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Notice
The following information is not intended to be “written advice concerning one 
or more Federal tax matters” subject to the requirements of section 10.37(a)(2) 
of Treasury Department Circular 230.

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

The views and opinions expressed herein on slides without KPMG LLP 
branding are those of the authors and do not necessarily represent the views 
and opinions of KPMG LLP.

The KPMG name and logo are registered trademarks or trademarks of KPMG 
International.
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Section 163(j)
Background
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Limitation on deductibility of interest

Overview

— In general, a taxpayer is prohibited from deducting business interest expense 
in excess of the sum of: (1) business interest income, (2) floor plan financing 
interest, and (3) 30% of adjusted taxable income. I.R.C. §163(j)(1)

 For tax years beginning after December 31, 2017, and before January 1, 
2022, adjusted taxable income is taxable income other than: (1) items not 
allocable to a trade or business, (2) business interest income and 
expense, (3) depreciation, amortization, and depletion, (4) the 20% 
deduction for qualified business income, and (5) NOLs. I.R.C. §163(j)(8) 

• For tax years beginning after December 31, 2021, depreciation, 
amortization, and depletion would be deducted in calculating adjusted 
taxable income. I.R.C. §163(j)(8)(A)(v)

— Applies to tax years beginning after December 31, 2017, so there is no 
grandfathering of existing debt. P.L. 115-97, §13301(c)

— Any disallowed interest may be carried forward indefinitely. I.R.C. §163(j)(2)
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Limitation on deductibility of interest

The limitation applies to interest

— The proposed regulations provide an expansive definition that includes guaranteed 
payments for the use of capital. 

The limitation applies to business interest

— Investment interest remains subject to the existing rules under section 163(d).

— Exemptions for certain categories of taxpayers: 

 Certain regulated utilities, floor plan financing indebtedness

 Small businesses with average annual gross receipts not exceeding $25 million 
(“Exempted Entity”)

 At election of taxpayer – real property trade or businesses and farming businesses 
(“Excepted Business”)

Regulations 

— Proposed regulations issued on November 26, 2018

— Final regulations and new proposed regulations are expected to be issued at some 
point. They are currently under review at OIRA (Office of Information and Regulatory 
Affairs).
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General Rules for Small Business Exemption

— Section 163(j)(3) provides that the limitation on the amount of business interest 
expense that may be deducted for a taxable year under section 163(j)(1) (the general 
limitation) does not apply to a taxpayer that qualifies for the small business exemption

— To be a small business, a taxpayer must satisfy the “gross receipts test” under 
section 448(c) and must not be a tax shelter as defined in section 448(a)(3)

— Section 448(c) - Gross Receipts Test

 2019 Limitation: $26M (adjusted annually)

 Tested for three-year period immediately preceding current taxable year

 Annual determination and not elective - status may change from year to year

 Apply aggregation rules under sections 52 and 414

• Certain parent-subsidiary or brother-sister controlled groups (and combinations of both) are aggregated
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Tax Shelter

— Section 448(a)(3) excludes any tax shelter within the meaning of section 
461(i)(3)

 Any enterprise (other than a C corporation) if at any time interests in such enterprise 
have been offered for sale in an offering required to be registered with any Federal or 
State agency having the authority to regulate the offering of securities for sale

 Any syndicate within the meaning of section 1256(e)(3)(B)

• Any partnership or entity (other than a corporation which is not a S Corporation) if more than 
35% of such entity’s losses during the tax year are allocated to limited partners or limited 
entrepreneurs

- Gains or losses from the sale of capital assets or sale of section 1231 assets are not taken into account for 
purposes of determining if entity had a loss

- Limited entrepreneur generally means a person with an interest other than as a limited partner who does 
not actively participate in management

- A fund that has an overall tax loss during the tax year would likely be treated as a tax shelter, because 
limited partners typically would be allocated more than 35% of the fund’s losses

 Any tax shelter as defined in section 6662(d)(2)(C)(ii)

• A partnership or other entity, any investment plan or arrangement, or any plan or arrangement, 
if a significant purpose of such partnership, entity, plan, or arrangement is the avoidance of 
Federal income tax 
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Section 448(c): Gross Receipts Test

— Less than 3 prior years: look to time in existence

 If the entity has existed for fewer than 3 years, the entity must take into accounts its gross receipts for the 
period during which it was in existence 

 A newly formed entity generally qualifies for the small business exemption in its first year of existent, even if 
its gross receipts exceed the small business threshold amount for the tax year provided that it is not treated as 
a tax shelter.

 Consider existence of predecessors…

— Short tax year: gross receipts must be annualized

 Gross receipts for the short year divided by the number of months in the short period and multiplied by 12

— “Entity” includes any predecessor of that entity 

 Unclear how predecessor is defined for this purpose

• §1.448-2 defines predecessor as a person from which a taxpayer acquires the major portion of a trade or business or the major 
portion of a separate unit of a trade or business

• There are several authorities in the tax law that define “predecessor”

 Generally based on other authorities, the acquisition of a trade or business is of a “major portion” or “all or 
substantially all” of the assets of the trade or business
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Aggregation

— Entities treated as a “single employer” under sections 52(a) or (b) or sections 
414(m) or (o) must aggregate their gross receipts for purposes of determining 
if the entity meets the gross receipts test

 Section 52(a) – controlled group of corporations per section 1563 

• Use “more than 50%” instead of “at least 80%” and ignore section 1563(a)(4) and (e)(3)(C)

• To the extent that the entity structure only includes corporations (C or S), the aggregation 
rules under section 1563(a) will apply

 Section 52(b) – trades or businesses under common control

• Parent-subsidiary group under common control

• Brother-sister group under common control

• Combined group under common control

 Section 414(m) - affiliated service groups

 Section 414(o) provides for anti-avoidance rules for section 414(m)(4) and section 
414(n)(3) through the use of separate organizations, employee leasing, or other 
arrangements
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Electing real property T/B

For real property trades or businesses that elect to be exempt from 
the section 163(j) limitation, all nonresidential real property, 
residential rental property, and qualified improvement property 
must be depreciated using the applicable ADS recovery periods 
(i.e., longer lives)  

— If the election is made, the switch to ADS applies to all nonresidential 
rental property, residential rental property, and qualified improvement 
property, not just property placed in service beginning in 2018

 The change-in-use rules under Reg. §1.168(i)-4 should be used to 
compute depreciation for assets placed in service in prior years that 
would change from MACRS to ADS as a result of this election  

• These rules require use of ADS life as of the date the converted property was 
acquired
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Allocating interest

First, determine if interest expense is properly allocable to investment or 
trade or business activities

— C corporations only have BIE

— Other taxpayers must apply Temp. Treas. Reg. sec. 1.163-8T and notice 89-35 to 
determine interest that is traceable to investment activities

— Investment interest subject to section 163(d) generally is not subject to section 163(j)

Second, if interest expense is properly allocable to a trade or business, 
determine amount allocable to excepted or non-excepted trades or 
businesses

— If only excepted or only non-excepted, no further allocation required

— If some excepted and some non-excepted, use modified basis allocation rules in Prop. 
Treas. Reg. 1.163(j)-10 to allocate interest among them

— Complex look-through rules are provided to allocate interest to assets held directly or 
indirectly by partnerships and corporations

— Special direct tracing rule for qualified non-recourse debt
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CARES Act 
changes to the 
Business Interest 
Expense Limitations 

— Section 163(j)

.50
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Business Interest Expense Limitation

Modifications for non-partnership taxpayers (including S corporations):

— For tax years beginning in 2019:

- The 30% limit on adjusted taxable income (ATI) is increased to 50%

- Taxpayer can elect not to have the 50%-of-ATI rule apply 

— Election revocable only with consent  

— Election made by doing (see Rev. Proc. 2020-22)

— For tax years beginning in 2020:

- The 30% limit on adjusted taxable income (ATI) is increased to 50%

- Taxpayers can elect to use their ATI from their last tax year beginning in 2019 for the business interest expense 
limitation computation that is done for their 2020 tax year

— If the 2020 election year is a short tax year, the taxpayer’s 2019 ATI will be prorated

— Expectation is that the 2019 ATI may be higher than that of 2020, resulting in a higher limitation
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QIP Change and RPTB Election

Intersection with change to recovery period of qualified 
improvement property (QIP)

— Previous modeling done to determine whether to make the 
RPTB election may have assumed qualified improvement 
property was depreciable over 39 years (and not 15/20) and 
that such property was not eligible for bonus depreciation

— IRS issued a series of needed guidance about the interplay 
of the RPTB election, the QIP fix, and BBA Partnerships. 
Taxpayers should reassess elections based on QIP fix to 
take advantage of this guidance.

— Taxpayers filing method changes with respect to QIP in 2019 
– is the negative 481 adjustment treated as an add-back in 
the section 163(j) computation?
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Additional Guidance 
under Rev.  Proc. 
2020-22

Rev. Proc. 2020-22
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Real Property Trade or Business* (RPTB) Late Election 
or Withdrawal
Late Election 

Taxpayers that failed to make a timely RPTB Election can reassess whether making the election in 2018, 2019 or 
2020 is advantageous. 

— Late elections allowed for 2020 even though timely elections are not due until 2021.  

Withdrawal of timely election 

Taxpayers can withdraw prior elections

— If an election is withdrawn, it is treated as if it was never made

- Impacts the year made and all future years (unless or until a new election is made)

— The ability to withdraw previous elections and to make a late election allows taxpayers to reconsider the 
timing of the election (2018, 2019 or 2020), if any

- If a new election is made, it is effective for the year made and all future years

Taxpayers should consider the net impact of the technical corrections to QIP (including the availability of bonus 
depreciation), potential increased business interest expense, and any other collateral adjustments

Taxpayers should consider the impact on partners and shareholders that may have allocated their business 
interest expense to the partnership’s or blocker’s RPTB.
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Section 163(j) 
Rules for 
Partnerships
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Limitation on deductibility of interest
Partnerships

— The section 163(j) limitation applies at the partnership level. 

 Deductible business interest expense (“BIE”) at the partnership level is included in the 
partnership’s non-separately stated taxable income or loss and is allocated to the partners. 

 A partner generally is required to reduce its outside basis in its partnership interest by any 
allocated excess business interest expense (“EBIE”), but that basis reduction is reversed to the 
extent of EBI that has not been treated as “paid or accrued” at the time of a disposition of all or 
substantially all of the partnership interest.

 EBI is “freed up” for potential deduction in future years (i.e., treated as paid or accrued) only to 
the extent of the partner’s allocable share of excess taxable income (“ETI”) or excess business 
interest income (“EBII”) from the same partnership that allocated the EBI to the partner. 

— ETI, EBII, and EBI (collectively, “section 163(j) excess items”) are allocated in the same manner as 
the non-separately stated taxable income or loss of the partnership.

— Treasury and the IRS intend to write rules to re-characterize the BIE and BII from a self-charged 
lending transaction between a partnership and a partner to prevent that BII and BIE from affecting 
the section 163(j) limitation calculations of the lender and the borrower.

— The proposed regulations reserved on the application of the section 163(j) rules in the context of 
tiered-partnership structures. 
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Allocation of Section 163(j) Excess Items

— The proposed regulations provide an 11-step process for allocating ETI, EBII, EBIE, 
and deductible BIE

 The 11-step process is intended to address the following principles:

1) section 163(j) is applied at the partnership level; 

2) a partnership cannot have both ETI (or EBII) and EBIE in the same taxable year; 

3) parity must be preserved between a partnership’s deductible BIE and section 163(j) excess 
items and the aggregate of each partner’s share of deductible BIE and section 163(j) 
excess items from such partnership; 

4) if in a given year a partnership has both deductible BIE and EBIE, a partnership should not 
allocate EBIE to a partner to the extent such partner was allocated the items comprising 
ATI (or BII) that supported the partnership’s deductible BIE; and 

5) if in a given year a partnership has ETI (or EBII), only partners allocated more items 
comprising ATI (or BII) than necessary to support their allocation of BIE should be allocated 
a share of ETI (or EBII). 
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Calculation of ATI: Partnership Items

— “Partnership Taxable Income”

 Defined in section 703, and specifically excludes: 
• Personal exemptions, 

• Section 901 foreign taxes paid or accrued, 

• charitable contributions, 

• NOLs, 

• certain itemized deductions for individuals, and 

• oil and gas depletion

 Form 8990 starts with Form 1065, Page 5, Line 1: Net Income (Loss)
• ATI adjustments may be needed to the extent items noted above are included in Line 1

• may need to adjust for any guaranteed payments 

 Other adjustments to ATI:

• Investment items

• Partner basis and remedial items

• Distributive share from lower-tier partnership
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Disposition of Partnership Interest

A partner’s basis in its partnership interest is:

— Reduced for the deductible amount of business interest expense deducted in 
its distributive share of partnership income

— Reduced for its share of EBIE

— Increased for any EBIE that has not been treated as paid or accrued by the 
partner when that partner disposes of its partnership interest

 Basis increase rule applies to transfers in non-recognition exchanges

• Proposed regulations refer to dispositions of all or substantially all of a 
partnership interest (whether by “sale,” “exchange,” or “redemption”)

— Thus, upon disposition of a partnership interest, a partner may receive a 
“basis bump” which can often result in less capital gain or increased capital 
loss.
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CARES Act 
Changes to Section 
163(j) for 
Partnerships

— Section 163(j)

.50
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Special Rules for Partnerships/Partners

Partnerships – Section 163(j) modifications

— For tax years beginning in 2019:   

- The partnership determines its section 163(j) limitation as usual based on 
30% of ATI + BII) and allocates any EBIE, EBII, or ETI to its partners

— For tax years beginning in 2020: 

- The 30%-of-ATI limit is increased to 50%.  Partnership can elect out of rule

- Partnership can elect to apply 2019 ATI to compute its 2020 limitation  

— If 2020 year is a short tax year, partnership’s 2019 ATI will be prorated

— This change impacts quarterly estimates being done now

— How is 2019 ATI allocated among partners?  How does the partnership 
apply the 11 steps?
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Special Rules for Partnerships/Partners

Partners in partnerships – Section 163(j) modifications

— For tax years beginning in 2019:  

- Regular rules apply to 2018 EBIE.  2019 ETI is included in partner’s 2019 ATI and 
partner computes own limitation using 50% of ATI (unless the partner is itself a 
partnership)

— Unless partner elects otherwise, for tax years beginning in 2020:

- Partner treats 50% of the 2019 EBIE as business interest that is “paid or accrued” by 
the partner without any ETI or EBII allocation  

— This portion is not subject to any section 163(j) limitation in 2020 that otherwise 
may have applied at the partner level

- The residual 50% of the 2019 EBIE and any remaining 2018 EBIE is subject to 
normal rules
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Definition of Interest –
Proposed/Final 
Regulations for Hybrid 
Arrangements
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Section 267A Final Regulations

— On April 7, 2020, Treasury and the IRS released regulations that finalized the 2018 Proposed 
Regulations addressing the anti-hybrid rules under Sections 267A and 1503(d). 

— The definition of interest in Proposed Section 1.267A–5(a)(12) was based on, and similar in scope 
to the definition of interest contained in the Proposed Regulations under Section 163(j)

— The preamble to the Section 267A Final Regulations noted that although no comments were 
received on the definition of interest in proposed Section 1.267A–5(a)(12), the Treasury Department 
and IRS received numerous comments on the definition of interest in the Proposed Regulations 
under section 163(j). 

— Taking into account those comments, the Final Regulations significantly narrowed the definition of 
interest for section 267A purposes to bring it more in line with the “traditional” view of interest, and 
thereby included, in general, only amounts treated as interest under the Code.
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Section 267A Final Regulations

— Under the Final Regulations, amounts that are closely related to interest and that affect the 
economic cost of funds, such as commitment fees, debt issuance costs, and guaranteed payments, 
are not per se treated as interest. 

— Rather, the final regulations provide an anti-avoidance rule under which any expense or loss that is 
economically equivalent to interest is treated as interest (a “structured payment”) for purposes of 
section 267A if a principal purpose of structuring the transaction is to reduce an amount incurred by 
the taxpayer that otherwise would have been treated as interest or as a structured payment under 
Section 1.267A–5(a)(12) or (b)(5)(ii). See Section 1.267A–5(b)(5)(ii)(B). 

 2 requirements to trigger the anti-avoidance rule: 

• 1) economically equivalent to interest

• 2) principal purpose of structuring the transaction is to reduce an amount incurred by the 
taxpayer that otherwise would have been treated as interest

— The Final Regulations eliminated the “hedging rule,” i.e., no rule requiring adjustments to the 
amount of interest expense to reflect the impact of derivatives that alter a taxpayer’s effective cost 
of borrowing.
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Overview

• Section 163(j) itself does not contain any special international 
provisions (cf partnerships, S-corporations)

• Therefore, proposed regulations (November 26, 2018 (83 Fed. Reg. 
67400)) provided guidance on how the general rules of section 
163(j) apply to multinational groups:

– Prop. Reg. § 1.163(j)-7: Application of section 163(j) to CFCs

– Prop. Reg. § 1.163(j)-8:  Application of section 163(j) to foreign persons and 
entities with effectively connected income 

• Final and additional proposed regulations currently pending at 
OIRA.
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CFCs

• Prop. Reg. § 1.163(j)-7: Section 163(j) limitation applies on a 
separate entity basis to determine the deductibility of a CFC’s 
business interest expense in the same manner as the limitation 
applies to a domestic corporation

– A CFC with business interest expense applies section 163(j) to determine the 
deduction limitation for purposes of computing: 

• Subpart F income (under section 952), 

• GILTI-tested income (under section 951A(c)(2)(A)), and 

• ECI

– If a CFC is a partner in a partnership, section 163(j) and the related regulations 
apply to the partnership as if the CFC were a domestic C corporation
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CFC Group Election

• Irrevocable election that allows the members of a “CFC Group” to 
apply section 163(j) on a group basis (the Alternative Method)

• “CFC Group”
– 2+ “applicable CFCs” if at least 80% of the stock by value of each applicable 

CFC is owned by a single U.S. shareholder or, in aggregate, by related U.S. 
shareholders if each U.S. shareholder owns the stock of each applicable CFC in 
the same proportion

– “Applicable CFC” is a foreign corporation in which at least one U.S. shareholder 
directly or indirectly owns stock

– Members of a consolidated group and individuals filing jointly are treated as a 
single person

– Stock of a CFC owned through certain passthrough entities is treated as owned 
by a U.S. person that owns 80% or more of the passthrough entity

– Financial services group members are treated as a separate subgroup with 
special rules

– Controlled partnership treated as CFC Group member and interest in partnership 
considered stock
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CFC Group Election (cont’d)

• Election limits the amount of business interest expense of each 
member of the CFC Group to the amount of that member’s “allocable 
share” of the CFC Group’s “applicable net business interest expense”

– “Applicable net business interest expense” is the excess of (1) the sum of the amounts 
of business interest expense of each CFC group member, less (2) the sum of the 
amounts of business interest income of each CFC group member

– Member’s “allocable share” is determined based on a contribution of that member's 
net business interest expense (computed on a separate company basis) to the sum of 
the net business interest expense of each member of the CFC Group (computed on a 
separate company basis)

𝐶𝐹𝐶 𝐺𝑟𝑜𝑢𝑝 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒 − 𝐶𝐹𝐶 𝐺𝑟𝑜𝑢𝑝 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐼𝑛𝑐𝑜𝑚𝑒  𝑥 
𝑀𝑒𝑚𝑏𝑒𝑟 𝑁𝑒𝑡 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒

𝐴𝑔𝑔𝑟𝑒𝑔𝑎𝑡𝑒 𝑁𝑒𝑡 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒 𝑜𝑓 𝑒𝑎𝑐ℎ 𝑀𝑒𝑚𝑏𝑒𝑟 𝑜𝑓 𝐶𝐹𝐶 𝐺𝑟𝑜𝑢𝑝

– May be more or less than a CFC Group member's actual interest expense for the year
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CFC Group Election (cont’d)

• Computation of CFC ATI
– Principles of Treas. Reg. § 1.952-2 (or section 882, as applicable) apply for 

determining the applicable CFC’s income and deductions

– ATI of an applicable CFC excludes any dividends received from a related person
• Intended to avoid double counting, because dividend amount will be part of the paying 

corporation's ATI

– “Excess” ATI (CFC Excess Taxable Income) of lower-tier members of the CFC 
Group 

• CFC Excess Taxable Income means the excess of (1) 30% of the ATI of a member of 
the CFC Group, less (2) the CFC Group member's allocable share of the applicable net 
business interest expense

• “Rolls up” to upper-tier CFCs

• Can be used to increase the section 163(j) limitation of upper-tier CFCs

• Continues until the highest tier member is allocated the balance
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Example – No Election

Parent

CFC 1 CFC 2$100 interest income
(non-subpart F)

$1000 Loan

CFC 2 Interest Expense Limited to 30% of ATI = $15 ($50 x 30%)
Total GILTI Income = $135 ($150 - $15)

CFC 2 Interest Expense Carryforward = $85 ($100 - $15)

$100 Interest

$100 interest expense
$50 TI excluding interest



© Miller & Chevalier Chartered 39

Example – CFC Group Election

Parent

CFC 1 CFC 2$100 interest income
(non-subpart F)

$100 interest expense
$50 TI excluding interest

$1000 Loan

CFC Group’s applicable net business interest expense is $0 ($100 - $100),
Thus no interest is subject to limitation

Total GILTI Income at Parent = $50 ($100 - $50)

$100 Interest
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ECI

• Nonresident alien individuals and foreign corporations are subject to 
U.S. tax on any income that is effectively connected with the 
conduct of a U.S. trade or business.  Section 871(b), 882(a)(1).  
Deductions are only allowed to the extent that they are connected 
with ECI.  

• Because section 163(j) applies broadly to all interest deductions, it 
applies to foreign taxpayers with ECI. 

• Modification is required to limit the application of section 163(j) to 
that income (ECI) which is actually subject to U.S. tax. 
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ECI (cont’d)

• Prop. Reg. § 1.163(j)(b): Modification of definitions for “specified 
foreign persons” (non-resident alien individual or non-CFC foreign 
corporation):

– ATI: ECI, adjusted by the items set forth in Prop. Reg. § 1.163(j)-1(b)(1)(i) 
through (iv) that are taken into account in determining ECI.

– Business interest expense: Interest (as generally determined under section 
163(j) that is taken into account under Treas. Reg. § 1.861-9T(d)(2) (individuals) 
or § 1.882-5 (foreign corporations).

– Business interest income: Interest (as generally determined under section 163(j)) 
that is ECI.
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ECI (cont’d)

• Special partnership rules (Treas. Reg. § 1.163(j)-6(c)):
– Basic idea: For nonresident aliens and non-CFC foreign corporations,  ETI, 

excess business interest expenses, and excess business interest income 
allocated to the partner can only be used the extent of the partnerships income 
that would be ECI in the hands of the foreign partner.

– “Specified ratio”:  
Partnership ATI taking into account only ECI items

Generally determined partnership ATI

– “Specified excess ETI”: Partner’s allocable ETI x specified ratio

– “Specified excess business interest expense”: Partner’s allocable excess 
business expense x specified ratio

– “ECI business interest income”: Business interest income – business interest 
expense, in each case only taking into account partnership’s ECI items (using 
principles of Treas. Reg. § 1.882-5(d)(2)(vii) (“U.S. book liabilities”)).

– Partner level allocations of excess ETI and excess business interest expense are 
limited to the specified amounts.  Excess business interest income allocations 
are limited to ECI excess business income. 
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ECI (cont’d)

• Overlap with Treas. Reg. § 1.882-5
– Treas. Reg. § 1.882-5 – 3 step test for determining allocable interest deduction 

for ECI purposes
• Step 1: Determine total value of U.S. assets for the taxable year

• Step 2: Determine total amount of U.S.-connected liabilities for the year (U.S. asset 

value x 
 

 

• Step 3: Adjusted “U.S. booked liabilities” based on amount of U.S. connected liabilities

– Basic idea: Foreign corporation must first determine its interest expense 
allocation under Treas. Reg. § 1.882-5 before applying section 163(j) rules, but 
must back out any partnership-source interest expense (because that interest 
expense was already subject to section 163(j)) at the partnership level).

– Disallowed business interest expense carryforward and allocable excess 
business interest expense from a partnership is not taken into account in 
determining interest Treas. Reg. § 1.882-5 calculation in succeeding taxable 
years. 
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ECI (cont’d)

• Example

PRS

FC
- Capital and profits: 

50%

PRS:
Business A (U.S.):
- $120 of taxable income
- $20 interest expense ($400 

liabilities)
Business B (non-U.S): 
- $80 of taxable income
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ECI (cont’d)

• Example (cont’d):

PRS

FC
- Capital and profits: 

50%

- Partnership ATI: $220 (taxable income plus interest 
expense)

- Partnership 163(j) limitation: $66 (does not limit 
deduction of $20 of interest expense)

- ETI: $153 ($220 x 
$ $

$
)

- FC is allocated 50 percent of ETI ($77), but not all 
$77 will increase ATI.

- Specified ratio: 
$  (  )

$  (  )
= 64%

- FC specified taxable income $49 = $77 x 64% = 
$49.

- FC ATI increase limited to $49 (technically, FC ATI 
increased by $77 and then reduced by $77-$49 = 
$28)
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SALT 163(j) –
background and 
corporate 
conformity
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• SALT tax base interaction with federal limitation

• Does the state conform to post-TCJA Section 163(j)?

• If not, does state still conform to pre-TCJA Section 163(j)?

• Does the state conform to post-CARES Act Section 163(j)?

• Other SALT tax base and computational issues

• State filing group differences and “as if separate” computations

• If the federal limitation is computed on a consolidated group basis, then how do the 
variations between federal and state filing methods impact the computation and 
application of the interest expense limitation?

• Separate company vs. unitary combined vs. consolidated vs. nexus combined

• Intercompany items

• Carryforwards of disallowed interest expense

• State-specific tracking schedules will be required

SALT and IRC 163(j) - background
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Corporate general state IRC conformity

Fixed Date or static conformity (+Hawaii)

No general corporate income tax

Rolling conformity or conformity to current IRC
(+Alaska, D.C.)

State conforms only to specific sections of the IRC 
=Arkansas (fixed), California (fixed), Mississippi (rolling)

IA: TY19 (fixed); 
TY20 (rolling)

MD: rolling if 
impact on state 

revenue < $5mil, 
otherwise fixed

MI: fixed, but taxpayer 
has option to use 

current tax year IRC 

OR: Rolling for 
IRC changes 

impacting 
taxable income, 
otherwise fixed
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Corporate state conformity TCJA IRC 163(j)  
TY20 chart as of March 26, 2020 – CARES Act changes are not reflected

Decouples – specifically decoupled from post-TCJA 163(j)

No general corporate income tax

Conforms to TCJA IRC 163(j)

Has not updated conformity or has selective conformity 
and has not adopted TCJA IRC 163(j) Alaska

District of Columbia

Hawaii

TN: Conformed to TCJA 163(j) 
for 2018 and 2019 tax years

VA: conforms to 
163(j) but allows a 
20% subtraction 
for disallowed 
interest

NH: Did not 
conform to TCJA 
163(j) for 2018 and 
2019 tax years
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Corporate state conformity TCJA IRC 163(j)  
TY20 chart as of June 19, 2020 – CARES Act changes generally included

Decouples – specifically decoupled from post-TCJA 163(j)

No general corporate income tax

Conforms to TCJA IRC 163(j) w/o CARES Act changes

Has not updated conformity or has selective conformity 
and has not adopted TCJA IRC 163(j) Alaska

District of Columbia

Hawaii

TN: Conformed to TCJA 163(j) 
for 2018 and 2019 tax years 
including CARES Act changes

VA: conforms to 
163(j) but allows a 
20% subtraction 
for disallowed 
interest

Conforms to TCJA/CARES Act IRC 163(j)

MD: rolling if impact 
on state revenue    
< $5mil, otherwise 
fixed; no MD 
Comptroller report 
on CARES Act yet

MI: fixed to 1/1/18 
IRC, but taxpayer 
has option to use 
current tax year IRC 

NH: Did not 
conform to TCJA 
163(j) for 2018 and 
2019 tax years

NY: see 
next slide
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CARES Act impact for SALT

• IRC Conformity for CARES Act changes to IRC 163(j) 

• Rolling IRC conformity states, which haven’t decoupled from IRC 163(j), will 
likely adopt the reduced limitation (50% of ATI in limitation calculation)
• These states may also follow the election to use TY19 ATI in the TY20 limitation 

calculation depending on state’s computation, election rules, etc.

• Even greater need for tracking that includes values for states that adopted TCJA 163(j) 
but that did not adopt the CARES Act changes to IRC 163(j)

• Static IRC conformity states and nonconforming states would not adopt 
CARES Act changes to IRC 163(j) without additional legislation
• Need to review for legislation subsequent to this presentation

• NYS and NYC decoupling legislation

• Specifically decoupled from CARES Act changes including IRC 163(j), see 
S7508, which was signed into law on 4/3/20

• Exception - election to use 2019 ATI for TY20 is currently available for NYS 
Article 9-A files (but not for NYC filers per S8411 signed 6/17/20), however, 
need to review for any additional NY legislation subsequent to this presentation

• Additional state reactions are expected (e.g., watch Colo. HB1420)
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Consolidated vs. Separate - Example

— Consolidated limitation

• BIE limitation = $200 + (30% x $1000) = $500

- Current year disallowed BIE = $500

• Corp A share of the consolidated limitation = $500 x ($400/$1000) = $200 

• Corp C share of the consolidated limitation = $500 x ($600/$1000) = $300

— Separate company limitation

• Corp A separate limitation = $0 + (30% x $100) = $30

- Current year disallowed BIE = $370

• Corp C separate limitation = $0 + (30% x $400) = $120

- Current year disallowed BIE = $480
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States and electing RPTB

• Real property trade or business (RPTB) election mechanics
• Consider state’s IRC conformity to IRC 163(j) and IRC 168

• Georgia DOR website: Income Tax Federal Tax Changes 
(updated October 21, 2019)

• 30% limitation on business interest (Georgia follows the provisions of IRC 
163(j) that existed before enactment of federal Public Law 115-97).

• Since Georgia follows the prior rules of IRC 163(j), Georgia does not recognize 
the provisions for an electing RPTB (IRC 163(j)(7)(a)(ii) and 163(j)(7)(B)).

• Thus, for purposes of computing federal income for Georgia income tax 
purposes, the taxpayer would not be subject to the alternative depreciation 
method under IRC 168(g), and would therefore depreciate assets as if the new 
provisions of IRC 163(j) had not been enacted. This will cause different 
depreciation for federal and Georgia purposes.
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SALT - IRC 163(j) and expense disallowance

• Interaction between state conformity to 163(j) and exp. disallowance

• AL, IL, NJ, PA: apply 163(j) limit first, then related-party addback rules

• MA TIR 19-17: apply state’s related-party addback rules first, then 163(j) limit

• Illinois Sch. 80/20 instructions - example:

• In Year 1 Taxpayer paid $100 in business interest to an 80/20 affiliate and $1,000 
in total business interest. There is no carryforward under IRC Section 163(j)(2) 
from the prior year. Under IRC Section 163(j), Taxpayer’s federal income tax 
deduction for interest in Year 1 is limited to $800. For purposes of computing the 
amount of interest to include on Line 3a for Year 1, the amount of interest Taxpayer 
is considered to have paid the 80/20 affiliate and deducted in computing base 
income equals $80 (the $100 actually paid multiplied by 80%). The carryforward of 
interest paid to the 80/20 affiliate in Year 2 equals $20 (the $100 actually paid 
multiplied by 20%).

• $800 deduction after IRC 163(j) limit / $1000 total business interest = 80% deducted ratio

• $100 paid * 80% deducted ratio = $80 deducted

• 100% - 80% deducted ratio = 20% not deducted ratio

• $100 paid * 20% not deducted ratio = $20 carryforward of interest paid to 80/20 affiliate
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Selected state 
and local tax 
approaches
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SALT reactions - Iowa

• Iowa IRC conformity changes

• TY2018: IA fixed conformity to IRC did not conform to IRC 163(j)

• TY2019: IA fixed conformity to IRC conformed to IRC 163(j) pre-CARES Act

• TY2020 and forward:

- Currently: IA rolling conformity to IRC and conforms to IRC 163(j)

- But, see Iowa House File (HF) 2641 for bill that would adjust IA to decouple

• Creates need to track state interest expense deduction taken in TY2018 that is 
not permitted in future tax year when get federal interest deduction

• Reporting

• IA 101 Nonconformity Adjustments - reports and tracks adjustment
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SALT reactions - Michigan

• Michigan Corporate Income Tax (CIT)

• Notice: Corporate Income Tax Treatment of the IRC 163(j) Business 
Interest Limitation (June 8, 2020)

• Rolling IRC Conformity - CIT tax based computation begins with FTI

• Looks to 2018 federal proposed 163(j) regulations (REG-106089-18)
- Federal: Consolidated return.  Limitation applies at consolidated return level, 

with a single limitation for the consolidated return

- Michigan Unitary Business Group (UBG):
▫ Combined return.  Michigan has consistently recognized that consolidated and 

combined filing are not the same and has required each UBG member included on 
a federal consolidated return to separately compute FTI on a pro forma federal 
return

▫ All the components of a federal return are separately computed to arrive at a 
member’s pro forma FTI, including the Michigan version of the member’s interest 
expense limit (i.e., the state 163(j) limit)

▫ Carryforward – value of disallowed BIE carryforward may vary from federal value



© 2020 KPMG LLP, a Delaware limited liability partnership and the US member firm of the KPMG network of independent member firms affiliated with KPMG 
International Cooperative (“KPMG International”), a Swiss entity. All rights reserved..

60

SALT reactions - Virginia

• Virginia Tax Bulletin 19-1 (2/15/19)

• Virginia House Bill 2529 and Senate Bill 1372 (enacted Feb. 15, 2019) 
eliminated language explicitly not adopting any 2018 TCJA changes in Virginia

• Virginia adopted the section 163(j) federal limitation

• Also permitted a state-specific modification to allow a deduction for 20 percent 
of the amount of the interest expense that was disallowed for federal purposes

• Static conformity to IRC advanced to IRC as of 12/31/18 (but see below)

• Virginia Tax Bulletin 20-1 (2/18/20)

• Virginia Senate Bill 582 (enacted Feb. 17, 2020) generally advanced the 
state’s static conformity to IRC to IRC as of 12/31/19

• Virginia continues to decouple from various TCJA provisions

• This change occurred prior to the CARES Act, so additional legislation would 
be needed before Virginia would potentially follow those federal changes
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SALT 163(j) –
partnerships
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— Does a jurisdiction adopt revised IRC 163(j)?

 IRC conformity date – does it vary for partnerships?

 State partnership modifications specific to IRC 163(j)

— Does a state or local jurisdiction require partnerships to pay tax at the 
entity level?

 Even if the interest deduction is allowed at the partner level, the limitation at 
the partnership level could impact total state and local tax due

— Does this limitation impact nonresident withholding or other state 
partner reporting?

— Does this limitation impact the tax base on a composite return?

— Partner basis in partnership - is state-specific tracking required?

SALT - IRC 163(j) and partnerships
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Partnerships and SALT reporting for 163(j)

— Line 13K – Excess business interest expense (EBIE)

 Conforming states

• In computing an income tax or withholding base for states that conform to the 
current federal IRC 163(j) limit, Line 13K value would need to be:
- 1) not deducted, or 

- 2) shown as a modification - if the Line 13K value is initially shown as deducted, then 
need to show as an addback modification too

• Some state and local jurisdictions which impose income tax on partnerships 
conform to the TCJA IRC 163(j) limit, such as the New York City UBT and the 
Illinois Replacement Tax
- CARES Act changes adopted by IL (rolling conformity)

- NYC UBT has specifically decoupled from the CARES Act TY19 and TY20 changes 
(S7508 passed 4/3/20; S8411 passed 6/17/20)

 Decoupling states

• States may display the interest deduction pre-IRC 163(j) federal limit

• States may initially show the federal (limited) value, then need to show the 
additional state interest deduction as a subtraction modification
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— Operating partnership (lowest tier) with 163(j) limited expense that is 
apportioning income among states

 Conforming state:

• FTI (higher value, based on limitation of expense) x Apportionment%

 Decoupling state:

• Modified FTI (lower value, as interest expense is not limited) x Apportionment%

— Impact up through partnership tiered levels

 Conforming state

• State values depend on if apportioning or allocating at upper tier levels

• Consider “excess” items

 Decoupling state:

• TY18: lower income for a decoupling state (because get extra interest deduction)

• TY19/forward: lower or higher depending on computations at operating (lowest) tier 
and at the tier directly above the lowest tier (as based impact of “excess” items)

SALT - IRC 163(j) and tiered partnerships
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SALT reactions - NYC UBT (partnership tax)

• NYC Finance Memoranda #18-11 (Unincorporated Business 
Tax)

• Unincorporated business deductions are deductions allowed for federal 
purposes, subject to statutory modifications.  Generally, interest expenses 
deducted for federal purposes flow into unincorporated business income 
without any adjustments, unless otherwise specified by statute

• The limitation under IRC §163(j) may affect the attribution of interest 
expenses between business and investment capital…[Includes sample 
computations]

• No amount of interest expense allocated to a partner as excess business 
interest will be deductible on the partnership’s UBT return for any 
succeeding taxable year…

• UBT taxpayers…that are partners in a…lower-tier partnership…may 
[potentially] deduct the carryforward of business interest expense allocated 
to it by the lower-tier partnership…[depending on if the lower-tier partnership 
was taxable, fully exempt, or partially exempt]
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Thank you
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