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I.  INCOME/FRANCHISE AND EXCISE TAXES 

A. LEGISLATIVE DEVELOPMENTS  

1. 2011 Tax Legislation.  Over the past few years, the administration packaged the 
bulk of its proposed tax legislation and amendments into an omnibus “Technical 
Corrections bill,” which typically was introduced late in the legislative session.  In 
2011, the new administration abandoned that practice and introduced proposed 
tax legislation through smaller, more individualized bills throughout the 
legislative session, which adjourned May 21, 2011.  The following are highlights 
of the franchise/excise tax changes adopted in the legislative session, including 
tax incentives and credits.   

(a) Revisions to Job Tax Credit and Additional Job Tax Credit . 

(i) Commissioners’ discretion to reduce job-creation criteria modified.  
Public Chapter 508 revised Tenn. Code Ann. § 67-4-2109(b)(3)(I) to allow 
the Commissioners of Revenue and Economic and Community 
Development to lower the job thresholds for purposes of the additional 
annual job tax credit.  Accordingly, the creation of as few as 50 new jobs 
(rather than the minimum of 100 jobs) may qualify for the additional 
annual job tax credits. The amendment required, however, that if the job 
threshold is reduced, the amount of the credit also is reduced 
proportionately.  The amendment also eliminated the Commissioners’ 
discretion to lower wage and investment criteria and eliminated the 
requirement that the taxpayer be located in a central business district or 
economic recovery zone to be eligible for the reduced job thresholds.  See 
Tenn. Code Ann. § 67-4-2109(b)(3)(I), as amended by Public Chapter 
508. 

(ii)  First year in which job tax credits may be claimed.  Prior to the adoption 
of Public Chapter 508, at least 25 jobs were required to be created within 
one year following the effective date of the business plan to claim the job 
tax credit.  Public Chapter 508 amended Tenn. Code Ann. § 67-4-2109(b) 
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to provide that that at least 25 qualified jobs must be created within the 
investment period rather than one year following the effective date of the 
business plan.  The credit first applies in the tax year in which the taxpayer 
first satisfies the capital investment and job creation requirements and in 
subsequent tax years within the investment period in which the taxpayer 
creates a further net increase in qualified jobs. The amendment also 
provided that the additional annual job tax credit (also called the job tax 
super credit) may first be taken, at the taxpayer’s election, in any tax year 
after the taxpayer has met all the requirements for both the job tax credit 
and the additional job tax credit, but no later than the first tax year 
following the end of the investment period.  See Tenn. Code Ann. §§ 67-
4-2109(b)(1)(C); 67-4-2109(b)(2)(C), as amended by Public Chapter 508. 

(iii)  Taxpayers prevented from claiming multiple job tax credits.  Public 
Chapter 508 clarified that a taxpayer is not entitled to both the additional 
annual job tax credit for the tier 2 and tier 3 enhancement counties and the 
additional annual job tax credits for the capital investment and jobs 
creation thresholds.  The enhancement county additional credits are 3 
years for tier 2 counties and 5 years for tier 3 counties.  The additional 
credits for the expenditure and job creation thresholds are 3 years for 
capital investments of at least $10,000,000 up to 20 years for capital 
investments of $1 billion or more.  See Tenn. Code Ann. § 67-4-
2109(b)(2)(D), as amended by Public Chapter 508. 

(b) Revisions to Headquarters Relocation Credit. 

(i) Headquarters relocation credit extended to existing Tennessee 
headquarters.  Prior law provided a relocation credit to a taxpayer 
establishing a new headquarters facility in Tennessee.  Public Chapter 508 
amended Tenn. Code Ann. § 67-4-2109(h)(2) to allow the relocation credit 
for remodeled or expanded headquarters facilities already located in 
Tennessee.  See Tenn. Code Ann. § 67-4-2109(h)(2), as amended by 
Public Chapter 508.  The definitions applicable to the Headquarters 
Relocation Expense Credit, as set forth in Tenn. Code Ann. § 67-6-224, 
also were revised, as described below in section II.A.  

(ii)  Commissioners granted discretion to reduce job-creation threshold for 
credit.  Similar to the job tax credits referenced above, Public Chapter 508 
amended Tenn. Code Ann. § 67-4-2109(h)(9) to allow the Commissioners 
of Revenue and Economic and Community Development to lower the job 
thresholds for purposes of the headquarters relocation credit. Similar 
limitations described above apply to the reduced job threshold.  See Tenn. 
Code Ann. § 67-4-2109(h)(9), as amended by Public Chapter 508. 

(iii)  Period that facility must be used as headquarters modified. The period for 
which the taxpayer must use the headquarters facility to avoid recapturing 
the credit is measured from the end of the investment period rather than 
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from substantial completion of the facility.  See Tenn. Code Ann. § 67-4-
2109(h)(5), as amended by Public Chapter 508. 

(iv) Revision to Headquarters Relocation Tax Credit.  Public Chapter 72 
amended the headquarters relocation tax credit to provide that if a 
“headquarters staff employee position” is not filled in Tennessee during 
the investment period or does not remain filled in Tennessee for a period 
of at least five years, the taxpayer previously receiving the credit will be 
subject to an assessment in the amount of the credit or refund taken for 
such position, plus interest.    

(c) Credit and Net Operating Loss Carryforward Amendments.  Prior to the 
adoption of Public Chapter 508, the 15-year carryforward limitation on the 
industrial machinery credit, job tax credits and net operating losses was 
waived for taxpayers making a capital investment in excess of $1 billion (and 
in some instances investments of $100,000,000), provided that the 
Commissioners of Revenue and Economic and Community Development 
determined that the allowance of the additional carryforward was in the best 
interest of the state.  Public Chapter 508 amends the current law to curtail the 
unlimited carryforward, and provides that it only applies to applications 
received and approved by the Commissioners on or before January 1, 2011.  
See Tenn. Code Ann. §§ 67-4-2006(c)(6) – (7); 67-4-2009(4)(C), as amended 
by Public Chapter 508. 

2. 2010 Annual Tax Legislation – 2010 Tenn. Pub. Ch. 1134.  Last year, the 
Tennessee legislature passed the former administration’s annual tax legislation, 
referred to as the “Technical Corrections Bill,” on June 30, 2010 (the “2010 
Act”).  The following are highlights of the franchise and excise tax provisions of 
the 2010 Act. 

(a) Provisions Affecting Certain REITs.  The 2010 Act included multiple 
provisions affecting the taxation of certain real estate investment trusts 
(REITs) including:  

(i) Revised Definition of Captive REIT.  The 2010 Act amends the definition 
of “captive REIT” to reduce the ownership requirement of any other entity 
or individual to at least eighty percent (80%) (reduced from ninety percent 
(90%)) ownership by value determined in accordance with GAAP. 

(ii)  Definition of Captive REIT Affiliated Group.  The 2010 Act adds the term 
“captive REIT affiliated group,” defined as a captive REIT and any entity 
in which the captive REIT, directly or indirectly, has more than fifty 
percent (50%) ownership interest.  The term “captive REIT affiliated 
group,” however, does not include a group in which the captive REIT is 
owned, directly or indirectly, by a bank, a bank holding company, or a 
public REIT. 
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(iii)  Computation and Apportionment of Tax Base of Captive REIT Affiliated 
Group.  The 2010 Act revised the computation and apportionment with 
respect to captive REIT affiliated groups.  The revisions included the 
following:  

(1) For excise tax purposes, the “net earnings” or “net loss” of a captive 
REIT affiliated group are defined as the combined net earnings or loss 
for all members of the affiliated group and are computed without 
taking into account any dividends, receipts or expenses from 
transactions between the members of the affiliated group.  In addition, 
the 2010 Act also requires that a captive REIT (other than a captive 
REIT owned by a bank, a bank holding company, or a public REIT) 
add back to its net earnings or net losses any deduction taken for 
dividends paid for Federal income tax purposes.  

(2) For excise tax purposes, the 2010 Act requires the apportionment of 
the net earnings of a captive REIT affiliated group taxable in 
Tennessee based on property, payroll and double weighted receipts 
factors.  The 2010 Act also requires the inclusion in the apportionment 
formula the factors of those members of the affiliated group that would 
not be subject to Tennessee franchise and excise tax if considered 
apart from the affiliated group.  Transactions among members of the 
affiliated group are excluded from the apportionment formula.   

(3) For franchise tax purposes, “net worth” of a captive REIT affiliated 
group is defined as the difference between the total assets less the total 
liabilities of the affiliated group at the close of business on the last day 
of the tax year as shown on a pro forma consolidated balance sheet 
including all members of the affiliated group prepared in accordance 
with GAAP.  Transactions and holdings between members of the 
group and holdings in non-domestic persons are excluded for purposes 
of determining the net worth of the affiliated group. 

(4) For franchise tax purposes, the captive REIT affiliated group’s net 
worth is apportioned in the same manner as net worth is apportioned 
for other taxpayers computing apportioned net worth on a consolidated 
basis.        

(iv) Combined Reporting for Captive REIT Affiliated Group.  The 2010 Act 
requires a captive REIT affiliated group to designate one member of the 
group that is subject to tax in Tennessee to file a combined franchise and 
excise tax return for the entire captive REIT affiliated group.  The 2010 
Act also requires the designated member of the captive REIT affiliated 
group to pay franchise and excise tax based on the apportioned combined 
net earnings of the captive REIT affiliated group and provides that each 
member of the group subject to tax in Tennessee is jointly and severally 
liable for the franchise and excise tax of the affiliated group. 
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(b) Affiliate Rent Deduction Limitation Does Not Apply to Tangible 
Property.  The 2010 Act clarifies that a provision added in 2009 limiting the 
deductibility, for excise tax purposes, of rents from industrial and commercial 
property paid to an affiliate, to the extent the rent exceeds 2% per month of 
the appraised value of the property, does not apply to rents from tangible 
personal property. 

(c) “Affiliate” Definition Includes Individual .  The 2010 Act revised the 
definition of “affiliate,” for franchise and excise tax purposes, to include in the 
definition of affiliate a natural person who owns more than a 50% interest in 
the taxpayer and includes special rules for determining indirect ownership by 
the individual based on the ownership by certain family members and an 
estate or testamentary trust.   

(d) Economic Incentive Provisions.  A variety of changes were made under the 
Act to the tax credit and other statutory provisions that are designed to 
enhance the available tax incentives and encourage economic development 
within the State.  Highlights of the economic incentive changes include the 
following: 

(i) Nashville Medical Trade Center Credits.  The 2010 Act creates a 
refundable credit against the franchise and excise tax liability for a “key 
tenant” equal to any “qualified medical trade center relocation expenses” 
incurred by the key tenant up to a maximum of $10.00 per square foot of 
space leased to and occupied by the key tenant. 

(1) “Key tenant” is defined as any tenant located in the Nashville Medical 
Trade Center that leases and occupies a significant portion of the 
facility and is determined by the commissioners of economic 
development and revenue to be essential to the initial establishment 
and viability of the trade center. 

(2) “Qualified medical trade center relocation expenses” are defined as 
those expenses determined by the commissioners of economic and 
community development and revenue that are necessary to the creation 
of a permanent show room within and in conjunction with the initial 
establishment of the Nashville Medical Trade Center.    

(3) A refundable credit is created equal to 15% of any “qualified 
advertising expenses” of a taxpayer who incurs and pays such 
expenses.  A taxpayer seeking such credit is required to submit 
documentation verifying that the qualified advertising expenses have 
been incurred and paid.  Once the commissioner of revenue approves 
the taxpayer’s credit, the taxpayer is required to submit a claim for 
refund within 3 years of December 31 of the year in which the 
qualified advertising expenses were incurred. 
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(4) “Qualified advertising expenses” are defined as advertising expenses 
incurred for the purpose of co-promoting the Nashville Medical Trade 
Center and the state of Tennessee or the city of Nashville after a 
determination by the commissioners of economic and community 
development and revenue determined that the advertising and the 
allowance of the credit are in the best interests of the state of 
Tennessee. 

(ii)  Extension of Headquarters Relocation Credit to Insurance Companies.  
The headquarters relocation credit, which provides a credit for expenses 
incurred in relocating headquarters staff employees in conjunction with 
the initial establishment of a qualified headquarters facility in Tennessee, 
is extended to insurance companies even though insurance companies are 
exempt from excise tax.  The provision in the 2010 Act provides that the 
credit is refundable. 

(iii)  Election for Airline Companies to Convert Unused Job Tax Credits to 
Refundable Credits.  An airline company headquartered in Tennessee that 
previously has qualified for the headquarters relocation sales tax credit 
may elect to convert any available and unused jobs tax credits (including 
the additional annual jobs tax credit) into a refundable credit, provided that 
the commissioners of economic and community development and revenue 
determine that the allowance of the election is in the best interests of the 
state.  The refundable credit is discounted to net present value using the 
interest rate imposed on unpaid taxes in effect on the date of the election. 

(iv) Authorization to Lower Criteria for the Jobs Tax Credit and the 
Headquarters Relocation Credit for Central Business District or Economic 
Recovery Zones.  The 2010 Act authorizes the commissioner of revenue to 
lower the wage and investment criteria applicable to qualify for the 
additional annual Jobs Tax credit provision if the investment is made and 
the jobs are created within a central business district or an economic 
recovery zone and the lowering of the criteria is in the best interest of the 
state.  The 2010 Act also authorizes the commissioner of revenue to lower 
the wage criteria applicable to qualify for the Headquarters Relocation 
credit if the investment is made and the jobs are created within a central 
business district or an economic recovery zone and the lowering of the 
criteria is in the best interests of the state. 

(v) Repeal of Sunset Provisions for Franchise and Excise Tax Credits for Film 
and Television Production.  The 2010 Act indefinitely extends the 
refundable credit against the combined franchise and excise tax liability of 
a “qualified production company” or “qualified investor” that previously 
was scheduled to sunset or expire on July 1, 2012.  Other than minor 
revisions, the 2010 Act did not alter the credit provisions and the credit 
remains equal to 15% of the expenses incurred in Tennessee for the 
production of a movie or episodic television program, provided the 
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commissioners of economic and community development and revenue 
determine that the production and the allowances of the credit are in the 
best interests of the state (including that the production is not found to be 
obscene). 

(vi) Incentives for Green Energy Production Facilities.  The 2010 Act extends 
certain existing incentives to a “certified green energy production facility,” 
defined as a facility certified by the department of environment and 
conservation as producing electricity for use and consumption off the 
premises using technology to generate energy from geothermal, hydrogen, 
solar and wind sources.  For franchise tax purposes, the 2010 Act provides 
that machinery and equipment used to produce electricity in a “certified 
green energy production facility” are not considered property utilized by 
the taxpayer and, therefore, are excluded from the franchise tax base. 

(vii)  Extension of Annual Additional Jobs Tax Credit to Integrated Customers 
of Certified Green Energy Supply Chain Manufacturer.  The 2010 Act 
extends the annual additional Jobs Tax credit to the “integrated customers” 
of a “certified green energy supply chain manufacturer.”  “Integrated 
customers” are generally taxpayers that purchase materials from a certified 
green energy supply chain manufacturer making an investment of at least 
$1,000,000,000 in the state, and are located within the “footprint” of the 
manufacturer’s project site.  

(viii)  Credit for Brownfield Development Projects.  The 2010 Act creates a new 
credit against a taxpayer’s combined franchise and excise taxes equal to 
50% of the purchase price of Brownfield property purchased for the 
purpose of a “qualified development project.”  The term “qualified 
development project” is defined as a project with a minimum capital 
investment of $25,000,000 utilizing at least 5 acres of Brownfield property 
or certain “non-prime agricultural property.”  In the event that a taxpayer 
makes a minimum capital investment of at least $200,000,000, the amount 
of the credit is increased to 75% of the purchase price of the Brownfield 
property.  The amount of the credit is limited to 50% of the combined 
franchise and excise tax liability prior to the application of the credit.  Any 
unused credit may be carried forward for a maximum of 15 years.  The 
taxpayer is required to file a business plan with the commissioner of 
revenue to qualify for either credit.  The aggregate amount of credits 
available to all taxpayers is limited to $10,000,000 in any one tax year.  In 
the event that any credits remain in a given tax year, the commissioners of 
economic and community development and revenue, in consultation with 
the commissioner of agriculture, may open availability to qualified 
development projects using non-prime agricultural property. 
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B. JUDICIAL DEVELOPMENTS  

1. Excise Tax on Interest Income Earned on Treasury Securities Held 
Unconstitutional.*  Tennessee’s assessment of excise tax on interest earned by a 
multi-state taxpayer on funds invested in treasury securities was held to be 
unconstitutional by the Tennessee Court of Appeals.  Applying the “unitary 
business principle,” the court found that the investments were used for investment 
purposes, not operational purposes, and the taxpayer’s investment activities 
conducted outside the state were not unitary with its manufacturing activities in 
Tennessee. 

This case squarely addressed the constitutional limits of the state’s power to reach 
outside its borders and require a multi-state taxpayer to apportion investment 
income earned outside the taxing state.  The taxpayer had its headquarters and 
commercial domicile in St. Louis, Missouri.  The taxpayer did business through 
several manufacturing divisions and subsidiaries, with its largest division engaged 
in automotive parts manufacturing in Tennessee and several other states.  The 
taxpayer routinely invested excess cash in overnight repurchase agreements and 
included the interest earned on the repurchase agreements in its business earnings.  
However, when the taxpayer accumulated cash significantly in excess of its 
operational needs, it moved the excess funds to its investment portfolio where the 
funds were invested in treasury securities for periods ranging from one to four 
years.  Only the interest earned on the treasury securities was at issue.  When the 
treasury securities matured, the taxpayer either reinvested the funds into other 
treasury securities or used the proceeds to acquire other businesses to implement 
its long-term diversification strategy.  All of the taxpayer’s investment activities 
were conducted from its headquarters in Missouri and were held by financial 
institutions in St. Louis. 

The taxpayer reported on its Tennessee return the interest earned on the treasury 
securities as nonbusiness earnings.  The Department of Revenue disagreed and 
treated the interest as business earnings subject to apportionment for excise tax 
purposes.  The taxpayer challenged the assessment.   

The trial court held in favor of the taxpayer on two grounds:  (1) the interest 
income was “non-business earnings” for Tennessee excise tax purposes; and (2) 
the tax assessment was unconstitutional under the unitary business principle 
because there was no unitary relationship between the taxpayer and the payor of 
the interest income, the United States government, and the investments served an 
investment purpose, not an operational purpose.  The Commissioner appealed. 

The Court of Appeals agreed that the excise tax assessment was unconstitutional.  
Applying the “unitary business principle” analysis set forth in the U.S. Supreme 
Court decisions in Allied-Signal, Inc. v. Director, Div. of Taxation, and 
MeadWestvaco Corp. v. Illinois Dept. of Revenue, the Court stated that the 
relevant inquiry focuses on the objective characteristics of the asset’s use and its 
relation to the taxpayer and its activities within the taxing state.  Under the facts, 
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it was obvious that there was no unitary relationship between the taxpayer and the 
payor of the income.  Turning to the second test under the unitary business 
principle, the Court found that there was no unitary relationship between the 
taxpayer’s out-of-state investment activities and its in-state manufacturing 
activities where the treasury securities served an investment purpose, not an 
operational one.  

The Commissioner did not appeal to the Tennessee Supreme Court and, therefore, 
the Court of Appeals decision became final.  Siegel-Robert, Inc. v. Johnson, 
Commissioner of Revenue, 2009 WL 3486625 (Tenn. Ct. App. Oct. 28, 2009). 

*  The authors represented the taxpayer before the trial and appellate courts. 

2. Capital Gains From Corporate Reorganization Are Apportionable Business 
Earnings Subject to Excise Tax in Tennessee.  The Tennessee Supreme Court 
has held in Blue Bell Creameries, LP v. Roberts, Commissioner of Revenue, that 
capital gains resulting from a one-time stock redemption transaction between a 
taxpayer and its holding company as part of a business reorganization were 
apportionable business earnings subject to Tennessee excise tax.  The Court 
further held that the state’s excise tax assessment was constitutional under the 
“unitary business principle.” 

The taxpayer is a Delaware limited partnership with its principal place of business 
in Texas. The taxpayer was formed by its holding company, Blue Bell 
Creameries, USA, Inc., to produce, sell and distribute ice cream in Tennessee and 
other states.  The holding company underwent a corporate reorganization to 
qualify as an S corporation for federal tax purposes, and it transferred all of the 
assets of the former operating entity to the taxpayer in exchange for a limited 
partnership interest in the taxpayer.  In order to qualify as an S corporation, it was 
necessary for the holding company to reduce the number of its shareholders.  
Upon forming the taxpayer as a limited partnership, certain shareholders of the 
holding company contributed their stock to the taxpayer in exchange for 
ownership interests in the limited partnership.  The holding company then 
immediately redeemed that stock at its appraised market value, which resulted in 
a capital gain of nearly $120,000,000 to the taxpayer.  According to the taxpayer, 
the reorganization allowed the holding company and its subsidiary entities, 
including taxpayer, to reduce costs and expenses associated with public securities 
reporting requirements and reduce federal taxes. 

On the taxpayer’s Tennessee excise tax return, it classified the capital gains from 
the stock redemption transaction as non-business earnings, which are not subject 
to apportionment and not subject to Tennessee excise tax.  The Department of 
Revenue disagreed and classified the capital gains as apportionable business 
earnings subject to Tennessee excise tax. 

The taxpayer sued to challenge the Department’s excise tax assessment on the 
capital gains.  Both parties filed motions for summary judgment.  The trial court 
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held in favor of the taxpayer on the grounds that the taxpayer’s business was not 
unitary with the business of the holding company and, therefore, Tennessee’s 
taxation of the capital gains resulting from the stock redemption transaction was 
unconstitutional under the Due Process and Commerce Clauses.  The Court of 
Appeals affirmed the trial court.  The Commissioner applied for and was granted 
discretionary review by the Supreme Court. 

On January 24, 2011, the Tennessee Supreme Court reversed the judgment of the 
Court of Appeals and entered summary judgment in favor of the Department.  The 
Court held that the taxpayer’s capital gains from the stock redemption transaction 
were properly characterized by the Department as apportionable business earnings 
subject to Tennessee excise tax.  The Court further held that the taxpayer’s 
business activities were unitary with the holding company and, therefore, 
Tennessee’s excise tax assessment on the capital gains was constitutional.   

The Court first examined the issue of whether the capital gains from the stock 
redemption transaction were business or non-business earnings under Tennessee’s 
version of the Uniform Division of Income for Tax Purposes Act (“UDITPA”).  
Under Tennessee’s version of UDITPA, earnings may be classified as business 
earnings using either a “transactional test” or a “functional test.”  Because the 
earnings in this case were capital gains from a one-time, extraordinary 
transaction, the earnings did not arise from transactions or activities in the regular 
course of the taxpayer’s business and the Court easily concluded that the capital 
gains were not business earnings under the transactional test. 

Turning next to the alternative functional test for business earnings, the Court 
found that under the statutory definition of business earnings, the issue of whether 
the disposition of the taxpayer’s property constituted “an integral part of the 
taxpayer’s regular trade or business operations” depends upon the meaning of the 
term “integral,” which is uncertain under Tennessee law.  The Court turned for 
guidance to the decisions of other states adopting the functional test for business 
earnings under UDITPA, but found that those decisions are not uniform and the 
application of the functional test may depend on the nature of the property 
involved.  The Court narrowed its focus to those decisions that had applied the 
functional test to earnings derived from investments and adopted California’s 
approach holding that earnings derived from a taxpayer’s property are business 
earnings “if the taxpayer’s control of the property contributes materially to the 
taxpayer’s production of business earnings.”  Applying California’s functional 
test for business earnings to the capital gains resulting from the taxpayer’s stock 
redemption transaction, the Court held that even though the transaction itself did 
not affect the taxpayer’s production, sale or distribution of ice cream, the 
acquisition and sale of the stock as part of the reorganization had the effect of 
reducing expenses that detracted from the taxpayer’s earnings from the sale of 
Blue Bell ice cream in Tennessee and, therefore, “contributed materially” to the 
production of business earnings from the sale of Blue Bell ice cream. 
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The Court then turned to the issue of whether Tennessee’s tax assessment was 
constitutional under the Due Process and Commerce Clauses of the United States 
Constitution, which limit the state’s ability to reach outside its border and tax 
income earned outside the state.  To address this issue in the context of income 
earned by a multi-state business enterprise, the United States Supreme Court has 
developed the “unitary business principle” to define the limits of the state’s ability 
to tax an apportioned share of the income earned.  Here, even though the taxpayer 
and the holding company were separate business entities, the Court concluded that 
the two businesses were unitary in that the holding company had no discrete 
business operations of its own and both businesses derived their income from a 
single underlying activity, the sale of Blue Bell ice cream.  As a result, the 
Tennessee Supreme Court held that Tennessee’s taxation of the capital gains from 
the stock redemption transaction was permissible under the United States 
Constitution.  Blue Bell Creameries, LP v. Roberts, Commissioner of Revenue, 
333 S.W.3d 59 (Tenn. 2011).  The taxpayer has filed a petition for certiorari with 
the United States Supreme Court, Dkt. No. 10-1311 (U.S. April 22, 2011). 

3. Dividend Income Taxable as “Business Earnings.”  In yet another unitary 
business case and reaching the opposite result, a trial court has held that dividends 
received by a taxpayer from its investment in an affiliated corporation’s preferred 
stock were taxable business earnings subject to Tennessee franchise and excise 
tax.  Applying the “unitary business principle,” the trial court concluded that the 
taxpayer’s business and that of its affiliate were unitary under the “hallmarks of a 
unitary relationship” test, and that the dividends constituted “business earnings” 
subject to Tennessee excise tax. 

The taxpayer was a limited partnership that held interests in approximately 26 
factories used in the food industry, one of which was located in Tennessee.  
Nationwide, the taxpayer employed over 8,000 employees, including those 
located in Tennessee.  During the audit period, the Tennessee facility accounted 
for 2.34% of the taxpayer’s property, 2.38% of the taxpayer’s payroll, and 2.20% 
of its total sales.  The majority owner of the taxpayer was H.J. Heinz, a 
Pennsylvania corporation, whose income during the audit period consisted of 
distributions from the taxpayer and various foreign food production affiliates, 
with a majority of income being received from the foreign affiliates.  The 
taxpayer, through a single member limited liability company, held preferred stock 
of H.J. Heinz.  The taxpayer asserted that the dividends received on the H.J. 
Heinz preferred stock were never used to fund the taxpayer’s operations and, 
instead, were always deposited into an account with another affiliated company 
until distributed to its partners. 

The Commissioner assessed excise tax on the dividend income received by the 
taxpayer claiming that the dividends were taxable “business earnings” of a multi-
state “unitary business.”  The taxpayer challenged the assessment, asserting that 
dividend income was not subject to apportionment in Tennessee because the 
taxpayer was not a “unitary business” with its majority owner or foreign affiliates 
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and, even if the entities were unitary, the dividends received by the taxpayer were 
nonbusiness earnings not subject to Tennessee excise tax.  The trial court held that 
the business activities of the taxpayer and its affiliates, including H.J. Heinz as the 
payor of the dividends, were unitary businesses and that the dividends were 
properly characterized as business earnings for Tennessee excise tax purposes and 
subject to apportionment.  The trial court also rejected the taxpayer’s assertion 
that if it is required to include the dividends in its income subject to 
apportionment that the taxpayer also should include the property, payroll and 
sales of the foreign entities in the calculation of the taxpayer’s apportionment 
formula. 

The taxpayer appealed the trial court’s decision.  H.J. Heinz Co. v. Chumley, 
Commissioner of Revenue, Davidson County, Tennessee, Chancery Court No. 06-
885-II, slip op. (Nov. 24, 2009) (appeal pending – Docket No. M2010-00202-
COA-R3-CV).  The court of appeals upheld the trial court’s decision on all 
grounds, relying heavily on the Tennessee Supreme Court’s opinion in Blue Bell 
Creameries, LP v. Roberts, Commissioner of Revenue.  H.J. Heinz Co., LP v. 
Chumley, 2011 WL 2569755 (Tenn. Ct. App. June 28, 2011).  The taxpayer did 
not file an application for permission to appeal.    

4. Job Tax Credit Carryovers Not Available to Successor Corporation.  Job tax 
credit carryovers claimed by a successor corporation were disallowed in a recent 
decision.  The taxpayer corporation was headquartered in Ohio and was engaged 
in manufacturing automotive parts and supplies in Tennessee and elsewhere.  The 
taxpayer’s predecessor made a qualified capital investment of over $2,000,000 in 
Tennessee and created 109 net, new full-time jobs, resulting in a job tax credit of 
over $200,000.  The taxpayer’s predecessor used a portion, but not all, of the job 
tax credits to offset its franchise tax liability.   

The taxpayer acquired the stock of the predecessor corporation, making it a 
wholly-owned subsidiary, and then merged the subsidiary into the taxpayer parent 
and operated it as a division.  After the merger, the taxpayer applied the job tax 
credit carryovers to the taxpayer’s franchise tax liability for subsequent tax years.  
The Commissioner disallowed the taxpayer’s application of the unused 
carryovers. 

The trial court also disallowed the carryover credits under the applicable job tax 
credit statute, T.C.A. § 67-4-2109(e)(1).  The taxpayer argued that an alternate 
statute should apply, T.C.A. § 67-4-2109(c)(2)(E), which would have allowed job 
tax credits incurred before July 1, 1999 to be carried forward for fifteen years.  
The trial court disagreed, but held, in the alternative, that if the alternate statute 
applied, the taxpayer would be eligible for the job tax credit carryovers for the 
years up to 1999.  Dana Corp. v. Chumley, Commissioner of Revenue, Davidson 
County, Tennessee, Chancery Court No. 04-3225-III, slip op. (Mar. 13, 2009).    

The Tennessee Court of Appeals upheld the ruling of the trial court and agreed 
with the trial court that the taxpayer did not meet its burden of demonstrating an 
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entitlement to the carryover credits.  Dana Corp. v. Chumley, Commissioner of 
Revenue, 2010 WL 2176096 (May 28, 2010).  The taxpayer did not file an 
application for permission to appeal.     

5. Commissioner’s Authority to Impose a Variance Upheld.  A taxpayer lost its 
challenge to the Commissioner’s authority to impose a variance to alter the 
standard apportionment formula for franchise and excise tax purposes under 
Tennessee’s version of the Uniform Division of Income for Tax Purposes Act 
(“UDITPA”). 

The taxpayer was engaged in the business of providing advertising services in 
connection with telephone directories distributed in Tennessee and other states.  
The parties stipulated that the taxpayer’s sales of advertising services were “sales 
other than sales of tangible personal property.”  Under UDITPA, where a 
taxpayer’s sales are other than sales of tangible personal property and the earnings 
producing activities are performed in multiple states, the sales are attributed or 
sourced to Tennessee only if a greater proportion of the earnings producing 
activities are performed in Tennessee than any other state based on costs of 
performance.  Using the costs of performance analysis under UDITPA, the 
taxpayer sourced its sales outside Tennessee because its earnings producing 
activities were conducted outside the state, even though significant advertising 
revenues were generated within Tennessee. 

Following an audit and notwithstanding the standard cost of performance 
analysis, the Commissioner imposed a variance using the authority granted under 
UDITPA, based upon the Commissioner’s determination that the statutory 
formula did not fairly reflect the extent of the taxpayer’s business activity in 
Tennessee, and issued a tax assessment of almost $9,900,000.  The taxpayer sued 
and the trial court invalidated the variance, rejecting the Commissioner’s position.  
The court found that the statutory cost of performance formula, which is 
presumed to be correct, was appropriate and the Commissioner failed to prove 
otherwise.  The Commissioner appealed. 

The Court of Appeals reversed, after first noting that it had not previously 
addressed the issue of imposing a variance from the statutory costs of 
performance formula in connection with the sale of advertising.  The appellate 
court found that the variance from the cost of performance formula was 
appropriate under the facts presented in order to fairly represent the extent of the 
taxpayer’s business in the state, specifically relying on the facts that the taxpayer 
had paid only slightly less than $300,000 in Tennessee franchise and excise taxes 
but derived substantial advertising revenues of almost $900,000,000 from the 
distribution of nearly 24,000,000 telephone directories in Tennessee during the 
tax period.   

The Tennessee Supreme Court denied the taxpayer’s application for permission to 
appeal.  Bellsouth Advertising & Pub. Corp. v. Chumley, Commissioner of 
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Revenue, 2009 WL 2632773 (Tenn. Ct. App. Aug. 26, 2009), perm. app. denied 
(Tenn. March 1, 2010). 

6. Two Related Limited Liability Companies Are Not an Affiliated Group for 
Purposes of Tennessee Franchise Tax.  The Court of Appeals considered the 
issue of whether two limited liability companies were an “affiliated group” for 
franchise tax purposes.  The taxpayer management company was a limited 
liability company that operates a number of Wendy’s restaurants in Tennessee.  
During the tax period, the taxpayer had a negative net worth for franchise tax 
purposes and was required to use the “property value” measure instead of the “net 
worth” measure in computing its franchise tax liability.  By statute, property value 
is calculated using the actual value of real or personal property owned or used in 
Tennessee and includes a formula for the value of rented property.  The 
management company leased all of the real property for the restaurants from a 
separate realty limited liability company that was also qualified to do business in 
Tennessee.  Five individuals owned approximately 87 percent of the ownership 
interests in both companies.  The taxpayer management company did not include 
the value of the real property rented from the separate realty company, taking the 
position that the management and realty companies were an affiliated group for 
purposes of Tennessee’s franchise tax laws based on the common ownership.  

Tennessee generally is a separate reporting state for purposes of determining 
franchise tax liability.  However, since 2004, a taxpayer that qualifies as a 
member of an “affiliated group,” as that term is defined by the franchise statute, 
“may elect to compute its net worth on a consolidated basis.”   The Department of 
Revenue assessed additional franchise tax based on its conclusion that the limited 
liability companies did not qualify as an affiliated group and, further, that the 
consolidated reporting statute only permits consolidation of net worth and not 
consolidation of property value. 

The trial court held that the management company and the realty company did not 
qualify under the statute as an affiliated group and, even if they did, they could 
not utilize the consolidated computation for the property value measure of the 
franchise tax base.  The trial court rejected the taxpayer’s argument that the 
assessment resulted in double taxation. 

The Court of Appeals affirmed solely on the basis that the limited liability 
companies did not meet the definition of an affiliated group and did not reach the 
secondary issue of whether the consolidated reporting statute permits 
consolidation of property value for purposes of calculating the franchise tax base.  
Valenti Mid-South Management, LLC v. Farr, Commissioner of Revenue, 2010 
WL 4629596 (Tenn. Ct. App. Nov. 15, 2010) perm. app. denied (Tenn. April 13, 
2011). 

7. Value of Rented Films Included in Minimum Franchise Tax Base.  This 
appeal presented the issue of whether reels of film rented to facilitate the showing 
of motion pictures in theaters were tangible property and, therefore, includable in 
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the taxpayer’s minimum franchise tax base.  For Tennessee franchise tax 
purposes, leased tangible property is valued as a multiple of rent.  The taxpayer 
obtained physical reels of film to display motion pictures in its theaters from 1997 
to 2003.  Pursuant to a series of film rental/license agreements, the taxpayer paid 
either “film rental payments” or “license fees” to obtain and use the reels of film.  
The taxpayer did not include the films, valued as a multiple of rent, in its 
minimum franchise tax base.  The Department of Revenue audited the taxpayer’s 
tax returns and issued notices of assessment.  The taxpayer filed suit challenging 
the assessments and arguing that the films were intangible intellectual property 
not includable in the minimum franchise tax base.   

On cross motions for summary judgment, the trial court held in favor of the 
taxpayer reasoning that “movie license fees” were intangible property and not 
subject to inclusion in the taxpayer’s minimum franchise tax base.   

The Court of Appeals reversed and held that the reels of film were tangible 
property and, therefore, includable in the taxpayer’s minimum franchise tax base, 
although the appellate court was careful to note that the issue of the rental and 
display of digitally transferred motion pictures was not before the court.  The 
court further held that the “net annual rental” for purposes of the taxpayer’s 
minimum franchise tax base was the gross fees paid under the film agreements, 
rejecting the taxpayer’s argument that the value of the film and reels must be 
separated from the value of the motion picture license.  In determining the 
appropriate multiple of rent, the court agreed with the taxpayer that the film 
qualified as “mobile equipment,” which applies a multiple of 1 in determining the 
value for franchise tax purposes.  Malco Theaters, Inc. v. Roberts, Commissioner 
of Revenue, W2010-00464-COA-R3-CV (Tenn. Ct. App. April 26, 2011).  The 
taxpayer did not file an application for permission to appeal.                    

C. ADMINISTRATIVE DEVELOPMENTS  

1. Letter Rulings.  Following the appointment of Commissioner Richard Roberts as 
the Commissioner of Revenue, the Department of Revenue released five letter 
rulings that have been issued by the department since January  of 2010.  The 
highlights of the letter rulings are as follows: 

(a) Letter Ruling # 10-01.  The Department of Revenue ruled that a limited 
liability company (LLC) formed to hold and invest assets of a simplified 
employee pension (SEP) plan was not subject to franchise and excise tax 
because the Employee Retirement Income and Security Act of 1974 (ERISA) 
preempted the application of the franchise and excise tax to the fund assets 
held by the LLC.  See also Letter Ruling # 11-11. 

(b) Letter Ruling # 11-26.  The Department of Revenue ruled that a limited 
partnership (LP) should be treated as a general partnership and was, therefore, 
not subject to franchise and excise tax.  The LP was formed under the 
Uniform Limited Partnership Act, the predecessor to the Revised Uniform 
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Limited Partnership Act, and was dissolved at the conclusion of express term 
set forth in the certificate of limited partnership. 

(c) Letter Ruling # 11-03.  The Department of Revenue confirmed that a 
promotion and advertising company qualified as a Tennessee advertising 
agency to promote and advertise movies and television productions and, as a 
result, qualified for the franchise and excise tax credit available for the 
production of movie or episodic television programs in Tennessee.    

(d) Letter Ruling # 11-05.  This letter ruling addressed the statutory requirements 
to qualify for the franchise and excise tax credit available for the production 
of a movie or episodic television program in Tennessee.  

D. TRENDS/OUTLOOK FOR 2011/2012 

1. Combined Reporting.  A separate bill was introduced during the 2011 legislative 
session, referred to as the “Tennessee Small Business Protection Act,” to require 
taxpayers engaged in a unitary business to file combined franchise and excise tax 
returns.  The bill would have also made other changes to the definition of business 
earnings under Tennessee’s excise tax law.  The bill remains in the House and 
Senate subcommittees, but similar legislation offered in prior years has never 
gained traction in the legislature.  (SB1614/HB1914).   

II.  TRANSACTIONAL TAXES 

A. LEGISLATIVE DEVELOPMENTS  

1. 2011 Tax Legislation.  As discussed above, the Tennessee General Assembly 
adjourned the 2011 legislative session on May 21, 2011 having passed  several tax 
bills amending Tennessee’s sales and use tax law.  The following are highlights of 
the changes adopted in the legislative session. 

(a) Effective Dates for “Streamlined Sales Tax Act”.  Public Chapter 72 
(SB1520) delays the effective date of the Streamlined Sales Tax Act 
provisions for an additional two years, from July 1, 2011 to July 1, 2013.    

(b) Sales Tax Credits Now Available to Remodeled or Expanded 
Headquarters.  Public Chapter 508 amended Tenn. Code Ann. § 67-6-224 to 
allow the headquarters sales tax credit for remodeled or expanded 
headquarters facilities.  Under prior law, the headquarters sales tax credit was 
available only in conjunction with the initial establishment of a headquarters 
facility.  Public Chapter 508 also revised the job and investment criteria and 
further defined the expenditures that qualify for the credit. Those amendments 
revised several of the definitions including the definition of “qualified 
headquarters facility,” “full-time employee job,” and the Commissioners’ 
discretion to reduce the job-creation threshold. Other changes include the 
following: 
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(i) Definition of “qualified headquarters facility” now includes requirement 
for job creation.  Public Chapter 508 revised the definition of a “qualified 
headquarters facility” in Tenn. Code Ann. § 67-6-224, which also applies 
to the relocation expense credit under Tenn. Code Ann. § 67-4-2109(h).  
Under this amended definition, the taxpayer must make (i) the required 
capital investment, and (ii) create the required number of jobs.  The 
minimum capital investment is $10,000,000 and a minimum of 100 new 
full-time jobs must be created, in conjunction with the construction, 
expansion or remodeling of the headquarters facility.  Under prior law, the 
taxpayer could meet the definition of a “qualified headquarters facility” by 
making a capital expenditure of at least $50,000,000 without the 
requirement that the taxpayer create a required number of jobs.  Now, the 
jobs threshold must be satisfied regardless of the amount of the capital 
expenditure.  See Tenn. Code Ann. § 67-6-224, as amended by Public 
Chapter 508. 

(ii)  Definition of “full-time employee job” revised. Public Chapter 508 revised 
the definition of “full-time employee jobs” in Tenn. Code Ann. § 67-6-
224(b)(2), which also applies to the relocation expense credit under Tenn. 
Code. Ann. § 67-4-2109(h) to provide that the jobs created must pay at 
least 150% of Tennessee’s average occupational wage to be counted 
toward the jobs thresholds in qualifying for the credit.  See Tenn. Code 
Ann. § 67-6-224(b)(2), as amended by Public Chapter 508. 

(iii)  Commissioners granted discretion to reduce job-creation threshold for 
credit.  Similar to the headquarters relocation expense credit, Public 
Chapter 508 added Tenn. Code Ann. § 67-6-224(e) to allow the 
Commissioners of Revenue and Economic and Community Development 
to lower the job thresholds for purposes of the headquarters relocation 
credit. Similar limitations described in section I.A, above, apply to the 
reduced job threshold.  See Tenn. Code Ann. § 67-6-224(e), as amended 
by Public Chapter 508. 

(iv) To qualify for credit, jobs created by existing headquarters must be new 
jobs. Consistent with allowing the credit for expanded or remodeled 
facilities, the jobs threshold requires a net increase in employment above 
the level immediately preceding the beginning of the investment period 
(one year before the commencement of construction).  See Tenn. Code 
Ann. § 67-6-224(b)(8), as amended by Public Chapter 508. 

(v) Definition of qualified tangible personal property expanded. The 
definition of qualified tangible personal property with respect to which the 
sales tax credit is allowed is further defined to be “property that is directly 
related to the creation of the new full-time employee jobs.”  It is not clear 
what personal property qualifies under the revised definition, but it 
appears to include any personal property necessary to construct, remodel 
or expand the headquarters facility and any furniture, fixtures and 
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equipment used in the headquarters facility to perform headquarters 
functions.  See Tenn. Code Ann. § 67-6-224(b)(11), as amended by Public 
Chapter 508 

2. 2010 Annual Tax Legislation – 2010 Tenn. Pub. Ch. 1134.  The following are 
highlights of the sales and use tax provisions of the 2010 Act (the Technical 
Corrections Bill enacted on June 30, 2010). 

(a) Revised Definition of “Sale for Resale”.  The 2010 Act amends the 
definition of “resale” to clarify that property purchased by service providers is 
not included in the definition of “sale for resale” when the property is used by 
the service provider in providing its services.  The amended definition 
specifically recognizes that certain transactions remain as sales for resale not 
subject to sales and use tax: 

(i) The sale of repair parts to a dealer for use in the dealer’s performance of 
repair services if the property is subsequently transferred to the customer 
in conjunction with the dealer’s performance of the repair services. 

(ii)  The sale of installation parts to a dealer if such property is subsequently 
transferred to the customer in conjunction with the installation of property 
that remains tangible personal property. 

(iii)  Mobile telephones and similar devices sold to a dealer if such property is 
subsequently transferred to customers in conjunction with the sale of 
commercial mobile radio services. 

(iv) The sale of food or beverages to a hotel, motel or inn if such food or 
beverages are subsequently transferred in conjunction with the dealer’s 
sale of lodging accommodations to a customer. 

(v) The 2010 Act clarifies that the sale of taxable services (i.e., cleaning, 
maintaining or repairing services) to a dealer for use in selling, leasing or 
renting tangible personal property or software does not qualify as a sale 
for resale, and, therefore, is subject to sales and use tax. 

(1) This legislation was enacted in response to a trial court’s decision 
holding that dry cleaning and laundering services came within the 
“sale for resale” exemption from taxation for sales and use tax 
purposes, that subsequently was reversed on appeal.  Walkers, inc. v. 
Farr, 2010 WL 3488631 (Tenn. Ct. App. Sept. 7, 2010). 

(b) Qualified Disaster Restoration Project.  The 2010 Act adds a credit against 
a taxpayer’s sales and use taxes, equal to all sales or use taxes paid on the 
purchase of “qualified tangible personal property” except tax at a rate of .5%, 
for building materials, machinery, equipment, computer software, furniture 
and fixtures used in a “qualified restoration project.” 
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(i) “Qualified restoration project” is defined to mean a project involving a 
minimum investment of $50,000,000 for the restoration of real or tangible 
personal property located within a declared federal disaster area that 
suffered damages as a result of that disaster. 

(ii)  The minimum investment includes costs such as constructing or 
refurbishing a building and the cost of building materials, labor, 
equipment, furniture, fixtures, computer software and other personal 
property but does not include land or inventory. 

(iii)  “Qualified tangible personal property” includes building materials, 
machinery, equipment, computer software, furniture, and fixtures used 
exclusively to replace or restore real or tangible personal property 
damaged in the disaster and purchased or leased prior to substantial 
completion of the project.  Payments with respect to leases extending 
beyond the substantial completion of the project are not included. 

(iv) The taxpayer is not permitted to take advantage of any additional sales or 
use tax credits, exemptions or reduced rates otherwise available as a result 
of the same purchases or minimum investment. 

(c) Economic Incentive Provisions.  The 2010 Act included revisions to the tax 
credit and other statutory provisions that are designed to enhance the available 
tax incentives and encourage economic development within the State.  
Highlights of the economic incentive changes include the following: 

(i) Incentives for Green Energy Production Facilities.  The 2010 Act extends 
certain existing incentives to a “certified green energy production facility,” 
defined as a facility certified by the department of environment and 
conservation as producing electricity for use and consumption off the 
premises using technology to generate energy from geothermal, hydrogen, 
solar and wind sources.  For sales and use tax purposes, the 2010 Act 
extended the credit previously provided for pollution control purchases, 
providing a credit of 100% of the sales and use tax paid for certain 
pollution control purchases, to machinery and equipment used to produce 
electricity in a “certified green energy production facility.”   

(ii)  Extension of Sales Tax Exemption for “Industrial Machinery” Includes 
Expansion to Existing Warehouses.  The 2010 Act provides that the term 
“industrial machinery” includes an expansion to an existing warehouse or 
distribution facility in Tennessee.  The 2010 Act requires an aggregate 
investment by the taxpayer and/or a lessor to the taxpayer in excess of 
$20,000,000 over a period not exceeding three years consisting of:  (1) an 
investment in excess of $10,000,000 in the renovation or expansion of an 
existing building and/or the purchase of new equipment for such building; 
and (2) an investment in excess of $10,000,000 in the construction of a 
new, previously unoccupied building and/or equipment for such building.    



- 20 - 
 

© Oct. 2011. Joseph W. Gibbs/Patricia Head Moskal/Brett R. Carter/Brian S. Shelton  Bradley Arant Boult Cummings LLP.  All rights reserved. 
 

 

3. Department of Revenue to Offset Refund Claims by Other Debts Owed to the 
State.  On June 9, 2010, the General Assembly passed 2010 Tenn. Pub. Ch. 1113 
directing the Department of Revenue to offset refunds by the amount of any debt 
owed by the taxpayer to a state agency, department, board, bureau, commission or 
authority.  The provisions of this bill require that any taxpayer requesting a refund 
in the amount of $200 or more shall complete and submit a written “Report of 
Debts” form.  The “Report of Debts” form included in the statute requires a 
taxpayer to verify, subject to penalties of perjury, whether or not the taxpayer 
owes any of the following debts as of the date of the claim: state tax liabilities; 
child support; overpayment of unemployment compensation benefits; 
overpayment of medical assistance benefits owed the Bureau of TennCare; 
student loan or other obligations due to the Tennessee student assistance 
corporation; fees, costs or restitution owed to a clerk who serves a court of 
criminal jurisdiction; costs of incarceration; judgments or liens in favor of a state 
agency, department, commission or bureau; and all other debts owed to any other 
state agency department, board, bureau, commission or authority.  If the “Report 
of Debts” form indicates that the taxpayer owes a debt to a state agency, 
department, board, bureau, commission or authority, the Department of Revenue 
is required to offset the refund of taxes by the amount of the debt.  The bill 
contains additional notification requirements and taxpayer’s appeal rights and 
deadlines in the event that the Department of Revenue seeks to offset a debt 
against the taxpayer’s tax refund.  The bill states that it applies to any claim for 
refund filed with the Department of Revenue on or after July 1, 2009. 

B. JUDICIAL DEVELOPMENTS  

1. On Remand from Tennessee Supreme Court, Trial Court Holds that Out-of-
State Purchase of Airplane Qualified as a Purchase for Resale.  On December 
15, 2010, the Tennessee Supreme Court remanded CAO Holdings, Inc. v. Roberts 
to the Davidson County Chancery Court for a trial after concluding that neither 
party was entitled to summary judgment as a matter of law on the issue of the 
taxpayer’s liability for use tax on the purchase of an airplane.   

The Department of Revenue issued a Tennessee use tax assessment against an 
owner of an airplane purchased outside the state and brought into Tennessee.  The 
taxpayer-corporation was wholly-owned by one individual and was created to 
purchase and hold title to an airplane, insulating the sole shareholder from 
personal liability.  The airplane immediately was leased to a separate but related 
corporation that was created to facilitate a time-sharing business for the use of the 
airplane by third parties.  At the time of purchase of the airplane, the taxpayer 
provided the seller with a resale certificate, evidencing that the airplane was 
purchased for resale thereby relieving the seller from collecting sales tax. Under a 
non-exclusive lease agreement, the taxpayer rented the aircraft to the leasing 
entity, which was responsible for all aircraft operations.  The lessee entered into 
time-share agreements with eight other entities, some of which were related to the 
individual owner of the taxpayer.  The lessee invoiced the users of the airplane 
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and, in turn, paid the taxpayer for the flight hours used. About six months after 
purchase, after realizing that the leasing structure was unprofitable, the taxpayer 
sold the airplane to an unrelated third party.  

The Department’s assessment claimed that the aircraft was not purchased for 
resale but was instead primarily for the individual owner’s use.  The taxpayer 
filed suit to challenge the assessment on the basis that the purchase of the aircraft 
and lease qualified as a sale for resale.  The Department maintained that the 
airplane was not purchased for resale and further asserted that the lease between 
the taxpayer and the leasing entity lacked economic substance.  The parties filed 
cross-motions for summary judgment.  Both the trial court and intermediate 
appellate court held in favor of the taxpayer, finding that the lease was sufficient 
to qualify as a purchase for resale.  Although both parties argued that no material 
facts were in dispute, the Supreme Court found that there was a genuine issue of 
material fact on the question of the exclusive use of the airplane for renting or 
leasing that could not be decided on summary judgment.  Further, the court held 
that the record did not support the Commissioner’s position that the lease was a 
illusory or a sham, and remanded the case for trial on the merits.  

Following the trial, the Chancery Court has again ruled in favor of CAO 
Holdings, concluding that the taxpayer had met its burden of proving that the 
airplane owner exclusively used the aircraft for leasing to the management 
company.  Furthermore, the Chancery Court rejected the Department’s economic 
substance arguments, concluding (1) that the “economic substance” doctrine did 
not apply and (2) that, even if the “economic substance” doctrine applied, the 
transaction was formed for valid business reasons and should be respected.  CAO 
Holdings, Inc. v. Roberts, No. 06-719-II (Davidson County Chancery Court, Sept. 
29, 2011); see also CAO Holdings, Inc. v. Trost, 333 S.W.3d 73 (Tenn. 2010). 

*  The authors represented the taxpayer before the trial and appellate courts. 

2. Security Monitoring Equipment Subject to Use Tax and Not Treated as a 
Sale for Resale; Waiver of Defense of Equitable Recoupment.  A use tax 
assessment was upheld on security monitoring equipment purchased by a taxpayer 
and used in connection with providing security and monitoring services to its 
customers.  The taxpayer purchased security monitoring equipment used in 
providing its services without paying sales tax on the equipment claiming that it 
was purchased for resale to its customers as leased equipment.  Upon installation 
of the equipment, the taxpayer charged its customers a one-time, non-itemized 
installation fee on which the taxpayer collected and remitted sales tax to the 
Department of Revenue.  The Department also assessed use tax on the security 
monitoring equipment, claiming that the taxpayer used the equipment to provide 
security services to its customers and, therefore, did not purchase the equipment 
for resale.  The taxpayer challenged the assessment.   

At trial, the taxpayer argued that the installation charges included charges for the 
lease of the monitoring equipment and sales tax was remitted in the amount that 
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would have been due had the taxpayer charged separately for the lease and 
installation of the equipment.  In closing argument, the taxpayer asserted – for the 
first time – that even if the court found that that use tax was owed on the 
equipment, the taxpayer was entitled to a credit or offset in the amount of sales 
tax remitted on the installation charges under the doctrine of equitable 
recoupment. 

The Department argued that the taxpayer failed to prove that it leased the 
monitoring equipment to its customers, and the evidence instead proved that ADT 
installed and used the monitoring equipment in the fulfillment of its security 
services contracts.   

The trial court agreed with the Department and held that the taxpayer used the 
monitoring equipment to provide security services and did not lease the 
equipment to its customers.  However, the trial court agreed with the taxpayer that 
it was entitled to equitable recoupment and allowed an offset of use tax by the 
amount of sales tax remitted on the installation charges. 

On appeal, the court affirmed the trial court’s decision in part and reversed it in 
part.  The court upheld the use tax liability, but reversed the ruling as to the 
taxpayer’s entitlement to equitable recoupment on procedural grounds.  The 
appellate court explained that the doctrine of equitable recoupment is an 
affirmative defense that must be plead prior to the close of proof at trial.  Because 
the taxpayer did not raise that affirmative defense until closing argument, after the 
close of proof, the taxpayer was deemed to have waived it. 

The Tennessee Supreme Court denied the taxpayer’s application for permission to 
appeal.  ADT Security Services, Inc. v. Johnson, 2009 WL 4017165 (Tenn. Ct. 
App. Nov. 19, 2009), perm. app. denied (Tenn. June 17, 2010).   

3. Rail Carrier Seeks Relief in Federal Court Alleging Discriminatory State 
Taxation on Diesel Fuel.  A railroad company has sued the Tennessee 
Department of Revenue in federal district court, seeking to enjoin the Department 
from assessing Tennessee sales and use tax on the railroad company’s purchase or 
consumption of diesel fuel for rail transportation purposes.  The company claims 
that such tax violates Section 306 of the Railroad Revitalization and Regulatory 
Reform Act of 1976 (codified at 49 U.S.C. § 11501), which provides that it is 
unlawful for a state to impose any tax resulting in discriminatory treatment of a 
common carrier by railroad.  The company maintains that because no similar tax 
is imposed on the purchase or consumption of diesel fuel purchased by motor 
carriers for transportation purposes, the imposition of the tax on rail carriers is 
discriminatory.   

The case had been stayed pending the decision by the United States Supreme 
Court in CSX Transportation, Inc. v. Alabama Dept. of Revenue.  Following the 
United States Supreme Court’s in CSX Transportation, Inc. on February 11, 2011, 
the stay was lifted and the case is set for a bench trial in June of 2012.  Illinois 
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Central Railroad Co. v. Tennessee Dep’t of Revenue, Docket No. 3:10-cv-00197 
(M.D. Tenn.). 

4. Dry Cleaning and Laundering Services Provided to Formalwear Business 
Are Not “Sales for Resale.”  The Tennessee Court of Appeals recently held that 
dry cleaning and laundering services provided by the taxpayer to a formalwear 
business that rents and sells tuxedos are not sales for resale.  Finding that the sales 
of services provided did not amount to “processing” under the Retailers’ Sales 
Tax Act, the Court concluded that the sales did not fall within the “sale for resale” 
exemption.   

The trial court had determined that the taxpayer’s services “constituted a 
necessary ‘process’ in the formalwear rental and sales business” conducted by the 
taxpayer’s customer, and concluded that the dry cleaning and laundering services 
were “sales for resale.”  Between the trial court’s ruling and the decision by the 
Court of Appeals, the Tennessee General Assembly passed the state’s annual 
Technical Corrections Bill, the administration’s omnibus tax bill, which included 
a section amending the “sale for resale” provision to clarify that it does not 
include the “sale of services to a dealer for use in the business of selling, leasing 
or renting tangible personal property. . . .”  2010 Tenn. Pub. Acts 1134.   

The Court of Appeals rejected the taxpayer’s “processing” argument finding that 
the dry cleaning and laundering services did not “result in a change of state or 
form” of the formalwear.  Although the Retailers’ Sales Tax Act does not contain 
a definition of the term “processing” for purposes of the sale for resale exemption, 
the Court of Appeals followed the analysis supplied by the Tennessee Supreme 
Court in Beare Co. v. Tenn. Department of Revenue, 858 S.W.2d 906, 908 (Tenn. 
1993) to conclude that cleaning services are not “processing” within the meaning 
of the sales tax statutes.   The Court also rejected the taxpayer’s argument that its 
services were sales of “packaging materials” and excluded from the definition of 
sale at retail, finding that the object of the services provided was not the 
furnishing of packaging materials.  Walker’s, Inc. v. Farr, 2010 WL 3488631 
(Tenn. Ct. App. Sept. 7, 2010), perm. app. denied (Tenn. Feb. 16, 2010).   

5. Glucometers Are Not Exempt from Sales and Use Tax as “Prosthetics.”  The 
taxpayer sold glucometers and related products used to monitor and measure 
glucose functioning in the body.  The taxpayer sought a tax refund on sales tax 
previously paid claiming the products were exempt from sales tax as prosthetics 
because they replaced the normal function of the pancreas in monitoring blood 
glucose levels.  The Court of Appeals disagreed, finding that the glucometers only 
measured the levels of blood glucose and did not regulate or control those levels.  
Because the glucometers do not replace or substitute for the function of the 
human pancreas, the exemption did not apply.  The taxpayer did not file an 
application for permission to appeal.  Maxwell Medical, Inc. v. Chumley, 2010 
WL 4024890 (Tenn. Ct. App. Oct. 12, 2010).   
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6. Computer Software Exempt as a Sale for Resale; Purchases of Models used 
in Developing Prototypes. This case involved a corporation that designs, 
produces and sells pet care products and accessories, including tracking collars 
and containment systems.  The Department audited and assessed sales and use tax 
on computer software and models purchased during the product development 
process.  The Davidson County Chancery Court concluded that the software was 
exempt as a sale for resale because the software was incorporated into the finished 
products for resale.  The models purchased to produce the prototypes were also 
exempt under Tenn. Code Ann. § 67-6-354, which exempts engineering designs 
or models that are used to produce a prototype for manufacture.  This case was 
decided on partial motions for summary judgment and is awaiting further 
proceedings in the Chancery Court. Radio Systems Corporation, Inc. v. Farr, 
Davidson County Chancery Court No. 09-1430-III (Aug. 8, 2011). 

7. Out-of-State Retailer Lacks Nexus to Collect Tennessee Sales and Use Tax. 
This case involved a corporation that sells books to elementary school age 
children in Tennessee through pamphlets and other materials distributed by 
teachers and parents. The trial court concluded that the teachers and parents were 
not agents, affiliates, independent contractors, or representatives of the 
corporation and did not act on behalf of the corporation. The trial court further 
concluded that the award of bonus points to classrooms to purchase free books for 
the classroom or low-income families did not constitute compensation to the 
teachers or parents to establish an agency relationship. This decision has been 
appealed to the Tennessee Court of Appeals. Scholastic Book Clubs, Inc. v. Farr, 
Davidson County Chancery Court No. 09-587-II (May 26, 2011) (appeal filed). 

C. ADMINISTRATIVE DEVELOPMENTS  

1. Letter Rulings.  Following the appointment of Commissioner Richard Roberts as 
the Commissioner of Revenue, the Department of Revenue released twenty-two 
letter rulings that have been issued by the department since August of 2008.  The 
highlights of the letter rulings are as follows: 

(a) Letter Ruling # 08-48.  The Department of Revenue held that help desk 
services that were sold in connection with the sale of taxable equipment and 
computer software were subject to sales tax.  The holding relied on the fact 
that the taxpayer required the customer to purchase the help desk services 
when purchasing the taxable equipment and software.    

(b) Letter Ruling # 10-24.  The Department of Revenue held that written market 
research reports were considered to be incidental to the otherwise nontaxable 
service of performing market research and data compilation and, therefore, 
were not subject to sale tax.     

(c) Letter Ruling # 10-23.  The Department of Revenue held that certain 
equipment used primarily in testing the taxpayer’s product are exempt from 
sales and use tax as industrial machinery if used as part of the manufacturing 
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process.  The ruling held that the testing equipment qualified as industrial 
machinery because (i) the taxpayer was a manufacturer, (ii) the equipment 
was necessary to the manufacturing process because, without the testing, the 
taxpayer could not successfully produce its product and, (iii) that the 
equipment was primarily used in the manufacturing process as long as more 
than fifty percent of the use of the equipment was in the manufacturing 
process (but not before or after the manufacturing process).  Furthermore, the 
ruling held that materials and supplies used in the testing the product as part of 
the manufacturing process are exempt from sales and use tax if the materials 
and supplies come into direct contact with the product and are consumed 
within 25 days.    

(d) Letter Ruling # 11-13.  This letter ruling addressed the application of 
Tennessee sales and use tax on the manufacture and installation of custom 
woodworking by a out-of-state company.  The letter ruling held (i) that the 
sale and installation of the products which remain tangible personal property 
after installation are subject to sales tax, (ii) the sale and installation of 
products which become attached to the real property upon installation are not 
subject to sales tax but the sales price of the materials used to manufacture the 
products are subject to the contractor’s use tax (with a credit for sales taxes 
previously paid on such materials), and (iii) if the taxpayer sales and installs 
both products that remain tangible personal property and those that become 
fixtures after installation, the tax consequences are the same as in (i) and (ii) if 
the charges are separately stated but the entire sales price is subject to sales 
tax if the charges are not separately stated.  The Department of Revenue, in 
considering whether Tenn. Code Ann. § 67-6-209(a) would require the 
manufacturer who also installs the tangible personal property to pay tax on the 
fair market value instead of the purchase price of the materials, determined 
that because the products become a component part of the building upon 
installation and are not sold by the taxpayer as manufactured items, the use tax 
base is the cost of materials rather than the fair market value of the fabricated 
property.       

(e) Letter Ruling # 11-15.  The Department of Revenue determined that a 
taxpayer’s transfer of shop drawings is subject to sales and use tax if the shop 
drawings are transferred to the customer via tangible medium.  Notably, the 
ruling held that shop drawings transferred to the customer solely in electronic 
form are not subject to sales and use tax. 

(f) Letter Ruling # 11-22.  The Department of Revenue ruled that certain 
customer referral services, web hosting and maintenance services, and 
customer tracking services were not subject to sales tax because the services 
were not specifically enumerated as taxable services under Tennessee 
Retailers’ Sales Tax Act. 

(g) Letter Ruling # 11-28.  The Department of Revenue ruled  that the existence 
of a construction management contract, known as AIA B801CMa contract, 
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between a municipality and a construction manager does not cause purchases 
made by the municipality to become subject to sales and use tax. 

(h) Letter Ruling # 11-29.  The Department of Revenue ruled that software 
configuration services are not subject to sales and use tax where the services 
were not provided as part of the sale of a computer software product or 
license, did not involve the repair, maintenance or installation of the software 
and were limited to activating features already coded within the existing 
software and did not involve the modification or enhancement of software 
code.  

(i) Letter Ruling # 11-30.  This letter ruling addressed whether software and 
other various supplies and parts were exempt from sales and use tax as 
industrial machinery.  The ruling reasoned that the software did not qualify as 
industrial machinery because the software was primarily used for the design 
of the manufactured parts, which occurred before the start of the 
manufacturing process.  The ruling also addressed the various welding 
supplies and parts that qualified as industrial machinery.  

(j) Letter Ruling # 11-35.  The Department of Revenue ruled that a taxpayer 
offering an “EDGAR-only” service whereby the taxpayer electronically 
receives certain financial information, converts such information into an 
“HTML SEC compliant” electronic file, electronically transmits the converted 
file to its customer for approval and, after obtaining approval, electronically 
transmits the converted file to the SEC is subject to sales tax in Tennessee 
because it was providing a telecommunication service.  In addition, the ruling 
held that if the taxpayer’s service was performed out-of-state, the sale of the 
service is sourced out-of-state, even if the customer is located in Tennessee.     

(k) Letter Ruling # 11-36.  This letter ruling ruled that a taxpayer providing 
services involving the transportation and handling of tangible personal 
property (such as tables and chairs) owned by the taxpayer’s customers to and 
from an event in which the customer is participating was not subject to sales 
tax.  The ruling focused on whether the taxpayer was installing tangible 
personal property and determined that the set up and removal in the context of 
a single event did not constitute installing the property.  The ruling, however, 
held that if the taxpayer leased the customer the property and transported and 
handled the property, both the charges for the lease and the charges for the 
transporting and handling of the property would be subject to sales tax.  

(l) Other Letter Rulings: 

(i) Letter Ruling # 08-47.  Ruled that medical oxygen dispensed pursuant to a 
prescription for human use is exempt from sales tax. 
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(ii)  Letter Ruling # 11-18.  Addresses the application of the sales tax to sales 
of products using the “party plan” under which advisors hold a party at the 
home of an individual to sell consumer products.   

(iii)  Letter Ruling # 11-19.  Ruled that charges for certain sports and fitness 
center membership fees are exempt from sales tax. 

(iv) Letter Ruling # 11-24.  Ruled that charges for locker rentals and golf bag 
storage are subject to sales tax.  

(v) Letter Ruling # 11-27.  Ruled that dermal fillers dispensed pursuant to a 
prescription for human use are exempt from sales tax. 

(vi) Letter Ruling # 11-31.  Ruled that calibration services on fuel meters are 
subject to sales tax when performed on meters that are not affixed to 
realty.   

(vii)  Letter Ruling # 11-32.  Ruled that the sale of certain equipment used for 
physical therapy is exempt from sales tax as durable medical equipment, 
provided it is for home use and is sold pursuant to a prescription for 
human use. 

(viii)  Letter Ruling # 11-33.  Ruled that leasing of equipment as well as the 
assembly, cartage and disassembly services necessary to complete the 
rental are subject to sales tax whether separately stated or not. 

(ix) Letter Ruling # 11-34.  Ruled that a taxpayer’s sale and licensing of 
bundled software products is not subject to the single article cap, but if the 
taxpayer itemized the prices for the bundled products, each component of 
the sale would be considered a single article.  

(x) Letter Ruling # 11-37.  Ruled that sales of firewood, wood pellets and fire 
logs over-the-counter are not exempt from sales tax. 

(xi) Letter Ruling # 11-39.  Ruled that the sale of compressed air by a taxpayer 
to a customer engaged in the manufacturing business does not qualify as 
industrial machinery and, therefore, is subject to sales tax. 

2. Attorney General Opinion regarding Nexus Created as a Result of Activities 
of In-State Distribution Center.  The Tennessee Attorney General issued an 
opinion that an out-of-state dealer’s use of a separately owned in-state distribution 
center will support a finding of nexus if the in-state distribution center’s activities 
are significantly associated with the out-of-state dealer’s ability to establish and 
maintain a market in Tennessee for the out-of-state dealer’s sales.  The opinion 
stated, “The determinative issue is whether the in-state distribution center carries 
on substantial business activities in Tennessee on behalf of the out-of-state 
dealer.”  Tenn. Op. Att’y Gen. No. 11-52 (2011). 
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3. Attorney General Opinion confirming Nexus Created as a Result of Activities 
of In-State Distribution Center and addressing the State’s Ability to 
Contractually waive Taxpayer’s Obligation to Collect and Remit Sales Tax.  
The Tennessee Attorney General issued an opinion confirming that an out-of-state 
dealer’s use of an in-state distribution center directly owned by the out-of-state 
dealer will support a finding of nexus.  The opinion further confirmed that if the 
in-state distribution center was owned, instead, by an affiliate of the out-of-state 
dealer, the in-state distribution center’s activities would establish nexus only if the 
activities are significantly associated with the out-of-state dealer’s ability to 
establish and maintain a market in Tennessee for the out-of-state dealer’s sales.  
The opinion further held that where legislation unambiguously imposes state sales 
tax obligations relative to specific transactions, the State cannot contractually 
waive a taxpayer’s obligation to pay the tax.  The opinion, however, noted that the 
Commissioner of Revenue has broad discretion to administer tax laws especially 
in circumstances where the enforcement of the tax may be debatable.  Tenn. Op. 
Att’y Gen. No. 11-71 (2011).       

4. Attorney General’s Opinion regarding Nexus Created by In-State Resident 
Referrals to Out-of-State Vendors.  The Tennessee Attorney General issued an 
opinion that the activity described in proposed legislation, referred to as the 
“Amazon.com” bill, where an in-state resident by agreement for a commission or 
other consideration refers potential customers to an out-of state vendor, whether 
by a link on an internet website or otherwise, would create taxing nexus in 
Tennessee for the out-of-state vendor.  Following the analysis in the New York 
case of Amazon.com LLC v. New York State Dep’t of Taxation & Fin., 2009 N.Y. 
Misc. LEXIS 28 (N.Y. Sup. Ct. 2009) and United States Supreme Court precedent 
regarding the constitutional limits of taxing nexus, the Attorney General 
concluded that the physical presence of the in-state individuals soliciting business 
on behalf of the out-of-state vendors would establish taxing nexus within the 
state.  Tenn. Op. Att’y Gen. No. 09-101 (2009).   

The “Amazon.com” bill was not adopted by the Tennessee legislature during the 
2010 session, but is back before the legislature in 2011 (see Trends and Outlook 
for 2011, below). 

5. Notice 10-02 – Offset of State Tax Refund Claims.  The Tennessee Department 
of Revenue issued Notice 10-02 notifying taxpayers that a new “Report of Debts” 
form must be submitted with any claim for refund for $200 or more.  In addition, 
taxpayers that filed a claim for refund with the Department for $200 or more after 
July 1, 2009 must also complete and submit a Report of Debts if the refund has 
not yet been paid.  This notice was issued following the enactment of new 
statutory provisions, see the discussion above, directing the Department of 
Revenue to offset refunds by the amount of any debt owed by the taxpayer to a 
state agency, department, board, bureau, commission or authority. 
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D. TRENDS AND OUTLOOK FOR 2011 

1. “Amazon.com” Legislation 

(a) Nexus Through In-State Resident Referrals to Out-of-State Vendors.  As was 
the case in 2009 and 2010, a bill known as the “Out of State Sales Tax Act,” 
similar to the New York bill known as the Amazon.com bill, has been 
introduced again in Tennessee.  The bill proposes to establish a rebuttable 
presumption that out-of-state internet retailers are subject to Tennessee’s sales 
tax jurisdiction if the retailer receives potential customer referrals from 
Tennessee residents, whether by a link on an Internet website or otherwise, 
and the retailer’s cumulative gross receipts through such referrals are in 
excess of $4,800 for four consecution quarterly periods.  (SB1614/HB1914).       

As discussed above, the Tennessee Attorney General issued an opinion that 
such an agreement between an out-of-state vendor and an in-state resident as 
described in the bill would create taxing nexus in Tennessee.  Tenn. Att’y 
Gen. Op. No. 09-101.  A similar bill was introduced in 2009 and reconsidered 
in 2010 (SB1741/HB1947) but did not pass.   

2. Nexus Through In-State Distribution Centers.  Amazon and the State of 
Tennessee have been involved in negotiation regarding opening distribution 
centers in Tennessee.  Two attorney general’s opinions addressing the nexus 
implications of this activity have been issued.  In addition, on October 6, 2011, 
Governor Haslam announced an agreement pursuant to which Amazon will begin 
collecting sales tax from Tennessee customers beginning January 1, 2014 in 
exchange for the state’s support of Amazon’s expansion plans in Tennessee.   

Traditional brick and mortar retailers may push the general assembly to pass 
legislation requiring Amazon to begin collecting and remitting sales tax on sales 
to Tennessee consumers prior to the agreed January 1, 2014 date.  This will be an 
issue to watch in the 2012 legislative session.   

III.  PROPERTY TAXES 

A. LEGISLATIVE DEVELOPMENTS  

1. Property Tax Payments During Appeal.  2011 Tenn. Pub. Ch. 77 (SB638) 
amends Tenn. Code Ann. § 67-5-1512 to revise the provisions governing a 
taxpayer’s obligation to pay property taxes during an appeal of the taxpayer’s 
property tax assessment and the accrual of penalty and interest.   

2. Property Tax Relief Amendments.  2011 Tenn. Pub. Ch. 17 (SB462) amends 
Tenn. Code Ann. §  67-5-701(d)(2) and revises the deadlines for filing 
applications for property tax refunds or presentments of credit vouchers by 
taxpayers who qualify as elderly low-income homeowners, disabled homeowners 
and disabled veterans.  The Public Act also revises Tenn. Code Ann. §  67-5-



- 30 - 
 

© Oct. 2011. Joseph W. Gibbs/Patricia Head Moskal/Brett R. Carter/Brian S. Shelton  Bradley Arant Boult Cummings LLP.  All rights reserved. 
 

 

701(g)(2) to clarify that repayment of property tax relief payments made in error 
is not required if a governmental entity determined that a person was eligible for 
property tax relief, but later determined that the person was ineligible.  These 
amendments apply to pending claims for the 2011 tax year and thereafter. 

3. Personal Property Tax Amendments.  2011 Tenn. Pub. Ch. 93 (SB742/HB883) 
clarifies that the failure of an assessor to send a personal property schedule or the 
failure of a taxpayer to receive a personal property schedule shall not relieve the 
taxpayer from the requirement to file such schedule by March 1st of the tax year 
and such failure shall not prevent the assessor from issuing a forced assessment 
against the taxpayer.  In addition, the bill clarifies the acceptable reasons for 
amending a personal property schedule and clarifies that a taxpayer may not 
amend a personal property schedule to submit an original claim for nonstandard 
valuation for property that was not the subject of a properly documented claim of 
nonstandard valuation in a timely filed personal property schedule.    

4. Property Taxes – Processing Applications for Property Tax Relief.  2010 
Tenn. Pub. Ch. 932 (SB3361/HB2998) authorizes a municipality to contract with 
another official within the same county to process tax relief applications received 
from taxpayers who are low income taxpayers 65 years of age or older, totally and 
permanently disabled taxpayers, and disabled veterans and their spouses.  

5. Property Taxes – Limitation on Use of Greenbelt Appraisal Values.  2010 
Tenn. Pub. Ch. 928 (SB3191) clarifies that the appraised value of land classified 
as agricultural, forest, or open space under the greenbelt statute for property tax 
purposes, should not be deemed determinative of the fair market value of the 
property for any purpose other than property tax purpose (i.e., transfer tax 
purposes). 

6. Property Tax – Withholding Obligation of Secured Party on Sale of 
Collateral of Delinquent Taxpayer.  2010 Tenn. Pub. Ch. 1007 
(SB2809/HB3259) revises Tennessee personal property tax statutes to provide 
that a secured party is only obligated to withhold and pay delinquent personal 
property taxes (limited to 4 tax years) attributable to the collateral securing the 
taxpayer’s obligation to the secured party, and the secured party is not liable for 
the entire delinquent personal property tax obligations of the taxpayer.  This 
legislation was passed in response to a 2009 decision by the Tennessee Court of 
Appeals holding that a secured party’s purchase money security interest in a 
single item of personal property was subordinate to the local government’s tax 
lien for the entire unpaid personal property tax liability of the taxpayer and not 
just as to the property tax attributable to the secured party’s collateral.  State ex 
rel. Davis v. A&F Construction, 2009 WL 499421 (Tenn. Ct. App. Feb. 26, 
2009).    
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B. JUDICIAL DEVELOPMENTS  

1. Tax on Intangible Personal Property of Loan and Investment Companies 
Upheld.*  The Davidson County Chancery Court reversed an Assessment 
Appeals Commission decision affirming an Administrative Judge’s previous 
ruling allowing the imposition of property tax, pursuant to T.C.A. § 67-5-1101, et. 
seq., on the intangible value of loan companies organized as general partnerships.  
The statute at issue, on its face, subjects “stock of stockholders” of loan 
companies to property taxation on the value of the intangible ownership interests 
in the loan companies.  The loan companies in the present case were organized as 
partnerships and the ownership in the partnerships was not evidenced by stock.  
The Assessment Appeals Commission, however, held that even though the statute 
at issue imposes property tax on “stock of stockholders,” references in the statutes 
imposing tax on the intangible personal property of loan and investment 
companies (albeit not the same statute) to companies and associations are 
sufficiently broad to subject a loan company organized as a partnership to 
property tax.  The loan companies also asserted that, as Texas partnerships, they 
were not located in Tennessee.  The Assessment Appeals Commission found that 
the facts indicated that the loan companies were located in Tennessee and, 
therefore, the “stock” of the loan companies was subject to Tennessee property 
tax.  The loan companies filed a petition for judicial review and the Davidson 
County Chancery Court held that the loan companies were not subject to the 
shares tax because the tax did not apply to general partnerships.  In re: Signature 
Loans Company, EZ Finance Company, Exchange Finance Company, Nashville 
Finance Company, Assessment Appeals Commission, State Board of Equalization 
(Davidson County) (Jan. 5, 2010). 

* The authors represent the taxpayers in this appeal. 
 

2. Public Utility Taxation of Water Transportation Car riers.  The Tennessee 
Court of Appeals upheld a decision by the Assessment Appeals Commission of 
the State Board of Equalization, an administrative tribunal, that water 
transportation carriers operating tugboats and barges on waterways within 
Tennessee’s borders are subject to Tennessee personal property tax if they are (1) 
registered with the United States Army Corps of Engineers or any other federal or 
state agency, (2) domiciled in Tennessee, or (3) own or lease property located in 
Tennessee, or any combination of these three factors.  Initially, the Assessment 
Appeals Commission rejected the taxpayer’s constitutional challenges and also 
rejected a claim that back taxes were assessed in retaliation of the taxpayer’s 
exercise of its appeal rights.  The Tennessee Court of Appeals upheld the 
Assessment Appeals Commissions holding with respect to the constitutional 
challenges but overruled the Assessment Appeals Commissions holding that the 
retroactive back assessments for property tax in prior tax years was retaliatory.  
TECO Barge Line, Inc., n/k/a United Barge Line, LLC v. Wilson, 2010 WL 
2730591 (Tenn. Ct. App. July 9, 2010).  The taxpayer has filed a petition for 
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certiorari before the United States Supreme Court, Dkt. No. 10-1097 (U.S. March 
7, 2011). 

3. Greenhouses Held to be Fixtures and Classified as Real Property.  Pursuant to 
the common law of fixtures, greenhouses affixed to real property are deemed to 
be real property for purposes of property taxation.  Hermann Holtkamp 
Greenhouses, Inc. v. Metropolitan Nashville and Davidson County, 2010 WL 
366697 (Tenn. Ct. App. Feb. 2, 2010). 

4. Court Lacks Subject Matter Jurisdiction Where Taxpayer Failed to Exhaust 
Administrative Remedies.  A trial court lacks subject matter jurisdiction to hear 
a suit brought by a taxpayer to challenge a county assessor’s forced assessment of 
tangible personal property if the taxpayer fails to exhaust administrative remedies.  
In this case, the taxpayer challenged the valuation of the personal property.  The 
court determined that the taxpayer’s suit raised factual issues and, as a result, held 
that the chancery court lacked subject matter jurisdiction because the taxpayer did 
not first appeal the factual issues to the proper administrative board.  The 
Tennessee Supreme Court denied the taxpayer’s application for permission to 
appeal.  Schutte v. Johnson, 2010 WL 702292 (Tenn. Ct. App. March 2, 2010) 
perm. app. denied (Tenn. Sept. 23, 2010).    

C. ADMINISTRATIVE DEVELOPMENTS  

1. Nonprofit Property Tax Exemption for Charitable Med ical Clinic.*  The 
Assessment Appeals Commission held that a primary care medical clinic owned 
and operated by a nonprofit corporation was exempt from property taxation.  At 
issue was a rule issued by the State Board of Equalization requiring medical 
clinics owned by nonprofit corporations to satisfy certain criteria in order to 
qualify for exemption from property tax.  The administrative judge had found that 
the medical clinic satisfied the requirements of the State Board’s rule prior to its 
amendment in 2008 and qualified for the exemption from property tax; but that 
the same medical clinic failed to satisfy all of the requirements of the State 
Board’s rule following its amendment in 2008 and was not qualified for the 
exemption after the effective date of the amendment.  The 2008 amendment 
required that medical clinics be “located in a medically underserved area or 
[serve] a medically underserved population as designated by the U.S. Department 
of Health and Human Services or the State of Tennessee.”  The Assessment 
Appeals Commission reasoned that although the medical clinic was not physically 
located in a zip code designated by the federal or state governments as a 
“medically underserved area,” the medical clinic served a substantial number of 
patients who lived in areas designated as “medically underserved.”  In re: Saint 
Thomas Health Services, Assessment Appeals Commission, State Board of 
Equalization (Davidson County) (Jan. 5, 2010). 

* The authors represent the taxpayer in this appeal. 
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IV.  OTHER DEVELOPMENTS 

A. LEGISLATIVE DEVELOPMENTS  

1. Procedural Changes. 

(a) Refund periods may be extended by agreement. Under prior law, Tennessee’s 
taxpayer’s refund statutes provided that a suit challenging the denial or 
deemed denial of a claim for refund must be filed within one year from the 
date the claim for refund was filed with the Commissioner of Revenue.  Public 
Chapter 343 amended this provision and authorizes the Commissioner and the 
taxpayer to extend the one year period by agreement.  See Tenn. Code Ann. § 
67-1-1802(c), as amended by Public Chapter 343. 

(b) Expedited Letter Rulings.  Public Chapter 449 amended the letter ruling 
process to allow taxpayers the option of requesting expedited letter rulings 
from the Commissioner of Revenue.  The fee for expedited rulings shall not 
exceed $10,000, and upon request, the Commissioner shall either issue the 
ruling within sixty (60) days from the date of the request or deny the 
expedited request and return the fee within seven (7) days on which the 
request was submitted.  The fee for all other letter ruling requests was 
increased from $200 to $500.  See Tenn. Code Ann. §§ 67-1-102(b)(9); 67-1-
102(d)-(f), as amended by Public Chapter 449. 

2. Gain on the Sale of Goodwill.  Public Chapter 467 amended Tenn. Code Ann. §§ 
67-4-2012 and 2111 to exclude from the numerator and denominator of the 
receipts factor of the apportionment formula gain on the sale of goodwill that is a 
Class VII asset as defined in the regulations promulgated under I.R.C. § 338.  The 
effect of the amendment is to exclude gain allocable to a sale of goodwill from the 
apportionment formula.  Before the change, out-of-state companies could have 
included these gains in the denominator but excluded these gains from the 
numerator under the cost of performance analysis.  Tenn. Code Ann. §§ 67-4-
2012; 67-4-2111, as amended by Public Chapter 467. 

3. “Shares Tax” Repealed.  Effective January 1, 2011, Public Chapter 438 repealed 
Tenn. Code Ann. § 67-5-1101 et seq., known as the “shares tax,” which imposed 
a property tax on the intangible value of loan companies, investment companies, 
and cemeteries.  The tax had been on the books since 1907 but, after the tax was 
repealed as to banks in the 1970s, was not enforced uniformly, if at all.  
Beginning in 2008, certain counties began to assess the tax.  Public Chapter 438 
repeals the shares tax in its entirety.  It also amends the excise tax statutes to 
provide that a portion of the excise tax paid by financial institutions, including 
loan or trust companies and a portion of the excise tax paid by regulated 
investment companies, is to be paid to the local governments in lieu of the “shares 
tax.”  See former Tenn. Code Ann. § 67-5-1101, et seq., as repealed by Public 
Chapter 438. 
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4. Business Tax – Administration by Commissioner of Revenue.  The Technical 
Corrections Bill enacted by the Tennessee legislature on June 30, 2010 (the “2010 
Act”) makes minor revisions to the business tax provisions in furtherance of the 
shift of responsibility for administering the business tax from county clerks to the 
commissioner of revenue that occurred in 2009.   

5. Beer and Ale Taxes – Flood Relief.  The 2010 Act prohibits the collection of tax 
for any beer or ale rendered unsalable and subsequently destroyed as a result of 
flooding from May 1 through May 8, 2010, provided that a minimum of 50 
barrels or liquid volume equivalent was destroyed by the flooding.  Tax 
previously paid by the wholesaler on any affected beer or ale is allowed as a 
credit against the tax levied on the subsequent purchase of beer or ale by such 
wholesaler.  

6. Drug Tax.   

(a) 2011 Tenn. Pub. Acts 103 (HB302/SB539) amended the statue imposing tax 
on unauthorized substances to clarify that the term “merchant” includes any 
person engaged in selling any quantity of unauthorized substances, regardless 
of the quantity involved.  The definition of “merchant” continues to include a 
rebuttable presumption that a person possessing a quantity sufficient to create 
a principal tax liability of $10,000 is presumed to be a merchant.   

(b) 2010 Tenn. Pub. Acts 962 (HB3164) rewrites the statute imposing tax on 
unauthorized substances, colloquially known as the “Drug Tax,” in response 
to the Tennessee Supreme Court decision holding the prior version of the 
Drug Tax act unconstitutional.  Waters v. Farr, 291 S.W.3d 873 (Tenn. 2009).  
The prior statute was struck down because the drug tax could not be classified 
under the Tennessee Constitution as either a tax on merchants, a tax on 
peddlers, or a tax on privileges and, therefore, was beyond the state’s power to 
tax. 

B. JUDICIAL DEVELOPMENTS  

1. Court of Appeals Rules TNInvestco Documents Are Protected “Tax 
Information” and “Tax Administration Information” N ot Subject to the 
Public Records Act.  In 2009, Tennessee enacted the Tennessee Small Business 
Investment Company Credit Act, referred to as the TNInvestco Act.   This Act is 
designed as an economic incentive and job creation program, where the state 
allocated up to $120 million in tax credits to qualified TNInvestco companies.  In 
turn, the selected TNInvestco companies sell the tax credits to participating 
insurance companies that are Tennessee taxpayers to offset their Tennessee tax 
liability, which generates capital for the TNInvestco companies for investment 
purposes.  The Commissioner of Economic and Community Development and the 
Commissioner of Revenue were authorized, within their sole discretion, to select 
six qualified TNInvestco companies.   
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Twenty-five entities applied to qualify as TNInvestco companies, including the 
plaintiff who was among those not selected.  Plaintiff made several public records 
requests under the Tennessee Public Records Act  seeking information about the 
selection process used by the Commissioners.  The Commissioners denied the 
requests on three grounds, asserting: (1) that the information was confidential “tax 
information” or “tax administration information” pursuant to Tenn. Code Ann. § 
67-1-1702; (2) that the information was confidential pursuant to Tenn. Code Ann. 
§ 4-3-730(c), having been designated as records the disclosure of which would be 
harmful to the state’s ability to compete for economic and community 
development contracts; and (3) the evaluation information was protected by the 
“Deliberative Process Privilege.”  

The plaintiff filed a lawsuit in Coleman v. Kisber to challenge the 
Commissioners’ refusal to make the information public.  The trial court held that 
the documents were within the protection of Tenn. Code Ann. § 4-3-730, as 
sensitive economic development information and rejected the other grounds 
asserted by the Commissioners.  The Court of Appeals reached the same result but 
on different grounds.  The Court of Appeals held that the statutory protection 
afforded to “tax information” and “tax administration information” applied and 
the information was therefore protected from disclosure on that basis.  Coleman v. 
Kisber, 2010 WL 3893768 (Tenn. Ct. App. October 4, 2010) perm. app. denied 
(Tenn. April 14, 2011).   

C. ADMINISTRATIVE DEVELOPMENTS  

1. Business Tax Letter Rulings.  Following the appointment of Commissioner 
Richard Roberts as the Commissioner of Revenue, the Department of Revenue 
released four letter rulings that have been issued by the department since June of 
2008.  The highlights of the letter rulings are as follows: 

(a) Letter Ruling # 08-33.  Ruled that a charitable organization exempt from 
Federal income tax under I.R.C. § 501(c)(3) is not subject to business tax with 
respect to the sale of its services. 

(b) Letter Ruling # 09-42.  Ruled that commissions and fees derived from the sale 
of mortgage brokerage services are exempt from business tax. 

(c) Letter Ruling # 10-28.  Ruled that a taxpayer primarily selling testing services 
to clients who then resell the services to consumers is properly classified as a 
wholesaler for business tax purposes.   

(d) Letter Ruling # 11-40.  Ruled that a taxpayer must obtain a business license 
and remit business tax for each location in which the taxpayer conducts 
business.  The ruling concluded that the rental of lobby space to sell vacation 
packages was sufficient to constitute the establishment of a place of business 
for purposes of the business tax. 
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2. Tobacco Tax – Notice 10-03.  The Tennessee Department of Revenue issued 
Notice 10-03 to replace a tobacco tax notice issued in 1998, providing updated 
information concerning retailers of tobacco products other than cigarettes.  

3. Tobacco Tax – Notice 11-03.  The Tennessee Department of Revenue issued 
Notice 11-03 to provide a summary of the statutory reporting requirements of 
licensed tobacco wholesalers. 

4. IRS Issues Memorandum Allowing Department of Revenue to Use Data for 
Comparing Data for Purposes of Administering Business Tax.  The Office of 
the Chief Counsel of the Internal Revenue Service issued memorandum number 
132326-10 concluding that I.R.C. § 6103(d)(1) allows disclosure by the IRS of 
returns and return information to the Tennessee Department of Revenue for the 
purpose of comparing the number of businesses that have a filing record with the 
IRS with the number of business tax filers in the state for use in administering its 
business tax. 

V. OTHER NOTES OF INTEREST 

A. New Commissioner of Revenue Appointed.  Tennessee’s new Governor Bill 
Haslam has announced the appointment of Richard H. Roberts as the new 
Commissioner of Revenue for the State of Tennessee.  Commissioner Roberts is an 
attorney and business executive from East Tennessee.  Most recently, he served as a 
director of Miller Industries, Inc., a towing and recovery equipment manufacturer.  
Previously, Roberts served as general counsel and senior vice president with Forward 
Air Corporation and, prior to that, Landair Corporation.  Commissioner Roberts 
began his legal career as a corporate securities attorney with the law firm of Baker, 
Worthington, Crossley & Stansberry after earning his bachelor’s degree and a joint 
J.D./M.B.A. degree from the University of Tennessee at Knoxville.  Commissioner 
Roberts replaced Charles A. Trost, who was appointed by former Governor Phil 
Bredesen following the resignation of Reagan Farr on September 1, 2010. 
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