
including the filing and pursuit of claims under insurance contracts, shall be excluded from
the numerator and denominator of the taxpayer’s sales factor. For purposes of this rule, in the
case of a settlement agreement, it shall not be relevant how the parties to the agreement
characterize the payment made under the agreement.

Authority: T.C.A. §§67-1-102(a) and 67-4-2012.

Rule 1320-06-01-.04 is repealed in its entirety.
Rule 1320-06-01-.05 is repealed in its entirety.
Rule 1320-06-01-.06 is repealed in its entirety.
Rule 1320-06-01-.08 is repealed in its entirety.
Rule 1320-06-01-.09 is repealed in its entirety.
Rule 1320-06-01-.10 is repealed in its entirety.
Rule 1320-06-01-.11 is repealed in its entirety.
Rule 1320-06-01-.13 is repealed in its entirety.
Rule 1320-06-01-.14 is repealed in its entirety.
Rule 1320-06-01-.186 is repealed in its entirety.
Rule 1320-06-01-.19 is repealed in its entirety.
Rule 1320-06-01-.22 is repealed in its entirety.

Rule 1320-06-01-.24 is repealed in its entirety.
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Rule 1320-06-01-.25 is repealed in its entirety.
Rule 1320-06-01-.37 is repealed in its entirety.

Ruie 1320-06-01-.39 is repealed in its entirety.
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If a roll-call vote was necessary, the vote by the Agency on these rulemaking hearing rules was as follows

Board Member Aye No Abstain Absent Signature
(if required)
Not Applicable '
| certify that this is an accurate and complete copy of rulemaking hearing rules, lawfully promuigated and adopted by
the _ Tennessee Department of Revenue on 04/26/16 ,and is in compliance
with the provisions of T.C.A. § 4-5-222.
| further certify the following:
Notice of Rulemaking Hearing filed with the Department of State on 02/25/2016
Rulemaking Hearing(s) Conducted on: (add more dates)

04/26/2016
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Signature: M(@Mﬁf

Name of Officer. Richard H. Roberts
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Chapter 1320-01-02 Taxpayer Remedies for Disputed Taxes
Rule 1320-01-02-.01 Repealed; Rule 1320-01-02-.05 Request for Informal Conference

Chapter 1320-02-01 Tax Enforcement Procedures Act
Rule 1320-02-01-.43 Assessment by Commissioner

Chapter 1320-04-05 Business Tax Rules and Regulations

Rule 1320-04-05-.08 Computation of Tax; Rule 1320-04-05-.09 Construction Contractors and Exterminators; Rule 1320-04-05-.11
Repealed; Rule 1320-04-05-,12 Deductions from Gross Sales; Rule 1320-04-05-.13 Definitions — General, Rule 1320-04-05-.14
Distribution from Warehouse or Other Central Location; Rule 1320-04-05-.15 Dominant Business Activity Defined for Classification
Purposes; Rule 1320-04-05-.27 Local Adoption of Business Tax; Rule 1320-04-05-.28 Locations and Outlets — Operations in Other
Localities; Rule 1320-04-05-.30 Tax Due Date — Delinquency Tax Periods; Rule 1320-04-05-.36 Persons Exempt from Business Tax;
Rule 1320-04-05-.37 Repealed; Rule 1320-04-05-.41 Real Estate Sales and Rentals; Rule 1320-04-05-.42 Preservation of Records;
Rule 1320-04-05-.47 Sales for Resale; Rule 1320-04-05-.53 Taxpayers' Returns and Records; Rule 1320-04-05-.57 Transfer of License;

Rule 1320-04-05-.60 Repealed; Rule 1320-04-05-.61 Antique Malls, Flea Markets, Craft Shows, Antique Shows, Gun Shows, and Auto
Shows

Chapter 1320-05-01 State Sales and Use Tax Rules

Rule 1320-05-01-.12 Repealed; Rule 1320-05-01-.26 Hospitals and Sanitariums; Rule 1320-05-01-.27 Installation Sales; Rule 1320-05-
01-.36 Boarding Institutions; Rule 1320-05-01-.48 Photographs, Photostats, Blue Prints, Etc.; Rule 1320-05-01-.63 Registration
Certificate; Rule 1320-05-01-.64 Repealed; Rule 1320-05-01-.67 Printing Industry; Rule 1320-05-01-.74 Taxpayer Reports; Rule 1320-
05-01-.90 Billing of Sales and Use Tax; Rule 1320-05-01-.105 Repealed; Rule 1320-05-01-.106 Industrial Machinery; Rule 1320-05-01-
107 Electricity; Rule 1320-05-01-.115 Sales Tax on Amusement or Recreation Activity; Rule 1320-05-01-.116 Membership Sports and
Recreation Clubs; Rule 1320-05-01-.121 Free, Complimentary, or Reduced Dues, Fees, or Admission Charges; Rule 1320-05-01-.122

Entering or Engaging in Amusement or Recreational Activity; Rule 1320-05-01-.127 Repealed; Rule 1320-05-01-.128 Research and
Development

Chapter 1320-08-01 Franchise and Excise Tax Rules and Regulations

Rule 1320-06-01-.02 Due Date; Rule 1320-06-01-.04 Repealed; Rule 1320-06-01-.05 Repealed; Rule 1320-06-01-.06 Repealed; Rule
1320-06-01-.08 Repealed; Rule 1320-06-01-.09 Repealed; Rule 1320-06-01-,10 Repealed; Rule 1320-06-01-.11 Repealed; Rule 1320-
06-01-.13 Repealed; Rule 1320-06-01-.14 Repealed; Rule 1320-06-01-.15 Indebtedness — Adequacy of Capital; Rule 1320-06-01-.16
Repealed; Rule 1320-06-01-.18 Minimum Measure of Franchise Tax; Rule 1320-06-01-.19 Repealed; Rule 1320-06-01-.20 Actual
Charitable Contributions; Rule 1320-06-01-.21 Loss Carryovers; Rule 1320-06-01-.22 Repealed; Rule 1320-06-01-.23 Business and
Nonbusiness Earnings; Rule 1320-06-01-.24 Repealed; Rule 1320-06-01-.25 Repealed; Rule 1320-06-01-.27 Property Factor; Rule
1320-06-01-.28 Property Factor — Valuation; Rule 1320-06-01-.29 Property Factor — Averaging Property Values; Rule 1320-06-01-.30
Payroll Factor; Rule 1320-06-01-.31 Payroll Factor — Compensation Paid in this State; Rule 1320-06-01-.32 Sales Factor; Rule 1320-06-
01-.33 Sales Factor — Sales of Tangible Personal Property; Rule 1320-06-01-.34 Sales Factor — Qualified Member of a Qualified Group;
Rule 1320-06-01-.35 Variances; Rule 1320-06-01-.37 Repealed; Rule 1320-06-01-.38 Constructing or Improving Real Property — Special
Apportionment Rules; Rule 1320-06-01-.39 Repealed; Rule 1320-06-01-.40 Disregarded Entities; Rule 1320-06-01-.41 Series Limited
Liability Companies; Rule 1320-06-01-.42 Sales Factor — Sales Other than Sales of Tangible Personal Property in this State

All rulemaking hearing rules provided for herein have been examined by the Attorney General and Reporter of the State of Tennessee
and are approved as to legality pursuant to the provisions of the Administrative Procedures Act, Tennessee Code Annotated, Title 4,

Chapter 5.
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Public Hearing Comments

One copy of a document containing responses to comments made at the public hearing must accompany the
filing pursuant to T.C.A. § 4-5-222. Agencies shall include only their responses to public hearing comments,
which can be summarized. No letters of inquiry from parties questioning the rule will be accepted. When no
comments are received at the public hearing, the agency need only draft a memorandum stating such and include
it with the Rulemaking Hearing Rule filing. Minutes of the meeting will not be accepted. Transcripts are not
acceptable.

Prior to the public hearing, the Department received several written comments.

Two individuals commented regarding Rule 1320-01-02-.05 concerning the informal conference process. One
individual suggested requiring the Audit division to provide a statement of legal argument and supporting
documentation on the same timeframe as that requested of taxpayers; an automatic continuation of the
conference if the Hearing Officer rules in favor of the Audit Division without that division providing legal reasoning;
language making it clear that a taxpayer may offer and discuss a compromise solution with the Hearing Officer
during the conference process; and, requiring the Department to publish conference decision reports or
summaries on a more frequent basis than it currently does. The Department responded that it disagrees that
these suggestions are within the scope of Rule 1320-01-02-.05, or within the scope of the Department’s
administrative rules in general. The Department, however, agreed that the suggestions and comments are useful
for the effort of the Department’'s Hearing Office to be a continuing valuable service and venue for taxpayers and
invited the individual to meet to discuss the suggestions.

The second individual commenting on Rule 1320-01-02-.05 Request for Informal Conference addressed adding
language to subsection (2)(b) referencing Tenn. Code Ann. § 67-1-107 in the same manner as subsection (2)(a)
to ensure that a taxpayer can make a request for informal conference through an alternative delivery service as
authorized under I.R.C. § 7502. The Department responded that it has revised the rule to clarify that a written
request made via United States mail or private delivery service designated by the Internal Revenue Service under
I.R.C. § 7502 is timely if transmitted within thirty (30) days after the date of the notice of proposed assessment
and that its timely filing is determined in accordance with Tenn. Code Ann. § 67-1-107. Likewise a written request
made by facsimile, electronic mail, or a non-designated delivery service made and received on or before thirty
(30) days after the notice of proposed assessment is deemed timely.

The Department received a third comment expressing concern that Rule 1320-05-01-.1086 for industrial Machinery
contains a reference to Rule 1320-05-01-.68(4) but that the proposed Rule 1320-05-01.128 for Research and
Development does not contain such a reference. The Department responded that although Rules 1320-05-01-
.68(4) and 1320-05-01-106(4) contain language referencing a certificate of resale, the Department currently uses
a direct pay permit rather than a certificate of resale. The purpose of Rule 1320-05-01-.106(4) for Industrial
Machinery is to clarify that if a taxpayer has a direct pay permit, it must also have an industrial machinery
exemption to purchase items exempt from the Tennessee sales and use tax, and in such case, the taxpayer can
present to a vendor the direct pay permit in lieu of the industrial machinery exemption certification. Nothing limits
a taxpayer qualifying for the exemption for research and development explained in Rule 1320-05-01-.128 from
using a direct pay permit in the same manner, and the research and development exemption certificate will
contain a statement confirming this information.

Lastly, the Department received a statement acknowledging satisfaction with Rule 1320-06-01-.42 concerning

market-based sourcing, stating that the rule follows the statutory frameworks and provides appropriate guidance
to taxpayers.
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Regulatory Flexibility Addendum

Pursuant to T.C.A. §§ 4-5-401 through 4-5-404, prior to initiating the rule making process as described in T.C.A.
§ 4-5-202(a)(3) and T.C.A. § 4-5-202(a), all agencies shall conduct a review of whether a proposed rule or rule
affects small businesses.

(1) Types of small businesses directly affected:
These rules affect small businesses in the same manner as all other businesses.

(2) Projected reporting, recordkeeping, and other administrative costs:

There are no added reporting, recordkeeping, and other administrative costs associated with of these
rules.

(3) Probable effect on small businesses:
These rules do not have a negative effect on small businesses.

(4) Less burdensome, intrusive, or costly alternative methods:
There is no less burdensome, intrusive, or costly alternative method available outside of these rules.

(5) Comparison with federal and state counterparts:
These rules appear to comport with other similar state and federal rules.

(6) Effect of possible exemption of small businesses:

Exempting small businesses from any of these rules would not be in the best interest of small businesses,
as these rules provide necessary guidance for tax compliance.
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impact on Local Governments

Pursuant to T.C.A. §§ 4-5-220 and 4-5-228 “any rule proposed to be promulgated shall state in a simple
declarative sentence, without additional comments on the merits of the policy of the rules or regulation, whether
the rule or regulation may have a projected impact on iocal governments.” (See Public Chapter Number 1070
(http://state.tn.us/sos/acts/106/pub/pci1070.pdf) of the 2010 Session of the General Assembly)

The proposed rules are not anticipated to have an impact on local governments.
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Additional Information Required by Joint Government Operations Committee

Chapter 1320-01-02
Taxpayer Remedies for Disputed Taxes

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

Rule 1320-01-02-.01 will be repealed because it was superseded by 2014 legislation. Rule 1320-01-02-.05
Request for Informal Conference will be amended to reflect the new “proposed assessment” approach adopted
under Public Chapter 854 (2014) and to align with current procedures of the Administrative Hearing Office.

(B} A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §67-1-102 gives the Commissioner of the Department of Revenue the power to prescribe rules
that are not inconsistent with the law.

(C) Identification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

The repeal of Rule 1320-01-02-.01 and the amendment of Rule 1320-01-02-.05 do not directly affect anyone
because the rules are being repealed or amended to delete obsolete language and to comport with current
administration. The repeal or amendment will not increase taxes. It is not anticipated that any groups will oppose
the repeal or amendment. The rules affect all taxpayers who pay taxes administered by the Department of
Revenue.

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. |

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

| There is no fiscal impact resulting from the repeal of these rules. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |

(G) Identification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

l Kristin Husat, Assistant Commissioner and General Counsel ]

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

() Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter 1320-02-01
Tax Enforcement Procedures Act

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

Rule 1320-02-01-.43 Assessment by Commissioner will be amended to delete obsolete language due to 2014
legislation, to delete obsolete references to positions within the Department, and to remove language granting a
delegee the ability to redelegate the authority to make tax assessments.

{B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §§67-1-102 and 67-1-1439 give the Commissioner of the Department of Revenue the power to
prescribe rules that are not inconsistent with the law.

(C) lIdentification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

Rule as amended does not affect anyone because the amendment deletes obsolete language. The amendment
will not increase taxes. It is not anticipated that any groups will oppose the amendment

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

LThe Department of Revenue is not aware of any. |

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resuiting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

| There is no fiscal impact resulting from the amendment of this rule. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |

(G) Identification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel |

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

()  Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter 1320-04-05
Business Tax Rules and Regulations

(A) A brief summary of the rule and a description of ali relevant changes in previous regulations effectuated by
such rule; v

The business tax rules will be updated or repealed to reflect 2009 statutory changes that allowed bad debt
deductions, moved the administration and collection of the business tax from the cities and counties to the
Department of Revenue, and made changes related to contractors. These rules will also be updated due to
2013 statutory changes which require updates not currently listed in the rules. Rule 1320-04-05-.28 Locations
and Outlets — Operations and Other Localities will be amended to provide new guidance to property
management companies and individuals leasing property for less than 180 days. Moreover, Rule 1320-04-05-
.47 Sales for Resale will be amended to bring it in line with Pfizer v. Johnson, No. M2004-00041-COA-R3-CV,
2006 WL 163190 (Tenn. Ct. App. Jan. 23, 2008), the holding of which the Department follows.

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promuigation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §67-1-102 gives the Commissioner of the Department of Revenue the power to prescribe rules
that are not inconsistent with the law.

(C) Identification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

The updates and repeals of these rules affect all business tax taxpayers. These changes will not increase taxes.
It is not anticipated that any groups will oppose the changes.

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule; A

| The Department of Revenue is not aware of any. |

{E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

| There is no fiscal impact resulting from the changes of these rules. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |

(G) |dentification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel |

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

() Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter 1320-05-01
Sales and Use Tax Rules

{A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule; ‘

Certain sales and use tax rules will be repealed or amended to reflect 1986, 1999, 2003, 2005, and 2008
legislation, rendering certain language obsolete. Language already codified will be deleted in certain rules.
Other rules require updating to provide guidance consistent with policies and procedures. Rule 1320-05-01-.63
Registration Certificate will be amended to simplify reporting for individuals or property management companies
with multiple rental properties within the same jurisdiction. New Rule 1320-05-01-.128 provides guidance for
2015 legislation expanding the industrial machinery exemption to include research and development.

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §§67-1-102 and 67-6-402 give the Commissioner of the Department of Revenue the power to
prescribe rules that are not inconsistent with the law.

(C} Iidentification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

Repeals or amendments of these rules do not affect anyone because the repealed or amended language is
obsolete. The changes will not increase taxes. It is not anticipated that any groups will oppose these changes.
The new rule 1320-05-01-.128 for research and development provides necessary guidance in accordance with
requests from taxpayers for the Department to clarify recently passed legislation.

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. |

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand doliars ($500,000), whichever is less;

| There is no fiscal impact resulting from the repeal, amendment, or implementation of these rules. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |

(G) Identification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel |

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov '

()  Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information. ]
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Chapter 1320-06-01
Franchise and Excise Tax Rules and Regulations

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

The franchise and excise tax rules have not been updated since legislation in 1999 that restructured how entities
are taxed. Accordingly, many of these rules are being repealed or updated to reflect current law. In addition, the
rules will be amended by deleting language that predates implementation of electronic filing requirements. Rule
1320-06-01-.11 will be repealed because it was in part superseded by 2013 legislation; the remaining portion of
the rule is unnecessary and potentially conflicts with law on the dissolution of corporations. In addition, certain
rules are being updated for taxpayer ease. Rule 1320-06-01-.18 Minimum Measure of Franchise Tax will be
amended by deleting a section that has been codified since promulgation of the original rule and amended by
adding language currently contained in Rule 1320-06-01-.35, to improve the ability of taxpayers to locate
relevant information. Additionally certain rules will be updated to reflect the 1992 statutory adoption of the
“functional test” for classifying earnings.

Notably, Rule 1320-06-01-.34 will be replaced in its entirety to address changes under the Revenue
Modernization Act of 2015 whereby the state primarily has shifted to market-based sourcing standards.
However, under Tenn. Code Ann. § 67-4-2012(j), cost of performance standards may remain applicable to a
qualified member of a qualified group.

Three new rules will be added. Rule 1320-06-01-40 Disregarded Entities will be added to clarify the
Department’s current treatment of disregarded entities, as reflected in published guidance. Rule 1320-06-01-.41
Series Limited Liability Companies will be added to clarify the Department’s current treatment of series limited
liability companies, as reflected in published guidance. Rule 1320-06-01-.42 Sales Factor — Sales Other than
Sales of Tangible Personal Property in this State is proposed as necessary to address the market-based
sourcing standards adopted under the Revenue Modernization Act, Public Chapter 644 (2015).

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §67-1-102 gives the Commissioner of the Department of Revenue the power to prescribe rules
that are not inconsistent with the law.

(C) lIdentification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

In general, the amendment, update, and implementation of these rules affect all franchise and excise tax
taxpayers. The rules as amended will not increase taxes. It is not anticipated that any groups will oppose the
changes.

{D) ldentification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. B

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

| There is no fiscal impact resulting from the repeal, amendment, or implementation of these rules. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |
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(G) ldentification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the ruie at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242, (615) 741-2348, Kristin.Husat@tn.gov

() Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter Number | Chapter Title

1320-01-02 Taxpayer Remedies for Disputed Taxes i -
Rule Number Rule Title

1320-01-02-.01 Repealed

1320-01-02-.05

Request for Informal Conference

| Chapter Number | Chapter Title
1320-02-01 Tax Enforcement Procedures Act
Rule Number Rule Title

1320-02-01-.43

Assessment by Commissioner

Chapter Number | Chapter Title
1320-04-05 Business Tax Rules and Regulations
Rule Number Rule Title

1320-04-05-.08

Computation of Tax

1320-04-05-.09

Construction Contractors and Exterminators

1320-04-05-.11

Repealed
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1320-04-05-.12

Deductions from Gross Sales

1320-04-05-.13

Definitions — General

1320-04-05-.14

Distribution from Warehouse or Other Central Location

1320-04-05-.15

Dominant Business Activity Defined for Classification Purposes

1320-04-05-.27

Local Adoption of Business Tax

1320-04-05-.28

Locations and Outlets — Operations in Other Localities

1320-04-05-.30

Tax Due Date — Delinquency Tax Periods

1320-04-05-.36

Persons Exempt from Business Tax

1320-04-05-.37

Repealed

1320-04-05-.41

Real Estate Sales and Rentals

' 1320-04-05-.42

Preservation of Records

1320-04-05-.47

Sales for Resale

1320-04-05-.53

Taxpayers’ Returns and Records

1320-04-05-.57

Transfer of License

1320-04-05-.60

Repealed

1320-04-05-.61

Antigue Malls, Flea Markets, Craft Shows, Antique Shows, Gun Shows, and Auto Shows

Chapter Number | Chapter Title

1320-05-01 State Sales and Use Tax Rules
Rule Number Rule Title

1320-05-01-.12 Repealed

1320-05-01-.26

Hospitals and Sanitariums -

1320-05-01-.27

Installation Sales

1320-05-01-.36

Boarding Institutions

1320-05-01-.48

Photographs, Photostats, Blue Prints, Etc.

1320-05-01-.63

Registration Certificate

1320-05-01-.64

Repealed

1320-05-01-.67

Printing Industry

1320-05-01-.74

Taxpayer Reports

' 1320-05-01-.90

Billing of Sales and Use Tax

1320-05-01-.105 Repealed
1320-05-01-.106 Industrial Machinery
1320-05-01-.107 Electricity

1320-05-01-.115

Sales Tax on Amusement or Recreation Activity

1320-05-01-.116

Membership Sports and Recreation Clubs

1320-05-01-.121

Free, Complimentary, or Reduced Dues, Fees, or Admission Charges

1320-05-01-.122

Entering or Engaging in Amusement or Recreational Activity

1320-05-01-.127

Repealed

1320-05-01-.128

Research and Development

Chapter Number | Chapter Title
1320-06-01 Franchise and Excise Tax Rules and Regulations
Rule Number Rule Title
1320-06-01-.02 DveDate
1320-06-01-.04 Repealed
1320-06-01-.05 Repealed
1320-06-01-.06 Repealed
1320-06-01-.08 Repealed
1320-06-01-.09 Repealed
1320-06-01-.10 Repealed
1320-06-01-.11 Repealed B
1320-06-01-.13 Repealed -
1320-06-01-.14 Repealed
1320-06-01-.15 Indebtedness — Adequacy of Capital
1320-06-01-.16 Repealed B

1320-06-01-.18

Minimum Measure of Franchise Tax
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1320-06-01-.19

Repealed

1320-06-01-.20

Actual Charitable Contributions

1320-06-01-.21

Loss Carryovers

1320-06-01-.22 Repealed
1320-06-01-.23 Business and Nonbusiness Earnings
1320-06-01-.24 Repealed
1320-06-01-.25 Repealed

1320-06-01-.27

Property Factor

1320-06-01-.28

Property Factor — Valuation

1320-06-01-.29

Property Factor — Averaging Property Values

1320-06-01-.30

Payroll Factor

1320-06-01-.31

Payroll Factor — Compensation Paid in this State

1320-06-01-.32

Sales Factor

1320-06-01-.33

Sales Factor — Sales of Tangible Personal Property

1320-06-01-.34

Sales Factor — Qualified Member of a Qualified Group

1320-06-01-.35 Variances e -
1320-06-01-.37 Repealed

1320-06-01-.38 Constructing or Improving Real Property — Special Apportionment Ruies

1320-06-01-.39 Repealed

1320-06-01-.40

Disregarded Entities

1320-06-01-.41

Series Limited Liability Companies

1320-06-01-.42

Sales Factor — Sales Other than Sales of Tangible Personal Property in this State
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(Place substance of rules and other info here. Statutory authority must be given for each rule change. For
information on formatting rules go to htip:/state.tn.us/sos/rules/1360/1360.htm)

Chapter 1320-01-02
Taxpayer Remedies for Disputed Taxes

Amendment
1320-01-02-.05 Request for Informal Conference.
(1) (a) A request for an informal conference must be madesubmitted in writing to the Tennessee

BeparmentCommissioner of Revenue;_or the Commissioner’'s designee in the Department’s
Administrative Hearing Office-Andrew Jacksen-State,

(b) The conference request must be signed by the taxpaver or the taxpaver's authorized
representative. If the request is signed by an authorized representative, a Power of Atforney

should be provided to the Administrative Hearing Office Building;-500-Deaderick-Street,-Nashville;
Tennessee-37242within five (5) business days.

(c) Statements of legal arguments and supporting documentation should be provided, where
practicable, to the Administrative Hearing Office at least two weeks prior to the date of the
informal conference. Upon written request by the taxpaver, the Commissioner or the
Commissioner's designee may grant, in the Commissioner's or designee's discretion, a
continuation_of the conference in writing for a period of time reasonably necessary for the
taxpayer to provide additional information or documentation relevant to the proposed
assessment. A continuation may be granted either before or after the conference is held. If the
taxpayer fails to provide such additional information or documentation during the time specified
for the continuance, the conference decision shall be issued based on the information and
documentation available at that time. Additionally, if the taxpayer fails to provide such additional
information or documentation during the time specified for the continuance, the Commissioner or
the Commissioner's designee may decline to consider a request for reconsideration that is based
on _any such additional information or documentation provided after the conference decision is
issued.

(2) The written request will be deemed timely:

(a) _If made via United States mail or a private delivery service that is designated by the Internal
Revenue Service under 1.R.C. §7502 and transmitted within thirty (30) days after the date of the
notice of proposed assessment. A request for an informal conference is a tax document and,
when transmitted through the United States Postal mail_or a designated private delivery service,
its timely filing date shall be determined in accordance with the provisions of T.C.A. § 67-1-107.

(b) If made via facsimile, electronic mail, or a_non-designated delivery service etherthannited
States-mail-and received by the Department on or before thirty (30) days after the date of the
notice of progosed assessment.

(3) The day that a notice of proposed assessment is dated shall not be included in calculating the thirty (30)
days.

(4) In the event that the thirtieth (30th) day fsilowing-after the date of a notice of proposed assessment falls on
a Saturday, a Sunday, a legal holiday, or a day when state offices in Nashville are closed, the thirty (30)
day period shall run at the end of the next day which is not a Saturday, a Sunday, a legal holiday, or a
day when state offices in Nashville are closed.

(5) The person designated to respond to the issues contested at the informal conference; shall sign and date
the letter by which the taxpayer or his representative is advised of the decision(s) made on the issues(s)
contested at the conference. The signature date shall be considered the date the informal conference
decision is issued.
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Authority: T.C.A. §§67-/1-102¢4), 67-1-107,67-1-1438, 67-1-1801, 1-3-102 and 15-1-101. Administrative History:
Original rule filed June 28, 2000; effective September 11, 2000.

Repeal

1320-01-02-.01 Date-oftheMNotice-of-Assessment-Repealed.

Chapter 1320-02-01
Tax Enforcement Procedures Act

Amendment

1320-02-01-.43 Assessment by Commissioner.

B————The diractordirectors of each of the tax administration divisions within the Department of Revenue who
are charged with the responsibility for collecting specific taxes imposed under the revenue laws of the state and
made collectible by the Commissioner of Revenue are authorized and required to make all inquiries necessary to
the determrna’uon and assessment of all taxes referred to herernabove and to make the determlnatrons an(Hhe

redelega@eéof such taxes and the proposed assessments of such taxes that may become final on!v pursuant

T.C.A. §67-1-1438.

Authority: T.C.A. §§67-1-1438-ard102, 67-1-1438, and 67-1-1439. Administrative History: Original rule filed June
7, 1974. Amendment filed June 22, 1989; effective September 27, 1989.

Chapter 1320-04-05
Business Tax Rules and Regulations

Amendment

1320-04-05-.08 Computation of Tax.

(1) "Sales Price" means the total amount for which tangible personal property is sold or the amount charged
for any of the things or services taxable under the Business Tax Law, including any services required to
process the property or taxable services for sale, and without any deductions therefrom on account of the
cost of the property or taxable services sold, the cost of materials used, losses, or any other expenses
whatsoever, except cash discounts allowed on sales. It does not include finance charges, carrying
charges, time price differential, or interest from credit extended on sales of tangible personal property
under installment sales contracts, conditional sale contracts, or other contracts providing for deferred
payments of the purchase price, if the amount of such finance charges, carrying charges, time price
differential, or interest is in addition to the usual or established cash selling price, and provided that it is:

(a) Segregated on the taxpayer's invoice or bill of sale, or
{b) Billed separately to customers.

(2) The BusinessTaxbusiness tax is computed upon the sales price of items subject to the tax and is based
upon the actual consideration passing, or agreed to be passed between the purchaser and the vendor,

less any deductions allowed by law : sible ,
Wholesalers and retailers making charge sales must report the—Busmess-‘Eaxbusmess tax due on such

sales for the period in which the sale is made,+e

charges.
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| Authority: T.C.A. §§67-58221-102, 67-4-701, 67-4-702, 67-4-703, and 67-1014-711. Administrative History:
Original rule certified June 7, 1974.

1320-04-05-.09 Construction Contractors and Exterminators.

| (1) Contractors, as defined at T.C.A. §67-4-708, cClassification 4, shall be liable for the-business tax
regardless of whether the contract is on a lump sum or cost-plus basis.

(2) A contractor shall pay tax under Classification 4 of the Business Tax Act upon all receipts without any
deductions except as specifically provided. Tax is due upon all progress payment charges billed pursuant
l to the contract and received by the contractor; and any charges for renting or leasing equipment to others
for use in constructing, or making improvements or additions, or repairing buildings or other structures on
real property when the equipment is operated by the lessor. Additionally, tax is due at the end of the
contract period on the difference between the progress payment charges as billed and the payments
received by the contractor. Amounts actually paid during the business tax period to subcontractors or
other persons for the services enumerated in T.C.A. §67-4-711(a)(5) may be deducted provided the
contractor adequately identifies such persons by supplying the lscal-collecting-officers-with-the-names and
addresses of the subcontractors or other persons and ef-the amounts subcontracted. For contracts issued
on or chargedafter October 1, 2009, the contractor may deduct only amounts paid to a subcontractor
holding a business license or who is licensed by the state board for licensing contractors for work
described in T.C.A. §67-4-708(4)(A) and must also supply the subcontractor’'s business license or license
number issued by the board for licensing contractors. The contractor must maintain in its books and
records a copy of the subcontractor’s business license or contractor’s license.

(3)—ta}———_A contractor shall be-liable-forobtain a license from the minimum-tax-appropriate local officer and
shall be liable for the initial business tax-on-receipts-as-provided-for-in-thisrulelicense fee in each county
and/or municipality in which he receives more than $50,000 er-mere-infrom contracts during any taxable
period. The contractor must also file a business tax return and pay the business tax on such receipts for
each such location. A contractor isshall also obtain a license and shall be liable for the minimum-taxinitial
business license fee in the county and/or municipality in which his business is located and will pay
business tax on his gross receipts derived in all-lesationsihe state, less any amounts reported tofor
counties and/or municipalities in which his contracts tetal-or-exceed $50,000, during any taxable period. |f
a contractor does not have a domicile or place of business in the state, he will not owe the tax imposed by
T.C.A. §67-4-705 in a particular jurisdiction if his total receipts from contracts performed in that jurisdiction
are less than $50,000 durmq any taxabte period. "Rece[pts used herein mean taxable reoelpts

(4) Sales of tangible personal property and services to a contractor who in the course of performing his

contract installs the property as a component part of an addition or improvement to or repair of real

( property are sales to a user and a consumer, and such sales are taxable-at-the-approprateconsidered

retail ratesales unless the sales are exempt by specific provisions of the Business Tax Act and rules and
regulations construing the Act.

(5) If a contract is performed within the jurisdiction of more than one (1) governmental entity, any business tax
on receipts due shall be paidattributed to each such governmental entity proportionately based upon the
amount of work actually performed within each governmental entity.

| Authority: T.C.A. §§67-1-102, 67-4-703, 67-4-708,_67-4-709, 67-4-711, 67-4-714, and 67-4-7117. Administrative
History: Original rule certified June 7, 1974. Amendment filed May 18, 1978; effective August 14, 1978.
Amendment filed June 3, 1980; effective September 29, 1980. Amendment filed March 18, 1983; effective June
15, 1983. Amendment filed June 14, 1988; effective September 28, 1988.

1320-04-05-.12 Deductions from Gross Sales.

(1) Amounts representing the following transactions may be deducted from gross sales, prior to computing
tax liability, provided such amounts have been included in the gross sales reported on the-BusinessTax
Returnsbusiness tax returns:
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(a) Cash discounts allowed and taken by customers on sales. (See Rule 1320-04-05-.04)

(b) Returned merchandise or allowances or credits given to customers for specific sales. (See Rule
1320-04-05-.45.)

(c) Trade-ins. (See Rule 1 320-Q4-_Q5-.54—.)

(d) Repossession to the extent allowed. (See Rule 1320-04-05-.44-)

(e) Contractor payments to subcontractors. (See Rule 1320-04-05-.09(2))))

(f) Sales in bona fide interstate commerce. (See Rule 1320-04-05--.33(2))

(g) Receipts for services rendered by nonprofit institutions and financial institutions and for accounting,

insurance, and other services, all as provided for by law. (See Rule 1320-04-05-.16 and 1320-04-05-
.32.)

| (h) Accommodation and casual and isolated sales. (See Rules 1320-04-05-.01 and 1320-04-05-.05:)

| (iy Bad debts arising from receipts on which the business tax is imposed and paid as provided for by law.

| H(DAny other deductions authorized by the Business Tax Act or by rules and regulations pertaining
thereto.

(2) Except as indicated in paragraph (1) of this rule, and as may otherwise be allowed by law, no other
amounts attributable to any other transactionsincluding-bad-debts; may be deducted from gross sales.

(1) Any person claiming deductions from his gross sales must maintain sufficient invoices and other
documents to substantiate his claims; otherwise, the deduction will not be allowed.

Authority: T.C.A. §§67-1-102, 67-4-703, and 67-4-703711. Administrative History: Original rule certified June 7,
1974. Amendment filed May 18, 1978; effective August 14. 1978,

1320-04-05-.13 Definitions-General.
As used in these Rules and Regulations, the following terms, wherever used, shall have the following meanings:
(1) “Act” shall mean the Business Tax Act, being part 7, Chapter 4, Title 67, T.C.A., as amended.

| (2) “Commissioner” shall mean the Commissioner of Revenue of the State of Tennessee, or any of his dutly
authorized assistants.

(3) “Department” shall mean the Department of Revenue of the State of Tennessee.

(4) “Local Qeueet@ngmomcers” shall mean County -Qewi—CIerks and the duly designated municipal officers
responsible for collec . ) sed-bylicensing of local gevernmentshusinesses.

(5) “Lease or Rental” means the leasing or renting of tangible personal property and the possession or use
| thereofof the property by the lessee or renter for a consideration, without transfer of the title of such
* property, and such shall be considered as a taxable transaction within the meaning of the Business Tax

Act.

(6) “Return” shall mean the report of a person liable for the-Business-Taxbusiness tax showing gross sales,
deductions, credits, tax computations, and such other mformatlon as may be requwed enwtheierms

prescribed-by the Commissioner-o
seliestionoflicars,

(7) “State” shall mean the State of Tennessee.
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l (8) “Tax” shall mean the Business-Taxbusiness tax imposed by the Business Tax Act.

(9) “Manufacturer” shall mean those persons engaged in the businesses described in Division D- of the
Standard Industrial Classification indexManual of 49671987, as amended.

| Authority: T.C.A. §§67-1-102, 67-4-702, and 67-4-703. Administrative History: Original rule certified June 7, 1974.
Amendment filed March 18, 1983; effective June 15, 1983.

1320-04-05-.14 Distribution from Warehouse or Other Central Location.

| (1) Sales of tangible personal property and services by a licensed wholesaler or retailer from a central
warehouse or other distribution point other than his principal place of business shall be subject to the
appropriate wholesale or retail tax, and persons making such sales shall be liable for the
minimurmbusiness tax for that location.

| H(2) Where a person merely stores property in a warehouse or other place for eventual delivery to one
or more places of business operated by him from which sales are made, he shall not be deemed to be
making sales at that location as contemplated by this Rule and Regulation.

Authority: T.C.A. §§67-1-102 and 67-4-703. Administrative History: Original rule certified June 7, 1974.
1320-04-05-.15 Dominant Business Activity Defined for Ciassification Purposes.

For purposes of the-Business-TFaxbusiness tax. both wholesale and retail businesses are classified according to
their dominant business activity. The item comprising the largest proportion of taxable gross sales of the business
when compared with other items sold determines its classification. A-business-may-be-taxed-at-both-retail-and

Oni one classmcatlon (of CIaSS|f|cat|onst 2 3, or 4) shall apply@aeetheetasemea%eh—te

= S-S Ot pir o oioriivrent b oen Bt et oo g ohoa

2 &

fact that sales may be made at both wholesale and retall shalt have no effect in determlmng the domlnant
business activity.

| Authority: T.C.A. §§67-1-102, ard67-4-703:,_and 67-4-708. Administrative History: Original rule certified June 7,
1974.

1320-04-05-.27 Local Adoption of Business Tax.

(1) Affirmative action must be taken by-eeunty-or municipal governments in order to implement the business
tax in their respective jurisdictions. The business tax may enly-be levied only by passage of a resolution
or ordinance by the appropriate governing body.

(2) Upon adoption or amendment of the business tax by any-seuniy-or municipal government, a certified copy
of the resolution or ordinance adopting or amending the business tax must be furnished to the depariment
ofrevenyeDepartment.

(3) Municipal seuntyormunicipal-governments that adopt the business tax after December 31, 2013, must
levy the tax at the rates provided in T.C.A. §67-4-709. If the business tax was adopted by a municipal

qovemment onor to Januarv 1, 2014 then it may Jfmfaeeecont|hue to tevv the tax at the same eﬂesser—tax

aepheabtew—te»au—eepeees—ahkeratethat was in the—samen—etaesmaten——er—ueategety——w;thm——a
etassmeatteh»effect as
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, but thev may repeal the minimumbusiness tax witheut-adepting-the
HHCA-§E67-4-708(a)(2)-(3)-and-(4)-by ordinance.

| Authority: T.C.A. §§67-1-102, 67-4-703, 67-4-7045, and 67-4-709. Administrative History: Original rule certified

June 7,

(1)

(@)

@)

1974. Amendment filed April 28, 1987; effective July 29, 1987.

1320 04 05 28 Locattons and Ou’tlets - Operateons in Other Loca!tt:es-&eééleps

A business which engages in business activity in several places, in different locations and through
different outlets, must obtain a license from and pay the initial license fee fo the appropriate local officer
and must pay at least the minimum business tax ento the Department for each place, location or outlet;
and it must report igross sales and tax due for each separate location. The fact that a business has
several outlets in a smgle county or munisipalitycity is immaterial. Such business may upon request
submit a consolidated report to cover all such outlets in one county or city;; however, a breakdown of
sales by each outlet must accompany such consolidated report. (See1320-4-5-52(2)).

Subject to the exceptions enumerated hereinafter, persons subject to the-Business-Taxbusiness tax
operating from an established place of business in one county or city who extend their operations into
other counties and/or municipalities without establishing an office, headquarters or other place of
business therein shall not be subject to the BusinessTax-infiling and registration requirements for such
other counties and/or muricipalities. Tax on total receipts from all taxable sales shall be dueattributed to
the county and munisipalitycity, if any, in which the established place of business is located.

Excepted from the rule as stated in subparagraph (2) are:

(a)m—Peﬁseasammﬂ%esiabhsheeLpiaee—eﬁ business-in-this-stateContractors subject to Rule 1320-04-

(b) A propertv management company or an individual providing rentals lasting less than 180 days
must have a county and/or city business tax license and registration for each county and/or city in
this—state—which it has rental properties, if the property management company’s or individual’s
taxable gross receipts are ten thousand dollars ($10,000) or more in a particular county and/or
city where it does business. If a property management company or individual manages multiple
locations within one county and/or city, the property management company or individual shall be
required to register only one location per county and/or city and report all gross receipts in that
county and/or city to the registered location. The property management company or individual will
be subject to business tax at the local rate for the jurisdiction in which each rental property is
located, and the taxes from such shall be atiributed to the county or city in which the rental

property is Iocated

Authority: T.C.A. §867-1-102, 67-4-703, 67-4-706, 67-4-723, and 67-4-724. Administrative History: Original rule

certified June 7, 1974.

1320-04-05-.30 Tax Due Date-Delinquency-Tax Periods.
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(1) _The minimumbusiness tax provided for in T.C.A. §67-4-709 ef-the -C-A-is an annual tax for alicensethe
_privilege to engage in any of the business activities made subject to business tax.

((2) Pursuant to the B ' d : ‘ S ad
may—ewwaa%when—the-re%um%wdedierauthontv in T C A §67 4 715—T~GA—(q) the busmess tax
return is submitted-to-the-appropriate-officerdue on the 15th day of the fourth month following the end of

the taxpaver's fiscal vear. For example, if a taxpavyer’s fiscal year ends on December 31, then its return
will be due on April 15.

Authority: T.C.A. §8§67-1-102, 67-4-703, 67-4-709, and 67-4-747715,67-4-719-and -67-4-720.. Administrative
History: Original rule certified June 7, 1974. Amendment filed April 28, 1987; effective July 29, 1987.

1320-4-5-.36 Persons Exempt from Business Tax.

(1) Persons making occasional and isolated sales or transactions who do not hold themselves out as
engaged in business.

(2) Persons having a total value of sales of less than $500.0010,000 per year.
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©)
(4)
(5)

Certain blind persons. (See-§67-4-742,1-L-A)
Certain disabled veterans. (See-§67-4-742-T-C-A)

Newspaper route carriers and nhewspaper peddlers.

(6) Farmers making sales of farm products direct from the farm and produced by themselves, including

catfish farmers. (See Rule 1320-4-5-.16)

| 8)(7) ____Persons employed by another who work for wages or salary and who are under the direction and

(8)

control of the employer in the performance of their duties.

Charitable or religious institutions making sales of donated items and articles produced from donated

9

items.

Certain _persons conducting shows, displays, or exhibits sponsored by a nonprofit organization of gun

collectors,

(10)Certain persons whose only business activity during the tax period is conducted at the Tennessee staie

fair or a county fair.

(11)Movie theaters qualifying for the exemption under T.C.A. §67-6-309.

Authority: T.C.A. §§67-1-102-an4d, 67-4-702, 67-4-703, and 67-4-712. Administrative History: Original rule certified
June 7,

1974. Amendment filed April 28, 1987; effective July 29, 1987.

1320-04-05-.41 Real Estate Sales and Rentals.

)

@)

(4)

(5)

(6)

Persons who receive monies or other consideration for the sale or rental of real property belonging to
them_not including rentals lasting less than 180 days, are not liable for the-Business-Taxbusiness tax on

such sales or rentals.

Persons receiving or entitled to receive commissions, fees, service Charges, or other income, credits or
property value in money for services rendered concerning the sale or rental of real or personal property
belonging to others are liable for the-BusinessTaxbusiness tax on such receipts.

The employing unit, whether designated as a real estate firm, broker, agency, partnership, or corporation
which owns or conducts a real estate business, but not the employees thereof, is liable for beoth-the
minimum-and-grossrecelptetax-pusiness tax. The tax shall be paid on the total receipts (as enumerated in
paragraph (b2) above) which are due and payable. It is immaterial, as+egardswith regard to tax liability,
whether the total receipts are divided between the employing unit and the employee, salesman, or other
representative of the employing unit or whether the division is made by the employing unit or by the
owner, purchaser or other party in interest. In any event the tax is payable on the total amount of receipts
due and payable for services rendered.

The minimum-and-gross-receipis-taxes-arebusiness tax is due and payable to the Department for each
county and munigipalitycity, if any, where the employing unit maintains an office or place of business-The,

regardless of the location of the property mvolved in the sale or rental or the place where a contract for
the sale or rental of the property is entered-in - A Aty

municipalitymay impose-the Business-Tax.

Where receipts, as enumerated herein, are divided, or split, between bona fide real estate agents or
brokers, as distinguished from a division between an agent or broker and one of his employees, that
portion of the receipts retained or received by each business shall become a part of its gross receipts
subject to the Business-Taxbusiness tax.

Authority: T.C.A. §§67-1-102 and 67-4-703. Administrative History: Original rule certified June 7, 1974.

1320-04-05-.42 Preservation of Records.
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(2) Every person liable for the-Business—Taxbusiness tax shall keep and preserve sufficient and complete
records for a period of at least three years to determine the amount of Business Taxbusiness tax for which
he may be liable. It is advisable, however, that such records be kept and preserved for a period of six
years. Such records shall include and show the following:

(a) {a——A daily record of all cash and credit sales, including sales under any type of financing or
installment plan in use;

(b) b——A record of the amount of all merchandise purchased, including all bills of lading,
invoices, and copies of purchase orders;

(c) {ev——-A record of all exclusions, deductions and exemptions allowed by law and/or claimed in
filing Business-Tax-Returnsbusiness tax returns; and

(d) A true and complete inventory of the value of the stock on hand taken at least once yearly. All of
the records required to be kept and preserved shall be open for examination at any time by the
commissioner or local collecting officers, or their duly authorized representatives.

(3) If an—a_proposed assessment has been made and an appeal therefrom has been made to the
Commissioner—te-a-local-collesting-officer; or to a court, all books and records, as above specified, relating
to the period covered by such proposed assessment; must be preserved until the final disposition of the
appeal.

| Authority: T.C.A. §§ 67-1--102, 67-4-703, and 67-4-703722. Administrative History: Original rule certified June 7,
1974.

1320-04-05-.47 Sales for Resale.

(1) Sales for resale include those whereby a supplier of materials, supplies, equipment and services makes
such tangible personal property or services available for further processing as a component part of a
product to legitimate dealers engaged in and actually reselling or leasing such property or services to a
user or consumer. Sales to a manufacturer or processor for future processing, manufacture or conversion
into articles of tangible personal property for resale where such industrial matetials become a component
part of the finished product are likewise considered sales for resale.

(2) Sales of tangible personal property and services to a-licensed retailer who may make further distributions
from a central warehouse or other dlstnbutlon pomt to others for resale shall be deemed to be wholesale

(3) Sales for resale made by a wholesaler to another wholesaler shall not be subiject to business tax.

| 3)(4) The price charged by the vendor for tangible personal property or services or the quality of such
property or services is immaterial in determining whether or not a sale is one for resale. The controlling
factor is what the vendee does with his purchase.

() _ Sales to a contractor who in the course of performing his contract installs property or uses
services in a structure, as a component part thereof, are retail sales to a user or consumer;-and-are

taxable-at the appropriate-retailrate.

| Authority: T.C.A. §§67-1-102, 67-4-702, and 67-4-70367-5822-and-67-10+. Administrative History: Original rule
certified June 7, 1974.

1320-04-05-.53 Taxpayers’ Returns and Records.
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| (1) All persons liable for the-Business-Taxbusiness tax shall make complete reports of all sales and other
business receipts and list any deductions which they are entitled to make for each separate place,
location, or outlet in the State, and submit them on their Business—Taxbusiness tax returns—ie—the
appropriate-cellection-officer; as provided for in the Business Tax Act and the Rules and Regulations
relating thereto. Sales and receipts which are excludable, as provided for in the Act and these Rules and
Regulations, shall not be included in the gross sales reported; but allowable deductions shall be included
in the gross sales reported and listed as a deduction on the Business-TaxRetumbusiness tax return and
so treated in computing and paying the-BusinessTFaxbusiness tax due.

(2) Persons with two or more business locations in a city and/or county may, upon request-obtainforms to
and file-withapproval by the appropriate-collection-officerCommissioner, file consolidated tax returns,

prowded only, however that such busmesses are taxable under the same cIaSS|f|cat|on and at the same
wngSuch person must

Authority: T.C.A. §§67-1-102 and 67-4-703. Administrative History: Original rule certified June 7, 1974.
Amendment filed May 18, 1978; effective August 14, 1978.

1320-04-05-.57 Transfer of License.

[ (1) TheExcept-as-ctherwiseprovided-in-paragraph-(2)the license, required pursuant to T.C.A. §67-4-723,

may neither be transferred from one person to another person nor from one business location to another
business location, except as provided for under T.C.A. §67-4-721.

(2) A businesslicense may be transferred from one location in a municipality to another location within the
same municipality one time during any tax year if the licensee notifies the local collecting officer at least
five (5) days prior to the last day of business at the old location and pays to such local collecting officer

three-dollars-and-fifty cents{$3.50)forarecording feethe fee as set forth in T.C.A. §8-21-701.

Authority: T.C.A. §§67-1-102 and 67-4-703. Administrative History: Original rule certified June 7, 1974.
Amendment filed March 18, 1983; effective June 15, 1983.

1320-04-05-.61 Antique Malls, Flea Markets, Craft Shows, Antique Shows, Gun Shows, and Auto Shows.

(1) Promotions conducted by non-profit organizations shall refer to cases where the promoter is a non-
profitnon-profit association, corporation, or organization, and shall not depend on whether or not the
individual booth owner or renter is a non-profit entity. However, individual booth owners or renters who
are nenpretitnon-profit entities shall be exempt from the tax.

(2)A booth shali be any area or space for Wthh a promoter charges a separate fee.

Authority: T.C.A. §§867-5822.1-102, 67-4-703, and 67-4-710. Administrative History: Original rule filed October
11, 1983; effective January 16, 1984-
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1320-04-05-11 €

Authority: T.C.A. §§67-1-102,67-4-703, and 67-4-7913. Administrative History: Original rule certified June 7, 1974.
Amendment filed August 28, 1974; effective September 27, 1974. Amendment filed March 18, 1983; effective
June 15, 1983.

| 1320-04-05-.37 PersonsMaking-Wholesale-and Retail-Sales-Repealed

1320-04-05-.60
Repealed.
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Authority: T.C.A. §§67-5822 and 67-101. Administrative History: Original rule certified June 7, 1974. Amendment
filed August 28, 1974; effective September 27, 1974. Amendment filed March 18, 1983; effective June 15, 1983.

Chapter 1320-05-01
Sales and Use Tax Rules

Amendment

1320-05-01-.26 Hospitals and Sanitariums.

(1)

()

Hospitals and sanitariums are primarily engaged in the business of rendering services; and are the
consumers or users of all tangible personal preperhproperty or taxable services purchased for use or
consumption in connection with the operation of the institution. The sellers of tangible personal property,
other than prescription drugs or medisinesmobility enhancing equipment prescribed for patients or
prosthetic devices, or taxable services to these institutions must collect from them the appropriate tax, but
this provision does not apply to a hospital or sanitarium which is otherwise exempt from paying the sales
orand use tax by virtue of its being a charitable or other like institution.

If a hospital or sanitarium operates any division that sells tangible personal property or taxable services,
such as a lunch room, repair shop, or similar department, then the hospital or samtarlum is liable for the
tax upon the gross receipts or gross proceeds derived from such sales.

Authority: T.C.A. §§67-1-102 and 67-6-402. Administrative History: Original rule certified June 7, 1974.
Amendment filed March 3, 1983; effective June 15, 1983.

1320-05-01-.27 Installation Sales.

(2)

that remains tanglble personal property when
installed-after installation are subject to the-sales and use tax. The tax is due from the dealer; regardless

of whether the dealer; or someone acting fer-him;on the dealer’s behalf installs the property.

Installation services that are provided in connection with the sale of tangible personal property are a part

of the sales price of the tangible personal property sold. If a dealer provides installation services in
connection with the sale of tangible personal property. such installation services are subject to sales and
use tax if the tangible personal property being installed is subiect to sales and use tax. Installation
services that are sold in transactions unrelated to the sale of the tangible personal property are subject to
sales and use tax regardless of the taxability of the tangible personal property installed unless the
installation services are otherwise exempt from tax.

(3) Tangible personal property which is sold and attached to real property, but which will ordinarily be

removed by the owner or tenant, such as window air conditioning units, curtain and drapery rods,
gasoline pumps, etc., shall be deemed to be personal property and the installation charges therefor shall
be subject to th&Sa%es-@Fsales and use tax.

(4) Charges made for installing tangible personal property which becomes a part of real property, are not

subject to the-Sales-orsales and use tax. The person so installing the property shall be liable for any sales
orand use tax that may be due, if any, on the property bought and/or used in making the installation.

SS-7039 (November 2014) 15 RDA 1693



| Authority: T.C.A. §§67-1-102, 67-6-102, 67-6-205, and 67-6-402. Administrative History: Original rule certified
June 7, 1974.

| 1320-05-01-.36 SchookkunchesBoarding Institutions.

Institutions of learning operating as boarding institutions, except K-12, shall be deemed the ultimate consumer of
foods purchased for meal purposes and shall be liable for the payment of sales erand use tax for such supplies,
unless such institutions have qualified for exemption from sales erand use tax on the ground that they are church
supported or non-profit colleges; or universities-er-schosls.

| Authority: T.C.A. §§67-1-102, 67-6-329, and 67-6-402. Administrative History: Original rule certified June 7, 1974.
Amendment filed February 7, 1980; effective April 22, 1980.

1320-05-01-.48 Photographs, Photostats, Blue Prints, Etc.

(1) Sales of photographs, portraits, prints from camera film, camera film, photostats, blue prints, frames, and
[ other like items are subject to the-sales and use tax when sold for use or consumption. Any sale of paper
or other material which becomes a component of the photograph or other pnnts is a sale for resale, and
not subject to the-Sales , and =elas —

(2) Charges made for developing films and coloring or tinting pictures or photographs furnished by customers
are service charges not subject to t:be—Sales—ereales and use tax when a separate charge for such
services is billed to the customer, Gh S ’ 8

| Authority: T.C.A. §§67-1-102, 67-6-482329, and Tenn—Pub.-Acts-2567-6-402. Administrative History: Original rule
certified June 7, 1974. Amendment filed December 15, 1986; effective January 29, 1987.

1320-05-01-.63 Registration Certificate.
(1) Sales Tax.

(&) When a dealer changes his business location within the same county, the certificate holder shall
notify the Department of the new business address and surrender his Registration Certificate. A
new certificate will be issued showing the correct business address.

(b) When a dealer changes his business location to a different county, or to a different type of
I business, the certificate must hebe submitted for cancellation, and an application for a new
certificate filed.

| (2) Use Tax.

(a) Out-of-state dealers which have a sufficient jurisdictional contact or nexus with this State, and
accept orders from residents of this State, shall register with the Department for use tax
purposes, and report and pay the appropriate use tax to the Department. Other out-of-state
dealers should register with the Department for the purpose of reporting and collecting use tax as
a convenience and service to their customers.

(b) Persons importing taxable tangible personal property into the State, and who do not pay the

Tennessee use tax to an out-of-state dealer registered with this Department, shall register with

I the Department for use Fax-purposes, and report and pay the appropriate use tax to the
Department. Except as otherwise provided in these rules and regulations, such persons must pay
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| the use Fax-to out-of-state dealers who are properly registered with this Department, rather than
declare such purchases and pay the tax themselves.

(3) Dealers within the State having both sales and use tax to report shall register for sales tax purposes, and
report the sales and use tax on forms provided for such purposes.

(4) Dealers having average monthly gross sales of $400.00 or less and taxable services of $100.00 or less

| may in the discretion of the Commissioner of Revenue be required to pay tax to their suppliers on

purchases in lieu of registering for sales and use tax purposes since the Department's cost of
administering the account would exceed the taxes reported.

(5) An individual property owner who sells, rents, or charges for the occupation of a room, lodaging, or
accommodation for a period of less than ninety (90) continuous days and a property management
company that is required to coliect sales and use tax on behalf of an individual property owner as
required by T.C.A. §67-6-501 shall file with the Commissioner an application for a certificate of
registration for each property that it owns or manages. If an individual property owner owns or a property
management company manages mulliple locations within one local jurisdiction, the individual property
owner or the property management company shall be reguired to register only one location per local
jurisdiction and report all sales in that local jurisdiction to the registered location.

| Authority: T.C.A. §§67-1-102, 67-6-402, 67-6-205, and 67-6-501. Administrative History: Original rule certified
June 7, 1974. Amendment filed December 15, 1986; effective January 29, 1987. Amendment filed June 28, 2000;
effective September 11, 2000.

1320-05-01-.67 Printing Industry.

(1) Sales of advertising circulars, books, forms, tickets, and other like printed items of tangible personal
property are subject to the sales and use tax unless the printed matter is sold for resale purposes.

(2) The printing and binding of paper, books, forms, letters, and the like is a fabrication thereof, and is subject
| to the sales erand use tax unless the fabrication is a part of a manufacturing process for resale. It is
immaterial whether the customer furnishes any or all the paper or other materials used in the fabrication
work. Any rebinding or other repair of a book or other tangible personal property is subject to the sales
orand use tax.

| Authority: T.C.A. §§67-101-67-1-102, 67-6-102¢23);, and 67-30456-402. Administrative History: Original rule
certified June 7, 1974. Public necessity rule filed February 29, 2008; effective through August 12, 2008.
Amendment filed March 31, 2008; effective July 29, 2008. Amendment filed March 31, 2008; effective July 29,
2008.

1320-05-01-.74 Taxpayer's Reports.

(1) All dealers selling any tangible personal property or furnishing any of the services subject to the Sales
sales Tax-tax from a location in the State and all vendors and users, whether within or without the State
having an "active" account as designated in their Certificate of Registration shali file a complete report of
all sales, purchases, deductions, etc., with the Commissioner_of Revenue for each month (except as
indicated in paragraph (2)). These reports shall be filed regardiess of whether the dealer or user is a
"manufacturer,”; "wholesaler,"; or "retailer, *, or whether there have been any sales or purchases; of any
kind, or whether there is any sales erand use tax due to be paid.

(2) Reporting on other than a monthly basis may be permitted as follows:
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(a) Dealers whose sales and use tax liability for twelve consecutive months has averaged $200 or

less per month may be permitted in the discretion of the Commissioner to file returns and make

| remittances thereon on a quarterly.—semianndal or annual basis. Quarterly returns and

remittances thereon shall cover the three calendar months endrng on the last day of March, June,
September and December . ;

thereon shall cover the 12 calendar months endrng on the Iast day of December.

(b) If a dealer's tax liability for any subsequent twelve month period should exceed $2400, or if the
Commissioner should determine that a loss of revenue might result from permitting such dealer to
continue filing returns and making remittances on other than a monthly basis, the Commissioner

[ may require such dealer to_file on a monthly basis. Failure to timely file a return or make
remittance of the tax due thereon shall be grounds for returning a dealer to a monthly basis of
filing returns and making remittances.

I (c) A new dealer whose business; in the determination of the Commissioner is highly likely to qualify
under (a) may be permitted to file returns and make remittances on other than a monthly basis
without the required reporting experience.

(d) Dealers filing returns and makmg remlttances on other than a monthly basrsehall«be—allewed

dealers shall be llable for penaltles and mterest on the same basrs as dealers on a monthly basrs
are liable. Quanrery—semiannuaiMonthly, guarterly and annual returns shall be filed and

remittances made thereon on or before the 15th20th day of the month following the close of the
period covered by such returns and remittances and shall be delinquent if made after such time.

| Authority: T.C.A. §867-1-101, 67-1-102, 67-30456-402, 67-6-402504, and 67-6-505. Administrative History:
Original rule filed June 7, 1974. Amendment filed April 28, 1977; effective October 1, 1977. Amendment filed
December 15, 1986; effective January 29, 1987. Amendment filed June 2, 1989; effective July 17, 1989.

1320-05-01-.90 Billing of Sales and Use Tax.

| Vendors-within-the-State must indicate in some definite manner whether their customers are paying any Sales
Tax. This indication must be stated on the ticket, invoice, or other record given to the customer, or it may be
shown by posting a sign in the place of business of the dealer indicating that the prices shown include any
applicable Sales Tax. This statement cannot be included on a ticket, invoice, or other record given, and tax may
not be charged, to vendees who are exempt from paying the Sales Tax.

. Qoo ion Numi
Authority: T.C.A. §§67-1011-102 and 67-30456-402. Administrative History: Original rule certified June 7, 1974.

1320-05-01-.106 Industrial Machinery.

(1) Persons who wish to make purchases or leases of industrial machinery shall apply to the Commissioner
of Revenue for authority to make such purchases exempt from tax. This application shall give such
information as the Commissioner may require. If the Commissioner finds from such information that the
applicant is entitled to make purchases or leases of industrial machinery, authority shall be permanent in
nature and shall continue until such time as the business ceases operation or until such time as the
business changes in character such that it is no longer operating within the scope of its original
application. Any misrepresentation made on the application by the taxpayer will subject the taxpayer to
any applicable tax, penalty and interest.
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(@)

(4)

(6)

Authority must be obtained prior to the purchase in order for the machinery to qualify as industrial
machinery for tax purposes. However, if authority is not obtained prior to the purchase the Commissioner
may allow retroactive application of the authority upon a showing sufficient to the Commissioner that the
failure to obtain authority resulted from:

(a) A major restructuring of the business or the business having gone through a change in
ownership; or

(b) A death of a key person in the tax area of the organization; or
(c) The entity having been misled by state officials which indicated that authority to purchase

industrial machinery was not required; or

YMaToLVilaYe Malds\Vilal

(d) Any other grounds tr{at,the Commissioner finds satisfactory to allow retroactive application of this
exemption.

Persons who have obtained authority from the Commissioner to make purchases of industrial machinery
shall provide their vendors with a copy of their authority or a copy of a fully completed Streamlined Sales
Tax Certificate of Exemption which must include the manufacturer's exemption authorization number
included on the certificate issued by the Commissioner, and such purchases shall then be exempt from
tax.

Persons to whom the Commissioner has extended special written permission to make purchases for their
own use under a certificate of resale pursuant to 1320-5-i1-.68(4) must obtain authority from the
Commissioner as provided in this rule prior to making purchases of industrial machinery, but may provide
their vendors with a copy of the special permission extended under 1320-5-11-.68(4) in lieu of the
authority to purchase industrial machinery.

Persons seeking to purchase industrial machinery must comply with the provisions of this rule in order to
obtain the exemption provided at T.C.A. §67-6-206(a). Failure to do so shall subject such purchases to
tax.

| Authority: T.C.A. §§67-1-102, 67-6-102, 67-6-206, and 67-6-402. Administrative History: Original rule certified
June 7, 1974. Amendment filed March 3, 1983; effective June 15, 1983. Amendment filed February 17, 1988;
effective May 29, 1988. Amendment filed June 28, 2000; effective September 11, 2000.

1320-05-01-.107 Electricity.

()

()

©)

Sales of electricity, including any charges such as demand, minimum bill, temporary service, and scrap,
and items of tangible personal property for accommodation, are subject to the-Sales-ersales and use tax.

Charges for amortization, investment, sennestionfortemporary-senvice-collection fees, reconnestionsfees;
damaged facilities, late payment, and security deposits are not subject to the-Sales-ersales and use tax
provided they arcare indicated as such on the statement given to the customer, and the charges are
segregated and maintained as such on the books and records of the dealer. If these changes are not
indicated as such on a statement given to the customer, and are not maintained as such on the books
and records of the dealer, they are subject to the-Sales-ersales and use tax.

Statements for sales of electricity must indicate in some manner whether the customer is paying any
sales grand use tax.

| Authority: T.C.A. §§67-1-102, 67-6-209, and 67-6-402. Administrative History: Original rule certified June 7, 1974.
Amendment filed December 15, 1986; effective January 29, 1987. Amendment filed June 28, 2000; effective
September 11, 2000.

1320-05-01-.115 Sales Tax on Amusement or Recreational Activity.

The sales and use tax shall also apply to actual or accrued gross receipts from:
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(1) Dues and fees to membership sports and recreation clubs;

(2) Admissions to places of amusement, sports, entertainment, exhibition, display or other recreational
events or activities;

(3) Charges for engaging in any kind of recreational activity when no admission is charged spectators; and

(4) Charges made for the privilege of using tangible personal property for amusement, sports, entertainment
or recreatlonal actlvny where the pnvxlege does not otherwnse constltute a taxable rental—aﬂd

subplier
Authority: T.C.A. §§67-1-102, 67-6-212, 67-6-330, and 67-6-402. Administrative History: Original rule filed May 18
1984; effective June 17, 1984. Amendment filed June 1, 1988; effective September 28, 1988.

1320-05-01-.116 Membership Sports and Recreation Clubs.

(1) Membership sports and recreation clubs shall include but not be limited to those organizations listed in
Major Group No. 79, Industry 7991 of the Standard Industrial Classification Manual of 1987, as amended.
Industry 7991 includes, but is not limited to, establishments primarily engaged in operating reducing and
health clubs, spas, and similar facilities featuring exercise and other active physical fithess conditioning.
Membership sports and recreation clubs shall also include, but not be limited to, those organizations
listed in Major Group No. 79, Industry 7997 of the Standard Industrial Classification Manual of 1987, as
amended. Industry 7997 includes, but is not limited to, sports and recreation clubs which are restricted to
use by members and their guests, such as country, golf, tennis, yacht and amateur sports and recreation
clubs.

£3-(2) Membership dues or fees shall include initiation fees, required stock purchases, and any other fees
required for membership-, but do not include member assessments for capital improvements.

Authority: T.C.A. §§67-1-102, 67-6-212, 67-6-330 and 67-6-402. Administrative History: Original rule filed May 18,
1984; effective June 17, 1984. Amendment filed June 1, 1988; effective September 28, 1988. Amendment filed
June 28, 2000; effective September 11, 2000.

1320-05-01-.121 Free, Complimentary, or Reduced Dues, Fees, or Admission Charges.

Free or complimentary dues, fees, or admission charges are taxable when made in connection with a valuable
contribution. Tax shall eabzapply only to that portion of the contribution which represents the fair market value of
the membership or admission. Where memberships or admissions are purchased at a reduced charge, tax shall
onbrapply only to the reduced charge; provided that tax shall also apply to any additional contribution up to the
actual fair market value of the membership or admission. The sales and use tax_is not imposed on free
amusements provided to employees of amusement providers as fringe benefits (e.q., free tans to employees of a
tanning bed operator or free membership to employees of a health spa).

Authority: T.C.A. §§67-1-102, 67-6-212, and 67-6-402. Administrative History: Original rule filed May 18, 1984;
effective June 17, 1984.

1320-05-01-.122 Entering or Engaging in Amusement or Recreational Activity.

Fees or charges for the privilege of entering or engaging in tennis, racquetball, handball, skiing, dancing or any

other amusement or recreational activity-including-contests-ortournaments; are taxable in addition to membership
fees or admissions. Fees or charges for instruction in such activities are not taxable. If recreational activity not

essential to or a part of the instruction is also provided, the entire charge shall be subject to tax unless charges for
instruction are separately billed.

Authority: T.C.A. §§67-1-102, 67-6-212, 67-6-330, and 67-6-402. Administrative History: Original rule filed May
18, 1984; effective June 17, 1984.

New

SS-7039 (November 2014) 20 RDA 1693




1320-05-01-.128 Research and Development.

(1) The sales and use tax does not apply to machinery, apparatus, and eguipment with all associated parts
appurtenances, and accessories for such machinery and equipment that is necessary to and primarily for
research and development. The sales and use tax does not apply to repair parts and labor and
installation of research and development machinery and equipment.

(2) (a) “Research and development’ must have one of the following as its ultimate goal:

1. basic research in a scientific field of endeavor:

2. advancing knowledge or technology in a scientific or technical field of endeavor:

3. the development of a new product, whether or not the new product is offered for sale:

4, the improvement of an existing product, whether or not the improved product is offered for
sale;

5. the development of new uses of an existing product, whether or not a new use is offered as a
rationale to purchase the product: or

6. the design and development of prototypes, whether or not a resuliing product is offered for
sale.

(b) “Research and development” does not include:

1. ordinary testing or inspection of materials or products used for guality control, other than
that occurring during the activities listed in subsection (2)(a) of this rule;

2. market research;

3. efficiency surveys;

4, consumer surveys:

5. advertising and promotions;

6. management studies; or

7. research in _connection with literary. historical, social science, psychological, or other
similar nontechnical activities.

(3) Persons who wish to make tax exempt purchases of research and development machinery shall apply to
the Commissioner of Revenue for authority 1o make such purchases exempt from tax. The application
shall give such information as the Commissioner may require.

(4) The research and development sales and use fax exemption authorization must be obtained prior to
making such purchases exempt from the tax. However, if authority is not obtained prior to the purchase,
the Commissioner may allow retroactive application of the authority upon a showing sufficient to the
Commissioner that the failure fo obtain authority resulied from:

{a) A major restructuring of the business or the business having gone through a change in
ownership; or

(b) A death of a key person in the tax area of the organization; or

(c) The entity having been misled by state officials which indicated that authority to purchase
research and development machinery was not required; or

S$S8-7039 (November 2014) 21 RDA 1693



(dy Any other grounds that the Commissioner finds satisfactory to allow retroactive application of this
exemption.

(5) Persons who have obtained the research and development tax exemption authorization for research and
development shall provide their vendors with a copy of the authorization or a fully completed Streamlined
Sales Tax certificate of exemption, which must include the include the research and development
exemption authorization number included on the certificate issued by the Commissioner.

(6) Persons are not required to be engaged in any business of fabricating or processing tangible personal
property for resale to qualify for the tax exemption authorization for research and development machinery.

Authority: T.C.A. §§67-1-102, 67-6-102, and 67-6-402.

Repeal

1320 05 01~ 12 Gash&see&m@s—Regea!ed

Authority: T.C.A. §§67-1-102 and 67-6-402. Administrative History: Original rule certified June 7, 1974.

| 1320-05-01-.127 Charges-for-Cable Television Service.Repealed

Authority: T.C.A. §§67-1-102 and 67-6-212. Administrative History: Original rule filed July 6, 1992; effective
October 28, 1992.

Chapter 1320-06-01
Franchise and Excise Tax Rules and Regulations

Amendment
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e se-isreguired-to-shall be filed with the
Commissioner of Revenue on or before the ﬁretftfteenth Sth) day of the fourth month following the close of the

corporate-fiscaliaxpayer's taxable year. Corporateretirms-whichThe return shall coincide with the accounting

period covered by the federal return and the appropriate tax must be paid to the department at the time of filing
the return. Returns that are based on a 52-53 week year will be due on or before the firstiifteenth (15th) day of the

fourth month foIlowmg the end of the month closest to the 52- 53 week year end —'me—iaettha#saeh—entmee-are

Authority: T.C.A. §8§67-1-102(2), 67-4-80667-44-8172007, 67-4-9072015, and 67-4-9152119. Administrative
History: Original rule certified June 7, 1974. Repealed and refiled July 22, 1977; effective August 22, 1977.
Amendment filed November 8, 1984; effective December 6, 1984.

1320-06-01-.15 Indebtedness- — Adequacy of Capital.

The amount of indebtedness to be included pursuant to T.C.A. §67-4-805(¢)2107 shall not exceed the greater of
the following amounts: (1) Excess of indebtedness over quick assets (cash, receivables, marketable investments),
(2) Excess of book value (cost less accumulated depreciation) of capital assets (including inventories) per ending
balance sheet of the return over net worth (including surplus reserves). If quick assets exceed the indebtedness
to an affiliated corporation and the net worth exceeds the capltal assets, the capltal is adequate and no part of
such indebtedness need be included. -6z . o amsthe
tranchise-exscise-taxreturs

Authority: T.C.A. §§67-1-102_{a}-and 67-4-305¢5).2107. Administrative History: Original rule certified June 7,
1974. Amendment filed August 13, 1974; effective September 12, 1974. Repealed and refiled July 22, 1977;
effective August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984.

1320-06-01-.18 Minimum Measure of Franchise Tax.

L2(1) Rentals included in the minimum measure of the franchise tax may be offset by subrentals only to
the amount of rentals paid. To qualify as subrental, the sublessee must have the same rights as the
lessee with respect to use of the property.

(2) If property owned by others is used by the taxpayer at no charge or rented by the taxpayer for a nominal
rate, the net annual rental rate for such property shall be determined on the basis of a reasonable market

rental rate for such property.

(3) Property in transit between locations of the taxpayer to which it belongs shall be considered to be at the
destination for purposes of the franchise tax. Property in transit between the buyer and seller and shown
on the books and records of the taxpayer in accordance with its regular accounting practices shall be
included in the minimum measure of the franchise tax if it is destined to a Tennessee location.

(4) The value of any property while under construction must be included in the minimum measure of the
franchise tax if there is actual utilization of such property by the cerperationiaxpayer either in whole or in
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part. Actual utilization of the construction in progress will depend upon whether or not the construction in
progress is utilized in the particular business conducted by the corporation.

Example {13:: A manufacturer is in the process of building or expanding its facilities. The construction in
progress would not actually be utilized in conducting the business of manufacturing until put in service by
the corporation.

Example {2}:: A corporation is in the business of building and selling homes and the construction in
progress will ultimately be for sale or rental. All of the construction in progress is utilized in conducting the
business of home building.

Example {3}:; A corporation is in the business of operating motels and has a facility under construction.
The construction in progress would not actually be utilized in conducting the business of operating motels

until put in service by the corporation.

| Authority: T.C.A. §§67-1-102(a} and 67-4-9962108. Administrative History: Original rule certified June 7, 1974.
Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 6, 1984; effective

December 6, 1984.

1320-06-01-.20 Actual Charitable Contributions.

| In determining net earnings for the purpose of computing the excise tax, T.C.A. §67-4-8052006 requires the
charitable contributions deduction claimed under Section 170 of the Internal Revenue Code to be added to federal
taxable income; whereas, §67-4-8052006 permits a deduction for actual charitable contributions made by the

corporationtaxpayer during the fiscal year. The term “actual charitable contributions” means all bona fide

contributions expensed and paid in a given year without regard to any percentage as required under federal law.

The same criteria used for federal purposes in determining whether or not a contribution is a bona fide

| contribution is used by this state; however only the book basis of property donated to charity is allowed as a

deduction in determining net earnings for the purpose of computing the excise tax.

| Authority: T.C.A. §§67-1-102(a} and 67-4-8052006. Administrative History: Original rule certified June 7, 1974.
Amendment filed August 13, 1974; effective September 12, 1974, Repealed and refiled July 22, 1977; effective

August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984.

| 1320-06-01-.21 Lese-Loss Carryovers.

(1) fa——Net operating losses inc

forward three-(3fifteen (15) years as net operatmg Ioss carryovers 7

(2) The term “net operating loss” is defined by T.C.A. §67-4-8052006 of the excise tax law as the excess of

allowable deductions over total income allocable to this state for the year of the loss. The loss is the same
as that reported for federal income tax purposes before any operating loss adjustment and special
deductions provided for in the Internal Revenue Code, and the loss is subject to the adjustments
(additions and subtractions) provided for in §67-4-8052006. The amount of the loss that may be carried
forward will be subject to the following adjustments:

(a) There shall be added to the net loss as determined for excise tax purposes; all non-business
earnings, all interest, dividends excluded from net earnings pursuant to §67-4-8052006 and any
other income excluded from net earnings pursuant to §67-4-80520086.

(b) With respect to corporationstaxpayers doing business both within and without Tennessee,
adjustment shall be made to reflect the apportionment of the loss on the basis of business done
within and without the State of Tennessee during the loss year. After making the adjustment as
provided in subparagraph (a) hereof, the loss deductible for Tennessee excise tax purposes shall
be that portion of the total loss apportioned to this state by the applicable statutory apportionment
formula.

SS-7039 (November 2014) 24 RDA 1693



(c) The net loss so determined must be offset against the net earnings from business done within the
state for the succeeding year, and if not completely offset by the net earnings from business done
within the state for such year, the remainder of such net loss may be offset against the net
earnings from business done within the state during the following year. In no case may any
portion of such loss be carried forward and used to offset net earnings for any period beyond the
applicable net loss carryover period as provided in paragraph (1) above, and in applying the loss
carryovers where losses for more than one year are involved, the most remote year will be
applied first.

| Authority: T.C.A. §§67-1-102 and 67-4-8052006. Administrative History: Original rule certified June 7, 1974.
Amendment filed August 13, 1974, effective September 12, 1974. Repealed and refiled July 22, 1977; effective
August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984. Amendment filed March 9,
1990; effective April 23, 1990.

1320-06-01-.23 Business and Nonbusiness Earnings.

(1) (a) Business earnings are defined by T.C.A. §§67-4-804{132004 as earnings arising from transactions
and activities in the regular course of the taxpayer’s trade or business and-includeor earnings from
tangible and intangible property, if the acquisition, use, management, andor disposition of the
property constituteconstitutes an integral partspart of the taxpayer’s regular trade or business
operations. In essence, all earnings which arise from the conduct of the trade or business
operations of a taxpayer are business earnings. For purposes of administration of T.C.A. §67-4-
80142001 et seq., the income of the taxpayer is business earnings unless clearly classifiable as
nonbusiness earnings.

(b) Nonbusiness earnings means all income other than business earnings.

(c) The classification of income by the labels occasionally used, such as manufacturing income,
compensation for services, sales income, interest, dividends, rents, royalties, gains, operating
income, nonoperating income, etc., is not determinative of whether income is business or
nonbusiness earnings. Income of any type or class and from any source is business earnings if it
arises from transactions and activity occurring in the regular course of trade or business.
Accordingly, the critical element in determining whether income is “business earnings” or
“nonbusiness earnings” is the identification of the transactions and activity which are elements of
a particular trade or business. In general, all transactions and activities of the taxpayer which are
dependent upon or contribute to the operations of the taxpayer’s economic enterprise as a whole
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constitute the taxpayer’s trade or business and will be transactions and activity arising in the
regular course of, and will constitute integral parts of, a trade or business.

(d) A taxpayer may have more than one regular trade or business in determining whether income is
business earnings.

(2) Business and Nonbusiness Earnings: — Application of Definitions. The following are rules and examples
for determining whether particular income is business or nonbusiness earnings. (The examples used
throughout these regulations are illustrative only and do not purport to set forth all pertinent facts.)

(a) Rents from Real and Tangible Personal Property. Rental income from real and tangible property
is business income if the property with respect to which the rental income was recelved is used in
the taxpayer’s trade or business or in ‘
factoruynderBule 1320-8-1-27f the rental income from the use or manaqemeﬂt of the propertv
constitutes an integral part of the taxpaver’s regular trade or business operations.

Example 1: The taxpayer operates a multi-state car rental business. The income from car rentals
is business earnings.

Example 2: The taxpayer is engaged in the heavy construction business in which it uses
equipment such as cranes, tractors, and earthmoving vehicles. The taxpayer makes short-term
leases of the equipment when particular pieces of equipment are not needed on any particular
project. The rental income is business earnings.

Example-5Example 3: The taxpayer constructed a plant for use in its multi-state manufacturing
business, and twenty (20) years later the plant was closed and put up for sale. The plant was
rented for a temporary period from the time it was closed by the taxpayer until it was sold
eighteen (18) months later. The rental income is business income and the gain on the sale of the
plant is business earnings.

Exampte 4 The taxpaver is a heavy machmerv manufacturer The taxpaver enters m‘to a

complicated multi-million dollar deal to acquire the manufacturing assets of another, similar
business. As a result of the acquisition, the taxpaver becomes the owner of a small, roadside
market in Tennessee. The market is being leased by a third party lessee for $1,000 per month.
The taxpaver acquired the assels of the other company solely to expand its manufacturing
operations. It had never operated the market and has no intent to engage in the business of
leasing commercial real estate. The Taxpayer does not own any other similar property that it
leases to others. The taxpayer intends to sell the market as soon as the current lease expires.
The rental income from the market is de minimis in relation to that derived from the taxpavyer’s
manufacturing operations. Under these circumstances, the rental income is nonbusiness
earnings. The acquiring taxpavyer would also exclude the market in the property factor for
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purposes of the apportionment formula, and would not claim the expenses relative to the market
as business expenses.

(b) Gains or Losses from Sales of Assets. As a general rule, gain or loss from the sale, exchange or
other —disposition of real or tangible or intangible personal property constitutes business earnings
if the property whrle owned by the taxpayer was used i in the taxpayer S trade or busmess
operations, urless 5 tat
busmess—eea—se&aﬂor fthe income from the drspos;tton of the propertv constitutes an mteqral part
of the taxpaver’s reqular trade or business operations.

Example 1: In conducting its multi-state manufacturing business, the taxpayer systematically
replaces automobiles, machines, and other equipment used in the business. The gains or losses
resulting from those sales constitute business earnings.

Example 2: The taxpayer constructed a plant for use in its multi-state manufacturing business and
twenty (20) years later sold the property at a gain while it was in operation by the taxpayer. The
gain is business earnings.

Example 3: Same as two (2), except that the plant was closed and put up for sale but was not in
fact sold until a buyer was found eighteen (18) months later. The gain is business earnings.

Example 4: Same as two (2), except that the plant was rented while being held for sale. The
rental income is business income and the gain on the sale of the plant is business earnings.

(c) Interest. Interest income is business earnings where the intangible with respect to which the
interest was received arises out of or was created in the regular course of the taxpayer’s trade or
business operations or where income from the purpose-foracquiring-and-holdinguse or
management of the intangible is+elated-to-orincidental-to-suchconstitutes an integral part of the
taxpayet’s reqular trade or business operations.

Example 1: The taxpayer operates a multi-state chain of department stores, selling for cash and
on credit. Service charges, interest, or time-price differentials and the like are received with
respect to installment sales and revolving charge accounts. These amounts are business
earnings.

Example 2: The taxpayer conducts a multi-state manufacturing business. During the year the
taxpayer receives a federal income tax refund and collects a judgment against a debtor of the
business. Both the tax refund and the judgment bore interest. The interest income is business
earnings.

Example 3: The taxpayer is engaged in a multi-state manufacturing and wholesaling business. In
connection with that business, the taxpayer maintains special accounts to cover such items as
workmen’s compensation claims, rain and storm damage, machinery replacement, etc. The
moneys in those accounts are invested at interest. Similarly, the taxpayer temporarily invests
funds intended for payment of federal, state and local tax obligations. The interest income is
business earnings.

Example 4: The taxpayer is engaged in a multi-state money order and traveler’s checks business.
In addition to the fees received in connection with the sale of the money orders and traveler's
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checks, the taxpayer earns interest income by the investment of the funds pending their
redemption. The interest income is business earnings.

(d) Dividends. Dividends are business earnings where the stock with respect to which the dividends
are received arises out of or was acquired in the regular course of the taxpayer s trade or
business operations or where the pu: toc = »
incidentalto-suchdividend income from the use or maﬂaqement ot the stock const;tutes an
integral part of the taxpayer’s reqular trade or business operations.

Example 1: The taxpayer operates a multi-state chain of stock brokerage houses. During the year
the taxpayer receives dividends on stock it owns. The dividends are business earnings.

Example 2: The taxpayer is engaged in a multi-state manufacturing and wholesaling business. In
connection with that business the taxpayer maintains special accounts to cover such items as
workmen’s compensation claims, etc. A portion of the moneys in those accounts is invested in
interest bearing bonds. The remainder is invested in various common stocks listed on national
stock exchanges. Both the interest income and any dividends are business earnings.

Example 3: The taxpayer and several unrelated corporations own all of the stock of a corporation
whose business operations consist solely of acquiring and processing materials for delivery to the
corporate owners. The taxpayers acquired the stock in order to obtain a source of supply of
materials used in its manufacturing business. The dividends are business earnings.

Example 4: The taxpayer is engaged in_a multi-state heavy construction business. Much of its
construction work is performed for agencies of the federal government and various state
governments. Under state and federal laws applicable to contracts for these agencies, a
contractor must have adequate bonding capacity, as measured by the ratio of its current assets
(cash and marketable securities) to current liabilities. In order to maintain an adequate bonding
capacity, the taxpayer holds various stocks and interest bearing securities. Both the interest
income and any dividends received are business earning.

Example 5: The taxpayer received dividends from the stock of its subsidiary or affiliate which acts
as the marketing agency for products manufactured by the taxpayer. The dividends are business
earnings.

(e) Patent and Copyright Royalties. Patent and copyright royalties are business income where the
patientegatent or copyright with respect to which the royalties were received arises out of or was
created in the regular course of the taxpayer’s trade or business -operations or where the
purposes-foracquitng-and-heldingrovalty income from the use or management of the patent or
copyright isrelated-to-or-incidental-to-suchconstitutes an integral part of the taxpayer's reqular
trade or business operations.

Example 1: The taxpayer is engaged in the multi-state business of manufacturing and selling
industrial chemicals. In connection with that business the taxpayer obtained patents on certain of
its products. The taxpayer licensed the production of the chemicals in foreign countries, in return
for which the taxpayer receives royalties. The royalties received by the taxpayer are business
earnings.
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Example 2: The taxpayer is engaged in the music publishing business and holds copyrights on
numerous songs. The taxpayer acquires the assets of a smaller publishing company, including
music copyrights. These acquired copyrights are thereafter used by the taxpayer in its business.
Any royalties received on these copyrights are business earnings.

Proration of Deductions. As a general rule, the allowable deductions for expenses of a taxpayer are
related to both business and non-business earnings. Such items as administrative costs, taxes,
insurance, repairs, maintenance, and depreciation are to be considered. In the absence of evidence to
the contrary, it is assumed that the expenses related to non-business rental earnings will be an amount
equal to 50% of such earnings and that expenses related to other non-business earnings will be an
amount equal to 5% of such earnings.

Authority: T.C.A. §§67-1-102(a), 67-4-8042004, and 67-4-8092010. Administrative History: Original rule certified

June 7,

1974. Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 8,

1984; effective December 6, 1984. Amendment by Public Chapter 575; effective July 1, 1986. Amendment filed
February 14, 1991; effective March 31, 1991.

1320-06-01-.27 Property Factor.

(1)

)

In General. The property factor of the apportionment formula for the trade or business of the taxpayer
shall include all real and tangible personal property owned or rented by the taxpayer and used during the
tax period in the regular course of such trade or business. The term “real and tangible personal property”
includeinciudes land, buildings, machinery, stocks of goods, equipment, and other real and tangible
personal property but does not include coin or currency. Property used in connection with the production
of nonbusiness earnings shall be excluded from the property factor. Property used both in the regular
courseproduction of taxpayer's-trade-erbusiness_earnings and in the production of nonbusiness earnings
shall be included in the property factor only to the extent the property is used in the regular
seurseproduction of taxpayers-trade orbusiness_earnings. The method of determining that portion of the
value to be included in the factor will depend upon the facts of each case. The property factor shall
include the average value of property includable in the factor. See Rule 1320-8-106-01-.29.

Property Factor: — Property Used for the Production of Business Earnings. Property shall be included in
the property factor if it is actually used or is available for use or capable of being used during the tax
period ixfor the regularcourseproduction of the-trade-or-business ef-the-taxpayerearnings. Property held
as reserves or standby facilities or property held as a reserve source of materials shall be included in the
factor. For example, a plant temporarily idle or raw material reserves not currently being processed are
includable in the factor. Property or equipment under construction during the tax period (except
inventoriable goods in process); shall be excluded from the factor until such property is actually used in
the-regularcourse-of-the-trade-orto produce business of-the-taxpayer.earnings. If the property is partially
used intheregular course-of the-trade-erfo produce business stthe-taxpayerearnings while under
construction, the value of the property to the extent used shall be included in the property factor. Property
used in-the-regularcourse-ot-the-trade-orfo produce business of-the-taxpayerearnings shall remain in the
property factor until its permanent withdrawal is established by an ldentn‘lable event such as |ts
conversion to the productlon of nonbusmess earnmgs i 34 ended-pe

Example £a):1: Taxpayer closed its manufacturing plant in State X and held such property for sale. The
property remained vacant until its sale one year later. The value of the manufacturing plant is included in
the property factor until the plant is sold.

Example (b3:2: Same as above except that the property was rented until the planf was sold. The plant is
included in the property factor until the plant is sold.
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Property Factor —~Numerator. The numerator of the property factor shall include the average value of the
real and tangible personal property owned or rented by the taxpayer and used in this state during the tax
period intheregularcourse-of-the trade-orto produce business of-the-taxpayerearnings. Property in transit
between locations of the taxpayer to which it belongs shall be considered to be at the destination for
purposes of the property factor. Property in transit between a buyer and seller which is included by a
taxpayer in the denominator of its property factor in accordance with its regular accounting practices shall
be included in the numerator according to the state of destination. The value of mobile or movable
property such as construction equnpment trucks or Ieased electronlc equment Wthh are located w:thm
and without this state during lease i , ) A Ath ,
during-the tax period shall be determined for purposes of the numerator of the factor on the basns of total
time within the state during the tax period. An automobile assigned to a traveling employee shall be
included in the numerator of the factor of the state to which the employee’s compensation is assigned
under the payroll factor or in the numerator of the state in which the automobile is licensed.

Zero Denominator. In the use of any apportionment formula, where the denominator of a factor is zero,

' (4)

such factor must be eliminated entirely and the average then computed from the remaining factor or
factors.

| Authority: T.C.A. §§67-1-102 and 67-4-2012. 81{2)-Administrative History: Original rule certified June 7, 1974.
Repealed and refiled July 22, 1977; effective August 22, 1977.

| 1320-06-01-.28 Property Factor- — Valuation.

(1)

Valuation of Owned Property.

(a) Property owned by the taxpayer shall be valued at its original cost. As a general rule “original
cost” is deemed to be the basis of the property for federal tax purposes (prior to any federal
adjustments) at the time of acquisition by the taxpayer and adjusted by subsequent capital
additions or improvements thereto and partial disposition thereof, by reason of sale, exchange,
abandonment, etc. If original cost of property is unascertainable, the property is included in the
factor at its fair market value as of the date of acquisition by the taxpayer.

Example 1: The taxpayer acquired a factory building in this state at a cost of $500,000 and 18
months later expended $100,000 for major remodeling of the building. Taxpayer files its return for
the current taxable year on the calendar-year basis. Depreciation deduction in the amount of
$22,000 was claimed on the building for its return for the current taxable year. The value of the
building includable in the numerator and denominator of the property factor is $600,000 as the
depreciation deduction is not taken into account in determining the value of the building for
purposes of the factor.

Example 2: During the current taxable year, X Corporation merges into Y Corporation in a
taxdreetax-free reorganization under the Internal Revenue Code. At the time of the merger, X
Corporation owns a factory which X built five years earlier at a cost of $11,000,000. X has been
depreciating the factory at the rate of two percent per year, and its basis in X’s hands at the time
of the merger is $900,000. Since the property is acquired by Y in a transaction in which, under the
Internal Revenue Code, its basis in Y’s hands is the same as its basis in X’s, Y includes the
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property in Y’s property factor at X's original cost, without adjustment for depreciation, i.e.,
$1,000,000.

(b) Inventory of stock of goods shall be included in the factor in accordance with the valuation
method used for federal income tax purposes.

(c) Property acquired by gift or inheritance shall be included in the factor at its basis for determining
depreciation for federal income tax purposes.

(2) Valuation of Rented Property.

(a) Property rented by the taxpayer is valued at eight times the net annual rental rate. The net annual
rental rate for any item of rented property is the annual rental rate paid by the taxpayer for such
property, less the aggregate annual subrental rates paid by subtenants of the taxpayer {Seerele

ther%redee@%m%#&!ue%brents are not deducted When the subrents Constrtute busmess
earnings.

Example 1: The taxpayer receives subrents from a bakery concession in a food market operated
by the taxpayer. Since the subrents are business earnings they are not deducted from rent paid
by the taxpayer for the focdmarketfood market.

(b) “Annual rental rate” is the amount paid as rental for property for a 12-month period (i.e., the
amount of the annual rent). Where property is rented for less than a 12-month period, the rent
paid for the actual period of rental shall constitute the “annual rental rate” for the tax period.
However, where a taxpayer has rented property for a term of 12 or more months and the current
tax period covers a period of less than 12 months (due, for example, to a reorganization or
change of accounting period), the rent paid for the short tax period shall be annualized. If the
rental term is for less than 12 months, the rent shall not be annualized beyond its term. Rent shall
not be annualized because of the uncertain duration when the rental term is on a month to month
basis._If property owned by others is used by the taxpayer at no charge or rented by the taxpayer
for a nominal rate, the net annual rental rate for such property shall be determined on the basis of
a reasonable market rental rate for such property.

Example 1: Taxpayer A which ordinarily files its returns based on a calendar year is merged into
Taxpayer B on April 30. The net rent paid under a lease with five (5) years remaining is $2,500 a
month. The rent for the tax period January 1 to April 30 is $10,000. After the rent is annualized
the net rent is $30,000 ($2,500 X 12).

Example 2: Same facts as in Example 1, except that the lease would have terminated on August
31. In this case the annualized net rent is $20,000 ($2,500 X 8).

(c) “Annual rent” is the actual sum of money or other consideration payable, directly or indirectly, by
the taxpayer or for its benefit for the use of the property and includes:
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Any amount payable for the use of real or tangible personal property, or any part thereof
whether designated as a fixed sum of money or as a percentage of sales, profits or
otherwise.

Example: A taxpayer-, pursuant to the terms of a lease, pays a lessor $1,000 per month as a
base rental and at the end of the year pays the lessor one percent of its gross sales of
$400,000. The annual rent is $16,000 ($12,000 plus one percent of $400,000 or $4,000).

Any amount payable as additional rent or in lieu of rents, such as interest, taxes, insurance,
repairs or any other items which are required to be paid by the terms of the lease or other
arrangement, not including amounts paid as service charges, such as utilities, janitor
services, etc. If a payment includes rent and other charges unsegregated, the amount of rent
shall be determined by consideration of the relative values of the rent and the other items.

Example (i): A taxpayer, pursuant to the terms of a lease, pays the lessor $12,000 a year rent
plus taxes in the amount of $2,000 and interest on a mortgage in the amount of $1,000. The
annual rent is $15,000.

Example (ii): A taxpayer stores part of its inventory in a public warehouse. The total charge
for the year was $1,000 of which $700 was for the use of storage space and $300 for
inventory insurance, handling and shipping charges, and C.O.D. collections. The annual rent
is $700. “Annual rent” does not include incidental day-to-day expenses such as hotel or motel
accommodations, daily rental of automobiles, etc.

(d) Leasehold improvements shall, for the purposes of the property factor, be treated as property

ow|

ned by the taxpayer regardless of whether the taxpayer is entitled to remove the improvements

or the improvements revert to the lessor upon expiration of the lease. Hence, the original cost of
leasehold improvements shall be included in the factor.

| Authority: T.C.A. §§67-1-102(a} and 67-4-8772012. Administrative History: Original rule certified June 7, 1974.
Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 6, 1984, effective
December 6, 1984.

| 1320-06-01-.29 Property Factor: — Averaging Property Values.

(1) As ageneral rule the average value of property owned by the taxpayer shall be determined by
averaging the values at the beginning and ending of the tax period. However, the Commissioner of
Revenue may require or allow averaging by monthly values if such method of averaging is required to
properly reflect the average value of the taxpayer’s property for the tax period.

(2)

Averaging by monthly values will generally be applied if substantial fluctuations in the values of the
property exist during the tax period or where property is acquired after the beginning of the tax period

or dispo

sed of before the end of the tax period.

Example: The monthly value of the taxpayer’s property was as follows:

JANUAIY <o e $2,000
FEDIUAIY ettt st e s rbe e e e e e n e e en 2,000
Y= o] o PP 3,000
Yo | PP 3,500
Y= TSR PRPPIN 4,500
[ | 1 SN 10,000
$25,000
JUIY e e e 15,000
AUGUST oot 17,000
R T=T o] (=g 0] o1 S TP 23,000
(0 o1 7o) o 1= TR 25,500
[N [o1V7=T 001 o 1T R 13,000
[Tt =Y 001 o1 2,000
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$95,000

TOTAL 120,000

The average value of the taxpayer’s property includable in the property factor for the income year is
determined as follows:

$120,000 + 12 = $10,000

(3) Averaging with respect to rented property is achieved automatically by the method of determining the
net annual rental rate of such property as set forth in Rule 1320-8-106-01-.28(b).

| Authority: T.C.A. §§67-104£2}.1-102 and 67-4-2012. Administrative History: Original rule certified June 7, 1974.
Repealed and refiled July 22, 1977; effective August 22, 1977.

1320-06-01-.30 Payroll Factor.

(1) In General.

(@)

(b)

(©)

(d)

The payroli factor of the apportionment formula shall include the total amount paid by the
taxpayer in the regular course of its trade or business for compensation during the tax period.

The total amount “paid” to employees is determined upon the basis of the taxpayer’s accounting
method. If the taxpayer has adopted the accrual method of accounting, all compensation properly
accrued shall be deemed to have been paid. Notwithstanding the taxpayer’s method of
accounting, at the election of the taxpayer, compensation paid to employees may be included in
the payroll factor by use of the cash method if the taxpayer is required to report such
compensation under such method for unemployment compensation purposes. The compensation
of any employee on account of activities which are connected with the production of nonbusiness
earnings shall be excluded from the factor.

Example 1: The taxpayer used some of its employees in the construction of a storage building
which, upon completion, is used in the regular course of taxpayer’s trade or business. The wages
paid to those employees are treated as a capital expenditure by the taxpayer. The amount of
such wages is included in the payroll factor.

Example 2: The taxpayer owns various securities which it holds as an investment separate and
apart from its trade or business. The management of the taxpayer’s investment portfolio is the
only duty of Mr. X, an employee. The salary paid to Mr. X is excluded from the payroll factor.

The term “compensation” means wages, salaries, commissions and any other form of
remuneration paid to employees for personal services. Payments made to an independent
contractor or any other person not properly classifiable as an employee are excluded. Only
amounts paid directly to employees are included in the payroll factor. Amounts considered paid
directly include the value of board, rent, housing, lodging, and other benefits or services furnished
to employees by the taxpayer in return for personal services provided that such amounts
constitute income to the recipient under the federal Internal Revenue Code. in the case of
employees not subject to the federal Internal Revenue Code, e.g., those employed in foreign
countries, the determination of whether such benefits or services would constitute income to the
employees shall be made as though such employees were subject to the federal Internal
Revenue Code.

The term “employee” means any officer of a corporation, or any individual who, under the usual
common law rules applicable in determining the employer-employee relationship, has the status
of an employee. Generally, a person will be considered to be an employee if he is included by the
taxpayer as an employee for purposes of the payroll taxes imposed by the Federal Insurance
Contributions Act; except that, since certain individuals are included within the term “employees”
in the Federal Insurance Contributions Act who would not be employees under the usual common
law rule, it may be established that a person who is included as an employee for purposes of the
Federal Insurance Contributions Act is not an employee for purposes of this regulation.
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(2) Denominator. The denominator of the payroll factor is the total compensation paid everywhere during the
tax period. Accordingly,-f compensation paid to employees whose services are performed entirely in a
state where the taxpayer is immune from taxation, for example, by Public Law 86-272, areis included in
the denominator of the payroll factor.

Example: A taxpayer has employees in its state of legal domicile (State A) and is taxable in State B. In
| addition, the taxpayer has other employees whose services are performed entirely in State C where the
taxpayer is immune from taxation by Public Law 86-272. As to these latter employees, the compensation
| will be assigned to State C where their services are performed (i.e., included in the denominator - but not
the numerator - of the payroll factor) even though the taxpayer is not taxable in State C.

(3) Numerator. The numerator of the payroll factor is the total amount paid in this state during the tax period
| by the taxpayer for compensation. The tests in T.C.A. §67-4-844{£2012 to be applied in determining
whether compensation is paid in this state are derived from the Model Unemployment Compensation Act.
Accordingly, if compensation paid to employees is included in the payroll factor by use of the cash
method of accounting or if the taxpayer is required to report such compensation under such method for
unemployment compensation purposes, it shall be presumed that the total wages reported by the
taxpayer to this state for unemployment compensation purposes senstitutesconstitute compensation paid
in this state except for compensation excluded under Rule 1320-6-106-01-.30. The presumption may be
overcome by satisfactory evidence that an-employee’s compensation is not properly reportable to this
state for unemployment compensation purposes.

(4) Zero Denominator. In the use of any apportionment formula, where the denominator of a factor is zero
such factor must be eliminated entirely and the average then computed from the remaining factor or
factors.

| Authority: T.C.A. §§67-1-102(a}-and 67-4-8112012. Administrative History: Original rule cettified June 7, 1974.
Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 6, 1984; effective
December 6, 1984.

| 1320-06-01-.31 Payroll Factor: — Compensation Paid In This State.
(1) Compensation is paid in this state if any one of the following tests, applied consecutively, are met:
(a) The employee’s service is performed entirely within the state.
(b) The employee’s service is performed both within and without the state, but the service performed
without the state is incidental to the employee’s service within the state. The werkword
“‘incidental” means any service which is temporary or tfransitory in nature, or which is rendered in

connection with an isolated transaction.

(c) If the employee’s services are performed both within and without this state, the employee’s
compensation will be attributed to this state:

1. if the employee’s base of operations is in this state; or

2. if there is no base of operations in any state in which some part of the service is performed,
but the place from which the service is directed or controlled is in this state; or

3. if the base of the operations or the place from which the service is directed or controlled is not
in any state in which some part of the service is performed but the employee’s residence is in
this state.

(2) The term “base of operations” is the place of more or less permanent nature from which the employee
starts his work and to which he customarily returns in order to receive instructions from the taxpayer or
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communications from his customers or other persons or to replenish stock or other materials, repair
equipment, or perform any other functions necessary to the exercise of his trade or profession at some
other point or points. The term “place from which the service is directed or controlled” refers to the place
from which the power to direct or control is exercised by the taxpayer.

| Authority: T.C.A. §§867-104£2).1-102 and 67-4-2012. Administrative History: Original rule certified June 7, 1974.
Repealed and refiled July 22, 1977; effective August 22, 1977.

1320-06-01-.32 Sales Factor.

(1) In General.

(a)

T.C.A. §67-4-804(2)(6)2004 defines the term “sales” to mean all gross receipts of the taxpayer
not allocated under §67-4-8102011. Thus, for the purposes of the sales factor of the
apportionment formula, the term “sales” means all gross receipts derived by the taxpayer from
transactions and activity in-theregular-course-otits trade-srproducing business earnings. The
following are rules for determining “sales” in various situations:

1. In the case of a taxpayer engaged in manufacturing and selling or purchasing and reselling

goods --or products, “sales” includes all gross receipts from the sales of such goods or
products (or other property of a kind which would properly be included in the inventory of
the taxpayer if on hand at the close of the tax penod) held by the taxpayer primarily for sale
to customers-i-the-ord ss-. Gross receipts for this purpose
means gross sales, Iess returns and allowances and mcludes all interest income, service
charges, carrying charges, or time-price differential charges incidental to such sales.
Federal and state excise taxes (including sales taxes) shall be included as part of such
receipts if such taxes are passed on to the buyer or included as part of the selling price of
the product.

2. In the case of cost plus fixed fee contracts, such as the operation of a government-owned
plant for a fee, “sales” include the entire reimbursed cost:, plus the fee.

3. In the case of a taxpayer engaged in providing services, such as the operation of an
advertising agency, or the performance of equipment service contract, research and
development contracts, “sales” includes the gross receipts from the performance of such
services including fees, commissions:, and similar items.

4. In the case of a taxpayer engaged in renting real or tangible property, “sales” includes the
gross receipts from the rental, lease, or licensing the use of the property.

5. In the case of a taxpayer engaged in the sale, assignment, or licensing of intangible
personal property such as patents and copyrights, “sales” includes the gross receipts
therefrom.

6. If a taxpayer derives receipts from the sale of equipment used in its business, such receipts

constitute “sales.” For example, a truck express company owns a fleet of trucks and sells
its trucks under a regular replacement program. The gross receipts from the sales of the
trucks are included in the sales factor.

In some cases certain gross receipts should be disregarded in determining the sales factor in
order that the apportionment formula will operate fairly to apportion to this state the business
earnings of the taxpayer’s trade or business. For example, where substantial amounts of gross
receipts arise from the sale of fixed assets used in the trade or business, such as the sale of a
factory or plant, gross receipts will be excluded from the sales factor. In order to give proper
recognition to the apportionment of business earnings (loss) in such instances, the net gain
arising from the transaction or activity will be included in the sales factor.

MW@W%%&W@@%&W@%@WMW%W

It aroes re rrﬁ' inthe sale faet ad-intretums fnr nrorye &k the toxoaverch i
3 Rg-gros Gt Bt ety St
i r«! o inthe ratir ‘F rih vrrent vear the nature gnd-exientof-th mmﬁlzf cation. !9\ la
SHS60 HA-4r FetbR-o-hRe-o4 G

S$8-7039 (November 2014) 35 RDA 1693




2) Zero Denominator. In the use of any apportionment formula, where the denominator of a factor is zero
such factor must be eliminated entirely and the average then computed from the remaining factor or
factors.

| Authority: T.C.A. §§67-1-102(a)}, 67-4-8042004, and 67-4-8162011. Administrative History: Original rule certified
June 7, 1974. Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 6,
1984; effective December 6, 1984.

| 1320-06~01-;33 Sales Factor- — Sales of Tangible Personal Property.
(1) Sales Of Tangible Personal Property Are In This State.

(a) Gross receipts from the sales of tangible personal property (except sales to the United States
| Government; see Rule 1320-6-106-01-.33(2)) are in this state if the property is delivered or
shipped to a purchaser within this state regardless of the f.0.b. point or other conditions of sale.

(b) Property shall be deemed to be delivered or shipped to a purchaser within this state if the
recipient is located in this state, even though the property is ordered from outside this state.

Example: The taxpayer, with inventory in State A, sold $100,000 of its products to a purchaser
having branch stores in several states including this state. The order for the purchase was placed
by the purchaser’s central purchasing department located in State B. $25,000 of the purchase
order was shipped directly to purchaser’s branch store in this state. The branch store in this state
is the “purchaser within this state” with respect to $25,000 of the taxpayer’s sales.

(c) Property is delivered or shipped to a purchaser within this state if the shipment terminates in this
state, even though the property is subsequently transferred by the purchaser to another state.

Example: The taxpayer makes a sale to a purchaser who maintains a central warehouse in this
state at which all merchandise purchases are received. The purchaser reships the goods to its
branch stores in other states for sale. All of taxpayer’s products shipped to the purchaser’s
warehouse in this state isare property “delivered or shipped to a purchaser within this state”.

(d) The term “purchaser within this state” shall include the ultimate recipient of the property if the
taxpayer in this state, at the designation of the purchaser, delivers to or has the property shipped
to the ultimate recipient within this state.

Example: A taxpayer in this state sold merchandise to a purchasepurchaser in State A. Taxpayer
directed the manufacturer or supplier of the merchandise in State B to ship the merchandise to
the purchaser’s customer in this state pursuant to purchaser’s instructions. The sale by the
taxpayer is “in this state”.
(e) ter—When property being shipped by a seller from the state of origin to a consignee in another

state is diverted while en_route to a purchaser in this state, the sales are in this state.
Example: The taxpayer, a produce grower in State A, begins shipment of perishable produce to

l the purchaser’s place of business in State B. While en_route the produce is diverted to the

purchaser’s place of business in this state in-whichwhere state-the taxpayer is subject to tax. The
sale by the taxpayer is attributed to this state.
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I )

Sales Factor: - Sales of Tangible Personal Property: to United States Government in this State. Gross
receipts from the sales of tangible personal property to the United States Government are in this state if
the property is shipped from an office, store, warehouse, factory, or other place of storage in this state.
For the purposes of this regulation, only sales for which the United States Government makes direct
payment to the seller pursuant to the taxesterms of a contract constitute sales to the United States
Government. Thus, as a general rule, sales by a subcontractor to the prime contractor, the party to the
contract with the United States Government, do not constitute sales to the United States Government.
However, sales made to a prime contractor will be considered sales to the United States Government
where the prime contractor is authorized to act as agent for the United States Government and for this
reason enhx-qualifies to purchase_only under Federal Supply Contracts entered into between the taxpayer
and the United States Government.

Example (a):1: A Taxpayer contracts with General Services Administration to deliver X number of trucks
which were paid for by the United States Government. The sale is a sale to the United States
Government.

Example (0):2: The taxpayer as a subcontractor to a prime contractor with the National Aeronautics and
Space Administration contracts to build a component of a rocket for $1,000,000. The sale by the
subcontractor to the prime contractor is not a sale to the United States Government.

| Authority: T.C.A. §§67-1-102 {a}-and 67-4--8172012. Administrative History: Original rule filed July 22, 1977;
effective August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984.

(1)

)

@)

1320-06-01-.34 Sales Factor:-Sales-OtherThan Sales— Qualified Member of et Tangible-Personal-Propertyin

this-Statea Qualified Group.

In General.- T.C.A. §67-4-8t4{bprovides2012(]) states that for the-inslusiondnany gualified member of a
qualified group, the numerator of the sales factor ef-gressequals the receipts from transactions-otherihan
all sales of tangible personal property {insluding-transactions-with-the United-States-Government)-under
this-section-gross-receipts-are-attributed to this-state-ifTennessee under the sourcing rules for tangible
personal property plus the arithmetical average of receipts from all sales other than sales of tangible
personal property that are in Tennessee as determined under (1) markei-based sourcing, and (2) where

the earnings producing activity which-gave rise-to-the receipts-is performed whollywithin-this-state Also,
gross-receipls-are-aiiributed-lo-this-state ih-with-respect-to-a income-the-eatnings
pmd%u@a%%wwe@wme@%mwwn%bu%@/a} in this state or (b) both in and
outside of Tennessee and a greater proportion of the earnings-producing activity is performed in
thisTennessee than any other state, based on castscost of performance.

Earnings Producing Activity; Defined. The term “earnings producing activity” applies to each separate
item of income and means the transactions and activity directly engaged in by the taxpayer in the regular
course of its trade or business for the ultimate purpose of obtaining gains or profit. Such activity does not
include transactions and activities performed on behalf of a taxpayer, such as those conducted on its
behalf by an independent contractor. Accordingly, the earnings producing activity includes but is not
limited to the following:

(a) The rendering of personal services by employees or the utilization of tangible and intangible property
by the taxpayer in performing a service.

(b) The sale, rental, leasing, or licensing or other use of real property.
(c) The rental, leasing, licensing or other use of tangible personal property.

(d) The sale, licensing or other use of intangible personal property. The mere holding of intangible
personal property is not, of itself, an earnings producing activity.

Costs of Performance; Defined. The term “costs of performance” means direct costs determined in a
manner consistent with generally accepted accounting principles and in accordance with accepted
conditions or practices in the trade or business of the taxpayer.

| (4y—Application
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| Authority: T.C.A. §§67-1-102 {a}-and 67-4-8142012. Administrative History: Original rule filed July 22, 1977;
effective August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984.

| 1320-06-01-.35 Spesial-RulesVariances.
(1) InGeneral

{a)-T.C.A. §§67-1-9144-2112 and 67-4-8122014 provide that if the allocation and apportionment provisions
do not fairly represent the extent of the taxpayer’'s business activity in this state, the taxpayer may petition
for or the Commissioner of Revenue may require, in respect to all or any part of the taxpayer’s business
activity, if reasonable:

l 1(a) Separate accounting;
| 2:(b) The exclusion of any one or more of the factors;
| 3:(c) The inclusion of one or more additional factors which will fairly represent the taxpayer’s

business activity in this state; or

| 4-(d) The employment of any other method to effectuate an equitable allocation and
apportionment of the taxpayer’s capital and net earnings for purposes of computing franchise and
excise taxes. §§67-4-9112112 and 67-4-8422014 permit a departure from the allocation and
apportionment provisions only in limited and specific cases. §§67-14-8112112 and 67-4-8122014
may be invoked only in specific cases where unusual fact situations (which ordinarily will be
unique and nonrecurring) produce incongruous results under the apportionment and allocation
provisions contained in the Franchise and Excise Tax Laws.

I (s2)As provided by law, the Commissioner-ef-Reveaue is given authority to require combined reports covering
members of an affiliated group of corporations. In the event of inter-company activity in the manufacture,
production or sales of products, the Commissioner may require a combined report if such is necessary to
obtain an equitable and appropriate result.

| (63) Application for relief must be addressed to the Commissioner-cf Revenue with the filing of a petition, in
writing, setting forth the reasons why application of the statutory allocation and apportionment provisions
do not fairly represent the extent of the taxpayer’s business activity in this state. It must be shown by 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. Such application must also include a proposed
alternative method of allocation or apportionment to be used by the corporation, and be submitted by the
taxpayer on or before the statutory due date of the return. In the event that a variation from the statutory
provisions is adopted, then such method shall continue in effect so long as the circumstances justifying
the variation remain substantially unchanged. It shall be the duty of the taxpayer to furnish each
subsequent year such information with the filing of its return as will establish the fact that the
circumstances remain substantially unchanged.
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Authority: T.C.A. §8§67-1-102(a), 67-4-805-67-4-2012, 67-4-2013, 67-4-2014, and 67-4-83+-67-4-812-67-4-814;
67-4-815-67-4-816-and-67-4-910.2111. Administrative History: Original rule filed July 22, 1977; effective August
22, 1977. Amendment filed November 6, 1984; effective December 6, 1984.

| 1320-06-01-.38 Constructing or Improving Real Property — Special Apportionment Rules.

S HA
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; nbusiness-earnings-are
biect-to- tion-under T.C A £67-4-810. Business-earings-are-apportioned to Tennessee
pursuant to the property, payroll, and sales apportionment factors set forth in T.C.A. §67-4-844—in
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tHoe ' S ek .‘. and sales apportlonment factors for the
apportlonment of income from constructlon contracts shall be determined as follows:
(1) Property Factor. In general, the numerator and denominator of the property factor shall be determined
as set forth in T.C.A. §67-4-81142012(b), (c) and (d), and Rules 1320-8-106-01-.27 through .29,
inclusive. However-, the following special rules are also applicable.

[ (ia) Rents paid for the use of equipment are included in the property factor at eight times the net
annual rental rate even though such rental expense may be capitalized into the costs of
construction.

| (Hb) “Rents paid” shall include rent expense in the income year for which it is deductible under the
taxpayer’'s method of accounting for federal income tax purposes.

[ (Hic) Rent expense which is capitalized to a particular construction project shall be attributed to
the state in which the construction project is located.

(2:) Payroll Factor. In general, the numerator and denominator of the payroll factor shall be determined as
set forth in T.C.A. §67-4-8142012 (e) and (f) and rules 1320-6-106-01-.30 and .31. However the
following special rules are also applicable.

| (ia) Compensation paid to employees which is attributable to a particular construction project is
included in the payroli factor even though capitalized into the costs of construction.

| (iib) The payroll factor is computed by including compensation in the income year for which it is
deductible under the taxpayer's method of accounting for federal income tax purposes.

| (ilic) Compensation paid to employees which is capitalized to a particular construction project
shall be attributed to the state in which the construction project is located.

(3-) Sales Factor. In general, the numerator and denominator of the sales factor shall be determined as
set forth in T.C.A. §67-4-8412012(qg), (h) and (i}-and), Rules 1320-8-106-01-.32 through .34,
inclusive:, and Rule 1320-06-01-.42. However, the following special rules are also applicable:

| (la) The sales factor is computed by including gross receipts in the income year for which it is
includable under the taxpayer's method of accounting for federal income tax purposes.

| (Hb) Gross receipts derived from the performance of a contract are attributable to Tennessee if the
construction project is located in Tennessee. If the construction project is located partly within and
partly without Tennessee, the gross receipts, payroll and property factors attributable to
Tennessee are based upon the ratio which construction costs for the project in Tennessee bear

| to the total of construction cesicosts for the entire project or any other method, such as
engineering cost estimates, which will provide a reasonable apportionment.

| Authority: T.C.A. §§67-1-102-ar4, 67-14-8112012. Administrative History: Original rule filed March 9, 1990;
effective April 23, 1990.
New

1320-06-01-.40 Disregarded Entities

(1) Disregarded Limited Liability Companies. A limited liability company is disregarded for franchise and
excise tax purposes only if it is disregarded for federal income tax purposes and its single member is
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(2)

classified as a corporation for federal income tax purposes. If a limited liability company does not meet
both of these requirements, it will be treated separately for franchise and excise tax purposes and must
file its own separate franchise and excise tax return.

Other Federally Disregarded Entities. Only a limited liability company meeting the requirements of (1) will

(3)

be disregarded for franchise and excise tax purposes, All other taxpavers subject to the franchise or
excise tax will be treated separately, regardless of whether they are otherwise disregarded for federal
income fax purposes.

Tiered Ownership of Limited Liability Companies. To determine whether a limited liability company is

(4)

disregarded for franchise and excise tax purposes when it is only indirectly owned by a corporation, the
analysis must take a “top down” approach and begin with the corporation and all directly-owned entities
that directly or indirectly own the limited liability company.

Example 1: Corporation X is the single member of LLC1. LLC1 is the single member of LLC2. Corporation
X is classified as a corporation for federal income tax purposes. Both LLC1 and LLCZ are disregarded for
federal income tax purposes. LLC1 is disregarded for franchise and excise tax purposes to Corporation X.
As a disregarded entity, LLCH is treated as a division of Corporation X and not as a separate entity. As a
result, the ownership interest held by LLC1 in LLC2 is treated as owned directly by Corporation X. LLCZ
is disreqarded for franchise and excise tax purposes to Corporation X because its single member for tax
purposes is Corporation X, a corporation.

Example 2: Corporation X is the single member of LLC1 and LLC2, each of which has a 50% ownership
interest in LLC3. Corporation X is classified as a corporation for federal income tax purposes. LLCT,
LLC2, and LLC3 are each disregarded for federal income tax purposes. LLC1 and LLC2 are each
disregarded for franchise and excise tax purposes to Corporation X. As disregarded entities, LLC1 and
LLC?Z are each treated as a division of Corporation X and not as separate entities. As a result, the
ownership interests held by LLC1 and LLC2 in LLC3 are treated as owned directly by Corporation X.
LLC3 is disregarded to Corporation X for franchise and excise tax purposes because Corporation X is.
treated as its single member.

Not-For-Profit Subsidiaries. Except as provided in T.C.A. §867-4-2007 and -2105, a not-for-profit entity is

generally exempt from franchise and excise taxes. T.C.A. §67-4-2004 defines a “not-for-profit” entity as
“any person described in §401, §408. §408A, §409, §501, §526, §527, §528. §529 or §530 of the Internal
Revenue Code, codified in 26 U.S.C. §401, §408, §408A, §409, §501, §526, §527, §528, §529 or §530.7
If a taxpayer is disregarded for federal income tax purposes o an entity meeting the definition of a not-for-
profit, the taxpayer also meets the definition of a not-for-profit and is exempt from franchise and excise
taxes to the extent provided by T.C A. §867-4-2007 and -2105, regardless of whether the taxpayer is
treated as a separate or disregarded entity for franchise and excise tax purposes.

Authority: T.C.A. §§67-1-102, 67-4-2004, 67-4-2007, 67-4-2105, 67-4-2106, and 48-249-1003.

1320-06-01-.41 Series Limited Liability Companies.

(1)

The Tennessee Revised Limited Liability Company Act, T.C.A. §848-249-101 el. seq., generally permits

(2)

the establishment of one or more designated “series” within a limited liability company, commonly referred
to as the “Master LLC.” The Master LLC and each series is treated as a separate entity and must
determineg its tax classification as though it were a separate limited liability company. The Master LLC and
each series will generally be classified as a corporation, partnership, or other type of business entity,
consistent with the way it is classified for federal income tax purposes. A Master LLC or a series that is
wholly owned by a corporation and that is disregarded for federal income tax purposes will be
disregarded for franchise and excise fax purposes. All other federally disregarded Master LLCs or series
are treated as separate entities for franchise and excise tax purposes.

A Master LLC and each series doing business in and having substantial nexus with Tennessee must

separately register with the department and set up separate tax accounts. A series must provide on its
application for franchise, excise tax registration information about the Master LLC under whose
organization documents the series was authorized.
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(3) Unless a series is classified as a disregarded entity for franchise and excise tax purposes, each series
must file a separate tax return. The Master LLC must also file a separate return unless disregarded. The
Master LLC and each series will be treated as separate entities for purposes of assessments, refunds
and taxpaver remedies, unless disregarded.

(4) The Master LLC and each series must apply separately to qgualify for any applicable franchise and excise
tax exemption. On anv application for exemption, the series should state that it is a limited liability
company. Because each series is trealed as a separate entity under state law, only that series’ activilies
income, and other attributes will be considered in any applicable exemption determination.

(5) If a series terminates its existence, it must obtain a separate tax clearance.

Authority: T.C.A. §867-1-102(a), 67-4-2004, 67-4-2007, 67-4-2106, 48-249-101, 48-249-309, and 48-249-1003.

1320-06-01-.42 Sales Factor — Sales Other than Sales of Tangible Personal Property in this State.

(1) General Rules.

(a) Market-Based Sourcing. Sales, other than sales of tangible personal property, are in Tennessee if
and to the extent that the taxpaver's market for the sales is in Tennessee. In general, the
provisions in this section establish uniform rules for (1) determining whether and to what extent
the market for a sale other than the sale of tangible personal property is in Tennessee, (2)
reasonably approximating the state or states of assignment where such state or states cannot be
determined, and (3) excluding the sale where the state or states of assignment cannot be
determined or reasonably approximated.

(b} Outline of topics. The provisions in this regulation are organized as follows.

(1) General Rules.

(a) Market-Based Sourcing

(b} Cutline of Topics

(c) Definitions

(d) General Principles of Application; Contemporaneous Record
(e) Rules of Reasonable Approximation

(f) Exclusion of Sales from the Sales Factor

(2) Sale, Rental, Lease or License of Real Property.

(3) Rental, Lease or License of Tangible Personal Property.

(4) Sale of a Service.

(a) General Rule

(b) In-Person Services

(¢} Services Delivered to the Customer or on Behalf of the Customer, or Delivered
Electronically Through the Customer

(dy Professional Services

(e) Broadcast Advertising

(5) License or Lease of Intangible Property.

(a) _General Rules

(b) License of a Marketing Intangible

(¢) License of a Production Intangible

(d) License of a Broadcasting Intangible

(e) License of Mixed Intangible

() _License of Intanaible Property where Substance of the Transaction Resembles a
Sale of Goods or Services
Examples
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(6) Sale of Intangible Property.

(a) Assignment of Sales
b} Examples

(7) Special Rules.

(a) Software Transactions
(b} Sales or Licenses of Digital Goods and Services
(c) Enforcement of Legal Rights

{c) Definitions. For the purposes of this regulation the following terms have the following meanings.

1.

“Billing address” means the location indicated in the books and records of the taxpayer as

the primary mailing address_relating to a customer's account as of the time of the
fransaction _as kept in _good faith in the normal course of business and not for tax
avoidance purposes.

“Broadcast customer” means a person, corporation, partnership, limited liability company,

or other entity, such as an advertiser or a platform distribution company, that has a direct
connection or _coniractual relationship with the broadcaster under which revenue is
derived by a broadcaster.

“Broadcaster’ means a taxpayer that is a television broadcast network, a cable program

network, or a television distribution company. The term “broadcaster’ does not include a
platform distribution company.

“Business customer’ means a _cusiomer that is a business operating in_any form,

including an individual who operates a business through the form of a sole proprietorship.
Sales to a non-profit organization, to a trust, to the U.S. Government, to any foreign, state
or_local government, or to any agency or instrumentality of such government shall be
treated as sales to a business customer and shall be assigned consistent with the rules
that apply to such sales.

“Commercial domicile” means the orincipal place from which the trade or business of a

business entity is directed or managed.

“Film_programming” means one or _more performances, evenis, or productions (or

segments of performances, events, or productions) intended to be distributed for visual
and auditory perception, including but not limited to news, entertainment, sporting events
plays, stories, or other literary, commercial, educational, or artistic works.

“Individual customer” means any customer who is not a business customer.

“Place of order,” means the physical location from which a customer places an order for a

sale other than a sale of tangible personal property from a taxpayer, resulting in a
contract with the taxpaver.

“Platform distribution_company’” means a cable service provider, a direct broadcast

10.

satellite system, an Internet content distributor, or any other distributor that directly
charges viewers for access o any film programming.

“State where a contract of sale is principally managed by the customer,” means the

primary location at which an employee or other representative of a customer serves as
the primary contact person for the taxpaver with respect to the implementation and day-
to-day execution of a contract entered into by the taxpayer with the customer.
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() General Principles of Application; Contemporaneous Records. In order to satisfy the
requirements of this regulation, a taxpayer's assignment of sales of other than tangible personal
property must be consistent with the following principles:

1. Ataxpaver's application of the rules sef forth in this requlation shall be based on objective
criteria_and shall consider all sources of information reasonably available to the taxpayer
at the time of its tax filing including, without limitation, the taxpaver’'s books and records
kept in the normal course of business. A taxpaver's method of assigning its sales shall be
determined in good faith, applied in good faith, and applied consistently with respect to
similar transactions and vear 1o vear. A taxpayer shall retain_contemporaneous records
that_explain the determination and application of its method of assigning its sales,
including its underlying assumpilions, and shall provide such records o the Commissioner
of Revenue upon request,

2. The provisions of Rule 1320-06-01-.42(4)-(7) provide for various assignment rules that
apply sequentially in a hierarchy. For each sale to which a hierarchical rule applies, a
taxpaver must make z reasonable effort to apply the primary rule applicable 1o the sale
befare seeking to apply the next rule in the hierarchy (and must continue to do so with
each succeeding rule in the hierarchy. where applicable). For example, in some cases,
the applicable rule first requires a iaxpayer 1o determine the state or states of
assignment, and where the iaxpaver cannct do so, the rule then reguires the taxpayer to
reasonably approximaie such state or stales. In such cases, the taxpayer must in good
faith and with reasonable effort attempt to determine the state or states of assignment
(i.e., apply the primary rule in the hierarchy) before it may reasonably approximate such
state or states.

3. A taxpayer's method of assigning its sales, including the use of a method of
approximation, where applicable, must reflect an attempt to obtain the most accurate
assignment of sales consistent with the regulatory standards set forth in this regulation,
rather than an attempt to lower the taxpaver’s tax liability. A method of assignment that is
reasonable for one taxpaver may not necessarily be reasonable for another taxpayer
depending upon the applicable facts.

(e) Rules of Reasonable Approximation.

1. In General. In general. the provisions of Rule 1320-06-01-.42(4)-(7) establish uniform
rules for determining whether and to what extent the market for a sale other than the sale
of tangible personal property is in Tennessee. The provisions of the regulation also set
forth rules of reasonable approximation, which apply where the state or stales of
assignment cannot be determined. In _some instances, the reasonable approximation
must be made in accordance with specific rules of approximation prescribed by this
regulation. See, e.q., Rule 1320-06-01-.42(4)(d) (pertaining to professional services). In
other cases, the applicable rule in this requlation permits a taxpayer to reasonably
approximate the state or states of assignment, using a method that reflects an effort to
approximate the results that would be obtained under the applicable rules or standards
set forth in this regulation.

2. Approximation Based Upon Known Sales. In any instance where, applying the applicable
rules set forth in Rule 1320-06-01-.42(4) (pertaining to sales of services), a taxpaver can
ascertain _the state or states of assignment of a substantial portion of its sales of
substantially similar_services (“assigned sales”), but not all of such sales, and the
taxpayer reasonably believes, based on all available information, that the geograghic
distribution of some or all of the remainder of such sales generally tracks that of the
assigned sales, it shall include those sales which it believes track the geographic
distribution of the assigned sales in its sales factor in the same proportion as its assigned
sales. This rule also applies in the context of licenses and sales of intangible property
where the substance of the transaction resembles a sale of goods or services. See 1320-
06-01-.42(5)(f) and (6)(a)4.
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() _Exclusion of Sales from the Sales Faclor. In any case in which a taxpaver cannot ascerfain the
state or states to which a sale is to be assighed pursuant fo the applicable rules set forth in this
requlation (including through the use of a method of reasonable approximation, where relevant)
using a reasonable amount of effort undertaken in good faith, the sale shall be excluded from the
numerator and the denominator of the taxpayer's sales factor.

(2) Sale, Bental, Lease or License of Real Property. In the case of a sale, rental, lease or license of real
property, the sale is in Tennessee if and to the exient that the property is in Tennessee.

(3) Rental, Lease or License of Tangible Personal Property, In the case of a rental, lease or license of
tangible personal property, the sale is in Tennessee if and o the extent that the property is in
Tennessee. If property is mobile property that is located both within and without Tennessee during
the period of the lease or other contract, the receipts assigned to Tennessee shall be the receipis
from the contract period multiplied by the fraction used by the taxpaver for property factor purposes
(as_adjusted when necessary to reflect differences between usage during the contract period and
usage during the taxable year).

(4) Sale of a Service.

(a) General Rule. The sale of a service is in Tennessee if and o the extent that the service is
delivered at a location in Tennessee, [n general, the term “delivered” shall be construed to refer to
the location of the taxpayer's market for the service provided and is not to be construed by
reference to the location of the property or payroll of the taxpaver as otherwise determined for
corporate apportionment purposes. The rules to determine the location of the delivery of a service
in the context of several specific types of service transactions are set forth at Rule 1320-06-01-

A42{(4y(b)-(e).

(b) In-Person Services.

1. In General. Except as otherwise provided In this subsection, in-person services are
services that are physically provided in person by the taxpaver, where the customer or
the customer's real or tangible property upon which the services are performed is in the
same location as the service provider at the time the services are performed, This rule
includes situations where the services are provided on behalf of the taxpayer by a third-
party contractor. Examples of in-person services include, without limitation, warranty and
repair services: cleaning services; plumbing services: carpentry; construction contractor
services; pest control: landscape services: medical and dental services, including medical
testing and x-rays and mental health care and treatment; child care; hair cutting and
salon services: live entertainment and athletic performances: and in-person training or
lessons. In-person services include services within the description above that are
performed at (1) a location that is owned or operated by the service provider or (2) a
location of the customer, including the location of the customer’s real or tangible personal
property. Various professional services, including legal, accounting, financial and
consulting services, and other such services as described in Rule 1320-06-01-.42(4)(d)
although _they may involve some amount of in-person contact, are not treated as in-
person services within the meaning of this section.

2. Assignment of Sales. Except as otherwise provided in this subsection, where the service
provided by the faxpayer is an in-person service, the delivery of the service is ai the
location where the service is received. Therefore, the sale is in Tennessee if and o the
extent the customer receives the in-person service in Tennessee,

(i) _Rule of Determination. In assigning its sales of in-person services, a_taxpaver
shall first attempt to determine the location where a service is received, as
follows:

() _Where the service is performed with respect to the body of an individual
customer in Tennessee (e.g. hair_cutting or x-ray services) or in the
physical presence of the customer in Tennessee (e.q. live entertainment
or athletic performances), the service is received in Tennessee,
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(I Where the service is performed with respect to the cusiomer’s real estale
in Tennessee or where the service is performed with respect to the
customer’s tangible personal property af the customer’s residence or in
the customer’s possession in Tennessee, the service is received in
Tennessee.

(1 Where the service is performed with respect to the customer’s tangible
personal property and the tangible personal property is to be shipped or
delivered to the customer, whether the service is performed in
Tennessee or outside Tennessee, the service is received in Tennessee if
such property is shipped or delivered to the customer in Tennessee.

(il Rule of Reasonable Approximation. In any instance in which the staie or states
where a service is actually received cannot be determined, buif the taxpayer has
sufficient information regarding the place of receipt from which it can reasonably
approximate the state or states where the service is received, the taxpayer shall
reasonably approximate such state or stales.

(c) Services Delivered to the Customer or on Behalf of the Customer, or Delivered Electronically
Through the Customer.

1. In General. Where the setvice provided by the taxpaver is not an in-person service within
the meaning of Rule 1320-06-01-.42(4)(b) or a professional service within the meaning of
Rule 1320-06-01-.42(4)(d) and the service is delivered to or on behalf of the customer, or
delivered electronically through the customer, the sale is in Tennessee if and to the
exient that the service is delivered in Tennessee. For purposes of this seclion, a service
that is delivered “to” a customer is a service in which the customer and not a third party is
the recipient of the service. A service that |s delivered “on behalf of” a customer is one in
which a customer contracts for a service but one or more third parties, rather than the
customer, is the recipient of the service, such as fulfillment services (see Rule 1320-06-
01-.42{4)(c)2(i) or the direct or indirect delivery of advertising to the customer’s intended
audience (see Rule 1320-06-01-.42(4)(c)2(iii)). A service that is _delivered electronically
“through” a customer is a service that is delivered electronically 1o a customer for
purposes of resale and subsequent electronic delivery in substantially identical form to an
end user or other third-party recipient. Except in the instance of a service that is delivered
through a customer (where the service must be delivered electronically), a service is
included within the meaning of this section, irrespective of the method of delivery, e.d.,
whether such service is delivered by a physical means or through an electronic
transmission.

2. Assignment of Sales. The assignment of a sale to a state or states in the instance of a
service that is delivered to the customer or on behall of the customer, or delivered
electronically through the customer, depends upon the method of delivery of the service
and the nature of the customer. Separate rules of assignment apply to services delivered
by physical means and services delivered by electronic transmission. (For purposes of
this section, a service delivered by an electronic transmission shall not be considered a
delivery by a physical means). In any instance where, applying the rules set forth in this
section, the rule of assignment depends on whether the customer is an individual or a
business customer, and the taxpaver acting in good faith cannof reasonably determine
whether the customer is an individual or business customer, the taxpayer shall treat the
customer as a business customer.

(i) Delivery to or on Behalf of a Customer by Physical Means, Whether 1o _an
Individual or Business Customer. Services delivered to a customer or on behalf
of a customer through a physical means include, for example, product delivery
services where property is delivered to the customer or to a third party on behalf
of the customer: the delivery of brochures. fliers or other direct mail services; the
delivery of advertising or advertising-related services to the customer's intended
audience in the form of a physical medium; and the sale of custom software (e.q.,
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where software is developed for a specific customer in a case where the

transaction is properly treated as a service transaction for purposes of corporate

taxation) where the taxpaver installs the custom software at the customer’s site.

The rules in this subsection apply whether the iaxpaver's custocmer is an

individual customer or g business customer,

(A

Rule of Determination. In assigning the sale of a service delivered to a

(n

customer or on behalf of a customer through a phvsical means, a
taxpaver must first attempt to determine the state or states where such
services are delivered. Where the taxpaver is able to determine the state
or states where the service is delivered, it shall assign the sale to such
state or states. :

Rule of Reasonable Approximation. Where the taxpayer cannot

(Ul

determine the state or states where the service is actually delivered, but
has sufficlent information regarding the place of delivery from which it
can reasonably approximate the state or states where the service is
delivered, it shall reasonably approximate such state or staies.

Examples. Assume In each of these examples that the taxpayer that

provides the service is taxable in Tennessee and is io apportion its
income pursuant to T.C.A. §67-4-2012.

Example 1: Direct Mail Corp, a corporation based outside Tennessee,
provides direct mail services to its customer, Business Corp. Business
Corp transacts with Direct Mail Corp to deliver printed fliers to a list of
customers thatl is provided to it by Business Corp. Some of Business
Corp’s customers are in Tennessee and some of those customers are in
other states. Direct Mail Corp will use the postal service to deliver the
printed fliers fo Business Corp’s customers. The sale of Direct Mail
Corp’s services to Business Corp is assigned to Tennessee fo the extent
that the services are delivered on behalf of Business Corp to Tennessee
customers (i.e., to the exient that the fliers are delivered on behalf of
Business Corp to Business Corp’s intended audience in Tennessee).

Example 2. Ad Corp is a corporation based ouiside Tennessee that
provides adveriising and advertising-related services in Tennessee and
in neighboring states. Ad Corp enters info a contract at a location outside
Tennessee with an individual customer who is not a Tennessee resident
to design advertisements for billboards to be displayed in Tennessee
and to design fliers to be mailed to Tennessee residents. All of the
design work is performed outside Tennessee. The sale of the design
services is in Tennessee because the service is physically delivered on
behalf of the customer to the customer's intended audience in
Tennessee.

Example 3: Same facts as Example 2, except thaf the contract is with a
business customer that is based outside Tennessee. The sale of the
design services is in Tennessee because the services are physically
delivered on behalf of the customer to the customer's intended audience
in Tennessee.

Example 4: Fulfillment Corp. a corporation based outside Tennessee,
provides product delivery fuliiiment services in Tennessee and in
neighboring states to Sales Corp, a corporation located outside
Tennessee that sells tangible personal property through a mail order
catalog and over the Internet to customers. In some cases when a
customer purchases tanaible personal property from Sales Corp to be
delivered in Tennessee, Fulfillment Corp will, pursuant to its contract with
Sales Corp, deliver that property from its fulfillment warehouse located
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outside Tennessee. The sale of the fulfilment services of Fulliliment
Corp to Sales Corp is assigned to Tennessee to the extent that
Fulfillment Corp’s deliveries on behalf of Sales Corp are to recipients in
Tennessee.

Example 5: Software Corp, a software development corporation, enters
into a contract with a business customer, Buyer Corp, which is physically
located in Tennessee, to develop custom software to be used in Buvyer
Corp’s business. Software Corp develops the custom software outside
Tennessee, and then physically installs the software on Buver Corp's
computer hardware located in Tenhessee. The development and sale of
the custom software is properly characterized as a service transaction,
and the sale is assioned to Tennessee because the software is
physically delivered to the customer in Tennessee.

Example 6. Same facts as Example 5, except that Buyver Corp has
offices_in Tennessee and several other states, but is commercially
domiciled outside Tennessee and orders the software from a location
outside Tennessee. The receipts from the development and sale of the
custiom software service are assigned to Tennessee because the
software Is physically delivered to the customer in Tennessee, :

(i _Delivery to a Customer by Electronic Transmission. Services delivered by

electronic transmission include, without limitation, services that are transmitted

through the means of wire, lines, cable, fiber optics, electronic signals, satellite

transmission, audio or radio waves, or other similar means, whether or not the

service provider owns, leases or otherwise controls the fransmission equipment.

in the case of the delivery of a service by electronic transmission to a customer,

the following rules apply.

(h Services Delivered By Electronic  Transmission fto  an_ Individual

Customer.

L Rule of Determination. In the case of the delivery of a service o
an individual customer by electronic transmission, the service is
delivered in Tennessee if and to the extent that the taxpayer’s
customer receives the service in Tennessee, If the taxpayer can
determine the state or siates where the service is received, it
shall assign the sale to such state or states.

. __Rules of Reasonable Approximation. If the taxpayer cannot
determine the siate or states where the customer actually
recelves the service, bui has sufficient information regarding the
place of receipt from which it can reasonably approximate the
state or states where the service is received, it shall reasonably
approximaite such state or states. Where a taxpayer does not
have sufficient information from which it can determine or
reasonably approximaie ihe state or states in which the service
is received, it shall reasonably approximate such state or states
using the customer’s billing address.

Services Delivered By Electronic Transmission to a Business Customer.

[ Rule of Determination. In the case of the delivery of a service to
a_business customer by electronic transmission, the service is
delivered in Tennessee if and fo the extent that the taxpaver's
customer receives the service in Tennessee. If the taxpaver can
determine the state or states where the service is received, it
shall assign the sale o such state or states. For purposes of this
section, it is intended that the state or states where the service is

50 RDA 1693




S$S-7039 (November 2014)

received reflect the location at which the service is directly used
by the emplovees or designees of the customer.

I Rule of Reasonable Approximation., If the taxpayer cannot
determine the stale or states where the customer actually
receives the service, but has sufficient information regarding the
place of receipt from which It can reasonably approximate the
state or states where the service is received, it shall reasonably
approximate such state or states.

L Secondary Rule of Reasonable Approximation. In the case of the
delivery of a service o a business customer by electronic
transmission where a taxpaver does not have sufficient
information _from  which it _can determine or reasonably
approximate the state or states in which the service is received,
such state or states shall be reasonably approximated as set
forth in this section. In such cases, unless the taxpaver can apply
the safe harbor set forth in Rule 1320-06-01-.42(4)(c)2(i(IMV,
the taxpaver shall reasonably approximate the state or staies in
which the service is received as follows: first, by assigning the
sale to the state where the coniract of sale is principally
managed by the customer; second, if the state where the
customer principally manages the coniract is not reasonably
determinable, by assigning the sale o the customer's place of
order;: and third, if the customer's place of order is not
reasonably determinable, by assigning the sale using the
customer's billing address: provided, however, that in_ any
instance in which the taxpaver derives more than 5% of its sales
of services from a customer, the taxpaver is required to identify
the state in which the contract of sale is principally managed by
that customer,

v, Safe Harbor. In the case of the delivery of a service fo a
business customer by electronic transmission a taxpayer may
not be able to determine, or reasonably approximate under Rule
1320-06-01-42(4)(c)2(in(Ibll, the state or states in which the
service is received. In these cases, the faxpayer may, in lieu of
the rule stated at Rule 1320-06-01-.42(4)(c)2(i(1bI, apply the
safe  harbor  stated in  this section (Rule 1320-06-01-
A2(4 (2B, Under this safe harbor, a taxpayer may
assign _its sales to a particular customer based upon the
customer’'s billing address in_any iaxable vear in which the
taxpaver (1) engages in subsiantially similar service transactions
with more than 250 customers, whether business or individual
and (2) does not derive more than 5% of its sales of services
from such customer. This safe harbor applies only for purposes
of Rule 1320-06-01-.42(4)(c)2(ih(ll) _to services delivered by
electronic_transmission 1o a business customer, and nol

(I Examples. Assume in each of these examples that the taxpayer that

provides the service is taxable in Tennessee and is to apportion its
income pursuant to T.C.A. § 67-4-2012. Assume where relevant, unless

otherwise stated, that the safe harbor set forth at Rule 1320-06-01-

A2(4)(c2abb1Y does not apply.

Example 1: Support Corp, a corporation that is based outside
Tennessee, provides software support and diagnostic services to
individual _and business customers thal have previously purchased
cerfain software from third-party vendors. These individual and business
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customers are located in Tennessee and other states. Support Corp
supplies its services on a case-by-case basis when directly contacted by
its customer. Support Corp generally provides these services through the
Internet but sometimes provides these services by phone. In all cases
Support Corp  verifies the customer's account information  before
providing any service. Using the information that Support Corp verifies
before performing a service, Support Corp can determine where its
services are received, and therefore must assign its sales to these
locations. The sales made to Support Corp’s individual and business
customers are in Tennessee to the extent that Support Corp’s services
are received in Tennessee. See Rule 1320-06-01-.42(4)(c)2(iD(D) and (D).

Example 2: Online Corp, a corporation based outside Tennessee
provides web-based services through the means of the Internet to
individual customers who are residents of Tennessee and cther states.
These customers access Online Corp’'s web services primarily in_their
states of residence, and sometimes, while traveling, in other states. For a
substantial portion of its sales, Online Corp either can determine the
stale or states where such services are received, or, where it cannot
determine such state or states, it has suflicient information regarding the
place of receipt o reasonably approximate such state or states.
However, Online Corp cannot determine or reasonably approximate the
state or states of receipt for all of such sales. Assuming that Online Corp
reasonably believes, based on all available informalion, that the
geographic distribution of the sales for which it cannot determine or
reasonably approximaie the localion of ithe receipt of its services
generally tracks those for which it does have this information, Online
Corp must assign o Tennessee the sales for which it does not know the
customers’ location in the same proportion as those sales for which it
has this information. See Rule 1320-06-01-.42(1)(e)2.

Example 3: Same facts as in Example 2. except that Online Cormp
reasonably believes that the geographic distribution of the sales for
which it cannot determine or reasonably approximate the location of the
receipt of its web-based services do not generally track the sales for
which it does have this information. Online Corp must assian the sales of
its services for which it lacks information as provided to its individual
customers using the customers’ billing addresses. See Rule 1320-06-01-
A2(4y (2L

Example 4: Net Corp, a corporation based outside Tennessee, provides
web-based services to a business customer, Business Corp, a company
with _offices in Tennessee and itwo neighboring states. Particular
emplovees of Business Corp access the services from compulers in
each Business Corp office. Assume that Net Corp determines that
Business Corp employvees in Tennessee were responsible for 75% of
Business Corp’s use of Net Corp's services, and Business Corp
employees in other states were responsible for 25% of Business Corp's
use of Net Corp’s services. In such case, 75% of the sale is received in
Tennessee, and therefore 75% of the sale is in Tennessee. See Rule
1320-06-01-.42(4){(c)2(ih(il). Assume alternatively that Net Corp lacks
sufficient information regarding the location or locations where Business
Corp's _employees used the services (o determine or reasonably
approximate such location or locations. Under these circumsiances, if
Net Corp derives 5% or less of its sales from Business Corp, Net Corp
must assign the sale under Rule 1320-06-01-.42(4)(c)2(ib(IDhlll to the
state where Business Corp principally managed the contract, or if that
state is not reasonably determinable, 1o the state where Business Corp
placed the order for the services, or if that state is not reasonably
determinable, to the state of Business Corp’s billing address. If Net Corp
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derives more than 5% of its sales of services from Business Corp, Net
Corp is required fo identify the state in which its contract of sale is
principally managed by Business Corp and must assign the receipts to
that stale,

Example 5: Net Corp, a corporation based outside Tennessee, provides
web-based services through the means of the Internet to more than 250
individual and business customers in Tennessee and in other stales.
Assume that for each customer Net Corp cannot determine the state or
states where lis web services are actually received, and lacks sufficient
information regarding the place of receipt 1o reasonably approximate
such state or states. Also assume that Net Corp does not derive more
than 5% of its sales of services from any single customer. Net Corp may
apply the safe harbor stated in Rule 1320-06-01-.42(4)(c)2(ib(NIV _and
may assign its sales using each customer’s billing address.

(iiiy Services Delivered Electronically Through or on Behalf of an Individual or

Business Customer. A service delivered electronically “on behalf of” the customer

is one in which a customer contracts for a service to be delivered electronically

but one or more third parties, rather than the customer, is the recipient of the

service, such as the direct or indirect delivery of advertising on behalf of a

customer 1o the customer's intended audience. A service delivered electronically
“through” a customer to third-party recipients is a service that is delivered
electronically to a customer for purposes of resale and subsequent electronic
delivery in substantially identical form to end users or other third-party recipients.

(h Rule of Determination. In the case of the delivery of a service by
electronic transmission, where the service is delivered electronically to
end users or other third-party recipients through or on behalf of the
customer, the service is delivered in Tennessee if and to the extent that
the end users or other third-party recipients are in Tennessee. For
example, in the case of the direct or indirect delivery of advertising on
behalf of a customer to the customer’s intended audience by electronic
means, the service is delivered in Tennessee fo the extent that the
audience for such advertising is in Tennessee. In the case of the delivery
of a service fo a customer that acts as an intermediary in reselling the
service in substantially identical form to third-party recipients, the service
is delivered in Tennessee 1o the extent that the end users or other third-
party recipients receive such services in Tennessee. The rules in this
subsection apply whether the taxpayer's customer is an individual
customer or a business customer and whether the end users or other
third-party recipients 1o which the services are delivered throuagh or on
behalf of the customer are individuals or businesses,

(I _Rule of Reasonable Approximation. If the taxpaver cannot determine the
state or siates where the services are actually delivered to the end users
or other third-party recipients either through or on behalf of the customer,
but has sufficient information regarding the place of delivery from which it
can reasonably approximate the state or states where the services are
delivered, it shall reasconably approximate such state or states.

(Ii_Select Secondary Rules of Reasonable Approximation.

i Where a faxpayer's service is the direct or indirect electionic
delivery of advertising on behalf of its customer to the customer’s
intended audience, if the taxpaver lacks sufficient information
regarding the location of the audience from which it can
determine or reasonably approximate such location, the taxpayer
shall reasonably approximate the audience in a state for such
advertising using the foliowing secondary rules of reascnable
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(V)

approximation. Where a faxpaver is delivering  advertising
directly or indirectly to a known list of subscribers, the taxpavyer
shall reasonably approximate the audience for adverlising in a
state using a percentage that reflecis the ratio of the state’s
subscribers in_ihe specific _geographic _area in_ which the
advertising is delivered relative o the total subscribers in such
area, For a taxpayer with less information about its audience, the
taxpayer shall reasonably approximate the audience in a state
using the percentage that reflects the ratio of the state’s
population _in_the specific _geographic _area in__which the
advertising is delivered relative o the total population in such
area.

. Where a taxpaver's service is the delivery of a service to a
customer that then acis as the faxpaver's intermediary in
reselling such service to end users or other third-party recipients
if the taxpaver lacks sufficient information regarding the location
of the end users or other third-party recipients from which it can
determine or reasonably approximate such location, the taxpaver
shall reasonably approximate the exient to which the service is
received in a state by using the percentage that reflects the ratio
of the state’s population in the specific geographic area in which
the taxpayer's intermediary resells such services, relative to the

fotal population in such area.

Examples. Assume in each of these examples that the taxpaver that

provides the service is taxable in Tennessee and is to apportion its
income pursuant to T.C.A. § 67-4-2012.

Example 1: Web Corp, a corporation that is based outside Tennessee
provides Internet content to viewers in Tennessee and other states. Web
Corp sells advertising space to business customers pursuant to which
the customers’ advertisements will appear in connection with Web Corp's
Internet content. Web Corp receives a fee for running the advertisements
that is determined by reference to the number of times the advertisement
is viewed or clicked upon by the viewers of its website. Web Corp’s sale
of advertising space to its business customers is assigned to Tennessee
to the extent that the viewers of the Internet content are in Tennessee,
as measured by viewings or clicks. See Rule 1320-06-01-.42(4)(c)2(ii(1).
If Web Corp is unable to determine the actual location of its viewers, and
lacks sufficient information regarding the location of iis viewers to
reasonably approximaite such location, Web Corp must approximate the
amount of its Tennessee sales by multiplving the amount of such sales
by a percentage thai reflecis the Tennessee population in the specific
geographic _area in which the conteni containing the advertising s
delivered relative to the total population in such area. See Rule 1320-06-
o1-42(4c2(indib.

Example 2: Retail Corp., a corporation thal is based outside of
Tennessee, sells tangible property through its retail stores located in
Tennessee and other states, and through a mail order catalog. Answer
Co, a corporation that operates call centers in multiple states, coniracts
with Retail Corp to answer telephone calls from individuals placing orders
for products found in Retail Corp’s catalogs. In this case, the phone
answering services of Answer Co are being delivered o Retail Corp's
customers and prospeciive customers. Therefore, Answer Co s
delivering a service electronically to Retail Corp's customers or
prospective customers on behalf of Retail Corp, and must assign the
proceeds from this service 1o the state or states from which the phone
cails are placed by such customers or prospective customers. If Answer
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Co cannot determine the actual locations from which phone calls are
placed, and lacks sufficient information regarding the locations 1o
reasonably approximate such locations, Answer Co must approximate
the amount of its Tennessee sales by multiplying the amount of its fee
from Retail Corp by a percentage that reflects the Tennessee population
in the specific geographic area from which the calls are placed relative to
the total population in such area. See Rule 1320-06-01-.42(4)(c)2(ihihL

Example 3: Web Corp, a corporation that is based outside of Tennessee,
sells tangible property to customers via iis Internet website. Desian Co
designed and maintains Web Corg's website, including making changes
to the site based on customer feedback received through the site. Desian
Co's services are delivered to Web Corp, the proceeds from which are
assigned pursuant to Rule 1320-06-01-.42(4}(c)2(ii). The fact that Web
Corp’'s _customers and prospective customers incidentally benefit from
Design Co’s services, and may even interact with Design Co in the
course of providing feedback, does not transform the service info one
delivered “on behalf of” Web Corp to Web Corp’'s customers and
prospective cusiomers.

Example 4. Wholesale Corp, a corporation that is based outside
Tennessee, develops an Internet-based information database outside
Tennessee and enters into a contract with Retail Corp whereby Retall
Corp will market and sell access to this database to end users.
Depending on the facts, the provision of database access may be either
the sale of a service or the license of intangible property or may have
elements of both. Assume that on the particular facts applicable in this
example Wholesale Corp is selling database access in transactions
properly characterized as involving the performance of a service. When
an end user purchases access o Wholesale Corp’s database from Hetall
Corp, Retail Corp in turn compensates Wholesale Corp in_connection
with that transaction. In this case, Wholesale Corp's services are being
delivered through Retail Corp to the end user. Wholesale Corp must
assign its sales to Retail Corp 1o the state or states in which the end
users receive access to Wholesale Corp’s database. If Wholesale Corp
cannot _determine the state or states where the end users actually
receive access to Wholesale Corp's database, and lacks sufficient
information regarding the location from which the end users access the
database to reasonably approximate such location, Wholesale Corp
must approximate the exient to which its services are received by end
users in Tennessee by using a percentage that reflects the ratio of the
Tennessee population in the specific geographic area in which Retall
Corp reqularly markets and sells Wholesale Corp’'s database relative to
the total population in  such area. See Rule 1320-06-01-
A2(4)(c)2GindInil. Note that it does not matter for purposes of the
analysis whether Wholesale Corp’s sale of database access constitutes
a service or a license of intangible property, or some combination of
both. See Rule 1320-06-1-.42(5)(f).

1. In General. Except as otherwise provided in Rule 1320-06-01-.42(4)(d)2, professional

services are services that regquire specialized knowledge and in some cases require a

professional certification, license or degree. Professional services include, without

limitation, management services, bank and financial services, financial custodial services,

invesiment and brokerage services, fiduciary services, tax preparation, payroll and

accounting services, lending and credit card services, leqal services, consulting services,

video production services, graphic and other design services, engineering services, and

architectural services.
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2. Overlap with Other Categories of Services.

(i _Certain services that fall within the definition of “professional services” set forth in
Rule 1320-06-01-.42(4)(d)1 are nevertheless treated as “in-person services”
within the meaning of Rule 1320-06-01-.42(4)(b), and are assigned under Rule
1320-06-01-.42(4)(b), Specifically, professional services that are physically
provided in person by the taxpayer such as carpentry, certain medical and dental
services or child care services, where the customer or the customer’'s real or
tangible property upon which the services are provided is in the same location as
the service provider at the time the services are performed, are “in-person
services” and are assigned as such, notwithsianding that they may also be
considered to be “professional services”. However, professional services where
the service is of an intellectual or intangible nature, such as legal, accounting
financial and consulting services, are assigned as professional services under
Rule 1320-06-01-.42(4)(d). notwithstanding the fact that such services may
involve some amount of in-person contact.

(i) Professional services may in some cases include the transmission of one or
more documents or other communications by mail or by electronic _means.
However, in such cases, despile this fransmission, the assignment rules that
apply are those set forth in Rule 1320-06-01-.42(4)(d), and not those set forth in
Rule 1320-06-01-.42(4)(c), pettaining 1o services delivered to a customer or
through or on behall of a customer,

3. Assignment of Sales. In the case of a professional service, it is generally possible to
characterize the location of delivery in multiple ways by emphasizing different elements of
the service provided, no one of which will consistently represent the market for the
services. Therefore, for purposes of consisient application of the market-sourcing rule
stated in T.C.A. §67-4-2012, the Commissioner has concluded that the location of
delivery in the case of professional services is not susceptible to a general rule of
determination, and must be reasonably approximated. The assignment of a sale of a
professional service depends_in many cases upon whether the customer is an individual
or business customer. In any instance in which the taxpayer, acting in good faith, cannot
reasonably determine whether the customer is an individual or business customer, the
taxpayer shall treat the customer as a business customer. For purposes of assigning the
sale of a professional service, a taxpayer’'s customer is the person who contracts for such
service, irrespective of whether another person pays for or also benefits from the
taxpayer's services.

() General Rule. Sales of professional services other than those services described
in Rule 1320-06-01-42(4)(d)3(D (architectural and engineering services) are
assigned in accordance with this section.

(I} Professional Services Delivered 1o Individual Customers. Except as
otherwise provided in this section, Rule 1320-06-01-.42(4)(d), in any
instance in which the service provided is a professional service and the
taxpayer's customer is an individual customer, the stale or slates in
which the service is delivered shall be reasonably approximated as set
forth_in this section, Rule 1320-06-01-.42(4)(d)3()(D. In particular, the
taxpayer shall assign the sale to the customer's state of primary
residence, or, if the taxpayer cannot reasonably identify the customer’s
state of primary residence, 1o the state of the customer’s billing address;
provided, however, in any instance in which the taxpayer derives more
than 5% of its sales of services from an individual customer, the taxpaver
is required fo identify the customer’s state of primary residence and must
assign the receipts from the service or services provided to that customer
to that state.

(Y Professional Services Delivered 1o Business Customers. Except as
otherwise provided in this section, Rule 1320-06-01-.42(4)(d), in any
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instance in which the service provided is a professional service and the
taxpayer's customer is a business customer, the state or states in which
the service is delivered shall be reasonably approximated as set forth in
this _section, 1320-08-01-42(4d3M(D. In particular, unless the
taxpayer may use the safe harbor set forth at 1320-06-01-
A2(4(d)3D, the taxpaver shall assign the sale as follows: first, by
assigning the receipts to the state where the contract of sale is principally
managed by the customer; second, if such place of customer
management is not reasonably determinable, to the customer’s place of
order: and third, if such customer's place of order is not reasonably
determinable, to the customer’s billing address; provided, however, in
any instance in which the taxpayer derives more than 5% of its sales of
services from a customer, the taxpaver is required io identify the state in
which the contract of sale is principally managed by the customer.

(ll) Safe Harbor: Large Volume of Transactions. Notwithstanding the rules
set forth in Rule 1320-06-01-.42{4}{d}3(i _and (1}, a taxpayer may
assign its sales to a particular customer based on the customer’'s billing
address in_any taxable vear in which the taxpaver (1) engages in
substantially similar service transactions with more than 250 customers,
whether individual or business, and (2) does not derive more than 5% of
its sales of services from such customer. This safe harbor applies only
for purposes of Rule 1320-06-01-.42(43(d)3(i}, and not otherwise,

(i) _Architectural and Engineering Services with Respect to Real or Tangible

Personal Property. Architectural and engineering services with respect to real or
tangible personal property are professional services within the meaning of this
section Rule 1320-06-01-.42(4)(d). However, unlike in the case of the general
rule that applies to professional services, (1) the sale of such an architectural
service is assigned to a stale or states if and to the exient that the services are
with respect to real esiate improvements located, or expected to be located, in
such state or states; and (2) the sale of such an engineering service is assigned
to a state or siates if and fo the extent that the services are with respect fo
fangible or real properiy located in such state or states, including real estate
improvements located in, or expected to be located in, such state or states.
These rules apply whether or not the cusiomer is an individual or business
customer. In any instance in which architectural or engineering services are not
described in this section (Rule 1320-06-01-.42(4){(d)3(i)), the sale of such
services shall be assigned under the general rule for professional services. See
Rule 1320-06-01-.42(4)(d)}3(i).

Example 1: Architecture Corp provides building design services as to bulldings
located, or expected to be locaied, in Tennessee to individual customers who are
residents of Tennessee and ofher states, and to business customers that are
based in Tennessee and other states. Architecture Corp’s sales are assigned to
Tennessee because the locations of the buildings to which its design services
relate are in Tennessee, or are expected to be in Tennessee, For purposes of
assigning these sales, it is not relevant where, in the case of an individual
customer, the customer primarily resides or is billed for such services, and it is
not relevant where, in the case of a business customer, the customer principally
manages the coniract, placed the order for the services or is billed for such
services. Further, such sales are assigned to Tennessee even if Architecture
Corp's desians are either physically delivered to its customer in paper form in a
state other than Tennessee or are electronically delivered to its customer in a
state other than Tennessee. See Rule 1320-068-01-.42(4)(d)3(ii).

Example 2: Law Corp provides legal services to individual clienis who are
residents of Tennessee and other stales. In some cases, Law Corp may prepare
one or more legal documents for its client as a result of these services and/or the
lecal work may be related to litigation or a legal matter that is ongoing in a state
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other than where the client is resident. Assume that Law Corp knows the state of
primary residence for many of its clients, and where it does not know this state of
primary residence, it knows the glient’s billing address. Also assume that Law
Corp does not derive more than 5% of iis sales of services from any one
individual client. Where Law Corp knows its client's state of primary residence, it
shall assiagn the sale to that state. Where Law Corp does not know its clienf’s
state of primary residence, but rather knows the client's billing address, it shall
assign the sale to that state. For purposes of the analysis it is irrelevant whether
the legal documents relating to the service are mailed or otherwise delivered to a
location in another state, or the litigation or other legal maiier that is the
underlying predicate for the services is in another state. See Rule 1320-06-01-
A2(4y(di2(i and 3(03(1).

Example 3: Law Corp orovides legal services to several multistate business
clients. In each case, Law Corp knows the state in which the agreement for legal
services that governs the client relationship is principally managed by the client.
In one case, the agreement is principally managed in Tennessee; in the other
cases, the agreement is principally managed in a state other than Tennessee.
Where the agreement for legal services is principally managed by the client in
Tennessee, the sale of the services shall be assigned 1o Tennessee; in the other
cases, the sale is not assigned to Tennessee. In the case of the sale that is
assigned to Tennessee, the sale shall be so assigned even if (1) the legal
documents relating o the service are mailed or ctherwise delivered to a location
in_another state, or (2) the litigation or other legal matter that is the underlying
predicate for the services is in another staie. See Rule 1320-06-01-.42(4)(d)2(ii)

and 3y{D.

Example 4: Consulting Corp, a company that provides consulling services fo law
firms_and other customers, is hired by Law Corp in connection with legal
represeniation that Law Corp provides to Client Co. Specifically, Consulting Corp
is hired to provide expert testimony at a trial being conducted by Law Corp on
behalf of Client Co. Client Co pays for Consulting Corp’s services directly.
Assuming that Consulting Corp knows that its agreement with Law Corp is
principally managed by Law Corp in Tennessee, the sale of Consufting Corp’s
services shall be assigned to Tennessee. |t is not relevant for purposes of the
analysis that Client Co is the ultimate beneficiary of Consulling Corp’s services,
or that Client Co pays for Consulting Corp's services directly. See Rule 1320-06-
01-.42(4(dh3(0(ih.

Example 5: Advisor Corp, a corporation that provides investment advisory
services, provides such advisory services o Investment Co. Investment Co is a
multistate business client of Advisor Corp that uses Advisor Corp’s services in
connection with investment accounts that it manages for individual clients, who
are the ultimate beneficiaries of Advisor Corp's services. Assume that Invesiment
Co's individual clients are persons that are residents of numerous states, which
may or may not include Tennessee. Assuming that Advisor Corp knows that iis
agreement with Investment Co is principally managed by lnvesiment Co in
Tennessee, the sale of Advisor Corp’s services shall be assigned to Tennessee,
It is not relevant for purposes of the analysis that the ultimate beneficiaries of
Advisor Corp's services may be Investmeni Co’s clients, who are residents of
numerous states. See Rule 1320-06-01-.42(4)(d)3(H(11).

Example 6: Design Corp is a corporation based outside Tennessee that provides
graphic design and similar services in Tennessee and in neighboring slates.
Design Corp enters into a contract at a location outside Tennessee with an
individual customer to design fliers for the customer. Assume that Design Corp
does not know the individual customer’s state of primary residence and does not
derive more than 5% of its sales of services from the individual customer. All of
the design work is performed outside Tennessee. The sale is in Tennessee if the
customer’s billing address is in Tennessee. See Rule 1320-06-01-.42(4)(cd)3(1(h.
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{e) Broadcast Advertising Services. Notwithstanding anything herein to the contrary, receipts from a
broadcaster’s sale of advertising services to a broadcast customer are assigned o Tennessee if
the _commercial domicile of the broadcast customer is in Tennessee. For purposes of this
provision, “advertising services’ means an agreement to include the broadcast customer's
advertising content in the broadcasier's film programming.

(5) Rental Lease, or License of Intangible Property.

(a) General Rules.

1. The receipts from the rental, lease or license of intangible property are in Tennessee
if and to the extent the intangible is used in Tennessee. In general, the term “use”
shall be construed to refer to the location of the taxpaver's market for the use of the
intangible property that is being rented, leased, or licensed and is not to be construed
to refer to the location of the property or payroll of the taxpayer.

2. In general, a rental. lease, or license of intangible property that conveys all
substantial rights in such property is treated as a sale of intanaible property for tax
purposes. See Rule 1320-06-01-.42(8). Note, however, that for purposes of Rule
1320-06-01-.42(5) and (6}, a sale or exchange of intangible property is treated as a
license of such property where the receipts from the sale or exchange derive from
payments that are contingent on the productivity, use or disposition of the property.

3. Intangible properiy rented, leased, or licensed as part of the sale or lease of tangible
property is freated under Rule 1320-06-01-.42 as the sale or lease of tangible

property.

(b)y License of a Marketing Intangible. Where a license is granted for the right to use intangible
property in _connection with the sale, rental lease, license, or other marketing of goods
services, or other items (i.e., a marketing intangible), the rovalties or other licensing fees paid
by the licensee for such right are assigned to Tennessee to the exient that the fees are
attributable to the sale or other provision of goods, services, or other items purchased or
otherwise acquired by customers in Tennessee, Examples of a license of a marketing
intangible include, without limitation, the license of a service mark, trademark, or irade name;
certain copyrights and a franchise agreement. In each of these instances the license of the
marketing intangible is intended to promote consumer sales. In the case of the license of a
marketing intangible, where a taxpavyer has actual evidence of the amount or proportion of its
receipts that Is attributable 1o Tennessee, it shall assign such amount or proportion to
Tennessee. In the absence of aclual evidence of the amount or proportion of the licensee's
receipis that are derived from Tennessee customers, the portion of the licensing fee to be
assigned to Tennessee shall be reascnably approximated by multiplying the total fee by a
percentage that reflects the ratio of the Tennessee population in the specific geographic area
in_which the licensee makes material use of the intangible property o regularly market its
goods, services or other items relative to the fotal population in such area. Where the license
of a marketing intangible is for the right to use the intangible property in connection with sales
or other transfers at wholesale rather than directly to retail customers, the portion of the
licensing fee to be assigned fo Tennessee shall be reasonably approximated by multiplving
the total fee by a percentage that reflects the ratio of the Tennessee population in the specific
geographic _area in _which the licensee's goods, services, or other items are ultimately
marketed using the intangible property relative to the total population of such area.

(c) License of a Production Intangible. Where a license is granted for the right to use intangible
property other than in connection with the sale, lease, license, or other marketing of goods,
services, or other items, and the license is to be used in a production capacity (a “production
intangible™y, the licensing fees paid by the licensee for such right are assigned to Tennessee
{o the exient that the use for which the fees are paid takes place in Ternessee. Examples of
a license of a production intangible include, without limitation, the license of a patent, a
copyright, or trade secrets to be used in a manufacturing process, where the value of the
intangible lies predominately in _its use in such process. In the case of a license of a
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production intangible, it shall be presumed that the use of the intangible property takes place
in the state of the licensee's commercial domicile (where the licensee is a business) or the
licensee’s state of primary residence {where the licensee is an individual) unless the taxpayer
or the Commissioner can reasonably establish the location(s) of actual use. Where the
Commissioner can reasonably establish that the actual use of intangible property pursuant to
a license of a production intangible takes place in part in Tennessee, it shall be presumed
that the entire use is in Tennessee except to the extent that the taxpaver can demonstrate
that the actual location of a portion of the use fakes place outside Tennessee.

(d) License of a Broadcasting Intangible. Where a broadcaster grants a license to a broadcast
customer for the right to use film programming, the licensing fees paid by the licensee for
such right are assigned to Tennessee to the extent that the broadeast customer is located in
Tennessee. In the case of business customers, the broadcast customer’s location shall be
determined using the broadcast customer's commercial domicile. In the case of individual
customers, the broadcast customer’s -location shall be determined using the address of the
broadcast customer listed in the broadcaster's records.

(e) License of a Mixed Intangible. Where a license of intangible property includes both a license
of a marketing intangible and a license of a production intangible (a “mixed intangible”) and
the fees to be paid in each instance are separately and reasonably stated in the licensing
contract, the Commissioner will accept such separate statement for purposes of this section if
it is reasonable. Where a license of intangible property includes both a license of a markefing
intangible and a license of a production intangible and the fees ic be paid in each instance
are not separately and reasonably stated in the coniract, it shall be presumed that the
licensing fees are paid entirely for the license of the marketing intangible except to the exient
that the faxpayer or the Commissioner can reasonably establish otherwise.

(f)y License of Intangible Property where Substance of Transaction Resembles g Sale of Goods
or Services.

1. Ingeneral. In some cases, the license of intangible property will resemble the sale of
an_electronically-delivered good or service rather than the license of a marketing
intangible or a production intangible. In such cases, the receipts from the licensing
transaction shall be assigned by applying the rules set forth in Rule 1320-06-01-
A2(4)(cia(ii) and (i), as if the transaction were a service delivered to an individual or
business customer or delivered electronically through an individual or business
customer, as applicable. Examples of transactions to be assigned under this section
(1320-06-01-.42(5)(f)) include, without limitation, the license of database access, the
license of access to information, the license of digital goods (see Rule 1320-06-01-
42(7)(b)), and the license of certain software (e.g., where the transaction is not the
license of pre-written software that is freated as the sale of tangible personal
property, see Rule 1320-06-01-.42(7)(a)).

2. _Sublicenses. Pursuant to Rule 1320-06-01-.42(5)(f)1, Rule 1320-06-01-.42(4)(c)2(ii)
may _apply where a taxpayer licenses intangible property to a customer that in turn
sublicenses the intangible property to end users as if the transaction were a service
delivered electronically through a customer fo end users. In particular, the rules set
forth at Rule 1320-06-01-.42(4)(c)2(iii} that apply to services delivered elecironically
to a customer for purposes of resale and subsequeni electronic delivery in
substantially identical form to end users or other recipients may also apply with
respect to licenses of intangible property for purposes of sublicense to end users,
provided that for this purpose the intangible property sublicensed to an end user shall
not fail to be substantially identical to the property that wag licensed o the
sublicensor merely because the sublicense transfers a reduced bundle of rights with
respect to such property (e.g., because the sublicensee’s rights are limited to its own
use of the property and do not include the ability to grant a further sublicense), or
because such property is bundled with additional services or items of property.

SS-7039 (November 2014) 60 RDA 1693




(q) Examples. Assume in each of these examples that the taxpayer that licenses the intangible
property is taxable in Tennessee and is to apportion its income pursuant to T.C.A. §67-4-
2012.

Example 1: Crayon Corp and Dealer Co enter into a license contract under which Dealer Co
as licensee is permitted to use trademarks that are owned by Crayon Corp in connection with
Dealer Co's sale of certain products to retail cusiomers. Under the contract, Dealer Co is
required to pay Crayon Corp a licensing fee that is a fixed percentage of the fotal volume of
monthly sales made by Dealer Co of products using the Crayon Corp trademarks. Under the
contract, Dealer Co is permitted to sell the products at multiple store locations, including store
locations that are both within and without Tennessee. Further, the licensing fees that are paid
by Dealer Co are broken out on a per-store basis. The licensing fees paid to Crayon Corp by
Dealer Co represent fees from the license of a marketing intangible. The portion of the fees to
be assigned to Tennessee shall be determined by multiplving the fees by a percentage that
reflects the ratio of Dealer Co's receipts that are derived from its Tennessee stores relative o
Dealer Co's total receipts. See Rule 1320-08-01-.42(5)(b).

Example 2: Network Corp is & broadcaster that licenses rights to its film programming to both
platiorm_distribution companies and individual customers. Platform distribution companies
pay_licensing fees to Network Corp for the rights to distribute Network Corp’s film
orogramming to the platform distribution companies’ customers. Network Corp’s individual
customers pay access fees to Network Corp for the right to directly access and view Network
Corp's film programming. Network Corg’s receinis from each platform distribution company
will be assigned to Tennessee if the broadcast customer's commercial domicile is in
Tennessee. Network Corg's receipts from each individual broadcast customer will be
assigned to Tennessee if the address of the broadcast customer listed in the broadcaster’s
records is in Tennessee. See Rule 1320-06-01-.42(5)(d).

Example 3: Moniker Corp enters into a license contract with Wholesale Co. Pursuant to the
contract Wholesale Co is granted the right to use trademarks owned by Moniker Corp to
brand sports equipment that is to be manufactured by Wholesale Co or an unrelated entity
and to sell the manufactured equipment fo unrelated companies that will ultimately market the
equipment to consumers in a specific geographic region, including a foreign country. The
license agreement confers a license of a marketing intangible, even though the trademarks in
question will be affixed to property to be manufaciured. In addition, the license of the
marketing intangible is for the right to use the intangible property in connection with sales o
be made at wholesale rather than directly to retall customers. The component of the licensing
fee that constitutes the Tennessee sales of Moniker Corp is determined by multiplying the
amount of the fee by a percentage that reflects the ratio of the Tennessee population in the
specific geographic region relative to the total population in such region. See Rule 1320-06-

01-.42(5)(b).

Example 4: Formula, Inc and Appliance Co enter into a license coniract under which
Appliance Co is permitted to use a patent owned by Formula, Inc fo manufacture appliances.
The license contract specifies that Appliance Co is to pay Formula, Inc a rovalty that is a fixed
percentage of the gross receipts from the products that are later sold. The contract does not
specify any other fees. The appliances are both manufactured and sold in Tennessee and
several other states. Assume the licensing fees are paid for the license of a production
intangible, even though the rovalty is to be paid based upon the sales of a manufactured
product (i.e., the license is not one that includes a marketing intanagible). Because the
Commissioner can reasonably esiablish that the actual use of the intangible property takes
place in part in Tennessee, the rovalty is assigned based on the location of such use rather
than to location of the licensee’s commercial domicile, in accordance with Rule 1320-06-01-
42(5)(c). It is presumed that the entire use is in Tennessee except to the extent that the
taxpayer can demonsirate that the actual location of some or all of the use takes place
ouiside Tennessee. Assuming that Formula, Inc can demonstrate the percentage of
manufacturing that takes place in Tennessee using the palent relative to such manufacturing
in_other states, that percentage of the iotal licensing fee paid to Formula, Inc under the
contract will constitute Formula, Inc's Tennessee sales. See Rule 1320-06-01-.42(5)(c).
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Example 5: Axel Corp enters into a license agreement with Biker Co in which Biker Co is
granied the right to produce motor scooters using patented technology owned by Axel Corp,
and also to sell such scooters by marketing the fact that the scooters were manufactured
using the special technology. The contract is a license of both a marketing and production
intangible, i.e.. a mixed intangible. The scooters are manufactured outside Tennessee.
Assume that Axel Corp lacks actual information regarding the proportion of Biker Co's
receipts that are derived from Tennessee customers. Also assume that Biker Co is granted
the right to sell the scooters in a U.S. geographic region in which the Tennessee population
constitutes 25% of the total population during the period in guestion. The licensing contract
requires an upfront licensing fee to be paid by Biker Co to Axel Corp and does not specify
whal percentage of the fee derives from Biker Co's right to use Axel Corp's patented
technology. Because the fees for the license of the marketing and production intangible are
not separately and reasonably stated in the coniract, it is presumed that the licensing fees
are paid entirely for the license of a marketing intangible. unless either the faxpaver or
Commissioner reasonably establishes otherwise. Assuming that neither party establishes
otherwise, 25% of the licensing fee constitutes Tennessee sales. See Rule 1320-06-01-
42(5)(b) and ().

Example 6: Same facts as Example 5. except that the license coniract specifies separate
fees to be paid for the right to produce the motor scooters and for the right to sell the scooters
by marketing the fact that the scooters were manufactured using the special technology. The
licensing contract constitutes both the license of a marketing intangible and the license of a
production _intangible. Assuming that the separately staled fees are reasonable the
Commissioner will: (1) assign no part of the licensing fee paid for the production intangible to
Tennessee, and (2) assign 25% of the licensing fee paid for the marketing intangible to
Tennessee. See Rule 1320-06-01-.42(5){e).

Example 7. Better Burger Corp, which is based outside Tennessee, enters into franchise
contracts with franchisees who agree fo operate Better Burger restauranis as franchisees in
various states. Several of the Betier Burger Corp franchises are in Tennessee. In each.case
the franchise contract between the individual and Better Burger provides that the franchisee
is to pay Better Burger Corp an upfront fee for the receipt of the franchise and monthly
franchise fees, which cover, amondg other things, the right to use the Better Burger name and
service marks, food processes and cooking know-how, as well as fees for management
services. The upfront fees for the receipt of the Tennessee franchises constitute fees paid for
the licensing of a marketing intangible. These fees constitute Tennessee sales because the
franchises are for the right to make Tennessee sales. The monthly franchise fees paid by
Tennessee franchisees constitute fees paid for (1) the license of marketing intangibles (the
Better Burger name and service marks), (2} the license of production intangibles (food
processes and know-how) and (3) personal services (management fees). The fees paid for
the license of the marketing intangibles and the production intangibles constitute Tennessee
sales because in each case the use of the intangibles is o take place in Tennessee. See
Rule 1320-06-01-.42(53(b)-(c). The fees paid for the personal services are to be assigned
pursuant to Rule 1320-06-01-.42(4).

Example 8. Online Corp, a corporation based outside Tennessee, licenses an information
database through the means of the Internet to individual customers that are residents of
Tennessee and other stales. These customers access Online Corp’s information database
primarily in their states of residence, and sometimes, while traveling, in other states. The
license is a license of intangible property that resembles a sale of goods or services and shall
be assigned in accordance with Rule 1320-06-01-.42(5)(1). If Online Corp can determine or
reasonably aporoximate the state or states where its database is accessed, then it must do
so. Assuming that Online Corp cannot determine or reasonably approximate the location
where its database is accessed, Online Corp must assign the sales made to the individual
customers using the customers’ billing addresses 1o the extent known. Assume for purposes
of this example that Online Corp knows the billing address for each of its customers. In this
case, Online Corp's sales made to its individual customers are in Tennessee in any case in
which the cusiomer’s billing address is in Tennessee. See Rule 1320-06-01-.42(4)(c)2(i().
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Example 9: Net Corp, a corporation based outside Tennessee, licenses an information
database through the means of the Internet to _a business customer, Business Corp, a
company with offices in Tennessee and two neighboring states. The license is a license of
intangible property that resembles a sale of goods or services and shall be assigned in
accordance with Rule 1320-06-01-.42(5)(f). Assume that Net Corp cannot determine where
its database is accessed but reasonably approximates that 75% of Business Corp’s database
access took place in Tennessee, and 25% of Business Corp’s database access took place in
other states. In such case. 75% of the receipts from database access is in Tennessee.
Assume alternatively that Net Corp lacks sufficient information regarding the location where
its database is accessed fo reasonably approximate such location. Under these
circumstances, if Net Corp derives 5% or less of its receipts from database access from
Business Corp, Net Corp must assign the sale under Rule 1320-06-01-.42(4)(c)2{b(1l) to the
state where Business Corp principally managed the contract, or if that state is not reasonably
determinable to the state where Business Corp placed the order for the services, or if that
state is not reasonably determinable to the state of Business Corp’s billing address. If Net
Corp derives more than 5% of iis receipts from database access from Business Corp, Net
Corp is reguired 1o identify the stale in which its contract of sale is principally managed by
Business Corp and must assign the receipts to that state. See Rule 1320-06-01-

A2(4y(c)2ndn.

Example 10: Net Corp, a corporation based outside Tennessee, licenses an information
database through the means of the Internet to more than 250 individual and business
customers in Tennessee and in other states. The license ig 3 license of intangible property
that resembles a sale of goods or services and shall be assigned in accordance with Rule
1320-06-01-.42(5)(f). Assume that Net Corp cannot determine or reasonably approximate the
location where its information database is accessed. Also assume that Net Corp does not
derive more than 5% of its sales of database access from any single customer. Net Corp may
apply the safe harbor stated in Rule 1320-06-01-42(4)(c)2(i IV, and may assign its sales
to a state or states using each customer’s billing address.

Example 11; Web Corp, a corporation based outside of Tennessee, licenses an Internet-
based information database fo business customers who then sublicense the database fo
individual end users that are residenis of Tennessee and other states. These end users
access Web Corp's information database primarily _in their states of residence, and
sometimes, while traveling, in other siates. Web Corp's license of the database to its
customers includes the right to sublicense the database to end users, while the sublicenses
provide that the rights to access and use the database are limited to the end users’ own use
and prohibit the individual end users from further sublicensing the database. Web Corp
receives a fee from each customer based upon the number of sublicenses issued fo end
users. The license is a license of intangible property that resembles a sale of goods or
services and shall be assigned by applving the rules set forth in Rule 1320-06-01-
A2(4)(c)2(ii). _See 1320-06-01-.42(5)(1). H Web Corp can determine or reasonably
approximale the siale or states where its dalabase is accessed by end users, then it must do
so. Assuming that Web Corp lacks sufficient information from which it can determine or
reascnably approximate the location where its dalabase is accessed by end users, Web Corp
must approximate the extent to which iis daiabase is accessed in Tennessee using a
percentage that represenis the ralic of the Tennessee population in the specific geographic
area_in which Web Corp’s customer sublicenses the database access relative to the total
population in such area. See Rule 1320-06-01-.42(4)(c)2(iin(l).

(6) Sale of Intangible Property.

(a) Assianment of Sales. The assignment of a sale to a state or states in the instance of a sale or
exchange of intangible property depends upon the nature of the intangible property sold. For
purposes of this section (Rule 1320-06-01-.42(6)), a sale or exchange of intangible property
includes a license of such property where the transaction is freated for tax purposes as a sale
of all substaniial rights in the property and the receipts from transaction are not contingent on
the productivity, use or disposition of the property. For the rules that apply where the
consideration for the fransfer of rights is contingent on the productivity, use or disposition of
the property, see Rule 1320-06-01-.42(5)(a) and (8){a)3.
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1. Contract Right or Government License that Authorizes Business Activity in Specific
Geographic Area. In the case of a sale or exchange of intangible property where the
property sold or exchanged is a contract right, government license or similar
intangible property that authorizes the holder to conduct a business activity in a
specific geographic area, the sale is assigned to a state if and to the extent that the
intangible property is used or otherwise assoclated with the state, Where the
intanaible property is used in. or otherwise associated with, only Tennessee, the
taxpaver shall assign the sale to Tennessee. Where the intangible property is used in
or is otherwise associated with Tennessee and one or more other states, the
taxpayer shall assign the sale o Tennessee fo the exient that the infangible property
is used in, or associated with, Tennessee, through the means of a reasonable

approximation.

2. Agreement Not to Compete. An agreement or covenant notf to compete in a specified
geographic area requires the contract party to refrain from conducling certain
business activity in that specified area. In the case of an agreement or covenant not
to compete the receipts are {o be assigned o a state based upon the percentage that
reflecis the staie’s population in the U.S. geographic area specified in the contract
relative to the iotal population in such area.

3. Sale that Resembles a License (Receipts are Contingent on Productivity, Use or
Disposition of the Intangible Property). In the case of a sale or exchanage of intanglble
property where the receipts from the sale ot exchange are contingent on the
productivity, use or disposition of the property, the receipts from the sale shall be
assigned by applving the rules set forth in Rule 1320-06-01-.42(5) (pertaining to the
license or lease of intangible property).

4, Sale that Resembles a Sale of Goods and Services. In the case of a sale or
exchange of intangible property where the substance of the transaction resembles a
sale of goods or services and where the receipts from the sale or exchange do not
derive from payments contingent on the productivity, use or disposition of the
property, the receipts from the sale shall be assigned by applying the rules set forth
in Rule 1320-06-01-.42(5)(f) (relating to licenses of intangible property that resemble
sales of goods and services). Examples of such transactions include those that are
analogous to the license transactions cited as examples in Rule 1320-06-01-.42(5)(1).

5. [Except as otherwise provided in this section, the sale of intangible property that is not
referenced in Rule 1320-06-01-.42(6)(a)1.2.4, or 5 shall be excluded from the
numerator and the denominator of the taxpayer’s sales factor.

(by Examples. Assume in each of these examples that the taxpaver that provides the service is
taxable in Tennessee and is to apportion its income pursuant to T.C.A. § 67-4-2012.

Example 1: Alrline Corp, a corporation based outside Tennessee, sells its rights to use
several gates at an ajrport located in Tennessee to Buver Corp, a corporation that is based
outside Tennessee. The coniract of sale is negotiated and signed outside of Tennessee. The
sale is in Tennessee because the intangible property sold is a confract right that authorizes
the holder to conduct a business activity solely in Tennessee. See Rule 1320-06-01-

42(6)(a)1.

Example 2: Wireless Corp, a corporation based outside Tennessee, sells a license issued by
the Federal Communications Commission (FCC) to operate wireless telecommunications
services in_a designated area in Tennessee to Buyer Corp, a corporation that is based
outside Tennessee. The coniract of sale is negotiated and signed oultside of Tennessee. The
sale is in Tennessee because the intangible property sold is a government license that
authorizes the holder to conduct business activity solely in Tennessee. See Rule 1320-06-01-

A2(6)(a)t.
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Example 3: Same facts as in Example 2 except that Wireless Corp sells to Buyer Corp an
FCC license to operate wireless telecommunications services in a designated area in
Tennessee and an adjacent state. Wireless Corp must attempt to reasonably approximate
the extent to which the intangible property is used in or associated with Tennessee. For
purposes of making this reasonable approximation, Wireless Corp may rely upon credible
data that identifies the percentage of persons that use wireless telecommunications in the
two states covered by the license. See Rule 1320-06-01-.42(6)(a)1.

Example 4. Sports League Corp, a corporation that is based outside Tennessee, sells the
rights to broadcast the sporting evenis played by the teams in its league in all 50 U.S. states
to Network Corp. Although the games played by Sports League Corp will be broadcast in all
50 states, the games are of greater interest in the southeast region of the country, including
Tennessee. Because the intangible property sold is a contract right that authorizes the holder
to _conduct a business activity in a specified geographic area, Sports League Corp must
attempt to reasonably approximate the exient to which the infangible property is used in or
associated with Tennessee. For purposes of making this reasonable approximation, Sports
League Corp may rely upon audience measurement information that identifies the
percentage of the audience for its sporting events in Tennessee and the other states. See
Rule 1320-06-01-.42(6)(a)1.

Example 5: Business Corp, a corporation based outside Tennessee engaged in business
activities _in _Tennessee and other states, enfers into _a covenant not fo compete with
Competition Corp. a corporation that is based ouiside Tennessee, in exchange for a fee. The
agreement requires Business Corp fo refrain from engaging in certain business activity in
Tennessee and other states. The component of the fee that constitutes a Tennessee sale is
determined by multiplving the amount of the fee by a fraction represented by the percentage
of the Tennessee population over the total population in the specified geographic region, See
Rule 1320-06-01-.42(6)(a)2,

Example 6. Inventor Corp, a cotporation that is based outside Tennessee, sells patented
technology that it has developed to Buver Corp, a business customer that is based in
Tennessee. Assume that the sale Is not one in which the receipis derive from payments that
are contingent on the productivity, use or disposition of the property. See Rule 1320-06-01-
42(6)a)4. Inventor Corp understands that Buver Corp is likely to use the patented
technology in Tennessee, but the patented technology can be used anywhere (i.e., the rights
sold are not rights that authorize the holder io conduct a business activity in a specific
geographic area). The sale of the patented technology shall be excluded from the numerator
and denominator of Inventor Corp’s sales factor. See Rule 1320-06-01-.42(6)(a)5.

(7) Special Rules.

(a) Software Transactions. A license or sale of pre-writien software for purposes other than
commercial reproduction (or other exploitation of the intellectual property rights), when
fransferred on a fangible medium, is treated as the sale of tangible personal property, rather
than as either the license or sale of intanaible property or the performance of a service. In
such cases, the receipts are assigned to Tennessee as a sale of tangible personal property.
In_all other cases, the receipts from a license or sale of software are to be assigned to
Tennessee as determined otherwise under this regulation (e.q.. depending on the facls, as
the development and sale of custom software, see Rule 1320-06-01-.42(4)(c), as a license of
a_marketing intangible, see Rule 1320-06-01-.42(5)(b), as a license of a production
intangible, see Rule 1320-06-01-.42(5)(c}, as a license of intangible property where the
substance of the transaction resembles a sale of goods or services, see Rule 1320-06-01-
A2(5)(f), or as a sale of infanaible property, see Rule 1320-06-01-.42(6)).

(b) Sales or Licenses of Digital Goods or Services. In the case of a sale or license of digital
goods or services, including, among other things, the sale of various video, audio and
software products or similar fransactions, the receipts from the sale or license shall be
assigned by applying the same rules as are set forth in Rule 1320-06-01-.42(4)(c)2(ii} or (iil),
as _if the transaction were a service delivered to an individual or business customer or
delivered through or on behalf of an individual or business customer. For purposes of the
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analysis, it is not relevant what the terms of the confractual relationship are or whether the
sale or license might be characterized, depending upon the particular facts, as, for example
the sale or license of intangible property or the performance of a service. See Rules 1320-06-
01-.42(5)(H) and (B1(a)5.

(c) Enforcement of Legal Rights. Receipts atiributable to the protection or enforcement of legal
rights of a taxpaver through %fczat’on arbitration, or settlement of legal disputes or claims,
including the filing and pursuit of claims under insurance contracts, shall be excluded from
the numerator and denominator of the taxpayer’s sales factor, For purposes of this rule, in the
case of a settlement agreement, it shall not be relevant how the parties to the agreement
characierize the payment made under the agreement.

Authority: T.C.A. §§67-1-102(a) and 67-4-2012,
Administrative History: Original rule certified [datel.

Repeal

1320 06 01- 04 mmaﬁe%uﬂﬁ%equ#eﬁmg—ﬂegea

Authority: T.C.A. §8§67-1-102(a), 67-4-8422015, and 67-4-907Z—and -£7-4-9152119. Administrative History:
Original rule certified June 7, 1974. Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment
filed November 6, 1984; effective December 6, 1984.

1320-06-01-.05 Shert-Peried Heturn—FRepealedRepealed.

Authority: T.C.A. §§67-1-102(a) and 67-4-817. Administrative History: Original rule certified June 7, 1974.
Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 6, 1984; effective
December 6, 1984.
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1320-06- 01 06 NQ%%W&M@%&%—ReQeafed

Authority: T.C.A. §67-101(2). Administrative History: Original rule certified June 7, 1974. Repealed and refiled July
22, 1977; effective August 22, 1977.

1320-06-01-.08 Ex%ems@n@@%meﬁﬁegea%ed

Authority: T.C.A. §§867-1-1-02(a), 67-4-819, and 67-4-916. Administrative History: Original rule certified June 7,
1974. Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 6, 1984;
effective December 6, 1984. Amendment filed April 5, 1990; effective July 29, 1990.

1320 06 01 09 Qwiegeﬂe%d«ﬁegeamd

Authority: T.C.A. §67-101(2). Administrative History: Original rule certified June 7, 1974. Repealed and refiled July
22, 1977; effective August 22, 1977.

1320-06-01-.10 Eisea@\leapﬁegeaied

Authority: T.C.A. §67-101(2). Administrative History: Original rule certified June 7, 1974. Amendment filed August
13, 1974; effective September 12, 1974. Repealed and refiled July 22, 1977; effective August 22, 1977.

1320-06-01-.11 Surrenderof CharterorWithdrawal Repealed.
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Authority: T.C.A. §§67-1-102(a), 48-1001, 48-1001, 48-1007, and 48-1108. Administrative History: Original rule
certified June 7, 1974. Repealed and refiled June 22, 1977; effective August 22, 1977. Amendment filed
November 6, 1984; effective December 6, 1984.

Authority: T.C.A. §67-101(2). Administrative History: Original rule certified June 7, 1974. Amendment filed August
13, 1974; effective September 12, 1974. Repealed and refiled July 22, 1977; effective August 22, 1977.

Authority: T.C.A. §8§867-1-102(a) and 67-4-904. Administrative History: Original rule certified June 7, 1974.
Amendment filed August 13, 1974; effective September 12, 1974. Repealed and refiled July 22, 1977; effective
August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984.

| 1320-06-01-.16 Reserves. Repealed.

Authority: T.C.A. §67-101(2). Administrative History: Original rule certified June 7, 1974. Amendment filed August
13, 1974; effective September 12, 1974. Repealed and refiled July 22, 1977; effective August 22, 1977.

1320-06-01-.19 Adiustments-te-MNet-Earnings: Repealed.
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Authority: T.C.A. §8§67-1-102, 67-4-803, and 67-4-805. Administrative History: Original rule certified June 7, 1974.
Amendment filed August 13, 1974; effective September 12, 1974. Repealed and refiled July 22, 1977; effective

August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984. Amendment filed March 9,
1990; effective April 23, 1990.

1320-06-01-.22 Gross-Premivms-Tax— Repealed.

Authority: T.C.A. §§67-1-102(a), 67-4-808, and 56-4-217. Administrative History: Original rule certified June 7,
1974. Amendment filed August 13, 1974; effective September 12, 1974. Repealed and refiled July 22, 1977;
effective August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984.

1320-06-01-.24 Apperiionmentand-Allosation: Repealed.
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Authority: T.C.A. §§67-1-102(a), 67-4-806, 67-4-810, 67-4-811, 67-4-814, 67-4-815, 67-4-816, and 67-4-903.
Administrative History: Original rule certified June 7, 1974. Amendment filed August 13, 1974, effective

September 12, 1977. Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November
6, 1984; effective December 6, 1984,

1320-06-01-.25 Taxable-in-AnstherStateRepeaied.
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Authority: T.C.A. §§67-1-102(a), 67-4-804, and 67-4-809. Administrative History: Original rule certified June 7,

1974. Repealed and refiled July 22, 1977; effective August 22, 1977. Amendment filed November 6, 1984;
effective December 6, 1984.

1320-06-01-.37 Estimated-Payments-ol-ExciseTaxRepealed
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Authority: T.C.A. §§67-1-102 and 67-4-817. Administrative History: Original rule filed July 22, 1977; effective
August 22, 1977. Amendment filed November 6, 1984; effective December 6, 1984. Amendment filed March 9,
1990; effective April 23, 1990.

1320-06-01-.39 Dedusti
Repealed.

Authority: T.C.A. §§67-1-102 and 67-4-905(b). Administrative History: Original rule filed September 4, 1992;
effective December 29, 1992.
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* If a roll-call vote was necessary, the vote by the Agency on these rulemaking hearing rules was as follows:

Board Member Aye No Abstain Absent Signature
(if required)

Not Applicable

| certify that this is an accurate and complete copy of rulemaking hearing rules, lawfully promulgated and adopted by
the __Tennessee Department of Revenue on 04/26/16 ,and is in compliance
with the provisions of T.C.A. § 4-5-222.

| further certify the following:

Notice of Rulemaking Hearing filed with the Department of State on: 02/25/2016
Rulemaking Hearing(s) Conducted on: (add more dates). 04/26/2016
Date:
Signature:

Name of Officer: Richard H. Roberts

Title of Officer: Commissioner

Subscribed and sworn to before me on:

Notary Public Signature:

My commission expires on:
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Chapter 1320-01-02 Taxpayer Remedies for Disputed Taxes
Rule 1320-01-02-.01 Repealed; Rule 1320-01-02-.05 Request for Informal Conference

Chapter 1320-02-01 Tax Enforcement Procedures Act
Rule 1320-02-01-.43 Assessment by Commissioner

Chapter 1320-04-05 Business Tax Rules and Regulations

Rule 1320-04-05-.08 Computation of Tax; Rule 1320-04-05-.09 Construction Contractors and Exterminators; Rule 1320-04-05-.11
Repealed; Rule 1320-04-05-.12 Deductions from Gross Sales; Rule 1320-04-05-.13 Definitions — General; Rule 1320-04-05-.14
Distribution from Warehouse or Other Central Location; Rule 1320-04-05-.15 Dominant Business Activity Defined for Classification
Purposes; Rule 1320-04-05-.27 L.ocal Adoption of Business Tax; Rule 1320-04-05-.28 Locations and Outlets — Operations in Other
Locallities; Rule 1320-04-05-.30 Tax Due Date — Delinquency Tax Periods; Rule 1320-04-05-.36 Persons Exempt from Business Tax;
Rule 1320-04-05-.37 Repealed; Rule 1320-04-05-.41 Real Estate Sales and Rentals; Rule 1320-04-05-.42 Preservation of Records;
Rule 1320-04-05-.47 Sales for Resale; Rule 1320-04-05-.53 Taxpayers’ Returns and Records; Rule 1320-04-05-.57 Transfer of License;
Rule 1320-04-05-.60 Repealed; Rule 1320-04-05-.61 Antique Malls, Flea Markets, Craft Shows, Antique Shows, Gun Shows, and Auto

Shows

Chapter 1320-05-01 State Sales and Use Tax Rules

Rule 1320-05-01-.12 Repealed; Rule 1320-05-01-.26 Hospitals and Sanitariums; Rule 1320-05-01-.27 Installation Sales; Rule 1320-05-
01-.36 Boarding Institutions; Rule 1320-05-01-.48 Photographs, Photostats, Blue Prints, Etc.; Rule 1320-05-01-.63 Registration
Certificate; Rule 1320-05-01-.64 Repealed; Rule 1320-05-01-.67 Printing Industry; Rule 1320-05-01-.74 Taxpayer Reports; Rule 1320-
05-01-.90 Billing of Sales and Use Tax; Rule 1320-05-01-.105 Repealed; Rule 1320-05-01-.106 Industrial Machinery, Rule 1320-05-01-
.107 Electricity; Rule 1320-05-01-.115 Sales Tax on Amusement or Recreation Activity; Rule 1320-05-01-.116 Membership Sports and
Recreation Clubs; Rule 1320-05-01-.121 Free, Complimentary, or Reduced Dues, Fees, or Admission Charges; Rule 1320-05-01-.122
Entering or Engaging in Amusement or Recreational Activity; Rule 1320-05-01-.127 Repealed; Rule 1320-05-01-.128 Research and

Development

Chapter 1320-06-01 Franchise and Excise Tax Rules and Regulations

Rule 1320-06-01-.02 Due Date; Rule 1320-06-01-.04 Repealed; Rule 1320-06-01-.05 Repealed; Rule 1320-06-01-.06 Repealed; Rule
1320-06-01-.08 Repealed; Rule 1320-06-01-.09 Repealed; Rule 1320-06-01-.10 Repealed; Rule 1320-06-01-.11 Repealed; Rule 1320-
06-01-.13 Repealed; Rule 1320-06-01-.14 Repealed; Rule 1320-06-01-.15 Indebtedness — Adequacy of Capital; Rule 1320-06-01-.16
Repealed; Rule 1320-06-01-.18 Minimum Measure of Franchise Tax; Rule 1320-06-01-.19 Repealed; Rule 1320-06-01-.20 Actual
Charitable Contributions; Rule 1320-06-01-.21 Loss Carryovers; Rule 1320-06-01-.22 Repealed; Rule 1320-06-01-.23 Business and
Nonbusiness Earnings; Rule 1320-06-01-.24 Repealed; Rule 1320-06-01-.25 Repealed; Rule 1320-06-01-.27 Property Factor; Rule
1320-06-01-.28 Property Factor — Valuation; Rule 1320-06-01-.29 Property Factor — Averaging Property Values; Rule 1320-06-01-.30
Payroll Factor; Rule 1320-06-01-.31 Payroll Factor — Compensation Paid in this State; Rule 1320-06-01-.32 Sales Factor; Rule 1320-06-
01-.33 Sales Factor — Sales of Tangible Personal Property; Rule 1320-06-01-.34 Sales Factor — Qualified Member of a Qualified Group;
Rule 1320-06-01-.35 Variances; Rule 1320-06-01-.37 Repealed; Rule 1320-06-01-.38 Constructing or Improving Real Property — Special
Apportionment Rules; Rule 1320-06-01-.39 Repealed; Rule 1320-06-01-.40 Disregarded Entities; Rule 1320-06-01-.41 Series Limited
Liability Companies; Rule 1320-06-01-.42 Sales Factor — Sales Other than Sales of Tangible Personal Property in this State

All rulemaking hearing rules provided for herein have been examined by the Attorney General and Reporter of the State of Tennessee
and are approved as to legality pursuant to the provisions of the Administrative Procedures Act, Tennessee Code Annotated, Title 4,

Chapter 5.

Herbert H. Slatery li
Attorney General and Reporter

Date
Department of State Use Only
Filed with the Department of State on:
Effective on:
Tre Hargett
Secretary of State
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Public Hearing Comments

One copy of a document containing responses to comments made at the public hearing must accompany the
filing pursuant to T.C.A. § 4-5-222. Agencies shall include only their responses to public hearing comments,
which can be summarized. No letters of inquiry from parties questioning the rule will be accepted. When no
comments are received at the public hearing, the agency need only draft a memorandum stating such and include
it with the Rulemaking Hearing Rule filing. Minutes of the meeting will not be accepted. Transcripts are not

acceptable.
Prior to the public hearing, the Department received several written comments.

Two individuals commented regarding Rule 1320-01-02-.05 concerning the informal conference process. One
individual suggested requiring the Audit division to provide a statement of legal argument and supporting
documentation on the same timeframe as that requested of taxpayers; an automatic continuation of the
conference if the Hearing Officer rules in favor of the Audit Division without that division providing legal reasoning;
language making it clear that a taxpayer may offer and discuss a compromise solution with the Hearing Officer
during the conference process; and, requiring the Department to publish conference decision reports or
summaries on a more frequent basis than it currently does. The Department responded that it disagrees that
these suggestions are within the scope of Rule 1320-01-02-.05, or within the scope of the Department’s
administrative rules in general. The Department, however, agreed that the suggestions and comments are useful
for the effort of the Department’s Hearing Office to be a continuing valuable service and venue for taxpayers and
invited the individual to meet to discuss the suggestions.

The second individual commenting on Rule 1320-01-02-.05 Request for Informal Conference addressed adding
language to subsection (2)(b) referencing Tenn. Code Ann. § 67-1-107 in the same manner as subsection (2)(a)
to ensure that a taxpayer can make a request for informal conference through an alternative delivery service as
authorized under I.R.C. § 7502. The Department responded that it has revised the rule to clarify that a written
request made via United States mail or private delivery service designated by the Internal Revenue Service under
I.R.C. § 7502 is timely if transmitted within thirty (30) days after the date of the notice of proposed assessment
and that its timely filing is determined in accordance with Tenn. Code Ann. § 67-1-107. Likewise a written request
made by facsimile, electronic mail, or a non-designated delivery service made and received on or before thirty
(30) days after the notice of proposed assessment is deemed timely.

The Department received a third comment expressing concern that Rule 1320-05-01-.106 for Industrial Machinery
contains a reference to Rule 1320-05-01-.68(4) but that the proposed Rule 1320-05-01.128 for Research and
Development does not contain such a reference. The Department responded that although Rules 1320-05-01-
.68(4) and 1320-05-01-106(4) contain language referencing a certificate of resale, the Department currently uses
a direct pay permit rather than a certificate of resale. The purpose of Rule 1320-05-01-.106(4) for industrial
Machinery is to clarify that if a taxpayer has a direct pay permit, it must also have an industrial machinery
exemption to purchase items exempt from the Tennessee sales and use tax, and in such case, the taxpayer can
present to a vendor the direct pay permit in lieu of the industrial machinery exemption certification. Nothing limits
a taxpayer qualifying for the exemption for research and development explained in Rule 1320-05-01-.128 from
using a direct pay permit in the same manner, and the research and development exemption certificate will
contain a statement confirming this information.

Lastly, the Department received a statement acknowledging satisfaction with Rule 1320-06-01-.42 concerning
market-based sourcing, stating that the rule follows the statutory frameworks and provides appropriate guidance

to taxpayers.
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Regulatory Flexibility Addendum

Pursuant to T.C.A. §§ 4-5-401 through 4-5-404, prior to initiating the rule making process as described in T.C.A.
§ 4-5-202(a)(3) and T.C.A. § 4-5-202(a), all agencies shall conduct a review of whether a proposed rule or rule
affects small businesses.

(1) Types of small businesses directly affected:
These rules affect small businesses in the same manner as all other businesses.

(2) Projected reporting, recordkeeping, and other administrative costs:
There are no added reporting, recordkeeping, and other administrative costs associated with of these
rules.

(3) Probable effect on small businesses:
These rules do not have a negative effect on small businesses.

(4) Less burdensome, intrusive, or costly alternative methods:
There is no less burdensome, intrusive, or costly alternative method available outside of these rules.

(5) Comparison with federal and state counterparts:
These rules appear to comport with other similar state and federal rules.

(6) Effect of possible exemption of small businesses:

Exempting small businesses from any of these rules would not be in the best interest of small businesses,
as these rules provide necessary guidance for tax compliance.
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impact on Local Governments
Pursuant to T.C.A. §§ 4-5-220 and 4-5-228 “any rule proposed to be promulgated shall state in a simple
declarative sentence, without additional comments on the merits of the policy of the rules or regulation, whether

the rule or regulation may have a projected impact on local governments.” (See Public Chapter Number 1070
(http://state.tn.us/sos/acts/106/pub/pc1070.pdf) of the 2010 Session of the General Assembly)

The proposed rules are not anticipated to have an impact on local governments.
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Additional Information Required by Joint Government Operations Committee

Chapter 1320-01-02
Taxpayer Remedies for Disputed Taxes

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

Rule 1320-01-02-.01 will be repealed because it was superseded by 2014 legislation. Rule 1320-01-02-.05
Request for Informal Conference will be amended to reflect the new “proposed assessment” approach adopted
under Public Chapter 854 (2014) and to align with current procedures of the Administrative Hearing Office.

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §67-1-102 gives the Commissioner of the Department of Revenue the power to prescribe rules
that are not inconsistent with the law.

(C) Identification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

The repeal of Rule 1320-01-02-.01 and the amendment of Rule 1320-01-02-.05 do not directly affect anyone
because the rules are being repealed or amended to delete obsolete language and to comport with current
administration. The repeal or amendment will not increase taxes. It is not anticipated that any groups will oppose
the repeal or amendment. The rules affect all taxpayers who pay taxes administered by the Department of
Revenue.

(D) lIdentification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. |

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

| There is no fiscal impact resulting from the repeal of these rules. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |

(G) Identification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel |

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

() Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter 1320-02-01
Tax Enforcement Procedures Act

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

Rule 1320-02-01-.43 Assessment by Commissioner will be amended to delete obsolete language due to 2014
legislation, to delete obsolete references to positions within the Department, and to remove language granting a
delegee the ability to redelegate the authority to make tax assessments.

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §§67-1-102 and 67-1-1439 give the Commissioner of the Department of Revenue the power to
prescribe rules that are not inconsistent with the law.

(C) Identification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

Rule as amended does not affect anyone because the amendment deletes obsolete language. The amendment
will not increase taxes. It is not anticipated that any groups will oppose the amendment

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. |

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

[ There is no fiscal impact resulting from the amendment of this rule. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |

(G) Identification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel |

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

()  Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter 1320-04-05
Business Tax Rules and Regulations

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

The business tax rules will be updated or repealed to reflect 2009 statutory changes that allowed bad debt
deductions, moved the administration and collection of the business tax from the cities and counties to the
Department of Revenue, and made changes related to contractors. These rules will also be updated due to
2013 statutory changes which require updates not currently listed in the rules. Rule 1320-04-05-.28 Locations
and Outlets — Operations and Other Localities will be amended to provide new guidance to property
management companies and individuals leasing property for less than 180 days. Moreover, Rule 1320-04-05-
.47 Sales for Resale will be amended to bring it in line with Pfizer v. Johnson, No. M2004-00041-COA-R3-CV,
2006 WL 163190 (Tenn. Ct. App. Jan. 23, 2006), the holding of which the Department follows.

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §67-1-102 gives the Commissioner of the Department of Revenue the power to prescribe rules
that are not inconsistent with the law.

(C) Identification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

The updates and repeals of these rules affect all business tax taxpayers. These changes will not increase taxes.
It is not anticipated that any groups will oppose the changes.

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. ' I

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

| There is no fiscal impact resulting from the changes of these rules. }

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel |

(G) Identification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel 1

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson-Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

() Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter 1320-05-01
Sales and Use Tax Rules

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

Certain sales and use tax rules will be repealed or amended to reflect 1986, 1999, 2003, 2005, and 2008
legislation, rendering certain language obsolete. Language already codified will be deleted in certain rules.
Other rules require updating to provide guidance consistent with policies and procedures. Rule 1320-05-01-.63
Registration Certificate will be amended to simplify reporting for individuals or property management companies
with multiple rental properties within the same jurisdiction. New Rule 1320-05-01-.128 provides guidance for
2015 legislation expanding the industrial machinery exemption to include research and development.

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §§67-1-102 and 67-6-402 give the Commissioner of the Department of Revenue the power to
prescribe rules that are not inconsistent with the law.

(C) ldentification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

Repeals or amendments of these rules do not affect anyone because the repealed or amended language is
obsolete. The changes will not increase taxes. It is not anticipated that any groups will oppose these changes.
The new rule 1320-05-01-.128 for research and development provides necessary guidance in accordance with
requests from taxpayers for the Department to clarify recently passed legislation.

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. |

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

[ There is no fiscal impact resulting from the repeal, amendment, or implementation of these rules. I

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

| Kristin Husat, Assistant Commissioner and General Counsel [

(G) Identification of the appropriate agency representative or representatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel |

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

(I) Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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Chapter 1320-06-01
Franchise and Excise Tax Rules and Regulations

(A) A brief summary of the rule and a description of all relevant changes in previous regulations effectuated by
such rule;

The franchise and excise tax rules have not been updated since legislation in 1999 that restructured how entities
are taxed. Accordingly, many of these rules are being repealed or updated to reflect current law. In addition, the
rules will be amended by deleting language that predates implementation of electronic filing requirements. Rule
1320-06-01-.11 will be repealed because it was in part superseded by 2013 legislation; the remaining portion of
the rule is unnecessary and potentially conflicts with law on the dissolution of corporations. In addition, certain
rules are being updated for taxpayer ease. Rule 1320-06-01-.18 Minimum Measure of Franchise Tax will be
amended by deleting a section that has been codified since promulgation of the original rule and amended by
adding language currently contained in Rule 1320-06-01-.35, to improve the ability of taxpayers to locate
relevant information. Additionally certain rules will be updated to reflect the 1992 statutory adoption of the
“functional test” for classifying earnings.

Notably, Rule 1320-06-01-.34 will be replaced in its entirety to address changes under the Revenue
Modernization Act of 2015 whereby the state primarily has shifted to market-based sourcing standards.
However, under Tenn. Code Ann. § 67-4-2012(j), cost of performance standards may remain applicable to a
qualified member of a qualified group.

Three new rules will be added. Rule 1320-06-01-.40 Disregarded Entities will be added to clarify the
Department’s current treatment of disregarded entities, as reflected in published guidance. Rule 1320-06-01-.41
Series Limited Liability Companies will be added to clarify the Department’s current treatment of series limited
liability companies, as reflected in published guidance. Rule 1320-06-01-.42 Sales Factor — Sales Other than
Sales of Tangible Personal Property in this State is proposed as necessary to address the market-based
sourcing standards adopted under the Revenue Modernization Act, Public Chapter 644 (2015).

(B) A citation to and brief description of any federal law or regulation or any state law or regulation mandating
promulgation of such rule or establishing guidelines relevant thereto;

Tenn. Code Ann. §67-1-102 gives the Commissioner of the Department of Revenue the power to prescribe rules
that are not inconsistent with the law.

(C) Identification of persons, organizations, corporations or governmental entities most directly affected by this
rule, and whether those persons, organizations, corporations or governmental entities urge adoption or
rejection of this rule;

In general, the amendment, update, and implementation of these rules affect all franchise and excise tax
taxpayers. The rules as amended will not increase taxes. It is not anticipated that any groups will oppose the
changes.

(D) Identification of any opinions of the attorney general and reporter or any judicial ruling that directly relates to
the rule;

| The Department of Revenue is not aware of any. |

(E) An estimate of the probable increase or decrease in state and local government revenues and expenditures,
if any, resulting from the promulgation of this rule, and assumptions and reasoning upon which the estimate
is based. An agency shall not state that the fiscal impact is minimal if the fiscal impact is more than two
percent (2%) of the agency's annual budget or five hundred thousand dollars ($500,000), whichever is less;

[ There is no fiscal impact resulting from the repeal, amendment, or implementation of these rules. |

(F) Identification of the appropriate agency representative or representatives, possessing substantial knowledge
and understanding of the rule;

[ Kristin Husat, Assistant Commissioner and General Counsel I
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(G) Identification of the appropriate agency representative or repre'sentatives who will explain the rule at a
scheduled meeting of the committees;

| Kristin Husat, Assistant Commissioner and General Counsel |

(H) Office address, telephone number, and email address of the agency representative or representatives who
will explain the rule at a scheduled meeting of the committees; and

Tennessee Department of Revenue, Andrew Jackson Building, 500 Deaderick Street, 11" Floor, Nashville, TN
37242; (615) 741-2348; Kristin.Husat@tn.gov

() Any additional information relevant to the rule proposed for continuation that the committee requests.

| The Department of Revenue is not aware of any request for additional relevant information.
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