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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.



Agenda

• Sourcing of Receipts from Services and Intangibles –
Julia M. Bennetsen

• Alternative Apportionment – Duane Dobson
• Throwback/Throwout – Joseph R. Feehan
• Joyce/Finnigan Issues – Duane Dobson
• Pass-through Entity Issues – Julia M. Bennetsen
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Sourcing of Sales from Services and 
Intangibles

Julia M. Bennetsen – Eisner Advisory Group
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Sourcing of Services

• States use one of three methods to source service 
receipts:

– Cost of Performance Method: Generally sources revenue from 
services to the state based upon the costs incurred in that state in 
providing the service.

– Revenue Earned in the State Method: Source revenue to state(s) 
where the service is performed.  Similar to COP.    

– Market Sourcing Method: Source revenue from services to the 
state(s) where the customer receives the benefit of the service.  In 
many cases, the benefit state(s) is not known or obvious.
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History of Market Sourcing

— Market-based sourcing
— Shift to market-based sourcing

— Multistate Tax Compact Article IV, section 9, recommends that 
states adopt a double weighted sales apportionment formula

— MTC Regulation IV.17.(a) adopts a destination based market 
sourcing approach.   and “recommending” that states use a 
double weighted sales factor.

— Only 16 states continue to use a three factor
apportionment formula and 33 use a sales only formula

— Currently 11 states source services based on a COP 
analysis, while 38 use the market approach

— Rationale for the shift
— The complexity of sourcing receipts from non-tangible property
— Administrative burden on all parties to determine cost of 

performance components
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Sourcing of Receipts from the Sale of 
Non-Tangible Property (Cont.) 

• Recent Developments
– Idaho adopts market based sourcing for tax years beginning in 2022 

and thereafter
– Alabama adopts single sales factor for tax years beginning in 2021 and 

thereafter
• AL had adopted market based sourcing and double weighted sales 

factor beginning in 2011
– New Hampshire adopts single sales factor for tax years ending on and 

after 12/31/2022 only for purposes of the Business Profits Tax 
– West Virginia adopts market based sourcing and single sales factor as 

of 2022
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Market Sourcing
Hierarchy of Sourcing Receipts for Services

– Generally, state sourcing hierarchy must be applied in 
order.

– Only move to next method in hierarchy if information 
for earlier method is not available

– Inquiry to client may be required to determine where 
benefit received

– Most market sourcing guidance in state regulations is 
via examples with simplistic fact patterns.  
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Market Sourcing
Examples of Hierarchy of Sourcing

• California and Connecticut follow the hierarchy below:
– Contract or Books and Records
– Reasonable Approximation 
– Where the Order is Placed
– Billing Address

• Massachusetts follows the hierarchy below:
– Reasonable Approximation
– Contract or Books and Records
– Where Order is Placed
– Billing Address
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• Reasonable Approximation:
– Permits taxpayers to approximate the location(s) of the 

benefit of service.  

– Most market sourcing states set guidelines on the types 
of service revenue that can reasonably approximated  

– Also, the MS states usually provide general guidelines on 
what might be reasonable.  Most guidance is in the form 
of examples in state regs.     

Market Sourcing
Reasonable Approximation 
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• Several states initially provided COVID exceptions 
– Be mindful of expiration dates – 2021 may be a Transition Year 
– May flip from Market to COP approach in neighboring states

• What is the impact of remote workers on states that use the cost of 
performance method for sourcing receipts from services?
– It is possible that you don’t have nexus in a state where the majority of our costs 

are incurred.  

• How does this impact market sourcing? Has the market changed?  
– If you previously sold software that was only used at 1 or 2 customer locations, but 

now is used by all employees working remotely across the country, is there a 
position that your market has expanded?  

– Does this create economic nexus issues in states? This may also impact sales taxes.

Other Apportionment Considerations
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• States issued COVID guidance - How binding will it be?
• Impact on 2021 Tax Returns
• Examples:

• Pennsylvania (expired 6/2021)
• If the employee is working from home temporarily due to the COVID-19 

pandemic, the department would not consider that as a change to the sourcing 
of the employee’s compensation. It would remain PA source income for all tax 
purposes, including PA-40 reporting, employer withholding and three-factor 
business income apportionment purposes for S Corporations, partnerships and 
individuals.

• New Jersey (expired 10/2021)
• Sourcing rules dictate that income is sourced based on where the service or 

employment is performed based on a day’s method of allocation. However, 
during the temporary period of the COVID-19 pandemic, wage income will 
continue to be sourced as determined by the employer in accordance with the 
employer’s jurisdiction.

Other Sourcing Considerations
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ALTERNATIVE 
APPORTIONMENT

Duane Dobson, Ryan



History

— Due Process

— States may only tax the income earned within their borders

— The tax must be fairly related to the services derived from 
the state

— Historically, states used separate accounting to determine in-
state income

— Apportionment was adopted as separate accounting was time-
consuming and unreliable

— Initial formulas were for property tax purposes and relied 
solely on a property factor
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Purpose of Apportionment

— Fictional approximation of income earned in a taxable 
jurisdiction 

— Traditionally, the factors were

— Property

— Payroll

— Sales

— Tax planner’s role is to determine if the approximation is 
appropriate
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Alternative Apportionment
— The standard Alternative Apportionment provision is found in 

UDITPA § 18
— If the allocation and apportionment provisions of this Act do 

not fairly represent the extent of the taxpayer’s business 
activity in this state, the taxpayer may petition or the [tax 
administrator] may require alternative apportionment

— Burden of Proof varies based on state specific law.  
— States responding to BNA 2017 survey:

— 25 states place the burden of proof on the party seeking 
alternative apportionment

— 13 states place the burden of proof on the taxpayer
— In practice, the burden is often on the taxpayer to 

demonstrate that its preferred method of apportionment 
(statutory or otherwise) should be applied (see, e.g. Staples 
Inc. v. Comptroller of Maryland)
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Alternative Methodologies

What is the alternative?

— Separate accounting

— The exclusion of any one or more of the factors

— The inclusion of one or more additional factors

— The computation of a particular factor

— The employment of any other reasonable method

— Unitary filing permitted

— Media General Communications, Inc. v. South Carolina, 
(South Carolina Supreme Court, 2010)
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Statutory Alternative Apportionment

— Industry Specific – often used only for that industry

— Transportation (rail miles)

— Financial Services 

— Insurance

— Media (in-state audience v. everywhere audience)
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Invoking Alternative  Apportionment

— Burden of Proof

— What standard of proof must be met for a taxpayer or state to prove distortion?

— Clear and Convincing Evidence.  Somewhere between preponderance of evidence and 
beyond a reasonable doubt

— Example: California – Microsoft v. Franchise Tax Board, 139 P.3d 1169 (Cal. 2006)

— Clear and Cogent Evidence

— Example: New York - Must demonstrate by clear and cogent evidence that the 
standard apportionment formula does not properly reflect a taxpayer’s presence. 
British Land (Maryland) Inc. v. N.Y. Tax App. Trib., 85 N.Y.2d 139, 147-48 (N.Y. Ct. 
App. 1995)

— Prima facie evidence

Result must address the distortion
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Distortion

— What level of distortion must be shown in order for a taxpayer or state to 
be entitled to alternative apportionment?

— Constitutional “Gross Distortion”
— Twentieth Century-Fox Films v. Dep’t of Revenue, 700 P.2d 1035 (Ore. 1985)

— Oregon Supreme Court reviewed whether the Department proved that the statutory 
three-factor apportionment formula did not fairly represent the extent of taxpayer’s 
business activity in this state, thus permitting the department to employ a different 
method

— Court held that alternative apportionment is only applicable to remedy unconstitutional 
situations or where the UDITPA formula does not fairly represent the business activity of 
the taxpayer

— Florida and Illinois – Regulations provide if the statutory formula will lead to “grossly 
distorted” results in a particular case, a fair and accurate alternative method is appropriate. 
Fla. Admin. Code Ann. §12C-1.0152; 86 Ill. Admin. Code § 100.3390(c)
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— Most states have found that the constitutional “gross” requirement is not 
necessary to justify alternative apportionment – some lesser standard usually 
applies

— Consistent with Section 18, many states require only a showing that the statutory 
formula does not fairly reflect the extent of the taxpayer’s activities in the state

— But how do we define the taxpayer’s in-state “activities?”

— Many states have acceptable alternative apportionment methodologies by statute 
or regulation and procedures for taxpayers to avail themselves of an alternative 
methodology, including “the use of any other method to effectuate an equitable 
allocation and apportionment of the taxpayer’s tax base.” (Michigan CIT).

Distortion 
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Indications of Unfair Apportionment

— Use of separate accounting

— Hans Rees’ Sons

— Moorman Mfg. Co.

— Rejected in Exxon and Mobil

— Separate accounting alone will not support alternative apportionment, as this was 
the method withdrawn in favor of formulary apportionment

— In re: Appeal of Crista Corp. (California State Board of Equalization, No. 2002-SBE-
004, June 20, 2002)

— Nor will an international treaty

— Matter of Infosys Technologies Limited (NY Div. of Tax App., DTA No. 820669, Feb. 
21, 2008)
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— Factor does not represent income earned in the state

— MA: by statute, exclude factor if denominator is less than 10% of 1/3 of 
taxable net income or otherwise insignificant

— Real Estate/interest income

— Stonebridge Life Insurance v. Dept. Of Revenue (Oregon 2006)

— Missing factor

— Inventory

— Georgia v. Coca-Cola Bottling Co. (GA Supreme Court, 1956)

— Intangibles

— Microsoft v. FTB, (California Court of Appeals, 2012)

— Futures contracts

— General Mills v. FTB, (California Court of Appeals, 2012)

— Dividends from affiliates

— Tambrands v. State Tax Assessor (Maine, 1991)

Indications of Unfair Apportionment
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Recent Alternative Apportionment Cases
— Vodafone Americas Holdings, Inc. v. Roberts

— June 23, 2014, the Tennessee Court of Appeals upheld a lower court’s 
and revenue agency’s decision to require Vodafone to use an 
alternative method of apportionment.  

— Vodafone had sourced revenue for the sale of cell phone services to 
Tennessee based on the statutory cost of performance rule, where 
services are sourced to a single state in which the bulk of the 
taxpayer’s cost of performing the service is incurred.

— The Court upheld the Commissioner of Revenue’s decision to use a 
market-based sourcing rule to report Tennessee receipts.

— The Court found that the Commissioner had shown by clear and cogent 
evidence that unusual circumstances existed to warrant a deviation from 
the statutory formula.
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Recent Alternative Apportionment Cases

— Associated Bank, N.A. and Affiliates v. Minn. Commissioner of Revenue, No. 
A17-0923 (Minn. S. Ct. July 5, 2018).

— Bank was a member of 2 LLCs.  LLCs used statutory apportionment formula 
for its income (resulting in zero apportionment) and bank used formula for 
financial institutions.  Bank’s sales factor thus excluded LLCs’ loan interest 
income and intangible income.

— Commissioner determined that apportionment formula resulted in distortion 
and thus used discretion to treat LLCs as financial institutions.

— Tax Court agreed with bank, holding that the Commissioner did not show that 
the statutory formula was not a fair apportionment of the bank’s income, 
relying on the Minn. Supreme Court’s decision in HMN Financial

— The Minn. Supreme Court reversed, finding that Commissioner met her burden 
of substantial evidence to show that the statutory apportionment method did 
not fairly reflect the bank’s Minnesota business activities but the alternative 
method did, particularly since the LLCs held loans secured by Minn. real 
property and the bank remained the mortgagee of record
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Recent Alternative Apportionment Cases

— Corporate Executive Board v. VA Dept. of Taxation, No. 171627 (Supreme Court of 
VA)

— Arlington, VA –based taxpayer sold subscriptions to its executive training and best 
practices data

— CEB used statutory cost of performance methodology on its return but filed 
amended returns with single factor destination sourcing to claim significant refund

— CEB could not meet its burden to prove by clear and cogent evidence that statutory 
method was “out of all appropriate proportion” to CEB’s business activity in VA (i.e.
inequitable) or that the statutory method led to a grossly distorted result (i.e.
unconstitutional)

— VA Supreme Court concluded that statutory method was constitutional and did not 
violate the dormant Commerce Clause, as CEB argued

— VA Supreme Court agreed that statutory method produced significant double 
taxation but concluded that this was not a result of VA’s apportionment 
methodology as it had used cost of performance for decades
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Recent Alternative Apportionment Cases

— Discover Bank v. New Mexico Taxation and Revenue Department, D&O No. 18-44 
(Dec. 21, 2018)

— Taxpayer relied on the statutory 3-factor formula for financial institutions

— NM Tax Department wanted to throw out the payroll factor because 
taxpayer’s total payroll denominator was 1.69% of its apportionable income 
and therefore didn’t significantly contribute to the generation of income

— Department had to show that statutory formula did not fairly reflect in-state 
activity and that its proposed alternative was reasonable

— Taxpayer successfully showed that its employees were critical to the 
generation of income, using witness testimony and analysis

— Appeals officer agreed with the taxpayer, finding that “de minimis does not 
necessarily mean distortive”
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Recent Alternative Apportionment Legislation

— New market-based sourcing states generally enact new alternative apportionment 
rules with sourcing legislation

— Colorado

— New legislation allows for industry-wide or activity-wide alternative 
apportionment rules

— Burden of proof is with party seeking to use alternative methodology

— Kentucky

— Party seeking alternative apportionment must show clear and convincing 
evidence that the statutory method does not fairly represent taxpayer’s 
in-state activities and that the chosen alternative is reasonable

— No penalties if the Department imposes an alternative methodology

— The Department cannot revoke permission for a taxpayer to use an 
alternative methodology unless there is a material change in 
circumstances or it was based on misrepresentation of facts.
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JOYCE / FINNIGAN POSITIONS
Duane Dobson, Ryan
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Joyce vs. Finnigan
• Sales of tangible personal property are in this state if:

― (b) The property is shipped from an office, store, warehouse, factory, or 
other place of storage in this state and ... the taxpayer is not taxable in 
the state of the purchaser.

― Joyce: “Taxpayer” means particular entity making the sale.

― Finnigan: “Taxpayer” means the combined group.

• Joyce example: Texas receipts include “the gross receipts of each taxable 
entity that is a member of the combined group and that has a nexus with 
this state for the purpose of taxation.”(TX Tax Code Sect. 171.103)

• Finnigan example: In Wisconsin, “a taxpayer is considered to be within the 
jurisdiction for income or franchise tax purposes of any state in which any 
member of its combined group is within the jurisdiction for income or 
franchise tax purposes.” (Wis. Statute Sect. 71.255(5)(a)(8))

• How you apply PL 86-272?
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Joyce vs. Finnigan
● Application of Joyce/Finnigan rules in the context of throwback / throwout

● Recall, in the “inbound” context:
● Sales by a combined group member into a Joyce state, when the member 

does not have nexus or is P.L. 86-272-protected in that state, are excluded
from the combined group’s sales factor in the state, or thrown-out

● Sales by a combined group member into a Finnigan state, when the 
member does not have nexus or is P.L. 86-272-protected in that state, are 
included in the combined group’s sales factor in the state.

● But, in the “outbound” context, when the origination state has a throwback / 
throw-out rule:
● Sales by a combined group member from a Joyce state destined for a 

state in which the member does not have nexus or is P.L. 86-272-protected 
are thrown-back and are included in the combined group’s sales factor in 
the state, or throw-out.

● Sales by a combined group member from a Finnigan state destined for a 
state in which the member does not have nexus or is P.L.-86-272 protected 
are not thrown back or thrown out, and are excluded from the combined 
group’s sales factor numerator in the Finnigan state.
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Joyce vs. Finnigan
● Application of Joyce/Finnigan rules in the context of throwback / 

throw-out
● May cause perceived under-inclusion or over-inclusion of sales

● Sales of TPP made by a combined group member from a 
Joyce state that has a throwback  or throwout rule into a 
Finnigan state in which another group member is taxable will 
be included in the combined group’s sales factor numerator 
in both states.
● Potentially beneficial to create a taxable presence in the 

Finnigan state by the entity in the Joyce state, which 
would cause the throwback rule to not apply

● Sales of TPP made by a combined group member from a 
Finnigan state that has a throwback or throw out rule into a 
Joyce state in which another group member is taxable will 
be excluded from the combined group’s sales factor 
numerator in both states.
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Major Joyce And Finnigan States
Joyce Finnigan

Colorado*

Illinois (throwout) California

Montana Indiana**

Nebraska Kansas

New Hampshire Maine

North Dakota Massachusetts (throwout)

Oregon (throwout) Michigan

Texas New York

West Virginia Wisconsin

• - Colorado had a throwback, double throwback and throwout for 2018 and prior; starting 2019, throwout for other than TPP
** - Indiana follows Finnigan for Combined reports, and Joyce for Consolidated
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Joyce / Finnigan Nexus Controversies
• Texas receipts include “the gross receipts of each taxable entity that is a 

member of the combined group and that has a nexus with this state for the 
purpose of taxation.” (TX Tax Code Sect. 171.103)

• What nexus standard applies?

― Physical presence (Quill v. N. Dakota)

― P.L. 86-272 (in-state solicitation protected)

― Economic presence?

― Factor presence?
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EMERGING ISSUES – GILTI & 
FDII

55



Emerging Issues – TCJA / Foreign 
Income

• There are numerous issues that arise as a result of the TCJA regarding foreign 
income.  The initial question is whether or not a particular state will include 
such income in its apportionable base, and if so, are the underlying factors 
included in the apportionment of such income?  Also, is such income subject to 
a DRD?  States have taken varying approaches to such income.
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Emerging Issues – TCJA / Foreign 
Income - NJ

• New Jersey is unique in its treatment of GILTI and FDII under the TCJA, which 
is outlined in NJ Technical Bulletin 85(R) issued 12/24/2018.  Specifically, the 
net amount of GILTI and FDII that is reported for federal purposes is deducted 
from the otherwise apportioned tax base and subject to a special 
apportionment formula based on GDP.  This GDP formula is the ratio of NJ’s 
GDP over the total GDP of every state (including DC) in which the taxpayer has 
economic nexus.  Unfortunately, this may result in GILTI and FDII being 
apportioned to NJ at a higher percentage than regular income.  

• Many commentators believe that this Bulletin is of questionable validity for 
various reasons including:

― It possibly exceeds the Director’s authority as it is not rooted in 
statute.

― It does not include the underlying foreign apportionment factors.

― It may give rise to very skewed / inequitable results.
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Other PTE Apportionment Issues

Julia M. Bennetsen, Eisner Advisory Group
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Other PTE Apportionment Issues

• For Illinois purposes, transactions between PTE and its 
owner are eliminated
– IL DOR Ruling IT 08-0001-PLR (05/19/2008)

• California provides for eliminations
– CA Reg. Sec. 25137-1(f)

• Pennsylvania also eliminates intercompany transactions
– PA Reg. Sec. 153.29

• Oregon provides for elimination between a corporate 
member and LLCs
– OR Reg. Sec. 150-314-0385(9)
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Specific State Considerations

• California –
• Market Sourcing - Single Sales Factor

- “where the benefit is received”
- CA revenue from non-marketing services is 
sourced to where customer would have 
performed the service if they didn’t engage law 
firm to do it.  
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Specific State Considerations

New Jersey
• Sourcing of Services depends on type of entity

– S Corporation – Follows C Corporation Rules - Use Form 
Schedule J – Single Sales Factor and Market Sourcing

– Partnership - Form NJ-NR-A Three factor formula and 
Revenue sourced to where the service is performed  

• NOTE: NJ Partnerships Use Form Schedule J – Single Sales 
Factor and Market Sourcing for partner withholding
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Specific State Considerations

New York
• Sourcing of Services – Source revenue to where the 

service is performed-very similar to Cost of 
Performance
– Does not have a “greater than” test.
– Looks at actual costs.

• Apportionment-evenly weighted 3 factor formula 
(property, payroll and sales)

• S Corporation – vs Partnership
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Specific State Considerations

• Pennsylvania
• Evenly weighted 3 factor formula (PA Schedule H)
• Sourcing of sales - A sale of services is in Pennsylvania if

the seller performs a greater portion of the services in 
Pennsylvania than outside Pennsylvania, based on costs 
of performance.

– This is an all or nothing scenario. If the greater 
portion is performed outside Pennsylvania, then 
none of the sale is apportioned to the 
Commonwealth.
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