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We do know, however, that for taxpayers above the limitation phase-in range ($207,500 for single filers, $415,000 for joint filers), 
income from specified service trades or businesses (SSTBs) is not eligible for the section 199A deduction. Specified services 
include health, law, accounting, actuarial science, performing arts, consulting, athletics, financial services, brokerage services, 
investing and investment management, trading and dealing. Further, specified service income includes fees, compensation or other 
income received by an individual for endorsing products or services, licensing fees for the use of their name, image, voice, personal 
trademarks, etc., or appearance fees (in person, on TV or in any other another media format).

Qualifying income must come from U.S. sources and excludes various investment-related items such as capital gains and losses, 
section 1231 gains, dividends and nonbusiness interest income. Reasonable compensation paid to the taxpayer, as well as 
guaranteed payments for services rendered to a partnership, also are excluded from QBI (in other words, taxpayers do not get the 
section 199A deduction against their own compensation).

Each relevant pass-through entity will report the taxpayer's allocable share of income or loss; the taxpayer will then calculate the 
deduction separately for each trade or business. The regulations allow taxpayers to aggregate trades or businesses if certain 
requirements are met. If the taxpayer’s overall QBI is less than zero, the loss is carried to the next taxable year. If a taxpayer with 
multiple qualifying trades or businesses has positive overall QBI, but losses from one or more businesses, the losses offset the positive 
QBI from the other businesses pro rata.

The section 199A deduction comes from taxable income and does not reduce adjusted gross income (AGI). Therefore, it does not 
affect limitations based on AGI. Further, the deduction does not reduce net investment income or self-employment income; however, 
it is allowed for alternative minimum tax (AMT). Finally, the deduction can be taken regardless of whether a taxpayer itemizes his or 
her deductions.

Increasing your section 199A deduction

You may be able to increase your section 199A deduction a number of ways. The following examples are conceptual and must be 
examined in light of your specific facts and circumstances.

Manage taxable income to stay under the threshold. For taxpayers with taxable income at or below the threshold amount — the 
2018 thresholds are $157,500 for single filers, $315,000 for joint filers — the W-2 wage limitation, wage/basis limitation and SSTB 
limitation do not apply. For these taxpayers, the QBI component of the section 199A deduction is simply 20 percent of their QBI. If 
your projected taxable income is above the threshold and you are in a position to defer income, accelerate deductions and/or make 
additional retirement plan contributions, you may be able to claim the full 20 percent deduction and spare yourself the complexity of 
the limitation calculations.

Aggregate trades or businesses. The aggregation rules are one of the best features of the new section 199A regulations. These 
rules allow taxpayers to combine their trades or businesses, if they meet certain requirements, and treat them as a single trade 
or business for purposes of the section 199A calculation. This can result in a larger deduction than if the calculations were done 
separately for each business. Aggregation can help taxpayers overcome the wage limitations that are part of the computations.

For example, assume Taxpayer T has taxable income above the limitation phase-in range and is the sole owner of two 
qualified trades or businesses. Business A generates $1 million QBI and pays $600,000 of W-2 wages. Business B 
generates $1 million QBI but pays no wages. Since the taxpayer is above the limitation phase-in range, T’s deduction is 20 
percent of QBI, or 50 percent of W-2 wages, whichever is less. On a standalone basis, A’s QBI deduction is $200,000 (the 
lesser of [20% x $1,000,000] or [50% x $600,000]). B’s QBI deduction is $0 (the lesser of [20% x $1,000,000] or [50% x $0]). 
But if the taxpayer aggregates A and B, and treats them as a single trade or business for purposes of the calculation, the 
section 199A deduction will increase to $300,000 (i.e., the lesser of [20% x $2,000,000] or [50% x $600,000]). In this simple 
scenario, a portion of the wages paid by Business A is applied against the income earned by Business B, resulting in a 
larger deduction.
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Adjust owner wages. Reasonable compensation paid to S corporation employee/owners is not QBI and is not eligible for the section 
199A deduction. (However, this compensation is included in the wage limitation computation.) The key phrase here is “reasonable 
compensation,” but this is another one of those critical terms that is not defined. If owners that receive high wages can support 
reducing wages (perhaps with a compensation study), thus moving income to the QBI bucket, they may be able to get a larger  
section 199A deduction.

Make a priority allocation of income versus a guaranteed payment. Guaranteed payments to 
partners are not QBI and are not eligible for the section 199A deduction, nor are they factored 
into the wage limitation computation. However, there is no requirement that partnerships make 
guaranteed payments. In the right fact pattern, reducing guaranteed payments and shifting 
partner income to QBI in the form of a priority allocation of profits can increase the  
section 199A deduction. A word of caution, though: this is not something that can be 
accomplished simply by moving a number to a different line on the tax return. The partnership 
agreement will have to be amended, and the new allocation must have substantial economic 
effect. This may involve renegotiating the economic arrangement among partners.

Ramp up activity to the trade or business level. The trade or business question is particularly 
vexing when it comes to rental real estate. The regulations allow property leased to a commonly 
controlled trade or business (i.e., self-rentals) to be treated as a trade or business for  
section 199A purposes, even if the rental does not rise to the level of a trade or business on 
its own. However, there is no such accommodation for standalone rentals. Nor is there a safe 
harbor, similar to the safe harbor under the net investment income tax rules, which treats rental income of real estate professionals as 
trade or business income based on a 500-hour participation test.

Can rental real estate owners increase their day-to-day involvement to such an extent that the rentals rise to the level of a trade or 
business? It may be difficult, but not impossible, in the right circumstances. The answer will depend on many factors, including the 
type of rental property (commercial real estate versus apartment building versus single-family home or condo), type of lease (triple 
net versus traditional), the nature and extent of services provided, specific individuals providing the services (direct involvement of the 
owner versus management company), etc.

Two other considerations: First, the section 199A regulations are proposed regulations. The IRS is requesting comments and held a 
public hearing Oct. 16. We expect the IRS will receive feedback on the treatment of rental real estate as a trade or business for  
section 199A purposes. Perhaps the final regulations will include a safe harbor for rental real estate similar to what happened with 
the net investment income tax regulations. Second, remember that if the real estate entity is paying no wages, the deduction will be 
limited to 20 percent of QBI, or 2.5 percent of qualified basis, whichever is less. So, it is important to run the numbers to see if the 
additional time commitment, day-to-day work, etc., is worth the effort for what could be a relatively small deduction.

Examine U.S. and foreign operations. QBI must be effectively connected with a U.S. trade or business in order to be eligible for the 
section 199A deduction. For businesses with both U.S. and foreign operations, it is critical (for many reasons) to ensure the right 
amount of income is being reported in the right jurisdiction. A transfer pricing study can help taxpayers determine if U.S. income is 
being under- (or over-) reported and, if so, how to adjust intercompany transactions to report the proper amount of U.S. income. 

Invest in REITs/PTPs. Qualified real estate investment trust dividends and qualified publicly traded partnership income are not subject 
to the W-2 wage limitation, the basis limitation or the SSTB limitation. Income from these investments is eligible for a straight  
20 percent deduction; the only limit on this component of the section 199A deduction is the overall limit based on the excess of 
taxable income over net capital gains.

While the new regulations answer many questions, they do not (and cannot) address every possible fact pattern. Section 199A 
is a new and untested code section — expect the IRS to be on the lookout for abusive situations. Any planning ideas should be 
implemented only after careful analysis; the new section 199A deduction is just one piece of the overall tax-planning puzzle.

Guaranteed payments 
to partners are not QBI 
and are not eligible 
for the section 199A 
deduction, nor are 
they factored into 
the wage limitation 
computation.
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International taxation
 
The TCJA drastically changed the way U.S. multinationals are taxed and fundamentally changed how U.S. multinationals operate 
abroad. The transition from a worldwide income system to a hybrid territorial system via a participation exemption (i.e., dividends 
received deduction) brought about a one-time repatriation tax under section 965. As a result, we have seen significant repatriation of 
profits in the first two quarters of 2018 and expect the trend to continue into 2019. The hybrid territorial tax system combined with our 
new low corporate tax rate of 21 percent has made the U.S. extremely competitive in the global economy.

The TCJA made other significant changes, such as eliminating the indirect foreign tax credits under section 902 (i.e., deemed paid 
foreign tax credits) which are no longer allowable on future foreign earnings, with some exceptions. The scope of the current  
Subpart F anti-deferral provisions was also expanded by implementing new base erosion measures, the most significant of which 
is the introduction of a tax on global intangible low-taxed income (GILTI). Another base erosion measure is the limitation of interest 
expense to 30 percent of adjusted taxable income. However, the introduction of a new special deduction for certain foreign-derived 
intangible income (FDII) was a welcomed new provision, granting the benefit of a reduced income tax rate to a new class of income 
earned directly by a U.S. corporation. Finally, the TCJA introduced the base erosion and anti-abuse tax (BEAT) which generally imposes 
a minimum tax on certain amounts paid by U.S. payors to certain related foreign recipients to the extent the amounts are deductible by 
the U.S. payor.

The implementation of these new rules has been quite arduous for the Treasury Department and IRS. What follows is a high-level 
outline of legislative updates in 2018 that address the major changes to U.S. international tax provisions included in the Act. We 
expect new guidance in the upcoming months in the form of proposed regulations, notices and other guidance. 

Legislative updates
Proposed section 965 repatriation tax regulations, guidance and draft forms

Proposed section 965 repatriation tax regulations: The IRS and Treasury Department released proposed regulations on Aug. 1, 2018, 
implementing section 965 of the Internal Revenue Code. Section 965, as amended by the TCJA, requires U.S. shareholders to pay 
a one-time repatriation tax on the previously untaxed foreign post-1986 earnings and profits (E&P) of a deferred foreign income 
corporation (DFIC). The proposed regulations contain the rules related to section 965 described in previously issued notices (see 
below) with certain modifications as well as additional guidance. The proposed repatriation tax regulations affect U.S. persons with 
direct or indirect ownership interests in certain foreign corporations.

Prior to issuing the proposed section 965 regulations, the IRS released three notices, a revenue procedure, a publication and frequently 
asked questions to provide: 

 — guidance on how to determine any repatriation tax liability; 
 — direction on how and when to report any tax liability to the IRS; 
 — clarification on how to make certain elections; 
 — a description of the section 965 regulations the IRS intended to issue; and 
 — anti-abuse rules meant to prevent the avoidance of the provision 

Additionally, the IRS issued the following guidance throughout the year to address the repatriation tax:

Notice 2018-07: Describes the rules the IRS intended to include in regulations to assist taxpayers in determining any section 965 
repatriation tax liability. Guidance in the notice included calculating post-1986 E&P to account for certain dividends distributed during 
the inclusion year in order to address any potential double counting or double non-counting of the E&P, measuring the cash position of 
a specified foreign entity and a U.S. shareholder’s aggregate cash position, explaining the interaction of the “previously taxed income” 
rules of section 959 and section 965 during the inclusion year (including when distributions are made to related companies) and 
describing the basis adjustment rules. The proposed section 965 regulations issued in August reference many of the provisions in 
Notice 2018-07. 
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Notice 2018-13: Modified the guidance provided in Notice 2018-07, described additional E&P and cash position rules, outlined rules the 
IRS intended to include in the section 965 regulations and informed filers of Form 5471 of a change to the instructions of the form to 
accommodate the so-called “downward attribution” rule. The proposed regulations issued in August also include references to  
Notice 2018-13.

Notice 2018-26: Prior to issuing the proposed section 965 regulations, the IRS released Notice 2018-26. This notice modified some of 
the provisions of Notice 2018-13, described foreign tax credit guidance and outlined the final cash measurement dates of a specified 
foreign corporation. The notice also clarified the definitions of “accounts receivable” and “accounts payable” and outlined the  
section 962 election (whereby an individual can elect to be taxed at corporate rates for gross income under section 951(a)).  

Notice 2018-78: The IRS issued Notice 2018-78 after it released the proposed section 965 regulations to extend the due date for 
making a basis election to take into account the reduction of its pro rata share of the section 965(a) earnings amount of the DFIC 
under section 965(b). The new deadlines will be included in final regulations as follows:

 — When final repatriation tax regulations are published in the Federal Register, they will state the basis election must be made no later than 
90 days after their publication;

 — If a basis election was made on or before the date the final regulations are published, the basis election may be revoked no later than  
90 days after the publication of the final regulations in the Federal Register; and

 — Relevant tax returns must be filed consistently with an election that has been made and not revoked. 

Separately, Notice 2018-78 also provided that the final repatriation tax regulations will treat all members of a consolidated group 
that are U.S. shareholders as a single U.S. shareholder to disregard certain assets for purposes of determining the group’s aggregate 
foreign cash position. Finally, the notice stated that the filing relief in IR-2018-187 for taxpayers affected by Hurricane Florence is 
applicable to section 965 elections and transfer agreements. As such, the elections and transfer agreements that were originally due 
on or after Sept. 7, 2018, and before Jan. 31, 2019, can be filed by Jan. 31, 2019.

Rev. Proc. 2018-17: This anti-abuse provision outlines the rules used to prevent taxpayers from avoiding or postponing application of 
the repatriation tax by making changes to tax years, accounting methods or classification of certain foreign entities. 

Publication 5292, How to Calculate Section 965 Amounts and Elections Available to Taxpayers: The IRS released Publication 5292 in  
April 2018, which explains how amounts under section 965 should be reported and included in income. The publication also includes 
guidance on calculating section 965 amounts. 

IRS section 965 Q&As for 2017 returns: In March 2018, the IRS released “Questions and Answers about Reporting Related to Section 965 
on 2017 Tax Returns,” addressing repatriation tax return filing and tax payment obligations. Additional guidance on how to calculate 
the section 965 tax liability and various reporting questions was issued throughout the year.

Draft Form 965 and schedules: In August 2018, the IRS posted a number of early draft releases of Form 965, Inclusion of Deferred 
Foreign Income Upon Transition to Participation Exemption System, and Schedule H, Amounts Reported on Forms 1116 and 1118 and 
Disallowed Foreign Taxes. In early September, the IRS also released the following draft schedules for section 965:

 — Schedule A, U.S. Shareholder's Section 965(a) Inclusion Amount;
 — Schedule B, Deferred Foreign Income Corporation's Earnings and Profits (E&P);
 — Schedule C, U.S. Shareholder's Aggregate Foreign Earnings and Profits Deficit; 
 — Schedule D, U.S. Shareholder's Aggregate Foreign Cash Position; 
 — Schedule E, U.S. Shareholder's Aggregate Foreign Cash Position – Detail;
 — Schedule F, Foreign Taxes Deemed Paid by Domestic Corporation (for tax years of foreign corporations whose last taxable year,  

beginning before January 1, 2018, ends during the U.S. shareholder’s 2018 tax year);
 — Schedule G, Foreign Taxes Deemed Paid by Domestic Corporation (for tax years of foreign corporations whose last taxable year, 

beginning before January 1, 2018, ends during the U.S. shareholder’s 2017 tax year).
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Consequently, S corporations, limited liability companies, partnerships and trusts must report the net section 965 amount with the 
foreign dividend exclusion available if the applicable ownership standards are met.

Most states exclude deemed repatriation income from their apportionment formula. However, if such income is included, state 
sourcing rules should be considered.
 
The majority of states have decoupled from the section 965(h) installment payment provisions, which allow certain taxpayers to elect 
to pay the transition tax in installments over an eight-year period. Only Oklahoma and Utah conform to section 965(h) and allowed 
taxpayers to pay their repatriation tax liability in installments.

While deemed repatriation income may not be subject to state corporation net income tax, such income may be subject to tax under 
personal income tax provisions (e.g., Michigan). Other states, like Pennsylvania, will not subject this income to personal income tax 
until an actual distribution of cash or property out of earnings and profits is made to the taxpayer. The federal tax deferral provisions 
generally do not extend to the state level. For instance, Illinois, New York and Rhode Island announced that S corporation shareholders 
cannot defer payment of their tax liability until some triggering event under section 965(i).

For taxpayers that have underreported their tax liabilities associated with the repatriation tax, several states provide for waiver of 
underpayment of estimated tax penalties. Special schedules or documentation could be required. 

Depreciation 

Prior to the TCJA, numerous states decoupled from sections 168(k) and 179. They required all or a portion of federal bonus 
depreciation and immediate expensing deductions to be added back to their measure of taxable income. States have taken a similar 
approach with respect to TCJA’s full expensing and immediate expensing deduction provisions. For instance, Georgia in its conformity 
legislation noted that it will continue to decouple from section 168(k) and the new increased expensing allowed by section 179 related 
to qualifying real property. In addition to decoupling from section 168(k), Arkansas did not adopt the TCJA section 179 allowance by 
conforming to section 179 that was in effect on Jan. 1, 2009. 

Pennsylvania reversed prior policy that required an addback of 100 percent of depreciation deductions for qualified property 
acquired and placed in service after Sept. 27, 2017, taken for federal income tax purposes. The state now permits a deduction for 
depreciation of qualified property placed in service after Sept. 27, 2017, which is limited to the depreciation amounts under the 
Modified Accelerated Cost Recovery System (MACRS). Any unused bonus depreciation may be deducted in the tax year in which the 
corporation disposes of the assets. 

Wisconsin continued the policy it had in place for tax years beginning after Jan. 1, 2014, of full federal conformity with section 179, 
including the TCJA expansion, but disallowing bonus depreciation and the new section 168(k) provisions.

Dividends received deduction

Prior to tax reform, approximately 25 states and the District of Columbia conformed to the federal DRD, either by starting with line 28 
or line 30 of Form 1120 and providing for a subtraction modification. However, about 20 of the remaining states do not conform to 
the pre-federal DRD and instead provide for their own state-specific deduction. For instance, Massachusetts only permits corporate 
taxpayers who own at least 15 percent of the voting stock of the distributing corporation to deduct 95 percent of dividends received. 
Arkansas continues to exempt only dividends from 80 percent or greater directly owned subsidiaries. California conforms to the IRC as 
of Jan. 1, 2015, and thus decouples from the TCJA’s amended section 243 and new section 245A provisions. 

The TCJA created section 245A, which permits a U.S. C corporation that is a 10 percent or more shareholder of a specified foreign 
corporation to receive a 100 percent DRD. Section 245A falls within the IRC’s special deductions, generally reported on line 29b of 
Form 1120. For states that have not specifically addressed this provision, the starting point for calculating its state income tax base, 
line 28 or 30, will likely drive the conformity determination. Case in point, Minnesota conforms to the IRC through Dec. 16, 2016, and as 
a line 30 state, will require an addback for dividends deducted under section 245A unless it updates its IRC reference for 2018. Georgia 
provides that the deduction under section 245A will not apply to the extent income has been subtracted through Georgia’s own DRD. 
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This provision intends to avoid allowing taxpayers a double deduction. Wisconsin amended the corporate income and franchise tax 
statutes to exclude section 245A from the state’s IRC update. Wisconsin’s DRD historically has not included sections 243-246A. 

Corporate businesses should also be aware of the sometimes-complex interactions between state DRD provisions and state 
combined reporting (both water’s-edge and worldwide) and consolidated return rules. Generally, dividends among affiliates are 
deductible or eliminated but the ownership percentages often vary from federal consolidated return rules and other conditions may 
apply. California authorizes a DRD for dividends from corporations that the recipient corporation is currently or was in the past a 
member of the same unitary group, regardless of whether the distributing member is still subject to California tax.

Net operating losses
 
Most states historically decoupled from section 172, dealing with NOLs and their carryover for corporate income and franchise tax 
purposes. States, like Arkansas and Illinois, provide their own treatment for NOLs through limited carryforward periods or, as is the 
case for Alabama, Connecticut and others, the disallowance of carrybacks. State rules applied in unitary combined filing situations 
(e.g., California and Minnesota) often produce different NOL outcomes than under federal consolidated return rules. Other states, 
including Louisiana and Pennsylvania, have imposed annual caps or otherwise restricted the use of NOL carryovers based upon 
budget constraints.

One of the main factors accounting for the lack of conformity to the federal NOL provisions is that many states measure NOLs on a  
post-apportionment basis. Consequently, they cannot automatically flow through a taxpayer’s federal NOL carryforward or  
carryback deduction.

Conformity to the TCJA’s repeal of carryback provisions and allowance of NOL carryforwards to offset only up to 80 percent of 
taxable income (although carried over indefinitely) may potentially increase a state’s tax base. Certain states such as Colorado, 
Florida, Georgia, Maryland, Kentucky and West Virginia have conformed to this TCJA provision. Other states continue to provide for 
their own state’s specific carryforward limitations, for example, Illinois (12 years), Louisiana (20 years) and Massachusetts (20 years). 

For individuals, there is a high likelihood of a state adopting the TCJA NOL provisions. This is because many states rely on federal 
adjusted gross income or taxable income with modifications for their own tax base.

Business interest limitation under section 163(j)
 
Application of section 163(j) under the TCJA raises several interesting state income tax questions. To a great extent, the new federal 
limitation on business interest expense deductions was designed to prevent taxpayers from using leverage to take advantage of 
the new generous capital cost recovery allowances and thus double up on the tax benefit. Consequently, state tax policymakers had 
to weigh whether it was equitable to decouple from section 179 and section 168(k) but then also adopt the TCJA restrictions on 
business interest expense.

It is important to understand whether section 163(j) is calculated on a separate company or on a group basis (in states that require 
combined or consolidated reporting). Second, states need to address how they will treat a new tax carryover attribute. For compliance 
and provision purposes, an adjustment may be needed for the states that decouple from the section 163(j) provision permitting a 
disallowed interest expense to be carried forward indefinitely. States should also determine whether this attribute applies on a pre- or 
post-apportioned basis and if their conformity to sections 381 and 382 limits the attribute’s use. 

In response to the TCJA, Florida, Idaho, Kentucky and West Virginia have conformed to section 163(j), while Connecticut, Georgia, 
Indiana and Wisconsin have decoupled from it. 

Business income deduction under section 199A

The TCJA created a new deduction under section 199A for income received by individuals and certain estates and trusts from a U.S. 
business operated as a sole proprietorship, a partnership, an S corporation or through an estate or trust. The deduction ranges up 
to 20 percent of a measure defined as qualified business income or 20 percent of taxable income less net capital gains. A complex 
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series of phase-in and limitation rules apply to the deduction which was enacted to roughly compensate individual business owners 
for the reduction in the federal effective tax rate Congress enacted for C corporations. Not surprisingly, few states follow section 199A. 
The federal rationale does not apply when states have not cut C corporation tax rates and some were already experiencing revenue 
losses due to the adoption of the TCJA capital cost recovery provisions. According to Bloomberg BNA, only Colorado, Idaho and North 
Dakota allow the federal deduction for qualified business income. 

Other corporate income and franchise developments
Net operating losses

In Pennsylvania, issues relating to the use of NOLs continue to linger. In 2018, the U.S. Supreme Court denied the writ of certiorari in 
the Nextel case, where the Pennsylvania Supreme Court held that the $3 million fixed-dollar limitation cap for tax year 2007 violated the 
Uniformity Clause of the Pennsylvania Constitution. As a remedy, the decision retained the net loss carryover deduction percentage 
limitation. Subsequently, the state’s revenue department announced it will not apply the Nextel decision to taxable years beginning 
prior to Jan. 1, 2017, and allow taxpayers the greater of the flat-dollar cap or the percentage cap. 

However, the RB Alden case, dealing with the 2006 tax year that only had a fixed-dollar limitation (and no percentage limitation), was 
recently remanded from the Pennsylvania Supreme Court back to the Commonwealth Court to be decided in light of the decision  
in Nextel. 

Continuing shift to market-based sourcing rules and single sales factor 

The use of market-based sourcing of receipts from services and intangible assets to apportion income continues to gain state 
attention. Two dozen states adopted market-based sourcing rules in various forms. Montana adopted it 2018, and Colorado and New 
Jersey will for tax years beginning on or after Jan. 1, 2019. Missouri will move to market-based sourcing with a throw-out provision 
for non-nexus sales, effective for tax years beginning on or after Jan. 1, 2020. For 2018, 23 continue to use the cost-of-performance 
approach in various forms. 

More states are switching from a traditional three-factor apportionment formula to a more weighted or single sales factor formula. 
Maryland enacted legislation that phases in a single sales factor apportionment formula over four years but allows qualified 
“worldwide headquartered companies” to elect to use the existing three-factor formula, which incorporates property, payroll and a 
double-weighted sales factor. The legislation applies to tax years beginning after Dec. 31, 2017. Kentucky also replaced its three-factor 
apportionment formula to a single sales factor, effective for tax years beginning or after Jan. 1, 2018. 

Complying with market-based sourcing rules can be a complex process for businesses as each state has its own guidance for 
compliance that is rarely as in-depth as needed. With the onus on multistate taxpayers to understand available statutory, regulatory 
and administrative authority — and to help them develop an appropriate methodology for proper compliance in those states — we 
recommend consulting your tax advisor.

Nexus
 
The Wayfair sales tax case is having a pronounced ripple effect, directing even more attention to income and franchise tax nexus 
concerns. A majority of states believe they have the statutory or administrative authority to assert some type of economic nexus, 
i.e., they can require multistate businesses to file an income or franchise tax return when physical presence is absent but some type 
of economic connection exists (for example, sales to in-state customers). Additionally, nexus policy in 14 states is based on factor 
presence, meaning that if a taxpayer’s activity in the state exceeds sales, property or payroll thresholds, the taxpayer is deemed to 
have nexus in the state. 

Nearly 30 states responded to Bloomberg BNA’s “2018 Survey of State Tax Departments” that licensing prewritten software to in-state 
residents creates nexus, and 21 states believe they can assert nexus if a cloud computing business has a substantial number of  
in-state customers and substantial revenue in the state. Note that the term “substantial” is not defined. Further, 18 states responded to 
the survey that having a web hosting arrangement with a third party on an in-state server creates nexus.
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This aggressive state attitude is a problem for companies that render services, license intangibles or sell something other than 
tangible personal property (TPP). Public Law 86-272 provides basic nexus protections for sellers of TPP and allows physical presence 
for net income tax purposes that facilitates the solicitation of sales orders.

The tax community is interested in seeing how states will react with respect to their income and franchise tax nexus standards 
in light of the ruling in Wayfair. While states have argued for years that the Quill case did not apply for income and franchise tax 
purposes, the U.S. Supreme Court decision to overturn the physical presence standard for sales and use tax nexus is likely to further 
embolden states. In states that have adopted economic nexus standards for sales and use tax, the question arises whether they will 
enact factor-presence nexus for income tax purposes. Some states that had “constitutional nexus” standards in the law or rules on 
their books but did not actively enforce them have begun to do so with more vigor. 

Remote sellers of intangibles, services and software should analyze their income and franchise nexus situations as they move 
forward with sales and use tax registrations in the states with Wayfair registration requirements. It is possible, if not likely, they will 
receive an income or franchise tax nexus questionnaire as part of the process.

State transfer pricing

Transfer pricing continues to be an area of focus for states. It appears that in spite of the TCJA corporate income tax rate cut as 
well as other international tax provisions in the legislation, like FDII and GILTI, U.S. corporations continue to move intangible assets 
overseas and, possibly, pursue inversion strategies. For states that do not employ worldwide combined reporting or actively enforce 
related-party expense add-back provisions, this means that multinational corporations can continue to drive down their state effective 
tax rates. The obvious tool to prevent this is the application of section 482 (arm’s-length) pricing rules and/or similar provisions that 
empower tax authorities to bar tax avoidance transactions.

In October 2018, the Utah Supreme Court upheld a lower court’s decision ruling that the Utah State Tax Commission improperly 
disallowed a deduction for royalty payments a taxpayer received from an affiliate (Utah State Tax Comm’n v. See’s Candies Inc.). In 
this case, the tax commission did not offer its own transfer pricing study nor dispute the accuracy of the taxpayer’s study. Rather, 
it attempted to deny the deductions solely on the theory that it was empowered to do so in order to clearly reflect income. Various 
parties, including the Multistate Tax Commission (MTC) and Council on State Taxation (COST), submitted amicus briefs on the proper 
scope of Utah’s version of section 482 and how much discretion the commission has to adjust related-party transactions.

The District of Columbia continues to wrangle with multinational corporations on the basis of consulting studies that have been 
determined to be flawed in some of the District’s legal venues. To date, settlements were reached with a number of large multinational 
taxpayers, including Exxon Mobil Oil Corporation and Eli Lilly, on assessments that topped $9 million. Other transfer pricing cases  
are pending.

The MTC’s state transfer pricing program, State Intercompany Transactions Advisory Service (SITAS), appears to be on pause, 
perhaps due to a lack of agreement on how to fund it or the direction it should take. Nevertheless, the MTC continues to push 
for stronger enforcement efforts in the section 482 area against multinational corporations engaging in global tax minimization 
strategies.

The rising number of states adopting mandatory unitary combined reporting for affiliated C corporations is an outgrowth of concerns 
about transfer pricing. 

Kentucky and New Jersey are the latest states to require combined reporting with the effective date for both being tax years 
beginning on or after Jan. 1, 2019. Their combined group definition is based on the water’s-edge approach. New Jersey permits a 
worldwide combination election. With respect to nexus, Kentucky adopted the “Finnigan” rule (i.e., any single member in a group has 
nexus in the state, all of them do and are accountable) while New Jersey opted to follow the “Joyce” approach (i.e., all members of a 
group are included in the combined return, but only those with nexus are liable). 
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State workarounds to the TCJA state and local tax deduction limitation

Several high-tax states reacted to the TCJA ceiling imposed on the federal itemized deduction for state and local taxes by passing 
legislation to circumvent the $10,000 limitation on their residents’ state income, sales and property tax deductions. 

Most notably, New York approved contributions to state-operated charitable funds allowing taxpayers to claim a state income tax 
credit equal to 85 percent of the donation to healthcare and education funds. The New York legislation also includes a voluntary 
payroll tax on employers as another way New York is attempting to provide some relief to wage earners affected by the new $10,000 
federal deduction limit on state and local government tax payments. The employers are granted a state income tax credit for the 
payroll tax paid on behalf of its employees.

New Jersey enacted a workaround plan that permits municipalities, counties or school districts 
to establish charitable funds and allow donors to receive a 90 percent property tax credit in 
exchange for donations. Connecticut provides for an 85 percent credit against property taxes 
for donations made to “designated community supporting organizations.” 

In 2018, Connecticut enacted a pass-through entity tax, which imposes a 6.99 percent levy on 
entities treated as partnerships and S corporations. Partners, LLC members and shareholders 
are granted a 93.1 percent credit against their Connecticut personal income tax liability for their 
pro rata share of the pass-through income for tax paid by the entity. Ostensibly, the tax permits  
pass-through entities to claim a federal business expense deduction at the entity level, shifting 
the incidence of the tax up from the individual partners.

In response to states’ workaround strategies, on Aug. 23, 2018, the IRS and Treasury issued 
proposed regulations intended to curtail them. The proposed regulations note that when a taxpayer receives a state credit in return 
for a payment to an entity listed in section 170(c), which includes government and private charities, that tax benefit constitutes a 
quid pro quo. The taxpayer must reduce the charitable deduction by the amount of any state or local credit received for the donation. 
Exceptions are provided for dollar-for-dollar state tax deductions and for tax credits of no more than 15 percent of the payment 
amount or of the fair market value of the property transferred. 

The IRS said that although deductions could be considered quid pro quo benefits in the same manner, sound policy considerations 
warrant making an exception to quid pro quo principles in the case of dollar-for-dollar state and local tax (SALT) deductions. The 
proposed regulations state: “Because the benefit of a dollar-for-dollar deduction is limited to the taxpayer’s state and local marginal 
rate, the risk of deductions being used to circumvent section 164(b)(6) is comparatively low.” 
 
Consequently, the proposed federal regulations allow taxpayers to claim contributions involving dollar-for-dollar SALT deductions. 
However, if the taxpayer receives a SALT deduction exceeding either the amount of the payment or the FMV of the property transferred, 
the individual’s charitable contribution deduction must be reduced.

On Oct. 11, California, Connecticut, New Jersey and New York provided comments to the IRS on the proposed regulations that 
effectively request they be rescinded. At the same time, Connecticut, New Jersey and New York joined with Maryland to seek an 
injunction in federal court against the federal government, requesting the invalidation of the $10,000 SALT deduction ceiling. 

From the taxpayer side, some businesses have pursued a workaround strategy available to S corporations. There are states that allow 
federal S corporations to elect out of “state” Subchapter S status and be treated as a C corporation. As such, the federal S corporation 
will pay the state’s corporate income or franchise tax. From a federal tax standpoint, the state income or franchise tax is deductible at 
the entity level and, thus, not subject to the $10,000 SALT cap. States where this is permissible include New York, Pennsylvania and 
Wisconsin. In other states, like Georgia, S corporations trigger corporate-level tax by revoking nonresident shareholder consents to 
be included in a composite return or to file a Georgia personal income tax return. Carefully consider all of the state tax consequences 
prior to electing to be taxed as a C corporation. In Wisconsin, e.g., a federal S corporation cannot re-elect state S treatment for five 
years if it opts into being taxed as a C corporation. 
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Sales and use taxes
The Wayfair case and the end of the physical presence test

The Wayfair decision rendered by the U.S. Supreme Court on June 21, 2018, upended Quill and forever changed how taxpayers establish 
sales and use tax nexus in states. In a 5-4 decision, the court ruled South Dakota’s economic nexus law constitutional, potentially 
requiring remote sellers to collect and remit sales tax to states in which they do business, without regard for their physical presence 
within those states.

For more than 25 years, Quill Corp. v. North Dakota required taxpayers have “physical presence,” e.g., resident or visiting employees, 
independent sales reps, inventory, or rented office space, for states to impose registration and collection requirements. States quickly 
reacted to the legal death of Quill by implementing “economic nexus” standards similar to South Dakota’s law.
 
The South Dakota v. Wayfair, Inc., et al ruling upheld S.D. Codified Laws § 10-64-2, requiring sellers without physical presence in the state 
to collect and remit sales tax if:
1.     the seller’s annual gross revenue from the sale of goods or services into South Dakota exceeds $100,000; or
2.     the seller has 200 or more separate transactions annually in the state

The court noted approvingly that South Dakota’s statutory framework did not impose its economic nexus standard retroactively and, 
further, that the state adopted the Streamlined Sales and Use Tax Agreement, which is a set of standards that create uniformity for 
administering sales and use tax and has been adopted by a large number of states.

States reaction to Wayfair

Since the Wayfair decision was rendered, 32 states that impose a sales and use tax have implemented economic nexus rules for sales 
tax. Seven other states are in the process of adopting such rules. Only Arizona, Florida, Idaho, Kansas, Missouri, New Mexico and 
Virginia have failed to take any action on Wayfair at this point. 

For states following Wayfair, the standards vary with dollar and number-of-transactions thresholds and enforcement dates as the 
decision did not codify parameters they must use. Rather, the decision cited South Dakota’s two tests for establishing sales tax nexus 
as being reasonable safeguards for protecting small businesses from multistate sales tax compliance. Many emulated the South 
Dakota model, perhaps to overcome future legal challenges to the constitutionality of their economic nexus standards.

The variability among states is evident when examining their new statutes and regulations. South Dakota’s threshold for economic 
nexus is $100,000 of gross sales from goods or services into South Dakota annually or 200 or more separate transactions into the 
state annually. It has allowed remote sellers that meet either threshold until Nov. 1, 2018, to register and begin collecting sales tax. 
Conversely, Minnesota has an enforcement date of Oct. 1, 2018, and requires remote retailers to register and begin collecting sales tax 
if they have 100 or more retail sales, or 10 or more retail sales totaling $100,000. 

Alabama’s Wayfair statute applies only to sales of tangible personal property and covers all such sales except wholesale transactions. 
The economic nexus rules in the District of Columbia, Indiana and Iowa apply to sales of services as well as tangible personal property. 
States like Oklahoma and Pennsylvania will assert economic nexus with as little as $10,000 of sales into the state. South Carolina and 
Wisconsin include taxable and nontaxable sales in determining whether their safe harbor thresholds are met, i.e., $100,000 in annual 
sales in both states. 

Few, if any states, have defined what constitutes a “transaction” in determining whether a remote seller meets their economic nexus 
threshold as measured by the number of transactions in the state. This lack of clarity may lead to confusion and unintentional 
noncompliance by retailers. A computer software vendor that executes a master licensing agreement providing for monthly invoicing 
of a quoted annual fee may well ask the question of a Wayfair state where the licensee is located: “Does my contract count as one 
transaction during the year or 12?”

To monitor this complicated new sales and use tax landscape, Baker Tilly created a state economic nexus tracker, which is continually 
updated with enforcement dates and thresholds as states react to Wayfair. To download the tracker, please visit our website. 

http://South https://www.supremecourt.gov/opinions/17pdf/17-494_j4el.pdf
https://go.bakertilly.com/LP=1621
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Washington imposed seller notification rules effective Jan. 1, 2018, with a $10,000 economic nexus standard that was superseded on  
Oct. 1, 2018, by a $100,000 sales threshold. Retailers registering to meet the Oct. 1, 2018, standard may find themselves subject to 
penalties for not complying with the seller notification requirements in place since Jan. 1, 2018.

While we expect states to move away from out-of-state seller notification requirements due to Wayfair, such requirements did not go 
away. States may have economic nexus thresholds, but if a seller is under the threshold and not required to register for sales tax, the 
seller may be required to comply with state use tax notification requirements, if applicable.

Cloud computing/SaaS

The sales and use tax treatment of cloud computing continues to evolve. The number of states issuing rulings or enacting laws is 
growing. While adding clarity in some instances, in others, these pronouncements only muddy the waters. This is not surprising given 
that cloud computing is an ever-changing mix of IT services, the remote use of hardware and/or software, and customer access 
points, e.g., mobile phones, tablets and desktop computers.

Effective July 1, 2018, and applicable to transactions occurring after June 30, 2018, Indiana ruled that transactions involving 
prewritten computer software remotely accessed from a hosted computer or server or through a pool of shared resources from 
multiple computers and servers (cloud computing), without having to download the software to the user’s computer, are not 
considered retail transactions. As a result, the purchase, rental, lease or license of such software is not subject to Indiana sales or use 
tax. A subscription to an online database that allows the download of reports, documents and information is not subject to Indiana 
sales or use tax. This provision is set to expire July 1, 2024.

Iowa added the following to the list of taxable services, effective May 30, 2018: storage of tangible or electronic files, documents 
or other records; information services; services arising from or related to installing, maintaining, servicing, repairing, operating, 
upgrading or enhancing specified digital products; video game services and tournaments; and software as a service (SaaS). Software 
as a service is taxable effective July 1, 2019.

Iowa specifically provides an exemption for digital products, prewritten computer software sold and specified enumerated services 
(including SaaS) sold to and used exclusively by a commercial enterprise. The definition for commercial enterprise was updated to 
include businesses and manufacturers conducted for profit, for-profit and nonprofit insurance companies, and for-profit and nonprofit 
financial institutions, but excludes other not-for-profits, professions and occupations.

Effective Oct. 1, 2018, vendor-hosted prewritten computer software (or SaaS) is subject to Rhode Island’s 7 percent sales and use tax 
rate. The tax applies to software for accounting, invoicing, human resources, payroll, sales tracking and other functions.

States have become increasingly aggressive on what constitutes SaaS. Previously, if the software was not housed on the customer’s 
servers, auditors often did not question whether or not it was SaaS software. Many are now challenging exemption claims. They  
argue that while the purported software service package is delivered or accessed through an SaaS platform, the vendor is actually 
providing taxable information services, data processing services, etc. Proper planning with software vendors in terms of written 
agreements, licensing rights and invoicing practices can help businesses secure software-related exemptions. It is also key to have a 
state-by-state understanding of sales and use tax rules for software and IT services.

State amnesty programs 

Nearly all states offer voluntary disclosure programs where taxpayers can voluntarily reveal themselves to account for and pay 
prior-year sales and use tax owed but not reported. Occasionally, states also offer amnesty programs, which are similar to voluntary 
disclosures, but may provide enhanced benefits.

Alabama offered an amnesty program if taxpayers applied between July 1, 2018, and Sept. 30, 2018, for tax periods that began before  
Jan. 1, 2017. The program included most tax types and waived all penalties and interest. Taxpayers approved through the program 
have until Nov. 15, 2018, to submit returns and payment.
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Connecticut is offering its “CT Fresh Start” amnesty program for all taxes administered by the Department of Revenue Services. The 
program applies to tax returns due on or before Dec. 31, 2016, and offers a limited three-year look-back period. The department will 
waive all penalties and 50 percent of interest on taxes paid through the program. The deadline to apply is Nov. 30, 2018.

The Indiana Department of Revenue is offering a special voluntary disclosure program tailored to out-of-state retailers with inventory 
located in third-party Indiana warehouses that sell to Indiana customers. This unique agreement decreases Indiana’s typical voluntary 
disclosure look-back period and waives all penalties. The agreement covers both income tax and sales tax. To qualify, an applicant 
must meet all of the following: 

 — has inventory located in a third-party Indiana warehouse and sells to Indiana customers; 
 — has never filed tax returns in Indiana for the tax type in question; 
 — has never registered for tax type in question; and 
 — has never been audited or contacted by the Indiana Department of Revenue about the tax type in 

question.  

The program is not available to Indiana residents. The look-back period is limited to one full 
calendar year (2017) plus the current period for sales and use tax and the calendar or fiscal  
year (2017) for income tax. Applicants must apply by Dec. 31, 2018.

New Jersey’s tax amnesty program is scheduled to run Nov. 1, 2018, through Jan. 15, 2019. 
Taxpayers must submit applications during this period. The program covers state tax liabilities  
due on or after Feb. 1, 2009, through Sept. 1, 2017. The state will waive all penalties and abate  
one-half of interest due.

Although amnesty programs are usually marketed by states as a one-time opportunity, history 
shows that states will repeat them when fiscal constraints require a quick infusion of tax monies. 
We speculate that with the wave of new Wayfair laws, many businesses will fail to comply with 
sales tax registration and collection requirements. At some point, when their administrative 
capabilities develop sufficiently, states will go back to the well with amnesty programs to bring these lagging companies into the fold 
of compliant taxpayers.

Businesses should consult their tax advisor when considering whether to participate in an amnesty program or enter into a voluntary 
disclosure agreement. Often, an option exists to pursue either approach as a way to remediate prior-year tax liabilities. It takes careful 
analysis of a business’s facts and of the advantages and disadvantages of a specific state amnesty program versus its voluntary 
disclosure agreement mechanism to determine which will yield the lowest cost in terms of tax, interest and return compliance fees.

Business losses

As we detailed in our January 2018 tax alert, the TCJA modified the use of net operating losses for most taxpayers. The Act also 
imposes limitations on noncorporate business losses, somewhat similar to the passive loss rules enacted in 1986. While these new 
rules are in effect beginning in 2018, there are multiple implementation questions for which further guidance is pending. We will briefly 
summarize the new rules then highlight some planning ideas. 

Net operating losses

NOLs arising in tax years beginning after Dec. 31, 2017, can only offset 80 percent of taxable income (without regard to the new 
section 199A deduction). NOL carrybacks are no longer permitted, meaning future losses cannot be monetized by filing refund 
claims. While carrybacks are not allowed going forward, there is now an unlimited carryover. Fiscal-year taxpayers with NOLs arising 
in tax years beginning before Dec. 31, 2017, and ending after Dec. 31, 2017, are not subject to the 80 percent limitation but are not 
eligible for a carryback either. Since carryforwards may only offset 80 percent of taxable income, corporations will effectively pay a 
4.2 percent tax rate in a profitable tax year. Historic limitations remain on acquired NOLs as well as when ownership changes in loss 
corporations take place. 
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Unresolved issues

Understanding there are multiple questions as to how these new business interest deduction limitations will apply, the IRS issued a 
notice outlining several subjects where guidance is anticipated. These areas include application to C corporations and consolidated 
groups, treatment of disallowed interest prior to 2018, impact on earnings and profits, application to affiliated groups and application 
to tiered entity structures. In addition, pass-through entities will need to provide pertinent information to partners, although the format 
of such disclosure is not yet known.

Application to C corporations and consolidated groups

Traditionally, C corporations cannot have nonbusiness or passive interest. On the other hand, in the context of the interest expense 
deduction limitations, what happens when a C corporation owns an interest in a partnership that passes through to the corporate 
owner's passive activity interest expense? In addition, would interest income from an underlying partnership automatically be 
considered business income, which would increase the amount of business interest expense the C corporation could deduct.

With respect to consolidated groups, it is presumed the interest expense deduction limitation will be applied at the federal 
consolidated level. Under Notice 2018-28 issued earlier this year, the Treasury indicated it intends to issue regulations providing that 
an affiliated group filing a consolidated return will be treated as a single taxpayer for purposes of the limitation, but such treatment 
will not be permitted for an affiliated group (such as brother-sister corporations) not filing a consolidated return. However, what if the 
consolidated group contains some members who are subject to the limitation and others with activities exempted from the limitation 
(energy businesses or electing real property businesses)? Guidance on this issue is anticipated.

A further issue arises as to what will happen to disallowed interest expense carryover amounts if a consolidated return member 
leaves the group. Will new members entering the consolidated group have to apply the separate return limitation year rules to any 
previous interest expense carryovers? 

Treatment of disallowed interest prior to 2018

Prior to the TCJA being enacted, there were circumstances under which C corporations were limited in the amount of interest expense 
they could deduct (i.e., earnings stripping). To the extent those C corporations have disqualified interest deductions carrying forward 
post-2017, the presumption is this carryover will be added to current-year interest expense and subject to the new limitations.

Impact on earnings and profits

It appears the Treasury and IRS believe any disallowance and carryforward of a C corporation’s business interest expense will not 
affect whether or when the actual expense reduces its earnings and profits.

Application to affiliated groups

In circumstances where a group of entities not filing a consolidated return is considered to be affiliated for tax purposes, will the 
interest expense limitation be applied at the group level? If so, it appears the IRS is planning to use rules under pre-TCJA law to 
determine the allocation between group members. Basically, this will mean common ownership between family members, more than 
50 percent owners, control groups, subsidiaries and controlled partnerships, among others. Groups with greater than 10 percent  
tax-exempt ownership could automatically be deemed related.

Application to tiered entity structures
 
There are many situations where the ability to double count business income and adjusted taxable income exists; most especially, in 
tiered structures where lower-tier entity activity passes up into multiple upper levels. The TCJA indicates that partners cannot include 
their distributive share of partnership activity when determining such partner’s interest expense limitation. Treasury and the IRS are 
expected to clarify what this means and the mechanics of doing so.
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Special 401(k) plan contributions tied to student loan repayment: The IRS recently approved an employer’s proposal to offer a 
student loan repayment program as a component of its 401(k) plan. The ruling essentially allows employees to receive the equivalent 
of matching contributions without electing to make their own contributions. Although the ruling is binding only by the employer that 
sought the ruling, it does provide welcome guidance to employers seeking to provide employees with the opportunity to save for 
retirement on a tax-deferred basis while repaying their student loans. Employers who wish to add this feature may want to request 
their own private letter ruling from the IRS, especially if the design differs from the provisions approved in the ruling. In addition, 
employers who use a prototype or volume submitter plan document are limited by features that may be added and may have to 
change to an individually designed plan until the IRS issues regulatory guidance.

Expansion of multiple employer plans (MEPs): Treasury and the Department of Labor will be 
considering the expansion of MEPs, also known as association retirement plans, to enable 
groups of smaller employers to band together to offer a retirement plan to their employees while 
sharing the cost and responsibility with other employers. Treasury will also consider issuing 
guidance on removing a noncompliant employer to reduce the risk of plan disqualification when 
one of the participating employers fails to follow the tax-qualification requirements.
 
Hardship withdrawals from retirement plans: Hardship withdrawals from 401(k) and 403(b) 
retirement plans became easier under the BBA. The BBA removed the six-month prohibition on 
deferrals after a participant takes a hardship withdrawal. It also eliminated the requirement that 
participants first take a loan from their plan account before taking a hardship withdrawal. These 
provisions could help an individual with a financial need continue saving for retirement without 
interruption as well as not having to forgo the employer matching contribution. These provisions 
of the BBA are effective for plan years beginning after Dec. 31, 2018.

Rollover of retirement plan loans: Participants who have a loan outstanding at the time of 
plan termination or severance from employment have a longer time frame to pay the amount 
of an outstanding plan loan to another qualified plan or an IRA in order to accomplish a tax-free rollover of the loan amount. If the 
unpaid loan balance was not repaid, it would become a taxable distribution subject to the 10 percent additional income tax on early 
distributions, unless an exception applies. This provision is effective as of Jan. 1, 2018.

Required minimum distributions (RMDs): The Treasury Department will be looking into increasing the life expectancy estimates it 
uses to calculate how much money retirees have to take out of their 401(k) plans and IRAs after a certain age. Increasing the life 
expectancy rates or “mortality tables” associated with the minimum distribution rules would lower the amount of money a retiree is 
required by law to take out of 401(k)s or individual retirement accounts after the person reaches age 70 1/2. Treasury may choose to 
update the mortality tables if it determines the tables currently used do not reflect the correct life expectancy. In addition, Congress 
is considering legislation, the Family Savings Act of 2018, which would exempt retirees with less than $50,000 in retirement savings 
from minimum distributions entirely.

ACA: The Save American Workers Act of 2018, H.R. 3798, if enacted, would change the ACA employer mandate threshold for full-time 
employees to 40 hours per week from 30 hours per week and would grant retroactive relief from the employer mandate. Thus, any 
employer would no longer owe a penalty for failing to meet the coverage requirements between Jan. 1, 2015, and Dec. 31, 2018. It 
would also provide a one-year delay, to Dec. 31, 2022, of the implementation of the ACA’s so-called Cadillac tax on high-cost health 
plans. In addition, beginning in 2019, employers would only be required to provide Form 1095 coverage statements for purposes of 
complying with the individual mandate to individuals upon request.

FICA taxation rules for nonqualified deferred compensation: We see numerous instances where employers are not taking into 
account deferred compensation for the Federal Insurance Contributions Act (FICA) at the appropriate time. The FICA “special timing 
rule” requires that the deferred compensation must generally be taken into account at the later of the time of the performance of 
services and at such time when there is no longer a “substantial risk of forfeiture” in entitlement to the benefit. This is usually when 
the benefit becomes vested. This is in contrast to the SECA (Self-Employment Contributions Act) rules that generally require the 
deferred compensation be taken into account upon actual or constructive receipt of the benefit. Employers should be focused on 
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making sure that the deferred compensation, even if not distributed, is taken into account correctly in accordance with this special 
timing rule in a setting that requires payment of FICA taxes.

Proposed regulations interpreting section 457 rules: In the summer of 2016, the Treasury Department issued proposed regulations 
interpreting the deferred compensation rules which apply to tax-exempt organizations and governmental subdivisions. These 
proposed regulations primarily addressed issues attendant with the granting and administration of “ineligible plans of deferred 
compensation” and were slated to become effective until following such time that final regulations were issued. As of the time of this 
writing, we have seen no activity by the administration suggesting these regulations will be finalized anytime soon. Therefore, for the 
present, we are regarding these proposed regulations solely as an indication of the Internal Revenue Service’s interpretation of certain 
income tax issues attendant with the application of these deferred compensation rules.

Procedures issued for implementing ASC 606 related accounting method changes

In May, the IRS issued procedures for requesting an automatic accounting method change related to the adoption of the revenue 
recognition standard under ASC 606. Revised procedures issued Sept. 19, 2018, clarify that the new procedures also apply to 
early adopters of ASC 606. Under the new procedures, taxpayers that implement ASC 606 for financial reporting purposes may 
change certain tax revenue recognition methods to conform to the new book method(s), provided the new method(s) are otherwise 
permissible under current federal income tax law. This automatic change may only be made for the year the taxpayer adopts the new 
standard for financial accounting purposes, may be made either on a cutoff (prospective) basis or with a section 481(a)  
(catch-up) adjustment, and does not apply to TCJA-related section 451 revenue recognition changes, which will be addressed in 
future guidance. Some key provisions and possible implications of the new procedures are highlighted below. 

New financial accounting standard

The Financial Accounting Standards Board (FASB) issued a new financial accounting standard in May 2014 for recognizing revenue 
from contracts with customers. While the new standard became effective for annual reporting periods for the majority of taxpayers 
after Dec. 15, 2018, publicly traded entities, certain not-for-profit entities and certain employee benefit plans had to implement the 
standard one year earlier (i.e., for annual reporting periods beginning after Dec. 15, 2017). 

The new financial reporting standard applies the following five-step process to all contracts with customers to transfer goods and 
services (other than leases, insurance, financial instruments, guarantees and nonmonetary exchanges between entities in the same 
line of business). 
1.     Identify the contract(s) with a customer,
2.     Identify the performance obligation(s) in the contract,
3.     Determine the transaction price,
4.     Allocate the transaction price to the performance obligations and, finally,
5.     Recognize revenue as the performance obligation(s) are satisfied. 

Automatic tax accounting method change procedures

The procedures incorporate several favorable provisions designed to permit flexibility and reduce compliance costs to implement 
the new revenue recognition standard, including allowing more book-tax conformity, providing simplified compliance procedures to 
reduce the administrative burden of implementing these new changes, and allowing taxpayers the option of making the accounting 
method change on either a cutoff basis or with a section 481(a) adjustment. However, the scope of changes that may be made 
under the automatic procedures is limited to the following: (1) identifying performance obligations, (2) allocating transaction 
price to performance obligations, and/or (3) considering performance obligations satisfied (i.e., steps two, four and five of the 
abovementioned five-step process). Conversely, tax method changes related to steps one and three are not covered by the new 
procedures. Similarly, changes in accounting for income from long-term contracts subject to section 460 are excluded from the scope 
of the automatic procedures, except for contracts exempted from use of the percentage-of-completion method (i.e., certain home 
construction contracts and small taxpayers described in section 460). Taxpayers who wish to make such changes will therefore be 
required to either file Form 3115 under the more onerous advance consent procedures or establish processes to track and report any 
book/tax differences that come from adopting the new standards. 
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Significantly, the procedures state that covered method changes may only be made if the taxpayer’s new tax method is otherwise 
permissible under section 451 or other guidance, including TCJA amendments made to section 451 related to the application of the 
all-events test and the elective deferral method of accounting for certain advance payments. Because some parts of the new section 
451 rules are vague and complex, the IRS said it will provide clarification in future guidance. However, the automatic procedures 
apply only to changes made for the year the taxpayer adopts the new standard for financial accounting purposes in a taxable year 
ending on or before May 10, 2021, so taxpayers may need to act prior to the forthcoming IRS guidance. Finally, taxpayers should be 
aware that IRS consent granted under the new procedures does not include rulings that the new method of accounting and/or new 
allocation method are permissible methods, nor that the amount of income determined using the new method(s) is correct for tax 
purposes. Thus, changes made under the new procedures may be challenged on exam, and taxpayers should be prepared to support 
their new accounting methods with the appropriate legal authority, a task likely complicated by the current lack of guidance. 

Simplified tax compliance 

Several provisions in the procedures are intended to reduce the burden of implementing the new revenue standard, including allowing 
taxpayers to combine multiple changes on a single Form 3115, eliminating the requirement to file a duplicate Form 3115 with the IRS 
national office, temporarily waiving the eligibility requirement prohibiting taxpayers from making an automatic change if the same 
change was made within the prior five tax years, and permitting taxpayers to re-file a pending non-automatic Form 3115 for changes 
covered in the new procedures as an automatic change. 

Implications

While the newly issued procedures provide guidance and simplification to taxpayers implementing tax changes in connection with 
the new revenue standard, significant complexity and uncertainty remain, particularly for taxpayers ineligible for the automatic 
procedures or requiring additional clarification regarding TCJA section 451 amendments, which has yet to be issued. In spite of the 
current lack of guidance, taxpayers should begin assessing how their current tax revenue recognition methods are affected by the 
new revenue standards and tax law so they can make necessary changes within the final procedures’ specified time frame. 

Tax reform and the individual
How to avoid an underwithholding surprise

With the TCJA changes in the individual tax rates, personal exemptions and itemized deductions, determining the amount of federal 
withholding from taxpayer paychecks can be a challenge. Avoid an unwelcome surprise come April 15, 2019, by reviewing your total 
pay and withholdings year-to-date and making necessary adjustments now.
 
In a report released July 31, the Government Accountability Office said a Treasury Department recommendation for a $4,150 
withholding allowance would “result in a slightly lower proportion of overwithheld taxpayers and a slightly higher proportion of 
underwithheld taxpayers under the Tax Cuts and Jobs Act than would have been the case under prior law.”

Earlier this year, the IRS issued an updated Form W-4 to reflect TCJA changes. It also issued News Release 2018-36 and a withholding 
calculator that can be used to assist in determining the appropriate amounts that should be withheld from employees’ paychecks.

The Form W-4 provides for employees to claim a personal allowance for:
 — themselves,
 — their spouse if filing jointly,
 — filing as head of household,
 — an additional allowance depending on filing status as well as their/their spouse’s employment situation, and
 — various tax credits for which the employee may be eligible (e.g., the child and dependent care, child tax and earned income credits).

Similar to the prior version of Form W-4, worksheets are available to assist the employee with accounting for itemized and  
above-the-line deductions or exclusions, second jobs and/or their spouse’s jobs, and unearned income in determining proper 
withholding amounts.
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The Act suspends the deduction for interest paid on home equity indebtedness; however, the IRS clarified earlier this year this interest 
is still deductible if the loan is used to buy, build or substantially improve the taxpayer’s home that secures it. 

Medical expenses. For tax years beginning after Dec. 31, 2016, and before Jan. 1, 2019, the floor for determining the deductibility of 
medical expenses is reduced to 7.5 from 10 percent of AGI, regardless of the taxpayer’s age. During this period, the rule limiting the 
deduction to the extent such expenses exceed 10 percent of AGI for AMT purposes is not in effect. After Dec. 31, 2018, the floor reverts 
to 10 percent of AGI for all taxpayers, for both regular tax and AMT purposes.

Miscellaneous itemized deductions. The TCJA suspended miscellaneous itemized deductions subject to the 2 percent-of-AGI floor. 
Commonly deducted expenses include unreimbursed employee business expenses, tax preparation fees, investment fees, safe deposit 
box rental fees, etc. 

Overall limitation on itemized deductions. The rule commonly referenced as the “Pease limitation,” which either reduced the total of 
certain otherwise allowable itemized deductions by 3 percent of the amount a taxpayer’s AGI exceeded a certain threshold or limited 
the deductible amount to 80 percent of the total expenditures, has been suspended.

Charitable contributions. Under previous law, the deductibility of contributions to public charities, educational organizations, churches, 
hospital and medical research organizations, certain private foundations and other specified charities was limited to 50 percent of the 
donor’s contribution base (broadly, AGI without regard for any net operating loss carryback to the tax year of the contribution). The 
TCJA increased the contribution base limitation percentage for cash donations to such charities to 60 percent. 

The Act also eliminated the deduction for 80 percent of a payment to a higher education institution in exchange for the right to 
purchase seating at an athletic event. Note: this deduction is not restored after Dec. 31, 2025.

Personal casualty and theft losses. Only such losses attributable to a federally declared disaster are deductible under the new law. 
In the case of a taxpayer with personal casualty or theft gains, any personal casualty or theft losses not attributable to a federally 
declared disaster are still available to the extent they do not exceed the aforementioned gains. Pre-Act limitations, requiring losses to 
exceed $100 per casualty or theft and in the aggregate to exceed 10 percent of the taxpayer’s AGI to be deductible, remain in effect. 

TCJA changes to above-the-line deductions, exclusions and personal credits

Tax reform additionally resulted in changes to above-the-line deductions to arrive at an individual taxpayer’s AGI, exclusions from 
taxable income and personal credits available to reduce their tax liabilities. Once again, disregarding any potential for new legislation, 
the modifications discussed below will no longer be in effect after Dec. 31, 2025, unless noted otherwise. 

Standard deduction and personal exemptions. The Act increases the standard deduction to $24,000 for joint filers and surviving 
spouses, $18,000 for head-of-household filers, and $12,000 for all others; these amounts will be indexed for inflation for tax years after 
2018. The additional standard deductions for the elderly or blind ($1,250 for joint filers per spouse and surviving spouses, $1,550 for all 
other filers) remain unchanged. Personal exemption deductions for a taxpayer, spouse and dependents are suspended outright. 

Deduction for moving expenses and exclusion for qualified moving expense reimbursements. With the exception for members of the 
Armed Forces on active duty, the TCJA suspends the above-the-line deduction for moving expenses and the exclusion for qualified 
moving expense reimbursements. However, the IRS recently clarified that qualifying reimbursements a taxpayer receives from his or 
her employer in 2018 for expenses incurred in connection with a 2017 move remain excludable from income. 

Deduction of alimony by payor. The Act does not suspend but eliminates the deduction for alimony paid pursuant to a divorce or 
separation decree executed after 2018 or to a modification to an existing agreement made after 2018 (if the modification expressly 
provides for the new law to apply). Accordingly, alimony under post-2018 agreements or modifications is no longer includible in the 
recipient’s income. 
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Child tax and qualifying dependents credits. The TCJA increased the child tax credit to $2,000 per qualifying child from $1,000, with 
a maximum refundable amount of $1,400 per credit. Taxpayers must provide a Social Security number for each qualifying child for 
whom the credit is claimed. The Act additionally increases the AGI threshold at which the credit begins to phase out to $400,000 
from $110,000 for joint filers and to $200,000 from $75,000 or $55,000 for all other filers. These thresholds are not indexed for 
inflation. The Act additionally introduced a $500 nonrefundable credit for qualifying dependents other than qualifying children.

529 plans – tax and educational savings combined 

One of the many items affected by the TCJA were 529 education fund plans. This insight will provide a detailed background of the 
plans, their tax benefits and implications, and the resulting updates per the new tax law.

What are 529 plans?

A 529 plan, also known as a qualified tuition plan (QTP), is a tax-advantaged method of building wealth to aid in the payments of 
future education costs. Earnings attributable to these funds accumulate tax-free and distributions from a 529 plan are not taxable as 
long as they are used for qualified educational expenses for the designated beneficiary. There are two basic types of plans: prepaid 
tuition plans and education savings plans. Similarities and differences between the two are captured in the chart below:

Prepaid tuition plans Education savings plans

Similarities

Contribution 
deductibility

Contributions are not tax deductible for federal income tax purposes, but may be deductible for 
state income tax purposes depending on the particular state laws. For example, New York allows 
the deduction annually up to $10,000 for married taxpayers filing a joint return (MFJ).

Contribution 
limitations

Contribution limits are set by the state of establishment, but typically cannot exceed the amount 
necessary to reasonably provide educational support for the beneficiary. For example, New York’s 
529 plan accepts contributions until the balance for the beneficiary reaches $520,000. However, 
there can be gift tax consequences (further detail below).

Differences

Contributions are used to purchase college 
units or credits and, in some cases, room 
and board, for future enrollment at a college 
or university that participates in the plan. 
With rising tuition costs, this helps taxpayers 
lock in today’s rates. However, it limits you to 
using funds for participating schools only.

Contributions are invested and future distributions 
can be made for tuition, mandatory fees and room 
and board for higher education institutions. This 
allows more flexibility for future use of the funds. 
Updates from the new tax law are provided in 
further detail below.

Tax Cuts and Jobs Act impact on 529 plans

With the implementation of the TCJA, distributions from 529 plans up to $10,000 per year can now be used for private kindergarten 
through 12th grade tuition expenses. The new tax law enhances the incentive for parents to open these plans by providing them with 
greater versatility in how to use their growing investment which now allows for distributions to cover tuition for private grade school 
through high school.
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States – benefits and nonconformity

Some states allow an income tax deduction for contributions to 529 plans, typically up to a certain threshold, providing a further tax 
benefit to invest in 529 plans. Not all states have conformed to the new TCJA provision in which 529 payments can be applied toward 
K-12 tuition. The below chart captures the current parameters for various states. Please note that many states are still reacting to the 
TCJA and their conformity to this specific expansion of the use of 529 plan distributions are not yet finalized.

Allowable deduction Limitation Conform to TCJA  
K-12 payments

Illinois Yes $10,000 single, $20,000 MFJ No

Minnesota Yes $1,500 single, $3,000 MFJ* No

New Jersey No -- Yes

New York Yes $5,000 single, $10,000 MFJ No

Pennsylvania Yes $15,000 per contribution, $30,000 MFJ Yes

Washington, D.C. Yes $4,000 single, $8,000 MFJ Yes

Wisconsin Yes $3,200 per beneficiary, $1,600 for MFS or divorced 
parents of a beneficiary** Yes

*Minnesota residents may claim either a tax deduction or a tax credit, depending on their income.
**There are other nuances to the Wisconsin deduction and taxpayers should consult with their advisors.

Gift tax consequences

A Form 709, United States Gift Tax Return, will be a required filing if contributions to a 529 plan exceed the $15,000 exemption per 
beneficiary in any given year. (The gift tax annual exclusion was raised to $15,000 for 2018.) However, there is a special exception in 
which the donor can front-load the plan for up to five years in one lump sum with no gift tax consequence. For example, instead of 
contributing $15,000 per year per beneficiary, a lump sum of $75,000 is allowed in year one and treated as if $15,000 was given per 
year for the next four consecutive years. No further contributions are allowed until the five years lapse, at which time another $75,000 
contribution would be allowed and so forth. A Form 709 must be filed to make this five-year election for the initial year of contribution. 
If no other gifts are made in the four consecutive years, then no further Form 709 filings will be required for those years.

529 plans are tax-beneficial arrangements and help alleviate tuition-related fears in planning early and building wealth efficiently.

Conclusion

We will continue to keep you informed of the latest developments by sending updates to assist you with planning throughout the year. 
See our 2018 Tax Planning Guide for additional ways to help you reduce your taxable income. We also encourage you to visit our Tax 
Reform Resource Center for more in-depth articles on the Tax Cuts and Jobs Act as well as the latest information on guidance.

For more information or questions regarding any of the topics in this planning letter, please contact your Baker Tilly advisor or send an 
email to tax@bakertilly.com. 
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