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In this article,
Wethekam discusses
how the incongruity
between the federal Tax
Cuts and Jobs Act and
existing state tax policy
has resulted in
numerous issues — few of which have been
addressed by guidance at either level.
The 2017 enactment of the Tax Cuts and Jobs
Act made significant changes to the federal tax
system. One of the drivers for the reform was to
make the United States more competitive in the
world markets, thereby stimulating economic
growth. Also, the revisions to the Internal
Revenue Code were designed to move the federal
tax structure from the worldwide system to a
territorial tax system.
The policy drivers for the TCJA were not
necessarily consistent with existing state tax
policy or state tax schemes. Further, the tax
benefits provided as a result of implementing
those policies did not filter down to the state tax
level. In some instances, the federal tax reform
provisions created a revenue windfall at the state
level. More importantly, as a result of layering the
1
TCJA provisions on existing state tax policy, the
state tax administrative burden has increased —
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The complexity is compounded by how the states adopt the IRC; the
filing method employed by the state and whether, for policy reasons, the
has state tax decoupled from specific IRC provisions.

significantly in some instances. Thus, the
intersection of federal tax reform and state tax
policy has given rise to numerous issues, the
resolution of which are complicated by the lack of
guidance both at the federal and state levels.
Federal Interest Expense Limitation
One provision has generated a number of
issues and illustrates the complexity of layering a
federal tax policy on an existing state tax
structure. The TCJA amended the interest expense
limitation found in IRC section 163(j). Section
163(j) limits the deduction for business interest
expenses for tax years beginning after December
31, 2017. The annual deduction for business
interest expense is limited to the sum of:
• the taxpayer’s business interest income;
• 30 percent of the taxpayer’s adjusted taxable
income2; and
3
• the taxpayer’s floor plan financing interests.
The limitation applies to all taxpayers except
certain small business, regulated public utilities
and electric cooperatives and farming, and real
property trade or businesses that have elected for
the limitation not to apply.
For federal tax purposes, the amount of
business interest expense not allowed as a
deduction as a result of the limitation is treated as
business interest paid or accrued in the next tax
year; for example, the disallowed interest
4
expenses may be carried forward. However, the

2

Adjusted taxable income is computed without regard to:
(1) any item of income; gain, deduction or loss that is not allocable to
a trade or business;
(2) any business interest or business interest income;
(3) the amount of the NOL deduction under section 172;
(4) the amount of any deduction allowed under section 199A; and
(5) for tax years beginning before January 1, 2022, any deduction
allowable for depreciation amortized or depletion.
3
4

IRC section 163(j)(1).
IRC section 163(j)(2).
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carryforward amount is then subject to the
limitation in the succeeding years, as well as the
limitation found in IRC section 382. For a group of
affiliated corporations that file a consolidated
return, the limitation is applied at the federal
consolidated return level. In other words, the
consolidated group is characterized as one
taxpayer for purposes of the limitation. Regarding
partnerships, unlike the single taxpayer concept
applied to corporations, the limitation is applied
on a partnership-by-partnership entity basis.
State Tax Issues — Federal Expense Limitation
For state tax purposes, the fundamental
question that one must ask is: Did the state adopt
new section 163(j) or has it decoupled from the
provision? If the taxing jurisdiction has not
automatically adopted the new provision because
of rolling conforming with the IRC or has
specifically decoupled, then a taxpayer must
determine if the expense limitation in place before
5
the 2018 tax year applies. If a tax jurisdiction
decouples from the new provision, there may be
no limitation on the business interest expenses
deduction unless the thresholds under old section
163(j) are met. The failure to adopt or decouple
from section 163(j) may require a taxpayer to
separately track interest expense deductions by
state, which creates an additional administrative
burden.
If a taxing jurisdiction adopts section 163(j),
how is the limitation computed for state tax
purposes? For federal tax purposes, ATI is
defined, and the logical assumption would be that
the federal definition also applies at the state
level. However, there is a possibility that state
modifications for computing state taxable income
could and would impact the computation. For
example, several states have their own
net operating loss computation that does not
track the federal computation. At the federal level,
there is no distinction for gains not allocable to a
trade or business, but states are restricted as to
what income may be subject to tax. Thus, the way

a gain is characterized at the federal level may not
be the same characterization at the state tax level.
This mismatch between federal adjusted gross
income and state taxable income could result in
the state limitation not being 30 percent of state
taxable income. To date, there has been little
guidance issued on the computation of ATI at the
state tax level and what, if any, modifications
should be made to the federal computation of ATI.
More perplexing is the interaction of the
provisions of section 163(j) with the various state
return filing methods. For federal tax purposes, a
consolidated group is characterized as a single
taxpayer. However, that characterization
complicates the application of the limitation in
those states that have adopted a separate return
filing method or a filing method that does not
mirror the federal method. If the federal
consolidated group reports an interest expense
limitation, how is the limitation allocated to
members of the group to determine the state
limitation? Pennsylvania is one of the few states
that has issued guidance. The Department of
Revenue advised that each member of the federal
consolidated group will be required to perform its
own set of calculations on a separate company
basis to determine if the interest expenses
6
limitation applies to it.
Similar issues arise in jurisdictions with
combined reporting, consolidated returns, or
nexus consolidated filing methods. In each of
these scenarios, a taxpayer must determine if the
members of the state filing group are the same as
the federal consolidated group. This analysis may
be further complicated by states that do not adopt
the federal consolidated return regulations.
Several states have enacted addback rules
requiring interest expense paid to a related party
to be added back to taxable income to close a
perceived corporate tax loophole. The policy
underlying the state addback statutes creates
issues with the interplay of the federal interest
expense limitation rule and the state addback
6

5

Under the prior provision of section 163(j), interest expense was
limited if two threshold tests were met. The first threshold was satisfied
if the payer debt-to-equity retailer exceeded 1.5 to 1.0. The second
threshold was satisfied if the payer’s net interest expense exceeded 50
percent of its ATI.
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Corporate Tax Bulletin 2019-03 (Apr. 29, 2019). New Jersey issued
TB-87 on April 12, 2019, to address the computation of the section 163(j)
limitation for separate return files. It appears that the taxpayer will use
the federal allocation method as a pro rata calculation for New Jersey
purposes. The statutory related-party addback will be applied after the
section 163(j) limitation. The tax bulletin also provides guidance for
combined return files. Tennessee issued Notice No. 19-18 to address the
treatment of its business interest expense deduction.
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statutes. The federal limitation does not
distinguish between related and unrelated party
expenses. Thus, at the federal level, related-party
interest expense would be included when
computing the limitation — resulting in a
potential double limitation when the state
addback statute is applied.
One of the key questions is the ordering of the
limitation. States that have issued guidance have
indicated that the federal limitation is computed
first — then the state addback statute is applied.
That ordering raises a limitation question: If the
entity has both related-party and third-party
interest expense, what, if any, portion of the postlimitation deduction would be subject to the
addback provision? Alternatively, should an
adjustment be made to the state interest addback
to compensate for the fact that a portion of the
related-party interest was included in the federal
limitation? The state addback statutes contain
exceptions or safe harbors. However, to apply the
exception or determine if the safe harbor applies,
the taxpayer must be able to identify the source of
the expenses. The lack of a distinction regarding
the expense at the federal level makes the
determination difficult at best.

For federal tax purposes, the amount of
disallowed deductions may be carried over to
subsequent years. There is a question as to
whether states will allow a similar carryover of
the disallowance expenses. Assuming the
carryover is allowed, would a taxpayer be
required to track the carryover on a separateentity basis at the state level, or rely on the federal
carryover amounts that may not be the same?
State apportionment methods will also factor into
the carryforward computation.
As evidenced by the state tax issues raised
with the adoption of section 163(j), the
intersection of federal tax reform and state tax
policy is not smooth. The lack of guidance at the
state and federal levels has further complicated
the application of the business interest expense
limitation. Finally, what may be a key factor
causing the turbulence is that the drivers for
federal tax reform are not aligned with state tax
7
policy. 


7

As an example, the rationale for revising section 163(j) was that it
was the counterpart to the 100 percent expensing of some assets. Most
states have decoupled from the TCJA’s 100 percent expensing provisions.
Thus, there is a fundamental mismatch with state tax policy.

TAX NOTES STATE, OCTOBER 28, 2019
For more Tax Notes® State content, please visit www.taxnotes.com.

309

© 2019 Tax Analysts. All rights reserved. Tax Analysts does not claim copyright in any public domain or third party content.

PRACTICE & ANALYSIS

