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experience consulting and advising on multistate income, excise, and property tax incentives related to 
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Ms. Dobay monitors and provides comments on Oregon state tax legislation and regulations.

Dan Eller, Schwabe Williamson & Wyatt PC, Portland. Mr. Eller assists clients with tax and business 
law issues in both transactions and controversies. His transactional practice emphasizes choice of 
entity and formation, mergers and acquisitions, real property development, foreign bank account and 
asset reporting, and tax-exempt entity formation, qualification, and operation. On the controversy side, 
he has handled a wide variety of tax collection and controversy matters, both federally and at the state 
level in Oregon and Washington. He has litigated cases before both the United States Tax Court and 
the Oregon Tax Court. Mr. Eller is an adjunct professor at Lewis and Clark Law School and an adjunct 
instructor in the School of Business Administration at Portland State University. He holds an LL.M. in 
Taxation from the University of Washington School of Law. He is admitted to practice in Oregon and 
Washington and before the United States Supreme Court.

Berit Everhart, Arnold Gallagher PC, Eugene. Ms. Everhart’s practice focuses on business law and 
estate planning with an emphasis on state and federal taxation. She holds an LL.M. in taxation from 
New York University School of Law. She is admitted to practice in Oregon and New York.

Rebecca Flanagan, Flanagan Legal Services LLC, Portland. Ms. Flanagan’s boutique law firm serves 
the legal needs of small business owners and professionals in Oregon and Washington. She worked 
with and for tax groups at multinational corporations for 10 years before launching her own practice in 
2018.

Andrew Ginis, Myatt & Bell PC, Portland. Mr. Ginis practices tax law with an emphasis on business and 
estate planning contexts, estate planning, and trust and estate administration. He is a member of the 
Oregon State Bar Taxation, Solo and Small Firm, Elder Law, and  Estate Planning and Administration 
Section. Mr. Ginis holds an LL.M. in Taxation from the University of Washington School of Law.

Gwendolyn Griffith, Tonkon Torp LLP, Portland. Ms. Griffith’s tax practice includes advice to individuals, 
businesses, nonprofit entities, and local governments on federal and state tax issues. She is experienced 
in corporate, partnership, and individual taxation matters, as well as the income tax and transfer tax 
issues of trusts and estates. In addition, she is the Executive Director the Oregon Facilities Authority, 
an Oregon state agency that is housed at Tonkon Torp. In this work, she works closely with the Office of 
the State Treasurer to help Oregon nonprofits access low-cost financing for the acquisition of facilities 
and equipment through the issuance of revenue bonds. She is admitted to practice in Oregon and 
California.
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Clark faculty, she was an attorney at Legal Aid Services of Oregon serving in several roles, including 
Director of the Low-Income Taxpayer Clinic and managing attorney in the Farmworker Program. She 
is vice chair of the American Bar Association Tax Section Pro Bono and Tax Clinic Committee and a 
member of the Oregon State Bar Taxation Section Executive Committee. She specializes in and is a 
frequent speaker on immigrant and refugee tax issues.

Jessica McConnell, Samuels Yoelin Kantor LLP, Portland. Ms. McConnell focuses her practice on 
federal, state, and local tax controversies and debtor-creditor matters including bankruptcy. She handles 
matters involving tax controversy, complex audits, offers in compromise, employment tax liabilities, tax 
liens, and protecting her clients against collection efforts. She also handles a variety of bankruptcy 
cases and insolvency matters, including business dissolutions, a majority of which involve unpaid taxes. 
Mrs. McConnell regularly presents on tax and bankruptcy matters.

Caitlin Wong, CW Law, Portland. Ms. Wong focused her practice on estate and trust planning and 
administration, tax planning, tax controversy, business law, and estate and trust litigation. She works 
with Oregon and Washington clients ranging from large companies with complex federal tax disputes 
to individuals developing their first estate plan. She has experience with all aspects of state and federal 
taxation, including tax planning for individuals and companies, audits, appeals, tax court litigation, and 
estate planning. Ms. Wong holds an LL.M. in Taxation.
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I. 2019 Oregon Legislative Update   
 

A. Corporate (or, rather, Commercial) Activities Tax (“CAT”) 
 
1. HB 3427: Modified by HB 2164 (below) and, potentially, by SB 212 

(below), this is the bill that implements the CAT, Oregon’s new gross-receipts tax.  
 

a) “A corporate activity tax is imposed on each person with taxable 
commercial activity for the privilege of doing business in this state. The tax is imposed upon 
persons with substantial nexus with this state.” Section 63(1).1  

 
b) “Person” is broadly defined. Section 58(14). 
 
c) “Excluded Person” is described in Section 58(4) and includes any 

person with < $750k of commercial activity for the calendar year, unless part of a unitary group. 
Section 58(6)(j) (the definition of “Unitary Business” is found in Section 58(18). 

 
d) A person has substantial nexus if they, (1) own or use a part or all 

of their capital in this state; (2) hold a certificate of existence or authorization to do business in 
this state; (3) have “bright-line” presence in this state; or (4) otherwise have nexus with this state 
to the extent that the person can be required to remit the corporate activity tax. Section 63(2). 

 
e) A person has bright-line presence if, during the calendar year, the 

person, (1) owns property with an aggregate value exceeding $50k (valued at original cost; 
rented property valued at eight times net annual rental charge); (2) has payroll exceeding $50k; 
(3) has commercial activity sourced to this state (under Section 66) of at least $750k; (4) has at 
least 25% of the person’s property, payroll, or total commercial activity in this state; or, (5) is a 
resident of this state or are domiciled in this state for corporate, commercial or other business 
purposes. Section 63(3). 

 
f) “Commercial Activity is the total amount realized by a person, 

arising from transactions and activity in the regular course of the person’s trade or business, 
without deduction for expenses incurred by the trade or business.” Section 58(1)(a)(A).  

 
g) “Doing business” means engaging in any activity that is conducted 

for, or results in, the receipt of commercial activity at any time during the calendar year. Section 
58(3). Numerous exceptions to commercial activity are listed in Section 58(1)(b). 

 
h) “Taxable commercial activity” means commercial activity sourced 

to this state under Section 66. Section 58(16). 
 
i) Commercial activity is sourced to the state: (1) in the case of the 

sale, rental, lease or license of real property, if the property is located in this state; (2) in the case 
of the sale, rental, lease or license of tangible personal property, if and to the extent the property 
is located in this state; (3) in the case of the sale of tangible personal property, if and to the extent 
                                                 
1 Section numbers are to sections in HB 3427.  
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the property is delivered to a purchaser in this state; (4) in the case of the sale of a service, if and 
to the extent the service is delivered to a location in this state; (5) in the case of the sale, rental, 
lease or license of intangible property, if and to the extent the property is used in this state (with 
special rules for receipts not based on the amount of use of the property, but rather on the right to 
use the property); or (6) in the case of a financial institution or insurer, commercial activity not 
otherwise described in this section is sourced to this state if it is from business conducted in this 
state. Section 66(1). If the above sourcing provisions do not “fairly represent the extent of a 
person’s commercial activity attributable to this state, the person may request, or the Department 
of Revenue (the “DOR”) may require or permit, an alternative method.” Section 66(2). 
Taxpayers are required to include as taxable commercial activity the value of property the person 
transfers into this state for the person’s own use in the course of a trade or business within one 
year after the person receives the property outside this state. In the case of a unitary group, the 
taxpayer must include as taxable commercial activity the value of property that any of the 
taxpayer’s members transferred into this state for the use in the course of a trade or business by 
any of the taxpayer’s members within one year after the taxpayer receives the property outside 
this state. Exceptions to the preceding two sentences apply if the person or unitary group can 
show or if the DOR ascertains that the property’s receipt outside this state followed by its 
transfer into this state was not intended, in whole or in part, to avoid the Corporate Activity Tax. 
Section 61. 

 
j) Taxable commercial activity sourced to this state is reduced by 

35% of the greater of: (1) “cost inputs” (see Section 58(2) for definition; essentially cost of 
goods sold) or (2) labor costs. (Labor costs for any individual may not exceed $500k (Section 
58(12).) In each case, the reductions are apportioned to this state in the manner required for 
apportionment of income under ORS 314.605 to 314.675. The subtraction may not exceed 95% 
of the commercial activity attributed to this state. Section 64. 

 
k) The rate of tax is $250 plus the product of the taxpayer’s taxable 

commercial activity in excess of $1 million for the calendar year multiplied by 0.57 percent. No 
tax if the person’s taxable commercial activity does not exceed $1 million. Section 65. The 
taxpayer’s method of accounting for commercial activity, cost inputs and labor costs should be 
the same as taxpayer’s method of accounting for federal income tax purposes. Section 59. 

 
l) Annual returns are filed not later than April 15 of each year. 

Estimated tax payments due before the last day of January, April, July and October of each year, 
for the previous calendar quarter. The DOR may, by rule, extend the time for making any return 
for good cause, with interest. Section 70. 

 
m) The DOR may not impose any interest or penalty that would 

otherwise apply to taxes due if the interest or penalty is based on underpayment or 
underreporting that results solely from the operation of Sections 58-76 of the Act. Taxpayers 
must pay at least 80% of the balance due for any quarter or the DOR may impose a penalty as 
provided in ORS 314.400(3) (this and the above apply only to the 2020 tax year and to returns 
filed on or before April 15th, 2021). Section 77. 
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n) Any person or unitary group with commercial activity in excess of 
$750k shall register with the DOR. The DOR, by rule, may establish the information pertaining 
to the person or unitary group that must be submitted and the time and manner for issuance of 
registrations under this section. The DOR may impose a penalty for failing to register, not to 
exceed $100 per month, or a total of $1,000 in a calendar year. The penalty may be imposed not 
earlier than 30 days after the date on which the commercial activity of the person or unitary 
group exceeds $750k for the year. Section 68. 

 
2. HB 2164: Modifies HB 3427, as follows: 
 

a) Definition of “commercial activity” related to financial institutions 
is updated.  

 
b) List of items that do not constitute “commercial activity” is 

expanded to include certain insurer income, certain hedging transactions, certain employee-
related amounts if received by an employer, local taxes collected by a restaurant on sales of 
meals, tips collected by restaurants, as well as other technical fixes.  

 
c) Decreases commercial activity threshold to $750,000. 
 
d) Excludes cannabinoid edibles and marijuana seeds from the 

definition of “groceries.”  
 
e) Other technical fixes.  
 
f) Takes effect on 91st day following adjournment sine die.  

 
3. SB 212: Provides that if certain provisions of HB 3427 do not become 

law, other provisions of HB 3427 are saved.  
 
B. Personal 

 
1. HB 2164: Provides a tax credit for higher education savings or ABLE 

account contributions. That tax credit is effective for tax years beginning on or after January 1, 
2020, and before January 1, 2026. Extension of Cultural Trust provisions under ORS ch. 315, tax 
provisions related to manufactured dwellings, the tax credit for certain retirement income, the 
credit for volunteer providers of rural emergency medical services (ORS 315.662), the Earned 
Income Tax Credit (ORS ch. 315), the political contribution tax credit. Modifies the tax credit for 
individual development account contributions under ORS 315.271. Other provisions described 
under “Corporate” and Property headings. Takes effect on 91st day following adjournment sine 
die. 

 
2. HB 2235: ORS 305.762 is amended to permit refund of personal income 

to be made by direct deposit into account designated by taxpayer. Takes effect on 91st day 
following adjournment sine die. 
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3. SB 162: Relating to establishment of 529 accounts by taxpayers; creating 
new provisions; amending ORS 178.315, 305.796 and 314.840; and prescribing an effective 
date. Provides that personal income taxpayer may establish account in Oregon 529 Savings 
Network through election on tax return form. Directs the DOR to provide means for election on 
form. Authorizes the Oregon 529 Savings Board to work in coordination with the DOR to 
provide means for establishment of accounts. Applies to tax returns filed on or after January 1, 
2021. Takes effect on 91st day following adjournment sine die. 

 
4. SB 163: Provides that Oregon 529 Savings Board may collect certain fees 

to defray costs of ABLE program. Takes effect on 91st day following adjournment sine die.  
 
5. SB 459: Decreases reserve amounts in auctions for tax credits for certified 

Opportunity Grant contributions and certified film production development contributions. 
Applies to tax years beginning on or after January 1, 2020, and before January 1, 2024. Takes 
effect on 91st day following adjournment sine die. 

 
C. Corporate 

 
1. HB 2053: Modifies provisions related to employment and employee 

compensation for Oregon Business Retention and Expansion Program, enterprise zones, long 
term incentives for rural enterprise zones and business development income tax exemption. 
Limits amount of business firm’s income eligible for small city business development income 
tax exemption. Takes effect on 91st day following adjournment sine die. 

 
2. HB 2127: Notwithstanding ORS 315.037, ORS 401.690 (related to certain 

out-of-state business) applies to all tax years beginning on or after January 1, 2016. 
 
3. HB 2141: Requires that transfer of tax credit follow uniform transfer 

procedures. Authorizes the DOR to prescribe additional procedural requirements for transfer of 
credits. Requires certifying agencies to provide information about certification of tax credits to 
the DOR. Authorizes director of certifying agency to suspend or revoke tax credit certification in 
certain circumstances. Allows the DOR to collect unpaid taxes in case of suspension or 
revocation of transferable credit. Repeals certain duplicative provisions of Oregon law. Section 2 
of the bill applies to tax credits that are transferred on or after January 1, 2020; otherwise, the bill 
takes effect on 91st day following adjournment sine die. 

 
4. HB 2164: Provides a tax credit for short-line railroad rehabilitation. 

Effective for tax years beginning on or after January 1, 2020, and before January 1, 2026. 
Extensions of the credit for employer provided scholarships (ORS ch. 315), the credit for 
agricultural workforce housing projects (ORS ch. 315), the credit for crop donations (ORS ch. 
315). Those provisions generally take effect on 91st day following adjournment sine die. Other 
provisions described under “Personal” and “Property” headings. 

 
5. HB 3137: Provides that transient lodging tax becomes due when 

occupancy of transient lodging with respect to which tax is imposed ends. Provides that transient 
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lodging tax to be remitted with tax return is amount of tax due with respect to all occupancy of 
transient lodging that ended during reporting period to which return relates. 

 
6. HB 3138: Provides that exemption from transient lodging taxation for 

dwelling unit used by members of general public for temporary human occupancy for fewer than 
30 days per year does not apply to dwelling unit rented out as transient lodging using platform of 
any kind provided in any manner by transient lodging intermediary. Takes effect on 91st day 
following adjournment sine die. 

 
7. SB 193: The LRO, in conjunction with the DOR, must conduct a study of 

the operation of the statutory provisions governing the apportionment of business income of 
broadcasters and of related provisions of law. The report must be submitted no later than 
December 15, 2019. Takes effect on 91st day following adjournment sine die. 

 
8. SB 213: federal reconnect legislation.  
 
9. SB 851: Requires, for Oregon tax purposes, addition to federal taxable 

income of amounts deducted as global intangible low-tax income. This applies to tax years 
beginning on or after January 1, 2017, and before January 1, 2019.  

 
D. Property  

 
1. HB 2130: Creates and extends sunsets for certain property tax exemption 

and special assessment programs. Takes effect on 91st day following adjournment sine die.  
 
2. HB 2164: Extensions of low income rental property tax exemption under 

ORS 307.517; historic property special assessment under ORS 358.499; qualified machinery and 
equipment property tax exemption under ORS 307.455. Takes effect on 91st day following 
adjournment sine die. Other provisions described under “Personal” and “Corporate” headings.  

 
3. HB 2174: For urban renewal plan proposed on or after July 1, 2019, that 

includes public building project, requires concurrence of at least three of four taxing districts 
estimated to forgo most property tax revenue under proposed plan. Requires notice of hearing on 
proposed urban renewal plan or substantial amendment or change to plan to contain statement 
that adoption may affect property tax rates for standard rate urban renewal plans or reduced rate 
plans whose consolidated billing tax rate includes tax pledged to repay exempt bonded 
indebtedness approved on or before October 6, 2001. Excludes from consolidated billing tax rate 
of urban renewal plans adopted or amended on or after effective date of Act tax pledged to repay 
exempt bonded indebtedness approved on or after effective date of Act. Provides that for 
purposes of 20 percent limit on amount of land added by amendments to total land area of 
original urban renewal plan, calculation of total land area excludes reductions of land area made 
after original plan was adopted. Requires urban renewal agency’s annual statement to include 
maximum indebtedness for each urban renewal area included in urban renewal plan of agency, 
including amount of indebtedness incurred through end of preceding fiscal year. Requires 
statement to be distributed to each taxing district affected by urban renewal plan of agency. 
Takes effect on 91st day following adjournment sine die.  
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4. HB 2458: Exempts from ad valorem property taxation property that is 
owned or used by cooperative for purpose of providing steam or hot water heat by combustion of 
biomass. Applies only to cooperative whose property is subject to central assessment, if more 
than 50 percent of interest in cooperative is owned by public entities whose property is exempt 
from ad valorem property taxation by virtue of such public ownership. Takes effect on 91st day 
following adjournment sine die.  

 
5. HB 2460: ORS 311.695 is amended to provide a transferee of homestead 

is not liable for amounts of outstanding deferred property taxes due on homestead if transferee 
receives no interest in real or personal property from estate. Takes effect on 91st day following 
adjournment sine die. 

 
6. HB 2587: ORS 311.700 is amended to make an exception for certain 

homesteads to prohibition on reverse mortgages for participation in homestead property deferral 
program for seniors and persons with disabilities. Takes effect on 91st day following 
adjournment sine die. 

 
7. HB 2684: Repeals ORS 308.673, 308.677, and 308.681 (exemption for 

property of company that builds, maintains and operates project constituting certain 
communication services infrastructure). Takes effect on 91st day following adjournment sine die.  

 
8. HB 2699: Provides that brownfield granted property tax incentive benefit 

under chapter 96, Oregon Laws 2016, is eligible for special assessment, exemption or partial 
exemption granted under other law for which such property is eligible. Provides that total 
amount of all property tax benefits granted to brownfield under any law may not reduce property 
tax liability below zero for any property tax year. Provides that eligible costs of brownfield for 
purposes of determining property tax incentive benefit under chapter 96, Oregon Laws 2016, 
shall be reduced by any special assessment, exemption or partial exemption granted to 
brownfield under any law other than chapter 96, Oregon Laws 2016. Takes effect on 91st day 
following adjournment sine die. 

 
9. HB 2949: ORS 308.250 and 446.525 are amended to authorize a 

governing body of county with population of more than 570,000 to set maximum dollar amount 
of $25,000 or more for total assessed value of all of taxpayer’s manufactured structures taxable 
as personal property below which such manufactured structures are not subject to ad valorem 
property taxation for assessment year. Takes effect on 91st day following adjournment sine die. 

 
10. HB 3024: Prohibits a county from considering property tax classification 

of dwellings that were previously removed, destroyed, demolished or converted to nonresidential 
uses when reviewing application for replacement dwelling on lands zoned for exclusive farm 
use.  

 
11. SB 769: Provides that request for computation of fee in lieu of property 

taxes for property constituting solar project may not be filed after deadline immediately 
preceding property tax year to which request relates. Requires county assessor to place all fees in 
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lieu of property taxes upon tax roll for distribution pursuant to percentage schedule. Takes effect 
on 91st day following adjournment sine die.  
 

E. Practice and Procedure  
 
1. HB 2101: Establishes partnership and partner audit procedures for the 

DOR in conformity with federal centralized partnership audit regime. Allows the DOR to issue 
assessment and collect taxes at partnership level based on adjustments arising from federal 
partnership-level audit or administrative adjustment request. Certain provisions apply to 
partnership adjustments for partnership tax years beginning on or after January 1, 2018; and 
others apply to tax years beginning on or after January 1, 2019. 

 
2. HB 2012: ORS 314.840 is amended to permit the DOR to disclose 

taxpayer information to multijurisdictional information sharing organization formed to combat 
identity theft and fraud and to member tax preparation software vendors. Takes effect on 91st 
day following adjournment sine die. 

 
3. HB 2118: Standardizes use of Consumer Price Index for All Urban 

Consumers, West Region (All Items), for purposes of indexing values in statutes and session 
law. 

 
4. HB 2119: Amends ORS ch. 316 and related statutes to require the DOR to 

disseminate information on withholding of personal income tax by employer on behalf of 
employees, in lieu of preparation of withholding table. Allows the DOR to determine amount, 
form and manner of withholding of tax. The amendments to ORS ch. 316 apply to wages or 
other income paid on or after January 1, 2020; otherwise, this is generally effective on 91st day 
following adjournment sine die. 

 
5. SB 79: Provides the DOR may assist public bodies, public universities and 

Oregon Health and Science University in collecting delinquent accounts. 
 
6. SB 80: Authorizes certain tax-related documents to be delivered or made 

available by method other than regular mail. Authorizes the DOR to give oil and gas production 
taxpayer notice of tax and delinquency charges by regular mail or other form of delivery rather 
than registered mail or certified mail with return receipt. Takes effect on 91st day following 
adjournment sine die. 

 
7. SB 165: Directs the employer, on annual tax withholding return submitted 

to the DOR, to indicate whether the employer offers qualified retirement savings plan that would 
allow exemption from participation in Oregon Retirement Savings Plan. Allows the DOR to 
share collected information with State Treasurer. Applies to returns submitted to the DOR on or 
after January 1, 2020. 

 
8. SB 523: Authorizes the DOR to make publicly available by posting online 

information about delinquent tax debtors. Applies to all liquidated and delinquent tax debt owed 
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to state on or after effective date of Act and to all tax periods for which tax debt is delinquent. 
Takes effect on 91st day following adjournment sine die. 
 

F. Miscellaneous  
 
1. HB 2073: Extends privilege taxes on merchantable forest products 

harvested on forestlands. Takes effect on 91st day following adjournment sine die. 
 
2. HB 2128: LRO, in conjunction with the DOR, is required to conduct a 

study on the statutory definition of tax expenditures and the operation of automatic sunset 
provisions applied to tax expenditures. Takes effect on 91st day following adjournment sine die. 

 
3.  HB 2402: Increases aviation fuel taxes increased by House Bill 2075 

(chapter 700, Oregon Laws 2015), and makes increases and distributions of increased revenue 
permanent. Takes effect on 91st day following adjournment sine die. 

 
4. HB 2449: Increases rate of tax for emergency communications.  
 
5. HB 2504: ORS ch. 294 is amended to increase the maximum expenditure 

appropriation for tax supervising and conservation commissions and increases annual percentage 
increase in maximum expenditure appropriation. Authorizes commissions to charge for services 
provided by commissions to nonmember municipal corporations and to apply for and receive 
grants. Provides that funds earned from charges and grants shall supplement, not supplant, 
commission’s expenditure appropriation. Takes effect on 91st day following adjournment sine 
die.  

 
6. HB 2787: Specifies that certain taxes related to transacting wet marine and 

transportation insurance in this state apply to authorized insurers. Specifies that rate of taxation 
that applies to surplus lines insurers that transact wet marine and transportation insurance is 
premium tax that is equal to three-fourths of one percent of gross premiums surplus lines insurer 
receives on insurance placed with unauthorized or nonadmitted insurers, if the insured’s home 
state is Oregon.  

 
7. HB 3136: Requires Oregon Tourism Commission to transfer moneys to 

the DOR for the DOR’s use in collecting local transient lodging taxes on local, rather than 
regional, level on behalf of units of local government. Requires the DOR to reimburse 
commission, without interest, from reimbursement charges that would be withheld from state 
transient lodging tax revenues by transient lodging intermediaries but for disallowance of such 
charges under Act. Provides that reimbursement of commission shall be made pursuant to 
repayment schedule agreed to by the DOR and the Commission before transfer of moneys to the 
DOR. Requires the DOR to notify Legislative Counsel after the DOR has fully reimbursed the 
Commission. Provides for refunds by the DOR to transient lodging intermediaries of amounts 
received in excess of $900,000 that would otherwise have been withheld by intermediaries as 
collection reimbursement charge. Takes effect on 91st day following adjournment sine die. 
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8. HB 5033: Appropriates moneys from General Fund to the DOR for 
biennial expenses. Limits certain biennial expenditures from fees, moneys or other revenues, 
including Miscellaneous Receipts and federal service agreement reimbursements, but excluding 
lottery funds and other federal funds, collected or received by the DOR. Takes effect on July 1, 
2019.  

 
9. HB 5036: Limits biennial expenditures from fees, moneys or other 

revenues, including Miscellaneous Receipts, but excluding lottery funds and federal funds, 
collected or received by State Board of Tax Practitioners. Takes effect on July 1, 2019. 

 
10. HB 5037: Approves certain new or increased fees adopted by State Board 

of Tax Practitioners. Takes effect on July 1, 2019. 
 
11. SB 81: Changes due date for forest products harvest tax and western and 

eastern Oregon small tract severance tax to April 15. Takes effect on 91st day following 
adjournment sine die. 

 
12. SB 112: Modifies provisions for tax on grape product used in wine 

manufacture. Directs Department of Transportation and the DOR to submit information to 
Oregon Liquor Control Commission about buyers and sellers of grape product. Requires contract 
for sale of grape products sold for use in wine making to contain written notice of duties 
associated with tax. 

 
13. SB 185: Prohibits person licensed to distribute cigarettes or tobacco 

products from affixing Oregon tax stamps or purchasing untaxed roll-your-own tobacco unless 
person certifies to Attorney General that cigarettes or tobacco was purchased directly from 
manufacturer or importer. Allows a tobacco product manufacturer that elects to make payments 
to qualified escrow fund to assign moneys in qualified escrow fund to the State. Takes effect on 
its passage.  

 
14. SB 215: Makes technical changes in Oregon tax statutes. Adjusts grammar 

and syntax. Repeals and deletes obsolete statutes and provisions. Conforms language and 
structure to existing statutes. Takes effect on 91st day following adjournment sine die. 
 
II. Tax Cuts and Jobs Act (“TCJA” or “the Act”) – Lessons Learned   

 
A. Although we are almost two years removed from the enactment of the TCJA, the 

last Broadbrush Taxation occurred before TCJA became effective. The following is intended to 
highlight the major issues presented by TCJA. We will focus on key issues during our 
presentation.  

 
B. Personal Income Tax 

 
1. Tax rates and brackets for individuals and trusts and estates have 

been updated. Before the Act, individuals were subject to the following tax brackets: 10%, 15%, 
25%, 28%, 33%, 35%, and 39.6% and estates and trusts were subject to five different tax 
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brackets: 15%, 25%, 28%, 33%, and 39.6%. Individuals are now subject to the following tax 
brackets: 10%, 12%, 22%, 24%, 32%, 35%, and 37%. Estates and trusts are now subject to four 
tax brackets: 10%, 24%, 35%, and 37%. Corresponding tax rates have been replaced with new 
rate tables. These changes come into effect after December 31, 2017. Barring further legislation, 
these changes will expire after 2025, and the previous brackets and rates for individuals, trusts, 
and estates will once again be in effect. 

 
2. Temporary increase of the basic standard deduction for individuals 

across all filing statuses. The basic standard deduction varies depending on the taxpayer’s filing 
status. For 2017, the basic standard deduction dollar amounts were $12,700 for joint filers and 
surviving spouses, $9,350 for heads of household, and $6,350 for singles and marrieds filing 
separately. Under the Act, the standard deduction is increased to $24,000 for married individuals 
filing a joint return, $18,000 for head-of-household filers, and $12,000 for all other taxpayers, 
adjusted for inflation in tax years beginning after 2018. No changes are made to the additional 
standard deduction for the elderly and blind. These changes come into effect after December 31, 
2017. Barring further legislation, these changes will expire after 2025. 

 
3. Personal exemptions suspended. For 2017, the (inflation-adjusted) 

amount deductible for each personal exemption was $4,050. Under the Act, the deduction for 
personal exemptions is effectively suspended by reducing the exemption amount to zero. This 
change is effective beginning after Dec. 31, 2017. Barring further legislation, these changes will 
expire after 2025. 

 
4. Chained CPI-U (“C-CPI-U”) replaces CPI-U in inflation 

adjustments. Various tax parameters under the Code are adjusted annually for 
inflation. Previously, inflation was indexed by reference to the Consumer Price Index for all 
urban consumers (“CPI-U”). Under the Act, C-CPI-U is required instead of CPI-U. The C-CPI-
U, like the CPI-U, is a measure of the average change over time in prices paid by urban 
consumers. But the C-CPI-U reflects people’s ability to lessen the impact of inflation by buying 
fewer goods or services that have risen in price and buying more goods and services whose 
prices have risen less, or not at all. Thus, C-CPI-U is a slower-growing method of calculating 
cost of living adjustments. Using a slower rate of inflation to calculate tax brackets means 
taxpayers will more quickly slip into the next higher tax bracket, and may pay more in taxes over 
time. This change is effective beginning after Dec. 31, 2017. This change, unlike many 
provisions in the Act, is permanent. 

  
5. Kiddie tax modified to apply estates’ and trusts’ ordinary and capital 

gains rates to child’s net unearned income. Before the Act, children with unearned income 
(investment income) were taxed at their parents’ tax rate on any unearned income over $2,100 
for 2017. Children with earned income are taxed under the rates for unmarried taxpayers. The 
Act only modifies the treatment of a child’s unearned income. Under the Act, the child’s tax will 
no longer be affected by the tax situation of the child’s parent or the unearned income of any 
siblings. Children with unearned income are taxed at rates for estate and trust ordinary and 
capital gains. Applying the estate and trust tax rates under the kiddie tax rules will produce a 
higher tax bill because the income ranges under the new kiddie tax schedule are much smaller 
than those for individuals. For example, the top 37% income tax rate applies to married joint 
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filers at $600,000, but it applies to a child’s unearned income at $12,500. This change is effective 
beginning after Dec. 31, 2017. Barring further legislation, these changes will expire after 2025. 

  
6. Modifications to capital gain provisions. The Act generally retains 

present-law maximum rates on net capital gains and qualified dividends. The adjusted net capital 
gain of an individual, estate, or trust is taxed at maximum rates of 0%, 15%, or 20%. It retains 
the breakpoints that exist under pre-Act law, but indexes them for inflation using C-CPI-U. The 
change is effective after Dec. 31, 2017. Barring further legislation, these changes will expire 
after 2025. 

 
7. Certain gains from partnership profits interests held in connection 

with performance of investment services are short-term capital gains if held for three years 
or less. Before the Act, gains from a profits interest in a partnership (sometimes referred to as a 
carried interest) typically passed through an investment partnership as long-term capital gains 
and, thus, were taxed in the hands of the taxpayer at more favorable rates. Thus, for the 
wealthiest citizens who fell into the 39.6% bracket, long-term capital gains were generally taxed 
at a rate of 20%. The Act changes the tax treatment of gains from a profits interest in a 
partnership (carried interest) held in connection with the performance of services by providing 
that if one or more “applicable partnership interests” are held by a taxpayer at any time during 
the tax year, the excess (if any) of (1)  the taxpayer’s net long-term capital gain with respect to 
those interests for that tax year, over (2)  the taxpayer’s net long-term capital gain with respect to 
those interests for that tax year by substituting “three years” for “one year,” will be treated as 
short-term capital gain. Thus, the Act provides for a three-year holding period in the case of 
certain net long-term capital gain with respect to any applicable partnership interest held by the 
taxpayer. If the three-year holding period is not met with respect to an applicable partnership 
interest held by the taxpayer, the taxpayer’s gain will be treated as short-term gain taxed at 
ordinary income rates. These changes are effective beginning after Dec. 31, 2017. 

 
8. Excess business loss disallowance rule replaces limitation on excess 

farm loss for non-corporate taxpayers. Before the Act, if a non-corporate taxpayer received 
any applicable subsidy, the taxpayer’s excess farm loss for the tax year was not allowed. The 
amount of losses that could be claimed by an individual, estate, trust, or partnership were limited 
to a threshold amount if the taxpayer had received an applicable subsidy. Any excess farm loss 
was carried over to the next tax year. The Act provides that for a non-corporate taxpayer, the 
limitation on excess farm loss does not apply. Instead, the taxpayer’s excess business loss, if any, 
for the tax year is disallowed. In other words, the Act expands the limitation on excess farming 
loss to other non-corporate taxpayers engaged in any business. Under the new rule, excess 
business losses are not allowed for the tax year but are instead carried forward and treated as part 
of the taxpayer’s net operating loss (“NOL”) carryforward in subsequent tax years. This 
limitation applies after the application of the passive loss rules. These changes come into effect 
after December 31, 2017. Barring further legislation, these changes will expire after 2025. 

 
9. Deduction for personal casualty and theft losses are suspended unless 

attributable to a federally declared disaster. Before the Act, losses of property not connected 
with a trade or business or a transaction entered into for profit were deductible as personal 
casualty losses if the losses were the result of fire, storm, shipwreck, or other casualty, or of 
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theft. Aggregate net casualty and theft losses are deductible only to the extent they exceed 10% 
of an individual’s adjusted gross income (“AGI”). The 10%-of-AGI threshold is applied after the 
per-casualty floor. Under the Tax Cuts and Jobs Act, the personal casualty and theft loss 
deduction is suspended, except for personal casualty losses incurred in a federally declared 
disaster. However, where a taxpayer has personal casualty gains, the loss suspension does not 
apply to the extent that such loss does not exceed the gain. The loss deduction is subject to the 
$100-per-casualty and 10%-of-AGI limitations. A taxpayer may deduct the portion of the 
personal casualty loss not attributable to a federally declared disaster to the extent the loss does 
not exceed the personal casualty gains. These changes come into effect after December 31, 2017. 
Barring further legislation, these changes will expire after 2025. 

 
10. Gambling loss limitation is broadened: deduction for any expense 

incurred in gambling—not just gambling losses—is limited to gambling winnings. Before 
the Act, nonwagering expenses of a gambling business were not included in “gambling losses,” 
so these expenses were not subject to the rule limiting gambling losses to gambling gains, and 
were deductible business expenses. The Act provides that the limitation on wagering losses is 
modified to provide that all deductions for expenses incurred in carrying out wagering 
transactions, and not just gambling losses, are limited to the extent of gambling winnings. Losses 
sustained from wagering transactions are allowed only to the extent of the gains from those 
transactions. Thus, under the Act, those in the trade or business of gambling may no longer 
deduct non-wagering expenses, such as travel expenses or fees, to the extent those expenses 
exceed gambling gains. These changes come into effect after December 31, 2017. Barring further 
legislation, these changes will expire after 2025. 

 
11. Child tax credit is increased to $2,000 and expanded. Before the Act, 

individuals could claim a maximum child tax credit (“CTC”) of $1,000 for each qualifying child 
under the age of 17. The CTC phased out for taxpayers with modified AGI above certain 
threshold amounts ($110,000 for joint filers, $75,000 for single filers and heads of household, 
and $55,000 for married taxpayers filing separately). The allowable CTC was reduced by $50 for 
each $1,000 (or fraction thereof) by which the taxpayer’s modified AGI exceeded the applicable 
threshold amount. The Act modifies the CTC by increasing the credit amount, increasing the 
threshold amounts for the phaseout, and allowing a partial credit for dependents who do not 
qualify for a full CTC. Under the Act, the child tax credit is increased to $2,000. The income 
levels at which the credit phases out are increased to $400,000 for married taxpayers filing 
jointly ($200,000 for all other taxpayers) (not indexed for inflation). In addition, a $500 
nonrefundable credit is provided for certain non-child dependents. The amount of the credit that 
is refundable is increased to $1,400 per qualifying child, and this amount is indexed for inflation, 
up to the $2,000 base credit amount. The earned income threshold for the refundable portion of 
the credit is decreased from $3,000 to $2,500. These changes come into effect after December 
31, 2017. Barring further legislation, these changes will expire after 2025. 

 
12. State and local tax deduction limited to $10,000. Before the Act, 

individual taxpayers were allowed an itemized deduction for state and local taxes (“SALT”) and 
foreign taxes, even though not incurred in a taxpayer’s trade or business. Under the Act, 
individual taxpayers may not deduct foreign real property tax, other than taxes paid or accrued in 
carrying on a trade or business. A taxpayer may claim an itemized deduction of up to $10,000 
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($5,000 for marrieds filing separately) for the aggregate of (a) state and local property taxes not 
paid or accrued in carrying on a trade or business and (b) state and local income, war profits, and 
excess profits taxes (or sales taxes in lieu of income, etc. taxes) paid or accrued in the tax year. 
Foreign real property taxes may not be deducted under the $10,000 aggregate limitation rule. 
These changes come into effect after December 31, 2017. Barring further legislation, these 
changes will expire after 2025. 

 
13. Mortgage interest deduction acquisition debt maximum is lowered to 

$750,000; deduction for home equity interest is suspended. Taxpayers may claim an itemized 
deduction for “qualified residence interest” (“QRI”) (the mortgage interest deduction). Before 
the Act, deductible QRI was interest paid or accrued on acquisition indebtedness that is secured 
by a qualified residence, or, home equity indebtedness that was secured by a qualified residence. 
Prior to the Tax Cuts and Jobs Act, the maximum amount treated as acquisition indebtedness was 
$1 million ($500,000 for married taxpayers filing separately). The amount of home equity 
indebtedness could not exceed $100,000 ($50,000 for a married individual filing separately). 
Under the Act, the deduction for mortgage interest is limited to underlying indebtedness of up to 
$750,000 ($375,000 for married taxpayers filing separately), and the deduction for interest on 
home equity indebtedness is suspended. Taxpayers may not claim a deduction for interest on 
home equity indebtedness. The Act’s $750,000/$375,000 limit on acquisition indebtedness does 
not apply to any indebtedness incurred on or before Dec. 15, 2017. Therefore, acquisition 
indebtedness incurred before Dec. 15, 2017, is limited to $1,000,000 ($500,000 for marrieds 
filing separately). These changes apply to tax years beginning after Dec. 31, 2017 and before 
Jan. 1, 2026.  

 
14. Medical expense deduction threshold is reduced to 7.5% of AGI, is 

retroactively extended through 2018 and is applied to all taxpayers. A deduction is allowed 
for unreimbursed expenses paid during the tax year for the medical care of the taxpayer, the 
taxpayer’s spouse, and the taxpayer’s dependents to the extent the expenses exceed a threshold 
amount. Before the Act, the threshold was generally 10% of (“AGI”). But for tax years 2013-
2016, a 7.5%-of-AGI floor for medical expenses applied if a taxpayer or the taxpayer’s spouse 
had reached age 65 before the close of the tax year. The medical expense deduction rules applied 
for alternative minimum tax (“AMT”) purposes, except that medical expenses were deductible 
only to the extent they exceeded 10% of AGI. Taxpayers could not take advantage of the lower 
7.5% threshold for AMT purposes, even if they qualified for it for regular tax purposes. Under 
the Act, for tax years beginning after Dec. 31, 2016 and ending before Jan. 1, 2019, the threshold 
on medical expense deductions is reduced to 7.5% for all taxpayers, and the rule limiting the 
medical expense deduction for AMT purposes to 10% of AGI does not apply. For tax years 
ending after Dec. 31, 2018, medical expenses will be subject to the 10% floor for both regular 
tax and AMT purposes. 

 
15. Limitations on deductions for charitable contributions are 

increased. An individual’s charitable contributions deduction is limited to percentages of the 
taxpayer’s “contribution base.” An individual’s contribution base is AGI, but without deducting 
any net operating loss carryback to that year. Before the Act, an individual could take an 
itemized deduction up to 50%, 30%, or 20% of the individual’s contribution base depending on 
the type of organization to which the contribution was made, whether the contribution was made 
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“to” or merely “for the use of” the donee organization, and whether the contribution consisted of 
capital gain property. If an individual’s charitable contributions exceed the applicable 
contribution-base percentage limit, then the excess may be carried forward and deducted for up 
to five years. Under the Act, the 50% limitation for cash contributions to public charities and 
certain private foundations is increased to 60%. Contributions exceeding the 60% limitation are 
allowed to be carried forward and deducted for up to five years, subject to the later year’s 
ceiling. Although the Act increases the percentage limit for cash contributions to charities, more 
taxpayers are expected to take advantage of the increased standard deduction rather than 
itemizing deductions. Taxpayers who no longer itemize will not be able to deduct any of their 
charitable contributions. The Act also repeals the donee-reporting exception from the 
contemporaneous written acknowledgement requirement. These changes come into effect after 
December 31, 2017. Barring further legislation, these changes will expire after 2025. 

 
16. Alimony no longer deductible starting in 2019. Under current law, 

alimony is deductible to the payor and includable in gross income by the recipient. For divorce 
or separation agreements signed after December 31, 2018, alimony is no longer deductible for 
the payor or includable in the income of the recipient under the Act. 

 
17. Deductions for moving expenses, unreimbursed employee expenses, 

tax preparation fees, and investment expenses are suspended until 2026. The deduction for 
teacher expenses increased to $500. Under current law, certain moving expenses and certain 
unreimbursed expenses for employees are deductible. Some of those deductions, like certain 
moving expenses and certain expenses paid by teachers, were deductible regardless of whether 
the taxpayer itemized. Other expenses were deductible only to the extent such deductions 
exceeded 2% of the taxpayer’s adjusted gross income. Under the Act, the above-the-line moving 
expenses deduction is limited only to active duty members of the Armed Forces in certain 
situations. The above-the-line deduction for certain expenses paid by teachers is increased from 
$250 to $500 regardless of whether the taxpayer itemized (called “above-the-line” deductions). 
All of the miscellaneous itemized deductions previously subject to the 2% of AGI limitation, 
including the deductions for unreimbursed employee business expenses (employee mileage, 
home office expenses and the like), investment expenses, expenses for the production or 
collection of income, tax determination expenses and hobby loss expenses, are suspended until 
2026. 

 
18. Overall limitation on itemized deductions suspended until 2026. 

Current law reduces the itemized deductions that certain higher-income taxpayers may claim. 
For taxpayers with income over certain amounts ($261,500 for a single filer in 2017, $313,800 
for joint filers in 2017), their itemized deductions were limited by 3% of the amount their AGI 
exceeded these thresholds, up to a reduction of 80% of their deductions. Itemized deductions of 
higher-income taxpayers are no longer reduced under the Act. 

 
19. Individual Insurance Mandate penalty reduced to zero. Under current 

law, taxpayers who fail to carry health insurance for themselves and certain dependents that 
provides at least minimum essential coverage are required to report that information on their tax 
return and pay a penalty (the “individual mandate”). The Act reduces this penalty to $0 
beginning in 2019, essentially eliminating the impact of the individual mandate. 
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20. Higher thresholds for individual AMT. The individual AMT remains 
intact but contains several adjustments. The AMT system provides an exemption that a taxpayer 
deducts from the alternative minimum taxable income before calculating the taxpayer’s ultimate 
AMT liability. The exemption amounts for 2017 are $84,500 for jointly filing or surviving 
spouse taxpayers, $54,300 for single taxpayers and $42,250 for married filing separately. The 
Act raises those exemption amounts to $109,400 for joint filers and surviving spouses, $70,300 
for single taxpayers and $54,700 for married filing separately. Currently, the AMT exemption 
begins to phase out for taxpayers with the following AMT liability: (1) $160,900 for married 
filing jointly or surviving spouses, (2) $120,700 single taxpayers and (3) $80,450 for married 
filing separately. The Act raises the phaseout thresholds to $1 million for married filing jointly 
and surviving spouses and $500,000 for all other taxpayers other than trusts and estates. The 
phaseout threshold for trusts and estates remains unchanged at $75,000. These changes come 
into effect in 2018, and all of these amounts are adjusted for inflation under the new inflation 
adjustment calculations. 

 
21. Certain self-created property no longer qualifies as capital assets. 

Effective for dipositions after December 31, 2017, patents, inventions, models or designs 
(whether or not patented), secret formulae or processes are no longer considered capital assets if 
held by the taxpayer who created the property or by a taxpayer with a substituted basis from the 
taxpayer who created the property. This can result in less-favorable tax treatment on the 
disposition of the property. 

 
22. Federal estate tax exemption doubles in 2018. For decedents dying in 

2018 through 2025, the federal estate and gift exemption is double from what it was set at in 
2011 ($5,000,000 indexed for inflation). This means that instead of a $5.6 million exemption in 
2018, decedents can pass $11.2 million ($22.4 million for a married couple) estate and gift tax 
free. Keep in mind, this has no effect on state estate taxes. 

 
23. Education. (1) Student loan discharged due to death or disability 

exclusion. Student loans that are discharged as a result of death or disability are excluded from 
taxable income for tax years 2018 through 2025. (2) 529 Account funding for elementary and 
secondary education. Beginning in 2018, up to $10,000 per year can be withdrawn from 529 
plans for tuition expenses to attend elementary and secondary schools, including public, private 
and religious schools. NOTE: The student loan interest deduction remains the same. Current 
law imposes a nine-month limitations period for the IRS to return wrongfully-levied property 
(including proceeds of sale of wrongfully-levied property), and for taxpayers to sue the 
government to recover wrongfully-levied property. For levies made after the date of enactment, 
and for levies made prior to the date of enactment if the nine-month period has not expired as of 
that date, the limitations period is extended to two years from the date of the levy. 

 
C. Business Provisions  
 

1. Corporate tax rate drops to a flat 21%. Under current law, the corporate 
tax rate is graduated starting at 11% up to a top rate of 35%. The Act reduces the income tax rate 
for corporations to a flat 21%, beginning in 2018. Due to the change in these rates, certain 
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businesses may want to evaluate whether converting into a corporation would offer tax 
advantages. 

2. Reduction of dividends-received deduction percentages. Current law 
provides a corporate deduction of 80% of dividends received if the corporation owns at least 
20% of the distributing corporation, and 70% otherwise. These deductions are reduced to 65% 
and 50%, respectively. 

 
3. Corporations no longer subject to the AMT. The current AMT system 

applies a 20% tax rate to a C corporation’s alternative minimum tax base. This tax does not apply 
to “small corporations,” defined as a corporation with average annual gross receipts for the 
previous three tax years that do not exceed $7,500,000. The Act repeals the corporate AMT 
effective January 1, 2018. Unlike many other provisions of the Act, there is no “sunset” 
provision for the repeal of the corporate AMT. 

 
4. Section 179 deduction limits increased. For tax years beginning after 

December 31, 2017, the annual deduction limit for Section 179 property has been increased from 
$500,000 to $1 million, and the limit on purchases has been increased to $2.5 million (from $2 
million). These amounts are now indexed for inflation beginning in 2018. The definition of 
Section 179 property has been expanded to include certain tangible personal property used in 
furnishing lodging as well as roofs, heating, air conditioning, and ventilation systems, fire 
protection, alarm and security systems installed on non-residential real property that has already 
been placed in service.  

 
5. Temporary 100% cost recovery of qualifying business assets. For 

qualifying business assets acquired and placed in service after September 27, 2017, and before 
January 1, 2023, a 100% deduction for the adjusted basis of the assets is allowed. This repeals 
the current 50% deduction previously scheduled to go into effect after December 31, 2017. 
Starting on January 1, 2023 through December 31, 2027, this temporary bonus first year 
depreciation rate is reduced by 20% each year (80% for 2023, 60% for 2024, etc.) until it sunsets 
for years after 2026.   

 
6. Limits for “luxury” automobile depreciation increased. For passenger 

automobiles placed in service after December 31, 2017 (and for which the first-year depreciation 
deduction under Section 168(k) is not claimed), the maximum depreciation deduction is 
increased from $3,160 to $10,000 in the year in which the car is placed in service, from $5,100 to 
$16,000 in the second year, from $3,050 to $9,600 in the third year, and from $1,875 in the 
fourth and later years to $5,760. These new limits are indexed for inflation. 

 
7. New property used in a farm business is now deductible over a five-

year period. Under current law, the time period over which property used in a farm business is 
deductible depends on the type of property and is subject to the 150% declining balance method. 
Under the Act, certain property used in a farm business and placed in service in 2018 or later is 
deductible over a five year period and is not subject to the 150% declining balance method. The 
ability to deduct the cost of new farm equipment and machinery over a shorter period of time 
may make such purchases more attractive, beginning in 2018. 
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8. Shortened recovery period for certain real property. For property 
placed in service after December 31, 2017, the separate definitions of qualified leasehold 
improvement, qualified restaurant, and qualified retail property are eliminated. Such property is 
now generally depreciable over a 15-year period using the straight-line and half-year convention. 
For residential property placed in service after December 31, 2017, the alternative depreciation 
system (“ADS”) recovery period has been reduced to 30 years, from 40 years. Finally, also 
beginning after December 31, 2017, a farming business electing out of the limitation on the 
deduction for interest must use ADS to depreciate any property with a recovery period of 10 
years or more.  

 
9. Deduction for business interest limited. For tax years beginning after 

December 31, 2017, net interest expense is generally limited to 30% of the business’s adjusted 
taxable income. Although this limitation is generally determined at the tax-filer level, in the case 
of pass-through entities, the determination is made at the entity level. For purposes of applying 
these limitations through January 1, 2022, adjusted taxable income is computed without regard to 
depreciation, amortization, or depletion deductions.  

 
10. NOL deduction modified. For NOLs arising in tax years after December 

31, 2017, the two-year carryback rule is repealed, other than in cases involving certain losses 
incurred in a farming-related trade or business. Moreover, for NOLs arising in tax years after 
December 31, 2017, the NOL deduction is generally limited to 80% of taxable income. NOLs 
may generally be carried over to future years without limitation. 

 
11. Like-kind exchange treatment to be limited to real property. For 

transactions consummated in 2018 and later, tax-free exchange treatment under Section 1031 no 
longer includes personal property and is limited to real property.  

 
12. Five-year write-off of specified research and experimentation 

(“R&E”) expenses. For amounts paid or incurred in tax years beginning after December 31, 
2021, “specified R&E expenses” must be capitalized and amortized ratably over a 5-year period 
(15 years if conducted outside the United States), beginning with the midpoint of the tax year in 
which the specified expenses were paid or incurred. These expenses include, for example, 
expenses for software development, as well as exploration expenses incurred for ore or other 
minerals, including oil and gas. 

 
13. Nondeductible penalties and fines. For amounts paid or incurred on or 

after the date of enactment of the Act, no deduction is allowed for any otherwise deductible 
amount paid (or incurred) to, or at the direction of, a government or specified nongovernmental 
entity if that payment relates to the violation of any law or the investigation by such 
governmental entity into the potential violation of any law. Certain exceptions may apply, but 
only if the taxpayer establishes that the payments are either restitution (including remediation of 
property) or are required to come into compliance with any law that was violated or involved in 
the investigation, and that are so identified in the court order or settlement agreement. 
Government agencies are required to report to the IRS and to the taxpayer the amount of each 
settlement agreement or order entered in which the aggregate amount to be paid or incurred to 
the government is at least $600. 
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14. “Excessive employee compensation” deduction limitation. For tax 
years beginning after December 31, 2017, exceptions to the $1 million deduction limitation for 
certain employee compensation are repealed. The applicability of the limitation is applied against 
the principal executive officer, the principal financial officer, and the three other highest-paid 
officers, as well as any employee that was considered a “covered employee” as of a tax year 
starting after December 31, 2016.  

 
15. Limitations placed on rehabilitation credit. Starting with amounts paid 

or incurred after December 31, 2017, the 10% credit for qualified rehabilitation expenditures is 
repealed. A 20% credit is now provided for certain qualified rehabilitation expenditures, and that 
credit can be claiming ratably over a five-year period.  

 
D. Pass-Through Entities  
 

1. New deduction for certain pass-through income. Currently, income that 
“passes through” a partnership, S corporation or sole proprietorship to a partner, shareholder or 
sole proprietor is taxed at that individual’s marginal income tax rate. The Tax Act adds a new 
section to the code, Section 199A, which provides a 20% deduction from individual income tax 
rates for “qualified business income” (“QBI”) from a partnership, S corporation or sole 
proprietorship to non-corporate taxpayers, including trusts and estates. QBI is generally the net 
income from a business minus any reasonable compensation, guaranteed payments, or other 
payments to partners/owners that are for services other than as a partner/owner. QBI is 
determined on a per-business (not individual) basis. Generally, for businesses whose owners 
have individual income of less than $157,500 or file jointly with income below $315,000 (the 
threshold amounts), the deduction is simply 20% of QBI. For owners with income above these 
amounts, how the deduction is treated depends on the type of business they are in. For those in a 
“specified service trade or business,” which includes service businesses in healthcare, law, 
consulting, athletics, financial services, or where the principle asset of the business is the 
reputation or skill of the business’s owners or employees, such owners will see their deduction 
begin to be reduced starting at the threshold amounts until completely phased-out (and no 
deduction available) for individual income of $207,500 or $415,000 for married filing jointly. 
The formula for determining the reduction in the deduction calculation is based on W-2 wages 
paid by the business and a portion of the business’s capital assets. For businesses that are not in a 
specified service trade or business, the wage and capital limits also begin to apply at the 
threshold income amounts and apply fully at $207,500 for individuals and $415,000 for married 
filing jointly. However, unlike for specified service trades or businesses, the deduction is not 
eliminated above these amounts. This section will be effective for tax years starting after 
December 31, 2017 and before January 1, 2026.  

 
2. Repeal of partnership technical termination. For partnership tax years 

starting January 1, 2018, Section 708(b)(1)(B) is repealed so that the sale of 50% or more of the 
total interest in partnership capital or profits within 12 months does not automatically terminate 
the partnership. 

 
3. Look-through rule applied to gain on sale of partnership interest. For 

sales and exchanges on or after November 27, 2017, gain or loss from the sale or exchange of a 
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partnership interest is “effectively connected” with a U.S. trade or business to the extent that the 
transferor would have had effectively connected gain or loss had the partnership sold all of its 
assets at fair market value as of the date of the sale or exchange. Any gain or loss from the 
hypothetical asset sale by the partnership must be allocated to interests in the partnership in the 
same manner as non-separately stated income and loss. For sales, exchanges and dispositions 
after December 31, 2017, the transferee of a partnership interest must withhold 10% of the 
amount realized on the sale or exchange of a partnership interest unless the transferor certifies 
that the transferor is not a nonresident alien individual or foreign corporation.  

 
4. Modification to partnership “substantial built-in loss”. For transfers of 

partnership interests after December 31, 2017, the definition of a “substantial built-in loss” is 
modified for purposes of IRC § 743(d). In addition to the present law’s definition (a substantial 
built-in loss exists if the partnership’s adjusted basis in its property exceeds by more than 
$250,000 the fair market value of the partnership property), a substantial built-in loss also exists 
if the transferee would be allocated a net loss in excess of $250,000 upon a hypothetical 
disposition by the partnership of all of the partnership’s assets in a fully-taxable transaction for 
cash equal to the assets’ fair market value, immediately after the transfer of the partnership 
interest.  

 
5. Treatment of S corporation converted to C corporation. The Act 

provides that any IRC § 481(a) adjustment of an “eligible terminated S corporation” attributable 
to the revocation of its S corporation election (i.e., a change from the cash method to an accrual 
method) is taken into account ratably during a six-tax-year period beginning with the year of 
change. An eligible terminated S corporation is any C corporation that (1) is an S corporation the 
day before the date of enactment; (2) during the two-year period beginning on the date of 
enactment revokes its S corporation election; and (3) all of the owners of which on the date the S 
corporation election is revoked are the same owners (and in identical proportions) as the owners 
on the date of enactment. In the case of a distribution of money by an eligible terminated S 
corporation, the accumulated adjustments account shall be allocated to such distribution, and the 
distribution shall be chargeable to accumulated earnings and profits, in the same ratio as the 
amount of the accumulated adjustments account bears to the amount of the accumulated earnings 
and profits.  

 
6. Certain nonresident alien individuals may qualify as electing small 

business trust (“ESBT”) beneficiaries. Effective as of January 1, 2018, nonresident alien 
individuals may qualify as a potential current beneficiary of an ESBT. Care should be given to 
the consequences of naming such an individual the beneficiary of an ESBT.  

 
7. Changes to charitable contribution deduction rules pertaining to 

ESBTs. For tax years beginning after December 31, 2017, the charitable contribution deduction 
of an ESBT is determined using the rules applicable to individuals, instead of trusts.  

 
8. Repeal of IRA contribution recharacterization. Currently, taxpayers 

can convert a standard (pre-tax) IRA into a Roth IRA, paying income taxes on the money that is 
converted. If the taxpayer changes his or her mind, he or she has until October 15 of the next 
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year to elect to undo the conversion and recharacterize it. This option to undo the conversion has 
been repealed for tax years beginning January 1, 2018. 

 
9. Extended rollover period for rollover of plan loan offset amounts. 

Currently, if an employee has a retirement plan he or she has borrowed money from and the 
employee loses his or her employment, his or her loan payoff due date can be accelerated. If he 
or she fails to pay the amount due, the loan can be cancelled and the account balance offset by 
the amount owed on the loan. This plan loan offset amount is treated as an actual distribution to 
the employee but is eligible for a tax-free rollover into a new retirement plan within 60 days. 
Under the new Act, for “qualified plan loan offset amounts” distributed after December 31, 
2017, taxpayers have until the due date (including extensions) for filing their income tax return 
for the year the plan loan offset occurred to complete a tax-free rollover of such amount. 
Qualified plan loan offset amounts are plan loan offset amounts treated as distributed from a 
qualified retirement plan, a Section 403(b) plan or a governmental Section 457 plan solely 
because the plan was terminated or the failure to repay the loan was due to the employee’s 
separation from service.  

 
E. Tax-Exempt Organizations  
 

1. Tax-exempt organizations subject to excise taxes for highly paid 
individuals. Under current law, the compensation of executives of tax-exempt organizations is 
subject to a reasonableness requirement and private inurement limits, but there are not set dollar 
limitations on compensation of such executives. The Act imposes an excise tax on compensation 
to an executive over $1 million and certain “parachute payments” made to such executive. The 
excise tax is imposed on the tax-exempt organization and is imposed at the same rate as the 
corporate income tax (21% under the Act). Tax-exempt organizations that currently pay 
compensation to any individual executive in excess of $1 million should contact their advisor to 
evaluate options for minimizing the impact of this tax. 

 
2. Tax-exempt organizations must separately compute unrelated 

business taxable income. Under current law, a tax-exempt organization computes its unrelated 
business taxable income on an aggregate basis, which effectively allows it to use deductions 
from one business activity to offset income for a different business activity. Under the Act, tax-
exempt organizations must now separately compute their unrelated business taxable income for 
each trade or business, which eliminates the ability to offset income from one activity with 
deductions from a separate activity. 

 
F. Accounting Method Changes 
 

1. Taxable year of inclusion. Generally, for tax years beginning after 
December 31, 2017, a taxpayer is required to recognize income no later than the tax year in 
which such income is taken into account on an applicable financial statement or other financial 
statement under rules specified by the IRS (subject to an exception for long-term contract income 
under Section 460).  
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2. Cash method of accounting changes. For tax years beginning after 
December 31, 2017, taxpayers whose average gross receipts for the three prior tax years do not 
exceed $25 million (indexed for inflation for tax years beginning after December 31, 2018) may 
use the cash method of accounting, regardless of whether the purchase, production, or sale of 
merchandise is an income-producing factor. Qualified personal service corporations, partnerships 
without C corporation partners, S corporations and other pass-through entities may use the cash 
method of accounting without regard to whether they meet the gross receipts test, so long as the 
use of the method clearly reflects income. 

 
3. Accounting inventories modified. For tax years beginning after 

December 31, 2017, taxpayers that meet the $25 million gross receipts test are not required to 
account for inventories under Section 471, but may instead use an accounting method for 
inventories that either (1) treats inventories as non-incidental materials and supplies; or (2) 
conforms to the taxpayer’s financial accounting treatment of inventories. 

 
4. Capitalization and inclusion of certain expenses in inventory 

costs. The Act expands the gross receipts exemption from the uniform capitalization 
(“UNICAP”) rules by providing that, for tax years beginning after December 31, 2017, any 
producer or re-seller that meets the $25 million gross receipts test (up from $10 million under 
current law) is exempted from the application of Section 263A. Exemptions not based on a 
taxpayer’s gross receipts are retained. 

 
5. Accounting for long-term contracts. Under current law, construction 

companies with average annual gross receipts of $10 million or less in the preceding three years 
are exempted from the requirement to use the percentage-of-completion (“PCM”) method. The 
Act expands that exemption by providing that, for contracts entered into after December 31, 
2017 in tax years ending after that date, use of the PCM is not required for contracts for the 
construction or improvement of real property if the contract (1) is expected (at the time it is 
entered into) to be completed within two years of its commencement; and (2) is performed by a 
taxpayer that (for the tax year in which the contract was entered into) meets the $25 million gross 
receipts test.  

 
6. Exclusions from contributions to capital. Under current law, if property 

is contributed to a corporation by someone other than a shareholder as such, the basis of the 
property is zero. If the contribution consists of money, the corporation must reduce the basis of 
any property acquired with that money within the following 12-month period, and must then 
reduce the basis of other property held by the corporation. The Act amends Section 118 to 
provide that, effective for contributions made after the date of enactment, the term “contributions 
to capital” does not include (1) any contribution in aid of construction or any other contribution 
as a customer or potential customer; and (2) any contribution by any governmental entity or civic 
group (other than a contribution made by a shareholder as such). 
 

G. Opportunity Zones 
 

1. Opportunity zones were a seemingly overlooked provision of the TCJA.  
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2. The Department of Treasury and the Internal Revenue Service would start 
issuing guidance in mid-2018, with key releases in the form of proposed regulations occurring in 
October 2018 and April 2019. The IRS later released “frequently asked questions” in May 2019.  

 
3. The opportunity zone tax benefits are primarily three in number: 
 

a) First, taxpayers with qualifying capital gains may defer the tax on 
those capital gains until 2026. Instead of paying tax now on capital gains realized this year, 
taxpayers may be able to defer the tax event – and the payment of the tax – until the filing of the 
2026 tax return. 

 
b) Second, taxpayers may be able to reduce the amount of tax owed at 

that time by obtaining an increase in their basis. Without getting into weeds, it is important to 
think of “basis” as the nontaxable portion of a taxpayer’s investment. If a taxpayer can increase 
his or her basis in an investment, the taxpayer can see a reduction in tax associated with the 
investment. In the case of capital gains invested in an opportunity zone fund, the taxpayer’s basis 
is initially zero. If the taxpayer holds that investment five years, the basis is increased to 10 
percent of the amount of gain; and if the taxpayer holds the investment for seven years, the 
increase is an additional 5 percent to a total increase in the amount of 15 percent. Although we 
will return to these timing deadlines with respect to this second tax benefit, it is important to note 
that the increase in basis by 10 percent or 15 percent means the taxpayer will pay less tax in 
2026. 

 
c) The third benefit is complete gain exclusion if the taxpayer holds 

the investment for more than 10 years. For whatever reason, this third tax benefit has been the 
least understood by people I have spoken with over the last year or so. Many people believe that 
holding the investment 10 years means no amount of tax will ever be paid. This is not the case. 
Recall the first and second tax benefits about providing for deferral, but only until 2026. Some 
amount of the gain (85 percent, 90 percent or 100 percent) will be taxable at that time. Do not 
forget that. Plan for the payment of that tax. It is only the amount of gain beyond the amount 
realized in 2026 (plus the applicable basis increase – essentially the total amount of capital gain 
invested initially) that will be excluded from future gain. In other words, do not let the allure of 
the third tax benefit obscure the realities of the first two tax benefits. Additionally, bear in mind 
2019 is seven years before 2026. If you want to maximize that second benefit (namely, the 15 
percent basis increase), this is the year by which you need to harvest capital gains for investment 
in an opportunity zone fund. Heading into the end of the year, developers are likely to be 
presented with more sources of investment capital as opportunity zone fund investors look to 
deploy funds to meet the timing deadlines. 

 
4. Guidance continues to be issued. This is an evolving area of tax practice.  
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III. City of Portland Tax Law Changes 
 
A. Portland Clean Energy Community Benefits Initiative (“CES”) 
 

1. On November 6, 2018, Portland voters adopted Ballot Measure 26-201, 
the Portland Clean Energy Community Benefits Initiative (“CES”).  

 
2. On February 21, 2019, the Portland City Council passed Ordinance 

189389 and Ordinance 189390 implementing the CES in the Portland City Code, PCC 7.02, PCC 
7.07 and PCC 5.04.  

 
3. In accordance with Portland City Code section 7.02.210, the City adopted 

a number of administrative rules. A detailed description of those rules is available at 
https://www.portlandoregon.gov/revenue/78324.  

 
4. In short, the CES provides for a 1% tax on retailers with revenues in 

excess of $1B nationally and at least $500,000 in Portland. The tax applies only to Portland 
revenues.  

 
B. $60 Fee on Rental Units 
 

1. Landlord is responsible for remitting the fee. 
 
2. Certain government-owned or regulated units will be exempt.  
 
3. Pursuant to Business License Law 7.02.890, all owners of residential 

rental property in the City are required to register the property and annually provide a schedule 
that includes the address of all owned residential rental units within the City. The penalty 
provisions of 7.02.700 apply for failure to comply.  

 
C. Section 754 Adjustments  
 

1. On May 29, 2018, the City adopted Business Tax Administrative Rule 
600.18-1 (the “BTAR”).  

 
2. The City ruled a deduction for the step-up in basis for partnership assets 

related to a Section 754 election (which permits Section 743 adjustments) is not permitted for the 
City of Portland Business License Tax or the Multnomah County Business Income Tax.  
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Agenda

• History of the physical-presence 
standard and lead-up to Wayfair

• The Wayfair decision—June 21, 
2018

• Reaction to Wayfair—federal and 
state

• Wayfair into 2020 and beyond
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History of the physical-
presence standard and lead-
up to Wayfair

State and Local Tax Nexus Overview

• States have broad authority to impose various state and local taxes
• Tenth Amendment

• States are, however, subject to constitutional limitations 
• Due Process Clause (Fourteenth Amendment)
• Commerce Clause (Article 1 section 8 clause 3)

• In 1967, the Supreme Court held that a taxpayer must have a physical presence before a 
state could impose a sales and use tax collection obligation. National Bellas Hess 386 U.S. 
753.

• In 1992, the Supreme Court upheld that decision in Quill v. N.D., 504 U.S. 298.
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Wayfair’s path to the Supreme Court

2020

Today

1967 1973 1979 1985 1991 1997 2003 2009 2015

National Bellas Hess imposes physical-
presence requirement for nexus

6/1/1967

North Dakota Cent.Code sec. 57-40.2-07 
goes into effect--challenging physical-
presence requirement

7/1/1987

Quill upholds physical-precense 
requirement for nexus

6/1/1992

Congressional Advisory Committee on E-
Commerce recognizes need for reform

2/1/2000

Justice Kennedy calls for 
reconsideration of Quill in 
DMA 

3/3/2015

Court grants cert in 
Wayfair

1/12/2018

Court overturns 
Quill physical-
presences test in 
Wayfair

6/21/2018

1/2/1973 7/1/2018Various federal legislative proposals introduced 

1/1/2000 7/11/2018Streamlined Sales and Use Tax Agreement

States take things into their own hands. . . 

2018

Today

2005 2007 2009 2011 2013 2015 2017

California's agency/affiliate nexus statute 
upheld in Borders Online LLC

5/30/2005

New York's "click-through" nexus statute 
upheld in Overstock.com/Amazon.com

3/28/2013

Massachusette's imposes 
"cookie" nexus standard by 
regulation

9/13/2017

Colorado passes H.B. 1193, which imposes 
"use tax notification and reporting" on 
remote sellers not collecting sales tax

2/24/2010

Alabama imposes "economic nexus" 
standard by regulation on remote sellers

1/1/2016

South Dakota passes S.B. 106, which 
imposes economic nexus standard for 
remote seller collection

5/1/2016

Washington's 
Marketplace law goes 
into effect

1/1/2018
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The Wayfair decision—
June 21, 2018

Holding

• In a 5-4 Decision, Justice Kennedy (joined by Thomas, Gorsuch, Ginsburg, Alito) held that:
• Quill and National Bellas Hess are overruled
• The physical presence rule is unsound, is an incorrect interpretation of the Commerce Clause, and 

restricts the states’ authority to “collect taxes and perform critical public functions”

• Majority concluded that the following features of South Dakota’s law minimized the burdens on interstate 
commerce:
• Included a transactional safe harbor
• Did not apply retroactively
• South Dakota was a full member of the Streamlined Sales and Use Tax Agreement (SSUTA)
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Transactional 
Safe Harbor

• South Dakota’s transaction safe-harbor 
of an annual threshold of 200 sales or 
$100,000 in sales was sufficient
• States argued that the first sale 

triggered the collection 
responsibility and Justice Kennedy 
did not respond

• Should the threshold be the same 
for California as South Dakota?

• Can states require small businesses 
making few sales collect in all 
cases?

Retroactivity

• Not really dealt with, despite emphasis in 
oral argument

• South Dakota law foreclosed retroactive 
application

• Although generally speaking a 
determination by the U.S. Supreme Court 
about the meaning of the U.S. Constitution 
can be applied retroactively, consider 
whether such an application in a particular 
set of facts (and considering prior positions 
of the state) could violate Due Process as a 
retroactive application of a state statute  
(See United States v. Carlton, 512 U.S. 26 
(1994))
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Other Views

Justices Thomas and Gorsuch 
in separate concurrences 

rejected the dormant 
commerce clause 

Justice Roberts (joined by 
Breyer, Sotomayor and Kagan) 

dissented based on stare 
decisis and noted that any 

alteration of the Court’s prior 
rule should be left to Congress

Winners and Losers

Winners                                                                           Losers

States Online retailers 

Localities Start-ups 

Brick and mortar retailers Marketplace providers 

Software compliance companies Foreign sellers (?)

Service providers 
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Congressional Role in 
Wayfair
 Petition Stage

 House Judiciary Chairman and 5 other critical 
Members of Congress.
 Congressman Chabot as Chairman of the 

Small Business Committee.
 Congress has the domain and power to 

regulate commerce among the States.

 Certiorari Stage
 Support from an additional group of bipartisan 

and involved Members of Congress. 
 Congress has the domain and power to 

regulate commerce among the States.

Reaction to Wayfair—federal 
and state
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Congressional action (or lack there of. . .)

24 July 2018

Judiciary Committee Hearing Discussed a moratorium

9 Jan.

The “Protecting Small Business from Burdensome 
Compliance Cost Act” (H.R. 379) was introduced on 
January 9 by Rep. Gibbs (R-OH)

16 Jan.

The “Stop Taxing Our Potential (STOP) Act” (S. 128) 
was introduced on January 16 by Sen. Wyden (D-OR) 
and Sen. Shaheen (D-NH) 

27 Mar.

The “Online Sales Simplicity and Small Business Relief 
Act” (H.R. 1933/S. 2350) were introduced on March 27 
by Rep. Sensenbrenner (R-WI) and July 31 by Sen. 
Shaheen (D-NH), respectively

State Reactions—Adoption of South Dakota-Style Thresholds*

• AL – 10/1/2018 -- $250K plus an 
activity in Ala. Code § 40-23-68(b)

• AR – 7/1/2019
• AZ – 9/30/2019 -- $100K1

• CA – 4/1/2019 -- $500K
• CO2 – 6/1/2019 -- $100K
• CT – 12/1/2018 -- $250K & 200 

($100K/200 beg. 7/1/2019)
• DC – 1/1/2019
• FL – S.B. 1112** S.B. 126 prefiled
• GA – 1/1/2019 -- $250K/200 (collect 

or report); ($100K/200 beg. Jan. 1, 
2020)

• HI – 7/1/2018

• ID – 6/1/2019 -- $100K
• IL – 10/1/2018
• IN – 10/1/2018
• IA – 1/1/2019; 7/1/2019 --$100K
• KS – 10/1/2019 – no threshold
• KY – 10/1/2018
• LA – 7/1/2020
• MA – 10/1/2019 -- $100K
• MD – 10/1/18
• ME – 7/1/18
• MI – 10/1/2018
• MN – 10/1/2018 -- $100K in 10 

transactions/100 transactions 
($100K/200 beg. 10/1/2019)

• MO – S.B. 189/H.B. 701/H.B. 548**
• MS – 9/1/2018 -- $250K plus 

systematic solicitation
• NC – 11/1/2018
• ND – 10/1/2018; 1/1/2019 --$100K
• NE – 1/1/2019
• NJ – 11/1/2018
• NM – 7/1/2019 -- $100K
• NV – 10/1/2018
• NY – 6/21/2018 -- $500K & 100
• OH – 8/1/2019 
• OK – 07/01/2018 -- $10K 

(collect/notice); 11/1/2019 -- $100K
• PA – 4/1/2018 -- $10K 

(collect/notice); 07/1/2019 -- $100K 

• RI3 – 8/17/2017
• SC – 11/1/2018 -- $100,000 

(includes marketplace sales)
• SD – 11/1/2018
• TN – 10/1/2019 --$500K
• TX – 10/1/2019 -- $500K
• UT – 1/1/2019
• VA – 7/1/2019
• VT – 7/1/2018
• WA4 – 10/1/2018
• WI – 10/1/2018
• WV – 1/1/2019
• WY – 2/1/2019

*Unless otherwise noted, states adopt 
South Dakota style threshold of $100,000/200

**State “doing business” statute applies to the 
extent allowed under the US Constitution

1 The threshold is $200,000 for 2019, $150,000 for 2020, and $100,000 beginning in 2021 and beyond.
2 Effective December 1, 2018 with grace period until May 31, 2019 for collection requirement (not for notice requirement); threshold from December 1, 2018 to April 13, 2019 
was $100K/200. 
3 Collection/notice requirements until June 30, 2019; collection requirement after July 1, 2019.
4 Collection required for $100K/200 threshold from October 1, 2018 to December 31, 2019; $100K threshold effective March 14, 2019.

Updated August 20, 2019
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Primary Source: https://www.avalara.com/content/dam/avalara/public/documents/pdf/avalara_2019-sales_tax_changes_mid-year_update.pdf, Updated September 2019

States with economic nexus
States with no sales tax
Legislation pending

States with no economic nexus law

Sales Tax States with Economic Nexus Law

State 
reactions—
Simplification

• Alabama Simplified Sellers Use Tax Program
• Provides for an elective 8% flat rate for all sales 

into the state.

• Colorado HB 1240
• Provides for destination-based sourcing.

• Idaho
• Remote seller nexus law does not impose 

requirement to collect local sales tax.

• Louisiana
• Newly-created Sales and Use Tax Commission for 

Remote Sellers will serve as single, state-level tax 
administrator for remote sellers.

• Texas HB 2153
• Allows marketplace sellers to collect using a single 

local tax rate of 1.75 percent, effective October 1, 
2019.

18
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State reactions—Retroactivity

• No states have actually imposed retroactive legislation, although Hawaii tried

• However:
• California –

• The CDTFA has been asserting nexus against marketplace sellers who have a “physical presence” 
due to inventory located in warehouses/fulfillment centers in the state.

• Massachusetts –
• Massachusetts has asserted cookie nexus against out-of-state sellers, based on a regulation that 

took effect Oct. 1, 2017.
• Currently being challenged in Suffolk Superior Court.

19

Other reactions

20

California (A.B. 147 enacted): From $100K/200 to $500K
Iowa (S.F. 631/H.F. 779 proposed): From $100K/200 to $100K

Eliminating the 
Transaction Threshold

Massachusetts (Governor’s proposed budget) (real time collection)
Missouri (H.B. 648 proposed)

Payment Processors to 
Collect and Remit

Hawaii (S.B. 495 enrolled to Governor): Creates an income tax economic nexus threshold of $100K/200.
Utah (S.B. 28 enacted): Expands Utah’s corporate income tax definition of “doing business” to include “selling or performing a service” in 
the state and “earning income from the use of intangible property” subject to certain limitations.

Expanding Nexus for 
Other Taxes

Arizona (H.B. 2702 proposed): Allows a locality to levy a transaction privilege, sales, use, franchise or other similar tax or fee on a person 
that is not a marketplace seller, and that is engaging or continuing in business in Arizona.
California (A.B. 147 enacted): Sellers are required to collect local use taxes once the seller exceeds $500K of sales into the state.

Watch Out for Localities
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Marketplace 
Collection –
Pre-Wayfair

• Before Wayfair, states targeted 
marketplaces because they were 
unable to require remote sellers 
without a physical presence to collect 
and remit sales/use tax.

• Even if a third-party seller had a 
collection and remittance obligation, 
compliance and enforcement are 
challenging, especially for smaller 
sellers.

• Some of the pre-Wayfair laws 
contained a notice and reporting 
requirements option in order to avoid 
violating Quill.

21

Marketplace Collection – Post-Wayfair

• With the overturn of Quill, states are no longer restricted in pursuing remote sellers for sales tax 
collection.

• However, states have not slowed interest in requiring marketplaces to collect tax in lieu of 
remote sellers.

• The pace of marketplace legislation in 2019 has increased dramatically.

• States eye administrative ease of enforcing collection and remittance obligations on less 
entities. 

22
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Primary Source: https://www.avalara.com/content/dam/avalara/public/documents/pdf/avalara_2019-sales_tax_changes_mid-year_update.pdf, Updated June 2019

States with a marketplace facilitator law
States with no sales tax
Legislation pending

States with no marketplace facilitator law
Marketplace Facilitator Laws

23

Marketplace Collection Legislation

• Require marketplaces to collect and remit sales tax on behalf of marketplace sellers.
• Require marketplaces to report and remit sales tax collected on the marketplaces’ 

sales tax return.
• Audit of marketplaces for sales tax collected on marketplace seller sales.
• Provide marketplaces some relief if the marketplace incorrectly determines taxability 

based on information provided by marketplace sellers.
• Provide marketplaces some relief from liability – subject to certain annual caps – for 

failure to collect sales tax.
• Limit class action lawsuits against marketplaces for over collection of sales tax.

24



Chapter 2—Presentation Slides: State and Local Taxation After Wayfair

 2–13Broadbrush Taxation: Tax Law for Non–Tax Lawyers

Marketplace Collection Legislation – Broad Definition (NJ)
A “marketplace facilitator” is a person who facilitates taxable retail sales by satisfying both (1) and 
(2) (summarized below):
Either:

• Lists, makes available, or advertises property, products or services for sales by a 
marketplace seller; 

• Facilitates the sales of marketplace sellers’ products; OR
• Provides or offers fulfillment or storage services for marketplace sellers, AND

Either:
• Collects the sales price of taxable merchandise or products;
• Provides payment processing services;
• Charges, collects, or otherwise receives selling fees, listing fees, referral fees, closing fees, 

fees for inserting or making available taxable products;
• Collects payment and transmits it to the seller through an arrangement with a third 

party; OR
• Provides virtual currency that purchasers may or are required to use.

25

Marketplace Collection Laws – Narrow Definition 
(PA)
A “marketplace facilitator” is a person that “facilitates the sale at retail of 
tangible personal property. For purposes of this section, a person facilitates 
a sale at retail if the person or an affiliated person:

• lists or advertises tangible personal property for sale at retail in any 
forum; and

• either directly or indirectly through agreements or arrangements 
with third parties, collects the payment from the purchaser and 
transmits the payment to the person selling the property.

26
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MTC Uniformity Committee

27

In 2018, the MTC Uniformity Committee 
created a working group to review 
Wayfair implementation issues, 
including marketplace provider 
collection.

On November 7, 2018, the working 
group issued a whitepaper that 
addressed seven issues

Definitions
Registration
Audit
Economic nexus threshold
Exemption certificates
Liability protection from marketplace seller errors
Protections from risk of class action lawsuits 

In April 2019, the working group 
resumed its work and has been working 
on a new list of priorities. 

Wayfair into 2020 and 
beyond
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Sales and Use Tax

• Several groups are continuing to discuss and engage on broader uniformity efforts
• NCSL, MTC, COST and other trade associations

Need for greater uniformity 

• Several states are having discussions regarding the expansion of the sales tax base to include services and non-
taxable digital goods

Modernization of the sales and use tax base

• Future of the Streamlined Sales and Use Tax Agreement

Broader sales tax simplification

Due Process Nexus Updates—Kaestner

• On June 21, the Supreme Court held North Carolina’s attempt to tax the non-distributed income earned by 
a trust based merely on the presence of in-state beneficiaries violated the Due Process Clause, upholding 
the decision of the North Carolina Supreme Court. 

• The Court focused on the extent of the in-state beneficiary’s right to control, possess, enjoy, or receive trust 
assets. Applying this standard, the Court held the “residence of the Kaestner Trust beneficiaries in North 
Carolina alone does not supply the minimum connection necessary to sustain the State’s tax.” 

North Carolina Department of Revenue v. The Kimberly Rice Kaestner 1992 Family Trust, 588 U.S. ___ (2019).



Chapter 2—Presentation Slides: State and Local Taxation After Wayfair

 2–16Broadbrush Taxation: Tax Law for Non–Tax Lawyers

Economic 
Nexus—
Income Tax 

• Prior to Wayfair, states were imposing 
economic nexus or factor presence nexus for 
corporate income/business activity taxes 
• California’s $500k economic nexus 

threshold became manditory in 2013 
• Ohio implemented factor presence nexus 

for the CAT in 2005, which was upheld by 
the Ohio Supreme in 2018

• Washington has been phasing in an 
economic nexus standard for the B&O tax 
in 2010 and will apply the same economic 
nexus standard for all taxes starting in 
2020

• Hawaii was the first state to impose a Wayfair
style threshold with S.B. 495, effective for tax 
years beginning after 12/31/2019

Other issues 

False Claims Act/Qui Tam Litigation

People of the State of New York, et al. v. Sprint Nextel Corp, 
et al., 26 N.Y.3d 98 (N.Y., Oct. 20, 2015)
• New York Attorney General took over a whistleblower 

lawsuit that alleged that Sprint Nextel had failed to collect 
$100 million in telecommunications sales taxes after 
unbundling its wireless services.

California A.B. 1270 would remove the tax bar from 
California’s False Claims Act

Concept to establish so-called “real-time” sales tax 
collection, which would require vendors and payment 

processors to remit sales tax from purchases on a daily-
basis

2017 State Tax Research Institute study projects cost to comply $1.22 
billion in up-front implementation costs and $28 million in annual recurring 

costs with no real benefit to the states
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Questions?

Nikki Dobay
cost.org
ndobay@cost.org
503-956-6146
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Description: Explores common research tools that tax practitioners use, how to use them in a cost-
effective manner, and cost-saving alternatives. 
 
A. Common tools and resources (what do practitioners use?) 

a. Code and Regs., ORS and OAR 
i. Primary source. May be clear and provide answers, but are often complex and require 

further explanation and analysis to apply. 
b. Case law  

i. Primary source. May provide additional clarification or analysis of Code and Regs.  
ii. Tax Court. Specialty court, typically versed in tax law, produces large volume of 

opinions that vary by type and precedential value. 
1. TC Opinion. Precedent, issues of first impression, high impact, and important 

issues. 
2. TC Memo. Settled law, common fact patterns and situations, most common. 

Quasi-precedential, TC opinions often do not reject. 
3. Summary Opinion. Small tax cases (<$50K), non-precedential. 
4. Orders. Most common for evidentiary and rules issues, non-precedential. 

iii. US Courts. D. Ct.  App. Ct.  S.Ct. 
iv. Oregon. Regular Division  Magistrate Division  Oregon S. Ct. 

c. Tax Agency Materials  
i. May provide additional clarification and analysis of Code and Regs., additional 

policies and procedures within agency authority, varies by type and precedential 
value.  

ii. Primary source.  May cite as precedent. 
1. Rev. Rul. Official interpretation by the IRS of the Internal Revenue Code, 

related statutes, tax treaties and regulations. It is the conclusion of the IRS on 
how the law is applied to a specific set of facts.  

2. Rev. Proc. Official statement of a procedure that affects the rights or duties of 
taxpayers or other members of the public under the Internal Revenue Code, 
related statutes, tax treaties and regulations and that should be a matter of 
public knowledge.  

a. A revenue ruling states an IRS position, a revenue procedure 
provides instructions or clarification concerning an IRS position. 

iii. Secondary source.  May not cite as precedent, but indicative of how the IRS thinks 
about an issue and likely results for similarly situated taxpayers with the same facts. 

1. PLR. Written statement issued to a taxpayer that interprets and applies tax 
laws to the taxpayer's specific set of facts. Pre-transaction opinion. 

2. TAM. Guidance furnished by the Office of Chief Counsel, issued only on 
closed transactions and provide the interpretation of proper application of tax 
laws, tax treaties, regulations, revenue rulings or other precedents. 

3. Chief Counsel Memoranda. Advice issued to attorneys and revenue agents 
within the IRS. No precedential value, but may be useful for guidance on an 
undecided or novel issue where no other agency guidance is available. 

4. Publications.  Tax overview of specific topics such as tax guides for specific 
business entities, categories of expenses and deductions, particular tax 
situations (e.g., divorce, living abroad).  Broader information than found in 
tax form instructions, publications include tables, worksheets, cites to other 
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publications and proper forms to use.  A solid starting point to learn 
terminology for further research. 

a. See IRS Pub 17  <https://www.irs.gov/publications/p17>, Tax Guide 
for Individuals and related Oregon Pub 17½ Individual Income Tax 
Guide 

d. Industry and practitioner materials 
i. Secondary source. Often provides additional clarification and analysis of primary 

source material. No precedential value, but reasoning and analysis can be persuasive 
and useful for locating primary sources of precedential value. 

1. Treatises and articles 
2. Bar and attorney organizations 
3. CPA organizations 
4. Newsletters and listservs 
5. Blogs and websites 

 
B. Making the most of your budget (paid resources) 

a. Westlaw 
b. Lexis 
c. BNA / Bloomberg Law 
d. Checkpoint 
e. CCH 

 
C. Alternatives to paid resources 

a. Legal Information Institute (Cornell) <https://www.law.cornell.edu/> 
b. Library of Congress (THOMAS) <https://www.congress.gov/> 
c. Agency websites 

i. IRS Tax Professionals Website <https://www.irs.gov/tax-professionals> 
1. TIP: use a third party search engine and limit results to site:irs.gov for easier 

browsing of results. 
ii. Oregon Department of Revenue <https://www.oregon.gov/DOR/> 

iii. Washington Department of Revenue <https://dor.wa.gov/> 
iv. California has three taxing agencies: Franchise Tax Board <https://www.ftb.ca.gov/>, 

Board of Equalization <http://www.boe.ca.gov/>, and Department of Tax and Fee 
Administration <https://www.cdtfa.ca.gov/> 

d. Tax Court Websites 
i. US <https://www.ustaxcourt.gov/UstcInOp/OpinionSearch.aspx> 

ii. Oregon <https://www.courts.oregon.gov/publications/tax/Pages/default.aspx> 
e. AICPA <https://www.thetaxadviser.com/> 
f. ABA <https://www.americanbar.org/groups/taxation/> 
g. ACTEC <https://www.actec.org/> 
h. Bar Organizations 
i. Law Firm Articles/Blogs 
j. Accounting Firm Articles/Blogs 

i. Big Four – KPMG, PWC, Deloitte, and Ernst & Young 
k. Attorney Websites/Blogs 
l. Law Libraries 
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Overview

1. Common Tools and Resources

2. Making the Most of Your Budget 

3. Alternatives to Paid Resources

Exploring common research tools that tax practitioners use, how to 
use them in a cost-effective manner, and cost-saving alternatives.

Common Tools and Resources
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Common Tools and Resources

Often primary sources that tell us what the law is, how it’s 
interpreted, and how it’s applied.

 Code and Regulations 

 Case Law

 Tax Agency Materials

 Industry and Practitioner Materials

Common Tools and Resources

Code and Regulations

• Federal—IRC (Title 26 of US Code) and CFR

• Oregon—ORS (Ch. 305-324 Rev. & Tax’n) and OAR (Ch. 150 DOR)

Case Law

• US Tax Court—Specialty court, produces large volume of opinions that 
vary by type and precedential value: TC Opinion > TC Memo > Summary 
Opinion > Orders

• OR Tax Court—Regular Division  Magistrate Division  OR S.Ct.

Primary sources, varies by precedential value and complexity. May 
need additional sources to explain and apply.
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Common Tools and Resources

Tax Agency Materials

• Primary Sources—Rev. Rul., Rev. Proc.
• A revenue ruling states an IRS position.
• A revenue procedure provides instructions or clarification concerning an 

IRS position.

• Secondary Sources—PLR, TAM, Chief Counsel Memo, Publications
• May not cite as precedent, but indicative of how the IRS thinks about an 

issue and likely results for similarly situated taxpayers with the same facts.

May provide additional clarification and analysis of Code and Regs., 
additional policies and procedures within agency authority, varies by 
type and precedential value. 

Common Tools and Resources

Industry and Practitioner Materials

No precedential value, but reasoning and analysis can be persuasive 
and useful for locating primary sources of precedential value:

• Treatises and Articles
• Bar and Attorney Organizations
• CPA Organizations
• Newsletters and Listservs
• Blogs and Websites

Often provides additional clarification and analysis of primary source 
material.
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Making the Most of Your Budget 
Paid Resources

Making the Most of Your Budget

Historically expensive, many now offer a la carte or tiered pricing.

 Westlaw

 Lexis

 BNA/Bloomberg Law

 Checkpoint from Thomson Reuters

 CCH IntelliConnect from Wolters Kluwer
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Making the Most of Your Budget

BNA/Bloomberg Law

• Statutes, Regulations, and Cases
• IRS Agency Documents
• BNA Portfolios
• Analysis by Topic
• Practice Tools, Forms, Checklists
• Audio/Video
• Alerts and Saved Workspaces 

Making the Most of Your Budget
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Making the Most of Your Budget

Making the Most of Your Budget
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Alternatives to Paid Resources

Alternatives to Paid Resources

Quality and ease of use varies, but may supplement or replace paid 
resources depending on your needs.

 Universities and Government

 Agency and Court Websites

 Professional Organizations

 Industry Websites

 Libraries
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Alternatives to Paid Resources

Universities and Government
• Legal Information Institute (Cornell)
• Library of Congress (THOMAS)
• Oregon Legislature (ORS) and Secretary of State (OAR)

Agency and Court Websites
• IRS Tax Professionals
• Oregon and Washington: Department of Revenue
• California: Franchise Tax Board, Board of Equalization, and Tax and Fee Admin.
• US Tax Court
• Oregon Tax Court

Alternatives to Paid Resources

Professional Organizations
• AICPA
• ABA
• ACTEC
• Bar Organizations

Industry Websites
• Law Firm Articles and Blogs
• Accounting Firm Articles and Blogs
• Attorney Websites and Blogs

Law Libraries
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Questions?

Andrew Ginis

Myatt & Bell P.C.
andrewg@myattandbell.com

Rebecca Flanagan

Flanagan Legal Services LLC
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I. INTRODUCTION.   
 
 These materials provide a general overview of the legal issues and considerations 
involved in selecting, forming, operating and maintaining the various types of business entities.  
The materials review the general characteristics of different business entities, compare the basic 
functions and characteristics of the different entities to provide a general understanding of each 
entity’s structure and purpose, and analyze common tax considerations that typically weigh into 
the entity selection process.  
 
II. OVERVIEW OF GENERAL FORMS OF BUSINESS ENTITIES. 
 
 A. Sole Proprietorship.  The sole proprietorship is a business owned and operated 
by a single person who individually owns the business assets.  The business may or may not have 
employees.  The owner or proprietor is entitled to the profits of the business, must bear its losses 
and is personally liable on an unlimited basis for its debts and obligations.  
 
 B. Partnerships. 
 
  1. General Partnerships.  Oregon general partnerships are governed by the 
Oregon Revised Partnership Act (the “Act”), which is ORS chapter 68.  A general partnership is 
defined as (i) an association (ii) of two or more persons (iii) to carry on as co-owners (iv) a 
business (v) for profit.  A partnership may be created by a written (preferred) or oral (not 
preferred) agreement, or may be implied by the conduct or acts of the parties (really not 
preferred).  Provisions of the partnership not covered by agreement of the parties are governed 
by the Act.  Partners generally share in management of the partnership and in its profits and 
losses.  The partners are “jointly” liable for all partnership debts and obligations and are “jointly 
and severally” liable to third parties for acts or omissions of partners occurring in the ordinary 
course of partnership business.   
 
 Under the “entity” and “aggregate” theories, a general partnership is either a separate 
legal entity or simply the aggregate of the individual partners.  Generally, a partnership is treated 
as a separate entity which may own assets, operate a business and sue or be sued.  However, for 
income tax purposes, a partnership is not a taxpayer.  Instead, it is a funnel through which its 
income and deductions are channeled to the partners who individually recognize the 
partnership’s income, gain, losses, deductions and credits.  The partnership simply files an 
informational income tax return with the IRS.   
 
 Subject to certain exceptions (like disguised sales or mixing bowl transactions, discussed 
below), there is generally no gain recognized by the partnership or the partners on appreciated 
assets distributed from the partnership to partners.  
 
 2. Limited Partnerships.  A limited partnership is governed by ORS chapter 70.  A 
limited partnership is (i) a partnership (ii) of two or more persons (iii) having one or more 
general partners and (iv) one or more limited partners.  As in a general partnership, the general 
partners in a limited partnership share in the operation and management of the partnership and 
are jointly liable for all partnership debts and obligations and jointly and severally liable to third 
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parties for acts and omissions of the general partners occurring in the ordinary course of the 
partnership’s business.  A limited partner is generally not liable for the obligations of the limited 
partnership beyond the limited partners’ agreed upon partnership contribution.  To retain limited 
liability, the limited partner must not take part in the control of the partnership business nor 
permit his or her name to be used in the partnership’s name unless the creditors have actual 
knowledge that he or she is a limited partner.  
 
 For income tax purposes, a limited partnership is taxed in generally the same manner as a 
general partnership.   
  
 3. Limited Liability Partnerships.  A limited liability partnership (LLP) is a 
partnership for which the liability of partners is limited in certain aspects.  LLPs are governed by 
the law applicable to general partnerships except to the extent modified by the LLP statutory 
provisions.  
 
 General partnerships that render professional services (e.g., medical services, accounting 
services, legal services, dental services) and their affiliates may register with the Oregon 
Secretary of State as LLPs.  For income tax purposes, generally speaking, an LLP is taxed in the 
same manner as a general partnership.  
 

C. Corporations. 
 

1. C Corporations.  A corporation is a separate legal entity created by law.  
ORS chapter 60, the Oregon Business Corporation Act (the “Act”), and the corporation’s articles 
of incorporation written in conformance with the Act and filed with the state, give the 
corporation its powers and rights.  Because it is a separate entity, the corporation can acquire, 
hold and convey property.  Likewise, a corporation can sue or be sued.  Also, unlike a 
partnership, a C corporation is a separate taxable entity.  The corporation computes its profits 
and losses and pays taxes.  Thus, shareholders (the owners) of a C corporation are not taxed on 
corporate profits and cannot deduct corporate losses on their individual income tax returns.  Any 
corporate profits distributed to the shareholders as dividends are recognized as taxable income by 
the shareholders and are not deductible to the corporation.  However, unlike partnership-taxed 
entities, appreciated assets distributed from a corporation to shareholders generate a corporate 
level income tax. 
 

A corporation is owned by one or more shareholders or stockholders.  For the most part, 
the rights of the shareholders to manage the corporation are limited to the election of the board of 
directors.  The board of directors establishes policies, determines the amount and timing of 
distributions (that is, dividends) to shareholders and appoints the corporate officers.  The 
corporate officers are responsible for the day-to-day operation of the corporate business. 
 

A shareholder has limited liability.  Unless a shareholder agrees with creditors that the 
shareholder will be liable for corporate obligations, the shareholder is generally not liable for the 
corporation's debts and obligations. 
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2. S Corporations.  An S corporation is a creation of federal and state income 
tax laws and, except for taxation, is similar to a C corporation.  An S corporation is generally not 
treated as a separate taxable entity, but is a conduit which merely files an informational income 
tax return with the IRS.  For income tax purposes, the shareholders are much like partners who 
individually recognize the corporation’s income, gains, losses, deductions and credits.  However, 
there are limitations to the number (i.e., 100) and type (i.e., generally, individuals who are U.S. 
citizens or residents and certain trusts) of shareholders who can own stock in an S corporation.  
Further, an S corporation cannot have more than one class of stock, which means that 
profits/losses and cash distributions must be allocated strictly based on the number of shares 
owned.  

 
3. Professional Corporations.  The professional corporation itself, like any 

other corporation, is a separate legal entity.  The Oregon Professional Corporation Act, ORS 
chapter 58, governs the formation and operation of professional corporations.  One of the 
primary distinctions between a non-professional corporation and a professional corporation lies 
in the limited liability feature.  Under Oregon law, a professional who incorporates continues to 
be liable for his or her own negligence and wrongful acts and for the negligence and wrongful 
acts of other shareholders in rendering professional services, but the professional shareholder is 
not personally liable for other tort claims or contract actions.  Thus, limited liability is an 
advantage of the professional corporation, even though the limited liability has some restrictions. 

 
A professional corporation may be either a C corporation or an S corporation.  

Historically, however, S corporations have not been used in the professional corporation 
situation.  This is probably due to the fact that S corporations were subject to restrictive 
retirement plan contribution limitations and that various tax benefits available in a C corporation 
context that were not available in the S corporation context.  Due to changes in the tax laws to 
eliminate, or reduce to a great degree, these discrepancies, the use of the S corporation in the 
professional corporation setting is becoming more prevalent.  

 
D. Limited Liability Company.  A limited liability company (“LLC”) is a cross 

between a partnership and a corporation.  If the LLC has more than one owner (called a 
“member”), then the entity and its members are taxed as if the entity were a partnership, unless 
an election is made for the LLC to be taxed as a corporation.  If the LLC has only one member, 
then the LLC is taxed as if the entity were a sole proprietorship, unless an election is made for 
the LLC to be taxed as a corporation.   

 
The members may actively participate in the management of the business while retaining 

limited liability for its obligations.  If the members choose not to manage the company’s 
business, they can elect “managers.”  Like a corporation’s board of directors or officers, 
managers may be members or nonmembers and will direct and control company operations. 
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III. COMPARISON OF FORMS OF BUSINESS ENTITIES. 
 

A. Legal Documentation. 
 

1. Sole Proprietorship.  A sole proprietorship requires no legal 
documentation for formation and is required to prepare and file relatively few reports.  Federal 
and state tax returns and reports regarding employees are the main reporting requirements for a 
sole proprietorship.  Since the assets of the business are owned by the sole proprietor, no federal 
or state tax return is filed for the business.  Profits and losses are reported Form 1040, Schedule 
C of the owner’s return.  In addition, if the sole proprietorship is operated under an assumed 
business name, that name must be registered with the Secretary of State and a report filed every 
other year to assure continuance of the name's registration. 
 

2. General Partnership.  General partnerships are required to file the same 
reports that sole proprietorships must file relating to their employees.  In addition, the partnership 
must file an informational income tax return, which is in addition to the individual tax returns 
filed by the partners.  Also, the partnership usually is operated under an assumed business name, 
and that name must be registered with the Secretary of State and renewed every other year. 

 
Although there are no statutory requirements regarding the maintenance of books 

and records for partnerships, the partnership agreement should require that the partnership 
maintain adequate records and books of account in accordance with generally accepted 
accounting principles.  Additionally, it is common for the partnership agreement to require that 
annual financial statements of the partnership be prepared, including a balance sheet, a profit and 
loss statement, and such supporting statements as the partners from time to time deem relevant.  
If any special allocations will be made, to be respected, the partnership will need to maintain 
separate capital accounts for each partner in accordance with Treasury Regulation § 1.704-1 and 
comply with the “general economic effect” rules. 

 
If any of the general partners are not actively engaged in the management or 

operation of the partnership, there may be Securities Act filing obligations.   
 
3. Limited Partnership.  A limited partnership requires one additional filing 

from those required of a general partnership.  A certificate of limited partnership must be filed 
with the Secretary of State.  The certificate includes, among other things, the name of the limited 
partnership, so that no assumed business name filing is necessary. 
 
  As with the general partnership, a limited partnership may have Securities Act 
filing obligations.  Also, though there is no statutory requirement that the partnership maintain 
books and records, the limited partnership agreement will contain provisions similar to those 
discussed above in connection with general partnerships concerning the maintenance of records.   
 
  4. Limited Liability Partnership.  As mentioned, registration under the LLP 
statute is limited to professional partnerships and their affiliates.  The word “professional” 
includes accountants, attorneys, chiropractors, dentists, landscape architects, naturopaths, nurse 
practitioners, psychologists, physicians, podiatrists, radiologic technologists and real estate 
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appraisers.  Any eligible general partnership may register as a limited liability partnership.  A 
limited partnership may not register as an LLP.   
 
 A partnership may become a limited liability partnership by delivering an application for 
registration to the office of the Secretary of State for filing on appropriate forms.  The LLP 
registration is perpetual, subject only to cancellation or administrative revocation.  An LLP is 
required under Oregon law to file an annual report with the Oregon Secretary of State.  The 
annual report must be filed each year not later than the anniversary date that the LLP registration 
was effective.  The Secretary of State may commence a proceeding to administratively revoke 
the registration of an LLP if the LLP does not deliver its annual report or pay the correct fees 
when due.   
 

5. Corporation.  Like sole proprietorships and partnerships, a corporation 
must maintain reports regarding its employees.  In addition, the corporation must make 
numerous other filings.  First, a corporation must file its articles of incorporation and an annual 
report with the Secretary of State.  At the start-up of the corporation, the incorporator or the 
board of directors must also adopt corporate bylaws to establish the structure of management of 
the business.  Moreover, as mentioned previously, a corporation is required to file its own federal 
and state income tax returns.  In addition, a qualified S corporation must elect S corporation 
status by filing its election with the appropriate IRS center. 
 

Generally speaking, a corporation must make certain filings and maintain the following 
books and records:  

 
 a. A corporation must file its articles of incorporation and an annual report 

with the Secretary of State, as well as any amendments to the articles of incorporation.  
 
 b. At the start-up of a corporation, the incorporator or the board of directors 

must adopt corporation bylaws to establish the structured of management of the business.   
 
 c. A corporation is required to file its own federal and state income tax 

returns, although an S corporation files an informational income tax return like a partnership.  In 
addition, a qualified S corporation must elect S corporation status by filing its election with the 
appropriate IRS center in a timely manner.  An S corporation is formed, in most instances, in the 
same manner as a C corporation, with the exception of the S election.  

 
 d. It is necessary for a corporation to maintain corporation and accounting 

records for the benefit of shareholders and directors.  Lending institutions and others who deal 
with the corporation may require that the corporation certify minutes and resolutions to assure 
that management has duly delegated the authority necessary to make a particular transaction.  

 
 e. Public corporations, or corporations with stocks that otherwise meet the 

requirement for filing under the state or federal securities laws, must submit registrations and an 
annual report, as must their officers, directors and, in some instances, shareholders.  
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 f. Under ORS 60.771, each corporation is required to maintain the following 
records in written form or in another form capable of conversion into a written form without a 
reasonable time: 

 
  i. Minutes of all meetings of shareholders and board of directors, a 

record of all actions taken by the shareholders or board of directors without a meeting and a 
record of all actions taken by a committee of the board of directors in place of the board of 
directors on behalf of the corporation.  

 
  ii. Appropriate accounting records.  These records help protect 

against the piercing of the corporate veil.  
 
  iii. A record of shareholders in a form that permits preparation of a list 

and the names and addresses of all shareholders in alphabetical order by class of shares, showing 
the number and class of shares held by each.  

 
  iv. A copy of the following records at the corporation’s principal 

office or registered office: 
 
  (A) Articles of restated articles of incorporation and all amendments 

thereto; 
 
  (B) Bylaws or restated bylaws and all amendments thereto;  
 
  (C) Resolutions adopted by the corporation’s board of directors 

creating one or more classes or series of shares and fixing their relative rights, preferences and 
limitations, if shares issued pursuant to those resolutions are outstanding;  

 
  (D) The minutes of all shareholder meetings and records of all action 

taken by the shareholders without a meeting for the past three years;  
 
  (E) All written communications to shareholders generally within the 

past three years; 
 
  (F) A list of the names and business addresses of current directors and 

officers; and  
 
   (G) The most recent annual report.  
 

6. Limited Liability Company.  Like all other business entities, limited 
liability companies must maintain reports regarding their employees.  In addition, the LLC must 
file articles of organization and an annual report with the Secretary of State.  At the start-up of 
the limited liability company, the organizer, manager or member(s) must also adopt an operating 
agreement to provide for the regulation and management of the affairs of the limited liability 
company.  The company must also file an informational federal and state income tax return. 
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 Under ORS 63.771, an LLC is required to keep the following records at its registered 
office or another office designated in the operating agreement: 
 
  a. A list of the name and last-known business, residence or mailing address 
of each member and manager;  
 
  b. A copy of the articles of organization and all amendments thereto, together 
with any executed copies of any powers of attorney pursuant to which any amendment has been 
executed;  
 
  c. Copies of the LLC’s federal, state and local income tax returns and 
reports, if any, for the three most recent years;  
 
  d. Copies of any currently effective written operating agreements and all 
amendments thereto;  
 
  e. Copies of any financial statements of the LLC for the three most recent 
years; 
 
  f. Minutes of any meeting of members or managers;  
 
  g. Unless contained in a written operating agreement or other writing, a 
statement prepared and certified as accurate by a manager or member of the LLC describing the 
amount of cash and including a description and statement of the agreed value of other property or 
services contributed by each member in which each member has agreed to contribute in the 
future, the times at which or events on the occurrence of which any additional contributions 
agreed to be made by each member are to be made and, if agreed upon the time at which or the 
events on the occurrence of which the LLC is dissolved and its affairs wound up; and  
 
  h. Any written consent resolutions of the members or managers.  
 
 In addition, the operating agreement will require that the company keep adequate records 
and books of account and maintain them in accordance with generally accepted or sound 
accounting principles.  These records commonly consist of annual financial statements, including 
a balance sheet, a profit and loss statement, and such supporting statements as the members deem 
relevant.  Maintenance of records is necessary to help ensure the limited liability feature of the 
LLC.   

 
B. Management and Control. 

 
1. Sole Proprietorship.  Because there is only one owner in a sole 

proprietorship, the owner has absolute control and management over the business. 
 

2. General Partnership.  Each partner is entitled to share equally in the 
management and business decisions of a partnership regardless of the size of the partner's 
specific interest.  Further, Oregon law gives equal voting power to each of the partners in order 
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to resolve disputes.  So in essence, control and management is shared equally among the 
partners.  However, the partners may agree among themselves to alter the statutory provisions 
regarding management.  For instance, the partners may select a managing partner or committee, 
or may allocate voting power based on percentage of ownership.  The partnership agreement is 
controlling.  These same rules apply to LLPs. 
 

3. Limited Partnership.  General partners in a limited partnership have 
control of the partnership, and essentially make all of the partnership's business decisions.  A 
limited partner is restricted to inspecting partnership records and obtaining reasonable 
information about the partnership unless the partnership agreement provides otherwise.  A 
limited partner who participates in the partnership may be deemed a general partner and lose the 
protection of limited liability. 
 

4. Corporation.  In a corporation, control and management are actually 
separate functions.  Day-to-day business decisions (management) of the corporation are made by 
the officers.  The officers are appointed by and are subject to the direction of the board of 
directors.  The board of directors oversees the management of the corporation and establishes 
corporate policies.  The shareholders elect the board of directors, with each shareholder having a 
vote equal to his or her interest in the corporation; therefore, the shareholders have actual 
"control" of the corporation. 
 

In many small, closely-held corporations, the separation of management and control is 
simply a matter of form:  the same person or group of people serve as shareholders, directors and 
officers of the corporation. 

 
5. Limited Liability Company.  The control and management of a limited 

liability company rests with its members unless the members elect to have the business managed 
by a manager or managers.  Such election, if any, must be set forth in the articles of organization 
and should be reflected in the operating agreement. 

 
C. Liability of Owners. 

 
1. Sole Proprietor.  The sole proprietor is personally liable for all obligations 

arising out of the business, and thus places his or her personal assets at the risk of the business. 
 

2. General Partner.  Like a sole proprietor, a general partner in either a 
general or limited partnership is personally liable for the obligations arising out of the business if 
the partnership assets are not sufficient to satisfy the partnership liabilities.  However, unlike a 
sole proprietor, a general partner is liable for the acts of his or her partner(s) as well as himself or 
herself, and therefore is financially exposed beyond his/her own acts.  In addition, a partner has 
unlimited personal liability for the obligations of the partnership regardless of his/her percentage 
interest in the partnership.  Therefore, a general partner is exposed to a greater liability than 
someone who invests in a business as either a limited partner, a member of a limited liability 
company, or as a corporate shareholder. 
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3. Partner of an LLP.  Partners in an LLP who are professionals remain 
directly liable for their own negligent or wrongful acts or omissions or misconduct in the same 
manner as shareholders of a professional corporation.  This means that the partners are liable for 
their own professional negligence and are jointly and severally liable for professional services 
rendered on behalf of the professional practice, up to an annual maximum amount of 
$300,000.00 per licensed Oregon professional with an aggregate limited of $2,000,000.00 for the 
professional partnership.  For LLPs with fewer than seven licensed Oregon partners, the 
maximum aggregate liability is $300,000.00 multiplied by the number of licensed Oregon 
professionals.  For liabilities unrelated to the professional practice, such as offices leases and tort 
claims arising from circumstances unrelated to the professional practice, the partners have 
limited liability.   
 

4. Limited Partner.  A limited partner’s liability is limited to the amount that 
the limited partner originally contributed to the partnership, unless he or she has expressly agreed 
to be liable for an additional amount.  A limited partner will lose the limited liability if he or she 
is either a general partner or takes part in the control of the business. 

 
5. Non-professional Corporate Shareholder. With few exceptions, a 

shareholder’s liability is limited to the shareholder’s investment in the business.  However, and 
as mentioned previously, particularly with regard to small, closely-held corporations, creditors 
usually require that the shareholders personally guarantee debts of the corporation.  In that 
instance, the shareholder has given up the limitation on his or her liability.  

 
6. Professional Corporate Shareholder.  In the rendering of professional 

services on behalf of a professional corporation, a shareholder of the corporation is personally 
liable “as if the shareholder were rendering the service or services as an individual, only for 
negligent or wrongful acts or omissions or misconduct committed by the shareholder, or by a 
person under the direct supervision and control of the shareholder.”  ORS 58.185(3).  As with 
LLPs, liability for professional malpractice is limited to a yearly cap of $300,000.00 for joint and 
several liability for all claims made against a single shareholder of a professional corporation 
during a single year.  Also, a $2,000,000.00 cap exists for joint and several liability for a single 
claim made against all shareholders during a calendar year.  If the number of shareholders 
multiplied by $300,000.00 equals an amount that is less than $2,000,000.00, the total joint and 
several liability for a single claim made against all shareholders of the corporation cannot exceed 
an amount equal to $300,000.00 multiplied by the number of shareholders.  These amounts are 
subject to adjustment for inflation every six years.  The professional corporation shareholders 
have limited liability for corporate obligations, such as office leases and tort claims, arising from 
circumstances unrelated to the professional practice.  
 

7. Limited Liability Company Member.  Members of a limited liability 
company are not personally liable for the obligations of the business.  As a result, like 
shareholders of a closely held corporation, members of a closely held LLC are usually required 
to personally guarantee the obligations of the company by creditors and thereby forfeit the limits 
on his or her liability.  Managers of an LLC are not exposed to personal liability by reason of 
serving as a manager.  It should be noted that for LLCs providing professional services, member 
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liability for professional malpractice is the same as for partners in an LLP and shareholders of a 
professional corporation.   

 
8. Down-Stream Liability.  Down-stream liability refers to a creditor’s ability 

to attack a person’s ownership interest in a corporation, general partnership, limited partnership, 
limited liability partnership or limited liability company in satisfaction of the person’s personal 
debts/liabilities.  For example, assume that Ann and Bill own a successful corporation.  Ann 
owns 51% of the issued and outstanding stock and Bill owns 49%.  Although Ann is a highly 
successful business woman, she has a gambling problem and has personally received loaned 
money from various creditors, including Charlie.  Ann defaults on her loan to Charlie, who sues 
and in turn obtains a judgment against Ann.  Charlie forecloses on the judgment and obtains 
ownership of Ann’s 51% of the shares.  Charlie is not interested in running Ann’s business.  He 
just wants his money and as the majority shareholder decides to sell the business to a competitor 
at a discount.  A creditor’s ability to attack a person’s ownership interest depends on the type of 
entity and associated protections afforded by law or contract. 

 
a. Corporations.  Share ownership in corporations is not protected 

from creditors by statute (except professional corporations - generally, ownership in professional 
corporations is limited to licensed professionals.).  However, shareholders can contractually 
agree among themselves to limit transfers of ownership (including transfers to creditors) through 
shareholder agreements generally known as “buy-sell” agreements.  As a general matter, these 
agreements provide that if shares are transferred to a creditor, the remaining shareholders or the 
corporation has the right to purchase/redeem those shares for the lesser of the fair market value 
or debt owed.  If Ann and Bill had such an agreement, then Bill may be in luck.  If not, then Bill 
will be looking for a new job. 

 
b. Limited Liability Companies.  A judgment creditor may obtain a 

charging interest in the member’s ownership interest in the limited liability company.  The 
creditor obtains the rights of an assignee to the extent charged.  An assignee has the right to 
receive and retain, to the extent assigned (i.e., charged), the distributions, as and when made, and 
allocations of profits and losses to which the assignor would be entitled.  However, an assignee 
does not have the right to participate in the management of the company unless and until 
accepted as a member.  If not stated in the operating agreement, an assignee will become a 
member upon a majority vote of the members other than the assignor.  If Ann and Bill had been 
owners in a limited liability company, Charlie would have obtained a charging interest in Ann’s 
ownership to the extent of the debt owed to Charlie.  Once that debt was satisfied (e.g., through 
distributions), then Charlie’s interest would be discharged and ownership would revert to Ann.  
During the time Charlie had the charging interest, Ann would retain the right to vote and act on 
her ownership interest.  Oftentimes, the operating agreement will provide that a transfer of a 
member’s interest to a creditor results in a withdrawal or disassociation of that members interest, 
which forces a buyout by the Company or remaining members of the withdrawing or 
disassociating member’s interest.   

 
c.  General Partnerships and Limited Liability Partnerships.  A 

judgment creditor may obtain a charging interest in the transferable interest of a partner in the 
partnership.  The court may order a foreclosure of the interest subject to the charging order at any 
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time.  The purchaser at the foreclosure sale has all of the rights of the transferee.  At any time 
prior to the foreclosure sale, the charging order may be redeemed by the judgment debtor, by one 
or more of the other partners with property (other than partnership property) or by one or more of 
the other partners using partnership property with the consent of all partners whose interests are 
not charged.  If Ann and Bill were partners in a limited liability partnership, then Charlie would 
obtain a charging interest in Ann’s partnership interest.  Either Ann or Bill could redeem that 
charging interest before foreclosure.  If the interest were foreclosed, Charlie would step into the 
shoes of Ann entirely.  At that point, Charlie could once again force a sale of the partnership.  A 
limited liability partnership offers Ann and Bill more protection than a corporation (without a 
buy-sell agreement) but not as much protection as a limited liability company. 

 
d. Limited Partnerships.  A judgment creditor may obtain a charging 

interest against the partnership interest of the debtor partner.  The judgment creditor has only the 
rights of an assignee to the extent the interest is charged.  An assignee may become a limited 
partner, if and to the extent that the assignor gives the assignee that right in accordance with the 
partnership agreement or all other partners consent.      

 
D. Taxation.   
 

1. Types of Tax.  
 
  a. Income Tax.  An entity may be subject to federal and state income tax, 
depending on the type of entity, the state of organization and where it does business. How and 
when the income is taxed depends on what type of entity is involved. The income taxation of 
various entity types is discussed more specifically below in each section designated to that entity.  
 
  b. Social Security and Unemployment Taxes.  
 
   i. Social Security Taxes.  Social Security taxes are collected on 
employment wages and are paid by employers, employees and self-employed individuals. These 
taxes are paid pursuant to the Federal Insurance Contributions Act (FICA) or the Self-
Employment Contributions Act (SECA). The payments made under FICA and SECA fall into 
two categories.  
 

(A)  Old-Age, Survivor and Disability Insurance (OASDI) funds are 
used to pay retirement and disability benefits.  The rate currently for OASDI is 
6.2% for the employer and 6.2% for the employee (12.4% combined and for the 
self-employed).  However, the employment wages subject to the OASDI portion 
of FICA and SECA obligations is limited to the taxable wage base defined in 
section 3121.  The taxable wage base is an employee’s earnings, less certain very 
limited deductions, and is capped at $132,900 for 2019.   

 
(B)  Hospital Insurance (HI) taxes are used to pay medical expenses for 

elderly and disabled individuals.  The HI rate is 1.45% and not subject to any 
wage cap. Like its OASDI counterpart, the 1.45% HI tax is paid by both an 
employer and employee or both halves (totaling 2.9%) are paid by a self-
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employed individual.  An additional 0.9% tax is added on earned income 
exceeding $200,000 for individuals and $250,000 for married couples filing 
jointly. 

  ii. Unemployment Taxes.  Unemployment taxes are paid by employers 
pursuant to the Federal Unemployment Tax Act (FUTA).  FUTA taxes are paid at the rate of 
6.2% on the first $7,000 of wages paid to each employee, subject to a credit for state 
unemployment tax paid up to 5.4%.  

E.  Entity Taxation.  

 Tax is often the tail that wags the dog when deciding what type of entity to employ or 
how to structure certain transactions.  Each type of entity available for use has its own 
characteristics. Some are shared and some are unique. This section will discuss the basic 
elements of several common types of business entities from a taxation perspective. 

1.  Sole Proprietorship.  A sole proprietorship is not a legal entity.  It is a business 
conducted by an individual with no co-owners and as such is not distinguished or recognized as 
an entity separate from the individual.  

 TAX CHARACTERISTICS:  

• All items of income and deductions are recognized directly by the proprietor on his or her 
personal tax return.  

• Subject to income tax and self-employment tax. 

• Tax-free creation. 

 2.  General Partnership.  A general partnership is an entity/aggregation of individuals 
who carry on a business for profit.  A general partnership offers no liability protection and each 
partner is personally liable for the debts and obligations of the partnership.  

 TAX CHARACTERISTICS:  

• Tax-free creation under section 721(a) for transfers of “property” to a partnership in 
exchange for partnership interest; but note exception in section 721(b) for transfer of 
property to “investment company” (which prevents taxpayers from diversifying their 
investment portfolios tax free); no control requirement for tax-free treatment under 
section 721(a). 

• “Property” is not defined in the tax code, but the courts have been guided by the 
interpretation of the term under section 351, the counterpart of section 721 in the 
corporate area, which provides that “property” includes cash, inventory, accounts 
receivable, patents, installment obligations and other intangibles such as goodwill and 
industrial know-how; does not include the performance of services for the partnership.  



Chapter 4—Tax Considerations for Choice of Business Entity

 4–13Advanced Estate Planning 2019

• A partner’s basis in her partnership interest is referred to as the “outside basis.”  A 
partnership’s basis in its assets is referred to as the “inside” basis.  These terms are used 
to distinguish between the partner’s and the partnership’s bases.  On a contribution of 
property in exchange for a partnership interest, a partner’s outside basis under section 722 
is equal to the sum of the money and the adjusted bases of property contributed to the 
partnership.  Under section 723, the partnership’s inside basis is equal to the basis the 
contributing partner had in the property.   

• Because a partnership is treated as an aggregate of its individual partners for purposes of 
taxing its income, the tax code adopts aggregate principles to determine the impact of 
partnership liabilities on the partners and their outside bases.  Under section 752(a), an 
increase in a partner’s share of partnership liabilities is considered a contribution of 
money which increases the partner’s outside basis under section 722.  A decrease in a 
partner’s share of partnership liabilities is considered under section 752(b) to be a 
distribution of money to the partner which decreases the partner’s outside basis (but not 
below zero).  If a decrease in a partner’s share of partnership liabilities exceeds the 
partner’s outside basis, the partner must recognize the excess as capital gain from the sale 
or exchange of a partnership interest under sections 731(a)(1) and 741.  

 Example:   X, Y and Z each contribute $50,000 cash to form the XYZ partnership and 
agree to share all partnership profits and losses equally.  XYZ purchases a piece of investment 
real estate for $180,000, paying $60,000 cash and giving the seller a $120,000 purchase money 
note secured by the real estate.  No partner is personally liable for the note.  The purchase money 
obligation is a nonrecourse liability of the partnership which will be shared equally by the 
partners, because they have equal interests in partnership profits.  X, Y and Z will be treated as if 
they contributed $40,000 each to XYZ under section 752(a) to reflect the increase in their share 
of partnership liabilities (from 0 to $40,000).  As a result, each partner’s outside basis will be 
$90,000 under section 722. 

• If property is contributed by a partner to a partnership and the property is subject to a 
liability, the partnership is considered to have assumed the liability to the extent it does 
not exceed the fair market value of the property at the time of contribution.   

 Example:  Z contributes property with a $1,500 adjusted basis to a general partnership 
for a 25% interest in the partnership, which results in Z receiving an outside basis of $1,500.  
The property is subject to a $2,000 nonrecourse liability and has a fair market value of $5,000.  
The partnership is considered to have assumed the liability and Z’s individual liabilities are 
considered to have decreased by $2,000, which is a deemed cash distribution under section 
752(b).  There is no corresponding increase in Z’s share of partnership liabilities, which results 
in a net change in Z’s individual and partnership liabilities being a decrease of $2,000.  In this 
case, Z’s outside basis will be reduced from $1,500 to zero under section 752(b) and Z will 
recognize $500 of capital gain ($2,000 liability relief - $1,500 basis).   

• A partner’s outside basis is increased and decreased based on partnership activities.  
Under section 702, a partner is taxed directly on his distributive share of partnership 
income or loss.  Section 705 adjusts the partner’s outside basis to reflect these results.  In 
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general, a partner must increase his outside basis by his distributive share of partnership 
taxable income and tax-exempt income and decrease it (but not below zero) by 
partnership distributions, as provided in section 733, and his distributive share of 
partnership losses and expenditures. 

 Example:  Partner X has a $1,000 outside basis in her partnership interest and her 
distributive share of partnership income for the year is $4,000.  The partnership income passes 
through to X and is reported on her personal tax return.  Under section 705, her outside basis will 
be increased to $5,000 ($1,000 plus $4,000).  If the partnership distributed $3,000 of cash to X at 
the end of the year, her outside basis would be reduced to $2,000 by the distribution.   

• There is no tax imposed on the partnership as an entity, so it is what is known as a pass-
through entity for income tax purposes. 

• The partnership is required file an IRS Form 1065, as are all types of partnerships, but 
isn’t itself liable for any income tax.  

• The partners will report their appropriate portion of all partnership income and deduction 
items, which are provided to them on a Schedule K-1, on their individual returns.  

• Profits and losses may be allocated among the partners in any way desired, as long as 
they have “substantial economic effect,” as defined in section 704(b). 

• To have “economic effect,” an allocation must be consistent with the underlying 
economic arrangement of the partners.  The treasury regulations use a three-part test to 
determine whether an allocation is consistent with the underlying economic arrangement 
of the partners.  This basic test is backed up by other tests which, if satisfied, can validate 
an allocation.    

• The “basic test” generally provides that an allocation will have economic effect if, 
throughout the full term of the partnership, the partnership agreement provides for proper 
maintenance of the partners’ capital accounts, that upon liquidation of the partnership 
liquidating distributions will be made in accordance with positive capital account 
balances of the partners and that a partner will be unconditionally obligated to restore any 
deficit capital account balance.   

• Under the “alternate test” for economic effect, an allocation will be respected if capital 
accounts are appropriately maintained and liquidating distributions are made in 
accordance with positive capital account balances, provided that the allocation does not 
cause or increase a deficit in the partner’s capital account.  The partnership agreement 
must contain a “qualified income offset,” which requires that if a partner has a deficit 
capital account balance as a result of certain events that partner will be allocated items of 
income or gain in an amount and manner sufficient to eliminate the deficit as quickly as 
possible.   

• In general, the capital account of each partner is increased by (i) the amount of money 
contributed by the partner; (ii) the fair market value of property contributed by the partner 
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(net of secured liabilities); and (iii) allocations to the partner of partnership income or 
gain (including tax-exempt income); and decreased by (i) the amount of money 
distributed to the partner; (ii) the fair market value of property distributed to the partner 
(net of secured liabilities); and (iii) allocations to the partner of partnership losses.  
Although these calculations are similar to the rules for determining and adjusting a 
partner’s outside basis, it should be noted that, with respect to capital account 
maintenance, contributions and distributions of property are accounted for at fair market 
value, rather than basis.   

 Example:  A and B form a general partnership, with A contributing $30,000 cash and B 
contributing GreenAcre valued at $30,000 and with a $10,000 basis.  Immediately after the 
formation of the partnership, A’s outside basis is $30,000 and her capital account is $30,000.  
B’s capital account is also $30,000, but his outside basis is $10,000.   

• In addition to meeting the economic effect requirements, in order to be respected, an 
allocation must be “substantial,” which requires that there be a reasonable possibility that 
the allocation will affect substantially the dollar amounts to be received by the partners 
from the partnership, independent of tax consequences.   

• Loss limited to outside basis under section 704(d); this basis includes partnership debt 
allocated to partner under section 752.  

• Generally, the at-risk rules of section 465 and the passive activity rules of section 469 
apply at the partner level. 

• Under section 465, a partner’s share of partnership losses and deductions is limited to his 
amount “at risk.”  The at-risk limitation is applied on a partner-by-partner basis.  Under 
section 465, generally speaking, a partner is initially considered “at risk” to the extent of 
cash contributions to the partnership, the adjusted basis of property contributed to the 
partnership, and amounts borrowed for use in the activity for which the partner is 
personally liable or has pledged property as security to the extent of the property’s fair 
market value.  

• Under section 469, a taxpayer’s passive activity loss for the year is disallowed. The 
purpose of section 469 is to prevent taxpayers from using losses from passive activities to 
offset salary and investment income.  The limitation is applied on a partner-by-partner 
basis, not at the partnership level.  The taxpayer’s “passive activity loss” is the amount by 
which her aggregate losses from all passive activities exceed her aggregate income from 
such activities.   

• Self-employment tax applies to partners, subject to real estate rent and gain on sale 
exception. 

• Pure profits interest issued to partner for services is not presently taxable, unless 
tradeable, tied to securities or stream of income or disposed of within 2 years; capital 
interest subject to taxation if issued for services; split of authority on tax impact on 
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partnership if capital interest is issued for services, which could result in gain recognition 
at partnership level (and flow-through to partners).  

• A partner may acquire an interest in partnership capital or profits as compensation for 
services performed or to be performed.  A partnership capital interest is one that entitles 
the partner to a share of the proceeds if the partnership’s assets are sold at fair market 
value and the proceeds are then distributed in a complete liquidation of the partnership.  
A partnership profits interest is a partnership interest that is not a capital interest.  It could 
be an interest in the future profits of the partnership, an interest in the appreciation of the 
value of the partnership, or some other type of interest.  The key distinguishing 
characteristic between a capital interest and a profits interest is whether the partner 
acquiring such interest would be entitled to a portion of the proceeds that would exist if 
the partnership liquidated the moment after the partner obtained the interest.   

• Historically, a partner has not been taxed upon the receipt of a profits interest in a 
partnership, and the partnership has not been able to claim any deduction upon the grant 
of a profits interest.  See Revenue Procedure 93-27; Revenue Procedure 2001-43.  In 
Notice 2005-43, the IRS announced plans to propose regulations that add additional 
complexities and reporting requirements for the issuance of a profits interest in a 
partnership in exchange for services.  To date, the regulations remain proposed and are 
not in effect.  

• If the partner acquires an interest in partnership capital, the receipt of the capital interest 
is (i) taxable to the partner and (ii) deductible to the partnership.  In other words, it is as if 
the partnership paid the partner an amount equal to the fair market value of the 
partnership interest, and the partner then contributed the amount back to the partnership 
in exchange for the partnership interest.  Also, the partnership may be required to 
recognize gain inherent in a portion of its assets. 

• Under the majority view, a partnership that transfers a capital interest for services is 
treated as transferring an undivided interest in each of its assets to the service partner in a 
taxable transaction and must recognize any gain or loss inherent in the transferred portion 
of each asset.  The service partner is then treated as re-transferring the assets back to the 
partnership in a tax-free, section 721 transaction.  A few commentators believe that the 
transfer of a capital interest for services should not be a taxable event to the partnership, 
noting by analogy that a corporation does not recognize gain when it issues stock as 
compensation for services.  

 Example:  The AB general partnership has $150,000 of assets, consisting solely of land 
used in AB’s business (which has a $120,000 value and a $60,000 adjusted basis) and $30,000 of 
cash.  In connection with the issuance of a one-third capital interest to C for services, AB will be 
entitled to a $50,000 deduction, assuming C’s services qualify as ordinary and necessary 
business expenses.  AB will be viewed as having transferred 1/3 of its land ($40,000 fair market 
value, $20,000 adjusted basis) and cash ($10,000) to C for services and must recognize $20,000 
of gain on the land.  The 1/3 interest in the land and cash is then deemed to be transferred back to 
AB by C, who takes a $50,000 outside basis in her partnership interest and has a $50,000 capital 
account.  The land would now have an $80,000 inside basis ($40,000 basis in the 2/3 interest 
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which remained in the partnership plus $40,000 in the 1/3 interest deemed transferred by C).  
The $20,000 gain and $50,000 deduction should be allocated to partners A and B, because the 
appreciation in the land took place before C became a partner and A and B paid for C’s services 
with their partnership capital.  The remaining $40,000 of gain in the land should be taxable to A 
and B when the land is sold since that gain represents the appreciation prior to C’s entry into the 
partnership.    

• Distributions of previously taxed earnings are not taxable.  Gain is recognized on cash 
distributed in excess of basis under section 731.  Generally, no gain or loss is recognized 
on property distribution (subject to disguised sale, mixing bowl or section 751 hot asset 
transactions).  Debt-shift treated as cash distribution under section 752,  

 Example:   A’s outside basis in the partnership is $10,000.  If the partnership distributes 
$4,000 cash to A in a pro rata distribution to all partners, he will not recognize any gain or loss 
and his outside basis will be reduced to $6,000.  If, instead, the partnership distributed $13,000 
cash to A, he would recognize $3,000 of gain from the sale or exchange of his partnership 
interest and his outside basis would be reduced to zero.  The results would be the same if, under 
section 752(b), the $13,000 distribution resulted from a $13,000 decrease and A’s share of 
partnership liabilities.   

• Section 751 is designed to prevent shifts of ordinary income and capital gain among the 
partners through property distributions.  Generally, it provides that if a partner receives in 
a distribution (1) “unrealized receivables” or “substantially appreciated inventory” in 
exchange for some or all of her interest in other partnership property (including money), 
or (2) other property (including money) of the partnership in exchange for some or all of 
her interest in the partnerships section 751 property (that is, unrealized receivables or 
substantially appreciated inventory), then the distribution is to be treated as a sale or 
exchange of the section 751 property between the partner and the partnership. 

• “Mixing bowl transactions” are generally described as an income-shifting strategy that 
involves a partner first transferring appreciated property to a partnership and the 
partnership later either distributing the contributed property to another partner or 
distributing other property to the contributing partner.  The objective is to shift or defer 
the recognition of the contributing partner’s precontribution gain by exploiting the non-
recognition rules for contributions to a partnership (section 721) and distributions by a 
partnership (section 731).  Under section 704(c)(1)(B), if property contributed by a 
partner is distributed to another partner within seven years of its contribution, the 
contributing partner must recognize the pre-contribution gain inherent in the property at 
the time of the contribution.  Under section 737, a contributing partner must recognize 
gain if she contributes appreciated property to a partnership and within seven years of the 
contribution receives property other than money as a distribution from the partnership.   

• Section 707(a)(2)(B) is the disguised sale rule that is designed to prevent sales of 
property between a partner and partnership from being structured as nontaxable 
contributions and distributions under section 721 and 731.  In general, if there are direct 
or indirect transfers of money and property between a partner and a partnership and the 
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transfers, when viewed together, are properly characterized as a sale or exchange of 
property, then the transfers are to be treated as a sale or exchange between the partner and 
the partnership (or between two partners).    

• Distributions need not be pro rata based on ownership percentages; priority distributions, 
preferred returns and other disproportionate distributions are allowed.  

• Tax year is that of a majority of the partners (usually calendar year).   

• Tax-free reorganization is not applicable (only corporations under section 368).  

• With respect to the sale of a partnership interest by partner, generally capital gain 
treatment under section 741, except for “hot assets” under section 751 (A/R, inventory), 
and buyer acquires partnership interest with a cost basis; ordinary income on certain 
redemption payments under section 736 (depends on whether partnership is services 
partnership or asset partnership); need to address interim/part-year tax allocations; 
possible step-up of buyer inside basis on section 754 election.  

• If section 751 applies to a sale of a partnership interest, it overrides the general rule in 
section 741 that the gain recognized from the sale or exchange of partnership interest is 
capital gain.  Consequently, section 751 is the starting point in characterizing a partner’s 
gain or loss from the sale of a partnership interest.   

• Section 751 provides that the consideration received by a selling partner in exchange for 
all or part of his interest in “unrealized receivables” or “inventory items,” shall be 
considered as an amount realized from the sale or exchange of property producing 
ordinary income rather than capital gain.  In applying section 751, the critical questions 
are: 

- Does the partnership have unrealized receivables or inventory items; and  

- If so, what portion of the selling partner’s gain or loss is attributable to those 
assets?   

• If a partner’s entire interest in the partnership is liquidated (that is, redeemed), section 
736 is the starting point for determining the tax consequences of the transaction.  Under 
section 736(b), payments for a partner’s “interest in partnership property” generally are 
treated as distributions by the partnership and taxed under the normal distribution rules 
applicable to nonliquidating distributions.  In the case of a general partnership interest in 
a partnership in which capital is not a material income-producing factor, payments for the 
partner’s share of unrealized receivables and goodwill are generally not treated as 
payments for partnership property.  Under section 736(a), payments not within section 
736(b) (that is, payments for unrealized receivables and unstated goodwill for a general 
partnership interest in a services partnership) are to be considered either (i) a distributive 
share if the amount of the payment is dependent on partnership income or (ii) a 
guaranteed payment if the amount is determined without reference to partnership income.  
Under general tax principles, capital is not a material income-producing factor where 
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substantially all of the income comes from the compensation for services.  Accordingly, a 
partnership of doctors, lawyers, engineers, architects or accountants is not a business 
where capital as a material income-producing factor.   

• With respect to a sale of assets by the partnership, generally asset-by-asset treatment.   

- Capital gain characterization possible on flow-through to partners. 

- On death of partner, step-up basis in partnership interest; estate may get 
benefit of step-basis in partnership assets with special election under section 
754. 

 3.  Limited Partnership.  

 A limited partnership is a partnership with at least one general partner and one limited 
partner. The limited partner is only liable for the debts or obligations of the partnership up to the 
amount it has invested in the partnership, while the general partner has unlimited liability for the 
debts and obligations of the partnership. To limit the liability exposure of the general partner, it 
is often formed as a limited liability company or a corporation.  

 TAX CHARACTERISTICS:  

• Tax-free creation under section 721(a); however, note exception in section 721(b) for 
“investment company.”  No control requirement. 

• Property encumbered by debt that is contributed to LP may generate taxable income 
under section 752(b). 

• Inside and outside basis calculations same as general partnership.  

• The LP is a pass-through entity so items of income and loss flow through to the 
individual income tax returns of the partners.  Files IRS Form 1065. 

• The partners report their appropriate portion of all partnership income and deduction 
items, which are provided to them on a Schedule K-1, on their individual returns.  

• Profits and losses may be allocated among the partners in any way desired, as long as 
they have “substantial economic effect,” as defined in section 704(b).    

• The profits allocable to the general partner are subject to self-employment tax, while 
those allocable to the limited partner are not (unless paid as a guaranteed payment, which 
is a wage equivalent and not truly a return of “profit” to the limited partner; but query 
whether limited partner should be receiving any such compensation).  

• For partnership interest issued for services, for general partner, same as with general 
partnerships; limited partners should not be receiving compensation in LP in connection 
with the performance of services for the LP. 
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• Distributions of cash or property treated in the same manner as distributions in general 
partnership.   

• Tax year is generally that of majority of partners (usually calendar year). 

• Tax-free reorganization not available (only corporations under section 368).  

• Loss for each partner limited to outside basis; this basis includes partnership debt 
allocated to partner, same as general partnership.  

• Generally, at-risk rules and passive activity rules apply at partner level.   

• Sale and redemption of partnership interest treated in same manner as general 
partnership.  

• Sale of assets by partnership treated in same manner as general partnership.  

• Death of partner treated in same manner as general partnership.  

4.  Limited Liability Company.  

 A limited liability company is essentially a hybrid entity that incorporates the flexibility 
of a partnership for tax purposes and the full liability protection of a corporation. Unlike a 
general or limited partnership, there is no partner (or “member” in the case of an LLC) that is 
subject to unlimited liability, but unlike a corporation taxed under subchapter C, there is no 
second layer of tax imposed on the entity (assuming it elects to be taxed as partnership).  

• Generally taxed as a partnership if multiple members (tax-free creation usually 
available under partnership rules), unless an election is made to be taxed as a corporation (tax-
free creation may be available under corporation rules). 

• Taxed as a sole proprietorship if single member unless an election is made to be 
taxed as a corporation. 

• There is no tax imposed on the LLC as an entity, provided it is taxed as a 
partnership, which means that the LLC will be a pass-through entity; the LLC will file a Form 
1065, but is itself not liable for any income tax.  

• Tax-free creation under section 721(a), subject to section 721(b) “investment 
company” exception.  

• Inside and outside basis calculations same as general partnership.  

• Property encumbered by debt that is contributed to the LLC may generate taxable 
income under section 752(b).  
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• The members will report their appropriate portion of all LLC income and 
deduction items, which are provided to them on a Schedule K-1, on their individual returns.  
Profits and losses may be allocated among the members in any way desired, as long as they have 
“substantial economic effect,” under section 704(b).  

• For a membership interest issued as compensation for service, pure profits interest 
not presently taxable, unless tradeable, tied to securities or stream of income or disposed of 
within two years; capital interest subject to tax to recipient; split of authority on tax impact on 
LLC; same rules as general partnership.  

• Usually, the self-employment tax applies to income allocated to a member like 
general partnership (note:  real estate rent, gain on sale exception), except for purely passive 
members like limited partners.   

• Distributions of cash and property treated in same manner as general partnership.  

• The tax year of the LLC is generally that of a majority of the members (usually 
calendar year).  

• A tax-free reorganization is not available.  

• Losses allocated to members limited to outside basis.  This basis includes LLC 
debt allocated to member (same as general partnership).  

• Generally, at-risk rules and the passive activity rules apply at the member level.  

• Sale and redemption of membership interest generally treated in same manner as 
general partnership.   

• On sale of assets, generally asset-by-asset treatment; same as general partnership.  

• On death of owner, same treatment as general partnership. 

 5.  C-Corporation.  

  A C-corporation is a legal entity that is recognized as distinct from its owners. Its 
shareholders have no liability for the debts or obligations of the corporation and stand to lose 
only the amount they have invested in the company. A corporation is governed by a shareholder 
elected board of directors, who in turn appoint officers to run day-to-day operations.  

 TAX CHARACTERISTICS:  

• A C-corporation is its own taxpaying entity and files its own tax return (Form 1120) that 
reflects all items of income and loss.  

• Tax-free creation if meet control test under section 351, which provides no gain is 
recognized if “property” is transferred to a corporation by one or more persons “solely” 
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in exchange for “stock” in the corporation and “immediately after” the exchange the 
contributing person or group is “in control” of the corporation (i.e., 80% of all voting 
stock and 80% of all outstanding stock).  

 Example:  In connection with the formation of Newco, X and Y each transfers 
appreciated property.  A receives 50 shares of voting common stock and B receives 50 shares of 
nonvoting common stock.  Z receives 5 shares of nonvoting preferred stock solely in exchange 
for services rendered to Newco.  Z is not a transferor of property and may not be counted in 
testing for “control.”  Because transferors of property do not own 80% or more of each class of 
stock, the transaction does not qualify under section 351.  Accordingly, X and Y must recognize 
gain on their property transfers.  Z recognizes ordinary income on her receipt of stock for 
services.   

• Transfers to an “investment company” do not qualify for non-recognition under section 
351(e).  The purpose of this rule is to prevent unrelated taxpayers from achieving tax-free 
diversification by transferring appreciated portfolio securities in exchange for stock of a 
newly formed pooled investment vehicle.   

• If property is transferred in a section 351 transaction solely in exchange for stock, the 
transferor’s basis in the stock received will equal his basis in the transferred property 
immediately prior to the exchange as specified in section 358(a)(1).  The corporation’s 
basis in the assets transferred in any section 351 transaction is the same as the transferor’s 
basis as provided in section 362(a).   

 Example:  On the formation of ABC Corp., A transfers land with a basis of $10,000 and 
a value of $60,000 and inventory with a basis of $30,000 and a value of $40,000 in exchange for 
100 shares of ABC common stock with a value of $100,000.  The transaction qualifies under 
section 351(a).  A’s basis in the ABC stock is $40,000, which is the sum of A’s bases in the land 
and inventory.  ABC Corp. takes a $10,000 basis in the land and a $30,000 basis in the inventory 
under section 362(a).   

• If the sum of the liabilities assumed by the corporation in a section 351 transaction 
exceeds the aggregate adjusted basis of the properties transferred by a particular 
transferor, the excess is treated as gain from the sale or exchange of property under 
section 357(c).  This rule is applied separately to each transferor of property.   

 Example:  On the formation of ABC Corp., A transfers land with a basis of $30,000, a 
value of $100,000 and subject to a $55,000 liability, in exchange for ABC Corp. stock with 
$45,000 value.  Under section 357(c), A must recognize $25,000 of gain (the excess of the 
$55,000 liability over A’s basis in the land).  A’s basis in the ABC Corp. stock is: $30,000 (basis 
of land), less $55,000 (debt relief), plus $25,000 (gain recognized), or zero.   

• The corporation pays a tax on its income (files Form 1120) and shareholders then pay a 
tax on any dividends they receive, hence the infamous corporate “double tax.”  
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• For purposes of subchapter C of the tax code, a “distribution” is any kind of payment by a 
corporation to its shareholders with respect to their stock.  A “dividend” is a distribution 
out of the current or accumulated “earnings and profits” of a corporation.  Payments to 
shareholders that are unrelated to their ownership of stock (such as salary, interest, rent, 
etc.) are neither distributions nor dividends.   

• The term “earnings and profits” is not defined in the tax code or the regulations, but 
section 312 describes the effect of various transactions on earnings and profits.  In 
general, earnings and profits are determined by starting with taxable income and making 
certain additions, subtractions and adjustments.   

• Distributions in excess of current or accumulated E&P are a return of capital, which are 
offset against stock basis. 

• To avoid double tax, shareholders who are employees often attempt to pay substantially 
all corporate profit in salary and bonus (a technique that works as long as the IRS does 
not successfully argue the compensation was too high, resulting in a portion of the 
compensation being recharacterized as a dividend).  

• Other strategies to transfer funds from a C corporation to its shareholders include 
excessive rent or other payments to shareholders for assets sold to the corporation.   
Alternatively, a shareholder may seek to purchase property from the corporation at a 
bargain, with the dividend being the difference between the amount paid by the 
shareholder and the actual value of the property.   

• If the corporation pays a dividend with appreciated property, the company recognizes 
income equal to the fair market value of the asset less its basis.  The shareholder then 
recognizes dividend income equal to the fair market value of the asset received (usually, 
a disastrous tax result).  

 Example:  XYZ Corp. distributes Property A ($30,000 value, $10,000 adjusted basis) to 
its shareholder, A.  The corporation recognizes $20,000 gain on the distribution.  Additionally, A 
recognizes $30,000 of dividend income.   

• Dividends and distributions need not be pro rata among all shareholders:  different 
classes of stock can be created to provide varying rights and preferences to shareholders 
(i.e., common stock and preferred stock can have different voting, dividend and 
liquidation rights). 

• No special capital gain rate for C corporation on asset sale.  

• For stock issued as compensation for services, the value of the stock will represent 
ordinary income to recipient and a tax deduction to the corporation; statutory and non-
statutory stock options available; exercise of option must be analyzed for tax 
consequences.   
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• Stock issued for services is not considered as issued in return for property under section 
351.  A service provider recognizes ordinary income under section 61 on the value of any 
stock received from the corporation for past, present or future services.  The timing of the 
income is determined under section 83.  If the stock is subject to a substantial risk of 
forfeiture and is not transferrable, the service provider is taxed on the fair market value of 
the stock at the time the restrictions lapse less the amount (if any) paid for the stock.  The 
service provider, however, may elect under section 83(b) to be taxed on the fair market 
value of the stock at the time of transfer less any amount paid.  In that event, no 
additional income is recognized when the restrictions lapse, and no loss (except for any 
amount paid) is allowed if the stock is forfeited.  In either case, the service provider’s 
basis for the stock is the amount paid plus any amount included in income.   

 Example:  On the formation of New Corp in Year No. 1, A receives 200 shares of stock 
(valued at $50,000) in exchange for future services.  The stock is not transferable and is subject 
to a substantial risk of forfeiture and will not vest until Year No. 5.  Assume that the stock will 
be worth $200,000 in Year No. 5.  Under section 83(a), A has no income in Year 1 and $200,000 
of ordinary income in Year 5, and his basis in the stock is $200,000.  If A makes a section 83(b) 
election, he has $50,000 of ordinary income in Year 1, his basis in the stock is $50,000, and he 
has no additional income when the restrictions lapse in Year 5.  If A sells the stock in Year 5 
after having made an election under section 83(b), he recognizes $150,000 long-term capital 
gain.  If he forfeits the stock in Year 3, A will not have any loss to deduct.   

• Normal employee payroll taxes will apply to compensation paid to employee-
shareholders.   

• The tax year is the accounting year of the corporation, which may select a fiscal year 
other than the calendar year.  

• Tax-free reorganization is available under section 368.   

• Corporate losses subject to general corporate rules; do not pass through to shareholders.  

• The at-risk rules and passive activity rules apply at corporate level.     

• The sale of stock will result in capital gain treatment to the seller (redemptions may be 
dividends and need to be carefully analyzed; must be in substance a true redemption); 
possible election by buyer to treat as asset purchase under §338 (but usually not workable 
with C corporation).   

• With respect to a sale of assets, gain or loss computed at the corporate level, asset by 
asset; no special capital gain rate limit at corporate level.  

• On the death of a shareholder, no entity asset step-up in basis.  Only stock step-up in 
basis.  

• An advantage of C corporations over other forms of business organization, including S 
corporations, is that part of the gain on the sale of stock of a C corporation recognized by 
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an individual shareholder can be excluded from taxable gain under section 1202 if the 
stock qualifies as “small business stock” and has been held for at least five years.  
Additionally, if a stock has been held for six months, tax on the gain can be postponed 
under section 1045 by rolling the sales proceeds over tax-free into an investment in 
qualified small business stock issued by another corporation.  Among other requirements, 
qualified small business stock must be issued by a corporation that has always been a C 
corporation.   

6.  S-Corporation.  

 An S-corporation is a corporation that is taxed as a pass-through entity.  However, it is 
not taxed as a partnership, which gives rise to several interesting differences between it and an 
LLC taxed as a partnership.  For instance:  

 TAX CHARACTERISTICS: 

• Tax-free creation if meet control tests under section 351 (like the C-corporations); 
Section 721 has no application to formation of an S corporation. 

• The profit and loss of an S-corporation flows through to the shareholders on a pro-rata 
basis. Allocation of profit and loss in any fashion other than pro-rata is restricted by the 
second class of stock prohibition, which is different than partnership “substantial 
economic effect” allocations. Voting and nonvoting stock is allowed, but all shares must 
have identical economic rights.  This is different than C-corporations (which can have 
different classes of stock with varying economic rights) and partnerships (which may 
provide for priority or preferred returns and disproportionate distributions). 

• The basis of each shareholder’s stock in an S corporation is first increased by the 
shareholder’s share of allocated income and decreased, but not below zero, by 
distributions to the shareholder and then decreased by the shareholder’s allocated losses.  
If allocated losses exceed the shareholder’s stock basis, they may be applied against and 
reduce (but not below zero) the shareholder’s basis in any S corporation debt.   

 Example:  A is a shareholder in an S corporation who paid $5,000 for her stock and 
loaned the corporation $1,000 in exchange for a corporate note.  During the corporation’s first 
taxable year (year 1), C is allocated $6,000 of S corporation income and $1,000 of S corporation 
loss.  At the end of year 1, her stock basis will be $10,000, calculated as the $5,000 original stock 
basis plus $6,000 of allocated income less $1,000 of allocated loss.  C’s basis in the corporate 
note remains $1,000.  

 In Year 2, C’s share of the corporation’s tax items consist of $12,000 of operating loss.  C 
can only deduct $11,000 of the loss (the total of her stock and debt basis in the corporation).  The 
remaining $1,000 of loss will be suspended and carried over to Year 3.  C’s basis in her stock 
and debt will be reduced to zero.  
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 In Year 3, the corporation’s business improves and C’s share of the corporation’s tax 
items consists of $5,000 of operating income.  C will include the $5,000 of income in her 
personal tax return and will be allowed to deduct the $1,000 loss from the prior year.  For basis 
purposes, the $5,000 increase attributable to the income will be reduced by the $1,000 loss.  The 
remaining $4,000 of basis will be first allocated to the debt to restore it to its original $1,000 
basis.  At the end of Year 3, C’s stock basis is $3,000, which is the beginning basis of zero, plus 
the $5,000 income allocation less $1,000 of suspended loss less $1,000 attributable to the 
restoration of debt basis.   

• Losses allocated to shareholders limited to outside basis; this basis does not include 
corporate debt (which is different than partnership).  A shareholder’s share of S 
corporation losses and deduction is limited to the shareholder’s adjusted basis in the (1) 
stock of the corporation, and (2) indebtedness of the corporation to the shareholder.  
Losses and deductions disallowed under this rule carry over indefinitely and may be used 
when the shareholder obtains additional stock or debt basis by, for example, contributing 
or loaning additional funds to the corporation or buying more stock.   

 Example:   C is a shareholder in an S corporation and has a $5,000 basis in her stock.  C 
also loans the corporation $4,000 in exchange for a corporate note.  If C’s share of the 
corporation’s loss for the year is $12,000, she will be limited to a $9,000 deduction (her 
combined basis in the stock and note) and will have $3,000 of suspended loss which will carry 
over until she obtains additional basis.   

• Most courts agree that an S corporation shareholder does not obtain basis credit for a 
guaranty of a loan made by a lender directly to the corporation.   

• For stock issued as compensation for services, the value of the stock will be taxable to the 
recipient as income; may use statutory incentive stock options or non-statutory stock 
options (similar to a C corporation but not partnership – no profits interest concept). 

• On distributions, no tax until prior taxed income used (which is similar to partnership 
rule); but property distributed is deemed sold and this often creates gain to corporation 
(outside basis adjustment and pass through); if an appreciated asset is distributed, there 
will be a tax on the inherent gain in the asset (as with a C-corp) that will pass through to 
all the shareholders on a pro rata basis. The value of the distributed asset would then be 
taxed to the distributee only to the extent it exceeded her basis in the stock.  

• Distributions by an S corporation are tax free to the extent of the shareholder’s adjusted 
basis in stock of the corporation.  If the distribution exceeds the shareholder’s stock basis, 
the excess is treated as gain from the sale or exchange of the stock, normally capital gain 
of the stock of the capital asset.  Finally, the shareholder’s stock basis is reduced by the 
amount of any distribution which is not includable in income by reason of the distribution 
rules.   

 Example:  A is a shareholder in an S corporation and has a $5,000 basis in his stock.  If 
the corporation distributes $8,000 of cash to A, he will be permitted to receive $5,000 tax-free 
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and $3,000 will be treated as gain from the sale or exchange of A’s stock.  A’s stock basis will be 
reduced to zero as a result of the distribution.   

• With respect to a property distribution, the amount of the distribution will be the fair 
market value of the property and the receiving shareholder will take a fair market value 
basis in the distributed property.  The shareholder’s stock basis also will be reduced by 
the fair market value of the distributed property.  At the corporate level, a distribution of 
appreciated property to a shareholder will require recognition of gain as if the property 
were sold.  The gain will be taxed directly to the shareholders like any other gain 
recognized by the corporation.   

 Example:  Assume Newco, an S corporation, breaks even in business during the year, 
and distributes appreciated land (a capital asset held long-term with a $50,000 fair market value 
and a $20,000 adjusted basis) to A, one of its two equal shareholders.  Also, assume A’s basis in 
her Newco stock is $70,000 and Newco makes a simultaneous $50,000 cash distribution to B, its 
other shareholder.  Newco will recognize $30,000 of long term capital gain, $15,000 of which 
will be taxed to each shareholder.  A will receive a $50,000 tax-free distribution, and her stock 
basis beginning the next year will be calculated as follows: 

 $70,000 stock basis   

+ 15,000 allocated gain  

-  50,000 amount of distribution 

 $35,000 New stock basis 

• Distributions for S corporations with a C corporation history are more complicated and 
require additional analysis.  

• The S corporation files a form 1120S but does not pay any income tax.   

• The tax year of the S corporation is generally the calendar year.  

• Tax-free reorganization is generally available under section 368.   

• The section 465 at-risk rules apply at the shareholder level.   

• The section 469 passive activity rules apply at the shareholder level.  

• Sale of stock results in capital gain treatment to seller; book-closing issues; possible 
election by buyer to treat as asset purchase under section 338(h)(10).   

• On sale of assets, gain or loss computed at corporate level asset-by-asset; pass through 
and basis adjustment for shareholders; possible capital gain treatment.   

• On death of a shareholder, no entity assets step-up in basis; only stock step-up in basis.   
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• Generally, employers engaged in an active trade or business must pay a federal self-
employment tax of 15.3% on net income in 2097 (12.4% social security, 2.9% Medicare).  
An individual who is self-employed (i.e., the whole or partial owner of an S corporation) 
is taxed both as an employer and an employee on all annual income up to $127,200 as of 
2019, after which only the portion of the employment tax applicable to Medicare applies 
(2.9% total and an additional .9% on wages in excess of $200,000).  Generally speaking, 
current tax law provides no exception for entities treated as sole proprietorships or 
partnerships, but it does provide an exception for owners of an entity taxed as an S 
corporation.  So long as the shareholder takes a reasonable salary for the shareholder’s 
employment with the S corporation, any amount over and above that reasonable salary is 
distributed to the shareholder without being subject to the withholding tax.  Accordingly, 
the owner/employee of an S corporation can avoid being taxed at 15.3% (in 2019 12.4% 
social security, 2.9% Medicare) of the company’s net profit up to approximately 
$132,900 and at 2.9% of the company’s net profit thereafter with an additional .9% 
Medicare tax on wages in excess of $200,000.  This is one advantage of an S corporation 
that does not exist for entities (such as an LLC) treated as a partnership or sole 
proprietorship.  Incidentally, limited partners in a limited partnership who do not 
materially participate and do not provide more than 500 hours of service to the limited 
partnership each year generally do not have to pay the employment tax upon their 
receipts or tax allocations from the limited partnership.  

 Note:  With careful planning, employment-related liabilities can be mitigated in the LLC 
context.  However, due to increased complexities and costs associated with such enhanced 
planning, it is sometimes not feasible to utilize these alternative approaches.  

Section 199A - “20% Pass Through Deduction.” 

 Summary  

 The Tax Cuts and Jobs Act of 2017 added new Section 199A to the Code, which permits 
certain taxpayers a deduction of up to 20% of income from a domestic business operated as a 
sole proprietorship, partnership, S corporation, trust or estate.  Subject to certain limitations, 
Section 199A allows certain owners of pass through entities a deduction of 20% of “qualified 
business income” earned in a “qualified trade or business.”  The deduction applies for tax years 
beginning after December 31, 2017 and before January 1, 2026 and is available to individual 
taxpayers and certain trusts and estates.  The Section 199A deduction is not available for wage 
income or business income earned through a C corporation.  Section 199A also allows 
individuals and some trusts and estates a deduction of up to 20 percent of their combined 
qualified REIT dividends and qualified PTP income, including qualified REIT dividends and 
qualified PTP income earned through pass-through entities.  

Qualified Trade or Business  

 The final regulations define a trade or business by reference to Section 162.  Specifically, 
a Section 199A trade or business means a trade or business that is a trade or business under 
Section 162, other than a trade or business of performing services as an employee.  Additionally, 
the rental or license of tangible or intangible property that does not rise to the level of a trade or 
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business is nevertheless treated as a trade or business for purposes of Section 199A if the 
property is rented or licensed to certain related parties or parties under common control.   

 Section 199A(d) defines a “qualified trade or business” as any business other than (i) a 
specified service trade or business or (ii) the trade or business of performing services as an 
employee.  

 Section 199A(d)(2) defines a specified service trade or business as any trade or business 
(i) that involves the performance of services in the fields of health, law, accounting, actuarial 
science, performing arts, consulting, athletics, financial services, brokerage services, or any trade 
or business where the principal asset of such trade or business is the reputation or skill of one or 
more of its employees or owners or (ii) that involves the performance of services that consist of 
investing and investment management, trading, or dealing in securities, partnership interests, or 
commodities.   

Qualified Business Income  

 Taxpayers engaged in a qualified trade or business must calculate the qualified business 
income for each separate qualified trade or business.  Section 199A(c) defines qualified business 
income as the net amount of qualified items of income, gain, deduction, and loss with respect to 
a qualified trade or business.  Qualified items of income, gain, deduction and loss mean items of 
income, gain, deduction and loss that are effectively connected with the conduct of a U.S. trade 
or business and included or allowed in determining taxable income for the taxable year.   

 Section 199A(c)(3)(B) excludes the following from the definition of qualified items of 
income, gain, deduction or loss:   

1. Any time of short-term capital gain, short-term capital loss, long-term capital gain or 
long-term capital loss;  

2. Dividend income, dividend equivalent income or payments in lien of a dividend 
described in Section 954(c)(1)(G);  

3. Any interest income other than interest income property allocable to a trade or business;  

4. Net gain from foreign currency transactions and commodities transactions;  

5. Income from notional principal contracts, other than items attributable to notional 
principal contracts entered into as hedging transactions;  

6. Any amount received from an annuity that is not received in connection with the trade or 
business; and  

7. Any item of deduction or loss property allocable to an amount described above.   

Section 199A(c)(4) also excludes the following from the definition of qualified business income: 
(i) reasonable compensation paid to the taxpayer by any qualified trade or business of the 
taxpayer for services rendered with respect to the trade or business; (ii) any guaranteed payment 
paid to a partner for services rendered with respect to the trade or business; and (iii) to the extent 
provided in regulations, any payment described in Section 707(a) to a partner for services 
rendered with respect to the trade or business. 
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Limitations on Deduction   

 A taxpayer determines his or her deductible amount separately for each qualified trade or 
business by first computing an amount equal to 20% of the qualified business income.  Such 
amount is then subject to certain limitations.   

 First, the deduction is limited to the greater of (i) 50% of W-2 wages generated by the 
trade or business or (ii) the sum of 25% of the W-2 wages, plus 2.5% of the unadjusted basis 
immediately after acquisition of all qualified property.   

 Section 199A(b)(4) defines W-2 wages as the total wages subject to wage withholding, 
elective deferrals and deferred compensation paid by the qualified trade or business with respect 
to its employees during the calendar year ending during the tax year of the taxpayer.  W-2 wages 
do not include any amount that is not properly allocable to the qualified business income or any 
amount that is not properly included in a return filed with the Social Security Administration on 
or before the 60th day after the due date for such return (including extensions).  Pursuant to 
Section 199A(f), each partner in a partnership (or shareholder in an S corporation) takes into 
account his/her allocable share of W-2 wages paid by the entity.    

 Section 199A(b)(5) defines qualified property as tangible property subject to depreciation 
under Section 167 that is used at any point during the taxable year in the production of business 
income and for which the depreciable period has not ended before the close of the taxable 
year.  The basis of property used to determine the limitation is unadjusted basis determined 
"immediately after acquisition (i.e., basis is not reduced for any subsequent depreciation).   

 That deduction is subject to a second limitation:  the deduction may not exceed the excess 
of (i) taxable income for the year over the sum of (ii) net capital gain plus aggregate qualified 
cooperative dividends for the taxable year.  The purpose of the second limitation is to ensure that 
the 20% deduction is not taken against income that is taxed at preferential rates.   

Exclusions to Limitations  

 Section 199A contains certain exclusions from certain of the limitations set forth 
above.  Specifically, theW-2 wage/qualified property limitations set forth above do not apply if 
the taxpayer claiming the deduction does not exceed certain taxable income thresholds ($315,000 
if married filing jointly and $157,500 for all other taxpayers).  Additionally, the denial of the 
deduction for income earned in a specified service trade or business does not apply if the taxable 
income of the taxpayer claiming the deduction does not exceed those thresholds (i.e., $315,000 if 
married filing jointly and $157,500 for all other taxpayers). 

 Example:  Pat, a married taxpayer, is an accountant who operates her business as a 
partnership.  The partnership pays no W-2 wages during the year.  During Year 1, Pat earns 
$120,000 from her accounting business and has total taxable income of $200,000. Because Pat’s 
taxable income is less than $315,000, neither the limitation on specified services trade or 
business nor the W-2 wage limitation applies and Pat is entitled to claim the deduction.  Pat’s 
deduction is $22,000 (20% of $120,000). 
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 IV. GENERAL SUMMARY 
 
A. General Guidelines in Selecting Form of Entity.  The most critical factors in choosing 
the proper form of entity include appropriate consideration of the following:  
 

1.  Questions to Ask.  
 

• What type of assets will be owned by the entity (e.g., real estate, equipment, cash)? 
• What type of business will the entity operate (passive, active)? 
• Will the owners or the entity borrow funds as part of initial capitalization? 
• What will owners contribute to the entity at formation in exchange for ownership 

interests? 
• Who will be the owners (e.g., individuals, entities)?  Do they individually have creditor 

issues? 
• Is there potential for the company seeking private equity or capital from public markets? 
• Will business be conducted in multiple states?  Are there, or will there be, multiple 

owners? 
• Is the business expected to generate profits or losses initially?  If losses, for how long? 
• How does the business expect to allocate profits and losses among the owners for tax 

reporting purposes?  On a related note, how does the business expect to distribute cash? 
• What is the anticipated method of exit from the business? 
• Are there employment tax issues for owner-employees?  
• Will equity be issued to service providers as compensation? 
• What type of employment benefits are anticipated to be offered (e.g., cafeteria plans, 

medical reimbursement plans)? 
 

 2. General Rules of Thumb. 
 
 The choice of entity almost always leads to a one-way street.  It is key to keep in mind 
that it is often possible to move from a partnership-taxed entity to a corporation on a tax-free 
basis.  It is rare to transition from a corporation to a partnership-taxed entity on a tax-free basis.  
Thus, in case of doubt, it is best to start with a sole proprietorship or partnership-taxed entity 
rather than a corporation.  A few other general rules of thumb: 
 

1. LLCs should generally be given first consideration when forming a business 
organization.  Existing sole proprietorships should consider an LLC (taxed as a 
disregarded entity).  Existing general partnerships should consider converting to an LLC 
or an LLP, depending on the nature and type of business being conducted.   

 
2. If it is anticipated that there may be owners other than individuals (such as trusts, 

corporations, LLCs or other entities), then an S corporation will likely not be a feasible 
solution.  Similarly, if income tax allocations and/or profit or liquidating distributions 
will not be based strictly on proportionate ownership, then an S corporation will not be 
available.  In either of these situations, either an LLC or a C corporation must be 
considered.  Frequently, profit distributions are to be made to certain investors on a 
priority basis and/or certain investors are granted priority returns on their investment.  



Chapter 4—Tax Considerations for Choice of Business Entity

 4–32Advanced Estate Planning 2019

These provisions can be addressed in the LLC context (taxed as a partnership) and in the 
C corporation (with preferred stock), but cannot be provided with an S corporation.   

 
3. There are three common methods of exit:  the asset sale, the taxable equity sale, and the 

tax-deferred reorganization.  If the company anticipates an asset sale, an S corporation or 
LLC is generally best, as there would be substantial tax disadvantages to using a C 
corporation (i.e., double tax, no capital gain opportunity).  With an S corporation or LLC, 
there is only one level of income tax, the basis of the buyer in purchased assets will be 
stepped-up on the sale and capital gain characterization is possible for the seller (i.e., 
goodwill), but consider section 751 characterization for LLC taxed as partnership.  With 
a C corporation, there are two levels of income tax on an asset sale (and no potential for 
capital gain treatment) and consequently C corporation asset sale transactions are 
frequently abandoned.   
 
If the company anticipates a taxable equity sale, then either an S corporation (particularly 
if it has made a section 338(h)(10) election to treat the equity sale as an asset sale) or an 
LLC may be an option.  Once again, there would be only one level of income tax to the 
selling owners, potential capital gain treatment for the sellers and the basis of the 
purchasers in their ownership interests (and the inside basis of the selling entity’s assets) 
may be stepped-up upon the sale.  However, for an LLC (taxed as a partnership), there 
may be re-characterization of capital gain to ordinary income under section 751.  With a 
C corporation, part of the gain on the sale of the stock may be excluded from taxable gain 
under section 1202 if the stock qualifies as small business stock and has been held for at 
least five years.  If the stock has been held for 6 months, tax on the gain may be 
postponed by rolling the sales proceeds over tax free into an investment in qualified small 
business stock issued by another corporation.  The rollover provision, set forth in section 
1045, may be elected if the seller invests in new qualified small business stock within 60 
days following the sale.  Additionally, if a C corporation is used, then there would be one 
level of tax to the selling shareholders and a basis step-up on the purchased stock, but the 
basis of the assets inside the corporation would not be stepped up, which is a distinct 
disadvantage to the buying party and often makes the stock sale of a C corporation not 
feasible.  
 
If the company anticipates a tax-deferred reorganization or some sort of stock exchange, 
then the S corporation or C corporation generally is best, as partnership-taxed entities 
cannot participate on a tax-deferred basis.  Generally speaking, for entities where it is 
expected that there will be a merger or reorganization of some sort with a public 
company, a C corporation is used, because it is anticipated that there will be private 
equity or capital from public markets in connection with the organization and operation 
of the corporation prior to the exit of the founding owners and the shareholder and stock 
limitations of the S corporation usually prove to be prohibitive to the business plan.  It 
may be possible to initially form such an entity as an LLC in an effort to preserve the 
potential benefits of sections 1202 and 1045 and to allow the owners to personally benefit 
from start-up losses due to the flow-through nature of the LLC, and then convert from the 
LLC to the C corporation before a reorganization or sale transaction.  However, the 
conversion would need to be “old and cold” to avoid IRS assertions that the LLC entity 
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was, in actuality, the real party to the reorganization transaction and that the tax benefits 
available to the corporation may not be utilized.   

 
4. If it is anticipated that equity of the entity will be used as compensation for key 

personnel, then an LLC (taxed as a partnership) should be given strong consideration, 
because the issuance of a profits interest for services will not be a taxable event to the 
recipient worker or the issuing LLC.  
 

5. S corporations are often best suited for companies in which owners will be individuals 
and will be employees.  This allows for the reduction in employment tax liability and 
often results in significant financial benefit to the business owners.  It is established law 
that an employee / S-corp shareholder may receive both salary payments subject to self-
employment tax and profit distributions as a shareholder that are not subject to FICA or 
SECA. The only limit on this structure is that the salary payments must be reasonable, 
which in this case means “high enough” rather than “too high” as the IRS challenges for 
C-corporations.  
 

6. If it is anticipated that the business will be highly successful and that the owners will 
likely be withdrawing substantial amounts from the business venture, then an S 
corporation or an LLC should be considered due to its flow-through tax attributes, which 
will eliminate any concern of IRS challenges to excessive compensation that may be paid 
to owner-employees in the C-corporation context. 
 

7. If it is anticipated that there will be start-up losses, it may be advisable to form a 
partnership-taxed entity (i.e., an LLC), perhaps converting to (or electing) S corporation 
status upon achieving profitability.  Particularly if the business will be capitalized in part 
with funds borrowed by the entity and guaranteed by the owners, use of an LLC taxed as 
a partnership should be given consideration.   

 
8. If the entity will own appreciated or appreciating assets (such as real estate or equipment 

that will be depreciated but retain value), an LLC (taxed as a partnership) is the entity to 
use.  Corporate entities will be taxed disadvantageously in these circumstances due to the 
tax consequences resulting from the distribution of appreciated assets from corporations. 

 
9. If there are concerns about one of the owners individually having creditor issues, an LLC 

is the preferred entity because of its downstream liability protections.  
 
10. If it is anticipated that business may be conducted in multiple states, and if the business 

may have multiple shareholders, consider potential administrative burdens of filing 
income tax returns for business and shareholders if there is a pass-through entity.  If a 
business is organized as a partnership or an entity is taxed like a partnership and transacts 
business in several states, then each of the partners, as well as the partnership, may be 
required to file tax returns in each state.  Separate tax returns for the business and the 
owners may also be required if the business is organized as an S corporation.  If the 
business is organized as a C corporation, only one tax return is required, and it will be 
filed by the business.  
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11. The manner in which the various forms of business entity are taxed in the state or states 
in which a business expects to transact business may also affect the choice of entity.  For 
example, some states dot not tax S corporations as pass-through entities, and using an 
LLC in these states may avoid undesirable double taxation of the income of the business.  
On the other hand, some states impose entity level taxes on LLCs that are not imposed on 
S corporations or other forms of business entity.  If these taxes are high, another form of 
business entity may be more attractive.  
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Choices of Entities 
 

 
Tax Law Entities       State Law Options 
 
Disregarded Entity       Sole Proprietorship 
         LLC 
 
Partnership        General Partnership 
(Subchapter K, sections 701-761)     Limited Partnership 
         LLC 
         LLP 
 
“C” Corporation       Corporation 
  (Subchapter C, sections 301-385)     Professional Corporation 
         LLC 
 
“S” Corporation       Corporation 
  (Subchapter S, sections 1361-1379)     Professional Corporation 
         LLC  
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TAX CONSIDERATIONS FOR 
CHOICE OF BUSINESS ENTITY

Berit L. Everhart 
October 3, 2019

ARNOLD GALLAGHER P.C.
800 Willamette Street, Suite 800

Eugene, OR 97401
Telephone:  (541) 484-0188

beverhart@arnoldgallagher.com

1

Objectives
• Discuss the available tax classifications and how tax 

classifications relate to legal entity classification. 

• Discuss if, when, and how you can elect tax status. 

• Provide an overview of the tax characteristics of each tax 
status. 

• Discuss common tax considerations that impact choice of 
entity.  

2
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Legal Entity Options 
• Sole Proprietorship 
• Partnership 

• General Partnership 
• Limited Partnership 
• Limited Liability Partnership 

• Limited Liability Company 
• Corporation 

• Business/For-Profit Corporation 
• Benefit Corporation 
• Professional Corporation 

• Non-Profit Corporation 

3

Tax Classifications
• Disregarded Entity

• Partnership 
• Subchapter K, sections 701-761

• C Corporation 
• Subchapter C, sections 301-385

• S Corporation 
• Subchapter S, sections 1361-1379

4
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Default Federal Tax Status for Domestic 
Entities 

Legal Entity Default Tax Classification 

Sole Proprietorship 
Single Member LLC

Disregarded Entity 

General Partnership 
Limited Partnership 
Limited Liability 
Partnership 
Multi-Member LLC 

Partnership 

Corporation C Corporation 

5

Elective Federal Tax Status for 
Domestic Entities 
• “Check the Box” election

• Form 8832
• Association, Partnership, LLC

• Not available to Corporations 
• Retroactive up to 75 days
• Once every 5 years 
• Treas. Reg. 301.7701-3

• S Election (Form 2553)
• Corporation, LLC 
• S corporation requirements

• Domestic corporation that is not an ineligible entity (i.e., DISC, certain 
financial institutions, insurance company) 

• 100 or less shareholders
• S corporation shareholders
• Single class of stock 

• Retroactive up to 75 days 6
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Summary of Options 
Legal Entity Available Tax Classification 

Sole Proprietorship 
Single Member LLC 

Disregarded Entity 

General Partnership 
Limited Partnership 
Limited Liability Partnership 
Multi-Member LLC 

Partnership 

Corporation 
LLC 

C Corporation 

Corporation 
LLC

S Corporation 

7

Overview of Characteristics 

8



Chapter 4—Tax Considerations for Choice of Business Entity

 4–41Advanced Estate Planning 2019

Disregarded Entity– Overview 

• No separate entity recognized for tax purposes (i.e., disregarded 
entity). 

• No entity level tax. 

• No federal or state tax form filed for the business (e.g., individual 
owner reports profits/losses on individual IRS Form 1040, Schedule 
C). 

• Business assets (and liabilities) owned by the owner for tax 
purposes. 

• Generally, default federal tax status for single member domestic 
LLC.  

9

Partnership – Overview 
• Separate entity recognized for tax purposes.  However, generally no 

entity level tax (i.e., flow-through or pass-through entity). 
• Exceptions:  applicable state/local taxes (e.g., Washington’s Business & 

Occupation Tax). 

• Informational income tax return (e.g., IRS Form 1065).  Each owner 
will receive a Schedule K-1 with his/her/its allocable share of profits 
and losses. 

• Business assets (and liabilities) owned by the entity for tax 
purposes. 

• Generally, limited personal liability for business debts/liabilities.
• Exception for owners who are general partners.   

• Generally, default tax status for multi-member domestic LLC.  

10
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C Corporation – Overview 

• Separate entity recognized for tax purposes. 

• Entity level tax.  Owners pay tax as distributions are received 
from the entity. 

• Entity files its own income tax return (i.e., IRS Form 1120).  

• Business assets (and liabilities) owned by the entity for tax 
purposes. 

• Limited personal liability for business debts/liabilities.  

• Default tax status for domestic incorporated entities.  11

S Corporation – Overview  
• Separate entity recognized for tax purposes.  However, generally no entity level 

tax (i.e., flow-through or pass-through entity). 
• Exceptions:  built-in gains tax; excessive net passive income tax, applicable state/local 

taxes.   

• Entity files its own tax return (i.e., IRS Form 1120S).  Each owner will receive a 
Schedule K-1 with his/her/its allocable share of profits and losses. 

• Business assets (and liabilities) owned by the entity for tax purposes. 

• Limited personal liability for business debts/liabilities.  

• S Election required (IRS Form 2553).

• Subject to entity and shareholder restrictions.
• US corporate entity or LLC. 
• Business owned by no more than 100 qualified S shareholder(s). 
• One class of stock. 

12
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Common Tax Considerations in 
Choice of Entity 

13

Common Tax Considerations 

• Single taxation v. double taxation 
• Entity filing requirements 
• Ownership restrictions 
• Appreciable assets and distributions in-kind 
• Classes of stock and flexibility in allocating income
• Section 199A deduction
• Self-employment taxes
• Investment strategy
• Exit strategy 
• Need for a “blocker”

14
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Section 199A - 20% Deduction   

• Tax Cuts and Jobs Act created a new deduction for certain 
taxpayers that effectively lowers the tax rate on income 
allocated from pass-through entities (e.g., partnerships; S 
corporations).  

• Qualifying taxpayers include pass-through owners who are 
individuals and certain estates and trusts (does not apply to C 
corporation owner).  

• Applies for tax years beginning after December 31, 2017 and 
before December 31, 2025. 

• Subject to many limitations (qualified trade or business; 
wage/property limitation; netting limitation). 

15

Section 199A - Summary  

• Section 199A allows certain owners of pass-through entities a 
deduction of 20% of “qualified business income” earned in a 
“qualified trade or business.” 

16
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Section 199A - Qualified Business 
Income 
• Qualified business income: net amount of qualified items of 

income, gain, deduction, and loss with respect to a U.S. 
qualified trade or business, excluding passive investment 
income and compensatory income. 

17

Section 199A - Qualified Trade or 
Business 
• Generally, a Section 162 trade or business. 
• Any trade or business other than: 

• a “specified service trade or business”; or
• the trade or business of performing services as an employee

• Specified service trade or business: 
• Specified categories (health, law, accounting, actuarial science, 

performing arts, consulting, athletics, financial services, brokerage 
services, investing, investment management); or 

• any trade or business where the principal asset of such trade or 
business is the reputation or skill of one or more of its employees 
or owners. 

• If a taxpayer’s taxable income is less than certain thresholds, the 
specified service trade or business limitation does not apply. 

18
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Section 199A – Wage/Property 
Limitation
• The deduction is limited to the greater of (i) 50% of W-2 wages 

generated by the trade or business or (ii) the sum of 25% of the W-2 
wages, plus 2.5% of the unadjusted basis immediately after 
acquisition of all qualified property. 

• W-2 wages subject to certain caveats: 
• Amounts properly reported and paid by the partnership on the 

employee’s W-2 as wages; 
• Amounts properly allocable to the qualified trade or business 

(cannot be unrelated wage expenses); and 
• Amounts properly included in a return timely filed with the SSA.

• Limitation is meant to limit the deduction to active businesses as 
opposed to investment partnerships. 

• If the taxpayer’s taxable income is less than certain thresholds, the 
limitation does not apply. 

19

Federal Tax Rate Summary

Assumes application of the highest federal tax rates and distribution of all of a corporation’s after-
tax earnings through taxable dividends subject to the 3.8% Net Investment Tax. Does not include 
application of state taxes.  20

Prior Law Current Law 

C corporation shareholder 50.47% 39.8%

Active pass-through owner with no Section 199A 
deduction

39.6% 37%

Passive pass-through owner with no Section 199A 
deduction

43.4% 40.8%

Active pass-through owner with Section 199A 
deduction

N/A 29.6%

Passive pass-through owner with Section 199A 
deduction

N/A 33.4%
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Example - Double Taxation (Ordinary 
Income; no Section 199A Deduction) 

Corporation

$790,000
$188,020
$601,980

Net Income before tax:  $1,000,000
Entity Level Tax:  $210,000
Net cash available for distribution:  $790,000
Total tax paid:  $398,020
Net cash available to shareholders/owners:  $601,980

Assumes corporate tax rate of 21%, dividend rate of 
20%  and application of the 3.8% Net Investment Tax. 

Partnership/Flow-through 
$1,000,000
$370,000
$630,00

Net Income before tax:  $1,000,000
Entity Level Tax:  $--
Net cash available for distribution:  $1,000,000
Total tax paid:  $370,000
Net cash available to shareholders/owners:  $630,000

Assumes ordinary income rate of 37%.  

$1,000,000
$210,000
$790,000 $1,000,000

Shareholders Owners

Example – Distribution of Appreciated 
Property

Corporation

* $800,000 gain recognized on the distribution of the 
property. 
* Corporation will be required to pay $168,000 in tax. 
(i.e., $800,000 x 21%).  
* Shareholders will take the property with a basis 
equal to FMV.  
* Applies to both S corps and C corps. 

Assumes 21% corporate tax rate.   

Partnership 

* Generally, no entity gain recognized.  
* Owners will take property with basis of $200,000. 

Owners

Land
FMV: $1,000,000
Basis:  $200,000

Shareholders

Land
FMV: $1,000,000
Basis:  $200,000
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Choice of Entity – General Rules of 
Thumb
• LLC provides the most flexibility from a tax perspective. 

• Easier to move from pass-through to corporate tax status on a 
tax-free basis. 

• Single level of tax often preferred, although the recent 
reduction in the corporate tax rate has narrowed the spread 
between single and double taxation, especially where Section 
199A deduction is not available.  
• Effective corporate rate of 39.8%. 
• Effective pass-through rate of 29.6% to 40.8%, depending on 

application of section 199A deduction and Net Investment Tax. 23

Choice of Entity – General Rules of 
Thumb for Entities Taxed as 
Partnerships 
• Often preferred because of the single level of tax. 

• Flexibility in allocating profits/losses. 

• Owners can take advantage of business losses.  

• Ability of owners to leverage entity level debt to take advantage of 
business losses. 

• Preferred when the entity will hold appreciated assets. 

• Exit strategy
• Sale of assets
• Sale of equity 24
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Choice of Entity – General Rules of 
Thumb for Entities Taxed as C 
Corporations 
• Double level of taxation. 

• Tax status will shield owners from filing tax returns in 
multiple jurisdictions when business is conducted in multiple 
states/taxing jurisdictions.

• Certain investors (e.g., VC; non-U.S. investors) may prefer or 
require C corporation. 

• Exit strategy
• Tax deferred reorganization

25

Choice of Entity – General Rules of 
Thumb for S Corporations 
• Ownership:  If entity owners are anticipated, a S corporation will 

likely not be feasible. 

• Owner/Employees:  If the owners are individuals who will also be 
employees of the business, S corporations may provide an 
opportunity to reduce self-employment tax liability. 

• Many of the same benefits available to an entity taxed as a 
partnership with the following exceptions: 
• No flexibility in allocating profits/losses. 
• Single class of stock requirement. 
• No ability to leverage entity level debt to take advantage of losses. 

• Exit strategy
• Sale of assets
• Sale of equity 26
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Choice of Entity – Questions to Ask 
• How many owners and who will be the owners (e.g., individuals, 

entities)? 

• What will owners contribute to the entity at formation in exchange 
for ownership interests?

• What type of assets will be owned by the entity (e.g., real estate, 
equipment, cash)?

• What type of business will the entity operate (passive, active) and 
where will the business be operated?

• Will the owners or the entity borrow funds as part of initial 
capitalization? 27

Choice of Entity – Questions to Ask 
(cont’d)
• Is the business expected to generate profits or losses initially? 

• How does the business expect to allocate profits and losses among 
the owners for tax reporting purposes?  On a related note, how does 
the business expect to distribute cash?

• Is there potential for the company seeking private equity or capital 
from public markets?

• What is the anticipated method of exit from the business?

• Are there employment tax issues for owner-employees? 

• Will equity be issued to service providers as compensation? 28
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Questions 

29
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COLLECTION ALTERNATIVES

BroadbrushTaxation

2019

ROADMAP

• Federal
• Statute of Limitations – CSED (Collection Statute Expiration Date)

• Currently Not Collectible

• Offset Bypass Refund

• Offer In Compromise

• Installment Agreement

• State
• Payment Plan

• Garnishment Modification

• Suspended Collection Status

• Temporary Collection Hold

• Settlement Offer
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STATUTE OF LIMITATIONS

• IRC § 6502 – the IRS generally has 10 years from date of assessment to collect 
the debt.

• Some collection alternatives toll the SOL

• Requesting an IA or OIC, while the IRS (including Appeals) is considering it, and for 
30 days after rejection suspends levy action and extends CSED (Collection Statute 
Expiration Date) 

• Requesting CDP hearing: collection suspended from date of request until notice of 
determination is issued or Tax Court decision becomes final

FEDERAL COLLECTION ALTERNATIVES

• Options options options!

• Pay in Full.

• Currently Not Collectible “CNC” – Cl is suffering financial hardship.

• Offer In Compromise “OIC” – Cl’s reasonable collection potential (“RCP”) is less 
than the debt owed - the IRS may make a deal.

• Installment Agreement “IA” – Cl’s RCP is more than debt and there is no other 
alternative.

• Bankruptcy – Tax year 3 years old, 240 days since tax assessed, 2 years since return 
filed.  Refer client to bankruptcy attorney
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CURRENTLY NOT COLLECTIBLE

• IRS puts a hold on collection activities.

• Temporary financial hardship. IRS policy statement 5-71 gives authority.

• To obtain – gather cl’s latest income and bank statements.  2 ways to obtain 
CNC

• Call IRS Practitioner Priority Service – 1-866-860-4259 and explain cl’s financial 
situation over the phone.  No filing compliance needed – IRM 5.16.1.2.9 (12)

• For immediate hardship cases. Submit Form 911, Narrative, Collection Information 
Statement (433-F) and supporting docs to IRS Taxpayer Advocate Service (TAS).

CURRENTLY NOT COLLECTIBLE

• Pros

• Get immediate relief from collection activities.

• Does not toll CSED.

• Cons

• Not a permanent solution for those who expect to get back on their feet.

• Debt remains, interest continues to accrue.

• IRS continues to offset future refunds to pay the back taxes (EXCEPT in extreme 
hardship situations TP can obtain “Offset Bypass Refund” by requesting through TAS)
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OFFSET BYPASS REFUND

• TPs in CNC – future refunds are offset to pay debt.

• In an emergency TAS can make sure TP gets the refund.  

• Examples of hardship:

• Large family with 1 low wage job.

• Large housing habitability expenses coming up.

• Utility shut off/ Eviction notices

• Unusual medical expenses

• Won’t work if other agencies would offset the refund

• Only available for current year.

OFFSET BYPASS

• HOW TO:

• File tax return.

• Immediately or within a few days, File 911 with cover letter with detailed client 
narrative and back up documentation.

• Fax to TAS with copy of return.

• You are out of luck if refund is already offset – so timing is everything!
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OFFER IN COMPROMISE

• IRM 5.8.1.1.1: An offer in compromise (OIC) is an agreement between a taxpayer and the 
government that settles a tax liability for payment of less than the full amount owed.

• In Pub 656 - Form 433-A (OIC) – Calculates RCP (“Reasonable Collection Potential”)

• Low income clients do not pay fee or down payment. (See Form 656 attached)

• Is your client Ready?

• In filing compliance.

• collection compliance for 5 years?

• 3 months paystubs and 3 months bank statements?

• Refund for tax year in which offer is filed AND accepted will be offset – NO hardship 
exceptions.

• IRS usually wants to forgive the debt.  They will call you if you miss a question or need 
clarification on an issue.  Perfection is useful but not necessary.

OFFER IN COMPROMISE

• Doubt as to collectability: exists in any case where the taxpayer's assets and income 
are less than the full amount of the liability.  Treasury Reg 301.7122-1(b)(2): 
• Offer amount will be RCP

• Doubt as to Collectibility with Special Circumstances is similar to ETA but TP cannot pay 
balance in full but wants to reduce RCP for hardship reasons.

• Doubt as to Liability – you get another bite at the apple.
• Reviewed by exam, not collection.

• No fee or 433 required.

• Effective Tax Administration/OIC with special circumstances
• “The availability of an ETA offer encourages taxpayers to comply with the tax laws because 

taxpayers will believe the tax laws are fair and equitable.”

• Only available if tax is legally owed and taxpayer could pay it in full 

• Economic Hardship/Unjust Not fair

• Public Policy or Equity
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INSTALLMENT AGREEMENT

• Allows you to pay off balance in 72 months

• Cost to enter into plan (As much as $225 down to about $43 for low income 
TPs.) Lower cost for direct debit.

• Good for people with too many assets and not enough hardship.

• Not good for people who qualify for any other collection alternative or who 
owe a low balance and can make payments on their own schedule.

STATE COLLECTION ALTERNATIVES

• The state rarely considers any hardship in any of their calculations.

• They are quick and aggressive.

• They don’t play around.
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OPTIONS

• Installment Agreement

• Garnishment Modification

• Suspended Collection Status

• Temporary Collection Hold

• Settlement Offer

FINANCIAL STATEMENT

• Use Financial Statement form for payment plans, garnishment modifications, 
and Suspended Collection Status.

• Fill out every single square – empty box means rejected financial statement

• Use N/A and $0 as needed.

• Attach 3 months’ bank statements and 3 months’ paystubs

• Attach proof of most other expenses, especially out of pocket medical, utilities, 
etc.

• Perfection and back up documents are key.



Chapter 5—Presentation Slides: Collection Alternatives

 5–8Broadbrush Taxation: Tax Law for Non–Tax Lawyers

INSTALLMENT AGREEMENT

• Right of taxpayer to be able to enter into an installment agreement found ORS 
305.890 – subject to Director’s discretion.

• “. . . . If the Director of the Department of Revenue determines that the agreement 
will facilitate collection of such liability.”

• NO REGS – all information as to what is accepted and not accepted is from 
experience. 

• Tax Court jurisdiction allowed under Christensen v. DOR, 2017 Ore. Tax LEXIS 45.

• Use financial statement.

• No clear guidance on how much the monthly payment should be.  Lowest 
(from experience) is $25.

GARNISHMENT MODIFICATION

• DOR starts garnishing 30 days after Distraint Warrant issued (unless in a 
payment plan or some other collection alternative).

• Garnishment amount is 25% of net income.  Does not end until debt paid off.

• Fill out financial statement, check “garnishment modification” box and submit it 
with supporting docs. 

• Based on records request – garn mod allows reduction to 60% of disposable 
income with a minimum of 5% net income.

• No clear guidance.  No regs. No info on website.  

• Potential for appeal to tax court based on Christiansen - untested
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SUSPENDED COLLECTION STATUS

• ORS 305.155(2) The department shall offer to suspend collection of an unpaid tax . 
. .  if the department determines that the individual liable for the debt:

• (a) Has income that does not exceed 200 percent of the federal poverty guidelines based 
on the individual’s household size and household members;

• (b) Has less than $5,000 in assets; and [per OAR 150-305-0092, assets do not include 
home debtor lives in, 1 vehicle, grants, scholarships, fellowships, etc. full list in reg.]

• (c) Has income solely from a source that is exempt from garnishment under ORS chapter 
18. (social security, UI, pension, public assistance, spousal support, VA benefits, etc.  Full list at 
ORS 18.845)

• Use financial statement with cover letter.

• Potential for Appeal under Christiansen, untested

TEMPORARY COLLECTION HOLD

• ODR will put a temporary collection hold for up to 6 weeks if cl has 
temporary financial hardship

• Loss of work

• Workplace injury

• TP at poverty level, on public assistance

• Usually can do this over the phone – no need for financial statement

• No statutes or regs for this.
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SETTLEMENT OFFERS

• Statutory Authority under ORS 305.155(3) allowing write offs if “the 
department determines that the administration and collection costs involved 
would exceed the amount that can reasonably be expected to be recovered.”

• Use settlement offer form from ODR website.

• Very similar to Financial Statement

• Requires 5% fee – applied to debt whether offer is accepted or not.

• May or may not receive communication from settlement offer agent if there is 
a problem with your offer.

• Possibility of appeal to tax court under Christiansen, untested.

• Reg at OAR 150-305-0090 says it accepts or rejects based on the taxpayer’s 
ability to pay and then gives factors to determine “ability to pay.”  

BIGGEST ISSUES

• No communication with attorney.  All correspondence goes to taxpayer

• No regs on installment agreements or garn mods

• No notice of decision on installment agreements or garnishment 
modifications– if they accept IA, they will send your client a stack of monthly 
coupons.

• No notice anywhere that taxpayers have the right to go to tax court for 
disagreement with installment agreements.

• No appeal rights for settlement offers or garn mods
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OTHER OPTIONS

• If ODR is not listening:

• Request a declaratory ruling from Director of Department of Revenue.  Currently 
Nia Ray.  See OAR 150-305-0030.

• Request help from your state legislator’s constituent services office.  If state legislator 
not helpful, Peter Courtney’s office helps statewide as the president of the state 
senate.

IMPORTANT CONTACT INFO

• Taxpayer Advocate Service – 503-265-3591; Fax: 503-227-5520

• IRS Practitioner Priority Line – 1-866-860-4259

• ODR personal income tax line – 503-945-8200 ext. 2

• ODR Practitioner Specialist Contact: Email: prac.revenue@oregon.gov Phone: 
(503) 947-3541

• ODR Settlement Offer contact – settlement.offer@oregon.gov

• Oregon Low Income Tax Clinics

• Legal Aid Services of Oregon – 503-224-4086

• Lewis & Clark – 503-768-6500

• El Programa Hispano – 503-489-6854 
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Payroll Pitfalls
& Employment 
Taxes

Jessica L. McConnell
Caitlin M. Wong

Roadmap (60 Minutes)
 Employee or Independent Contractor
 Requirements for Independent 

Contractors
 Requirements for Employees 
 Special Circumstances
 General Business Requirements
 Risk of personal  liability for owners and 

other “Responsible Persons”
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Employee or Independent 
Contractor? 

 Does it Really Matter?  
Impact on business

 Employee: Withholdings, insurance, 
administrative costs, employment taxes

 Independent Contractor: No withholding or 
insurance, no additional taxes

Risks – Audits and Lawsuits

Determinative Factors
 Services Contract 
Not dispositive but helpful 
Reality of relationship

 IRS 20-Point Criteria
 Oregon Agency Criteria
State agencies have different criteria 
Separate criteria identified for multiple 

industries
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IRS 20 Point Criteria 
 Instructions – The right to require 

compliance with instructions
 Training – Who provided
 Integration – Worker’s activities 

integrated into general business 
activities

 Services Rendered Personally

IRS 20 Point Criteria
 Hiring, Supervising, and Paying 

Assistants
 Continuing Relationship
 Set Hours – who decides schedule 
 Full Time Requirement
 Order of Work Performed – who 

decides
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IRS 20 Point Criteria

 Location of Work Performed
 Reporting Requirements – Oral or 

Written
 Regular Payments
 Payment of Business/Travel Expense
 Provide Tools or Materials
 Significant Investment 

IRS 20 Point Criteria

 Realization of Profit or Loss
 Providing Same Service to Others at 

the same time
 Services Available to General Public
 Right to Discharge – Can you fire?
 Right to Terminate – Can they quit?
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Oregon Criteria
 Presumption that person is employee 

unless they meet the requirements of an 
independent contractor

 ORS 670.600 defines independent 
contractor for:
 Department of Revenue
 Employment Department
 Construction Contractors Board
 Landscape Contractors Board

Oregon Criteria
 Under ORS 670.600, independent 

contractors must be:
 Free from direction and control,
 Licensed under ORS 671 and 701 if licensure is 

required,
 Responsible for other licenses or certificates 

necessary to provide service, AND
 Customarily engaged in “independently 

established business” – additional factors 
needed. 
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Oregon Criteria - BOLI
 Economic Reality Test for BOLI Wage and 

Hour Division
 Degree of control exercised 
 Extent of investment of parties
 Degree of workers opportunity for profit and loss 

is determined
 Skill and initiative required for job
 Permanency of relationship
Work performed is integral part of business

Oregon Criteria - BOLI
 Right to Control Test for BOLI Labor and 

Industries and Workers Compensation 
Divisions
 Direct evidence of right to or the exercise of 

control
Method of payment
 Furnishing of equipment
 The right to fire 
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Oregon Criteria – Workers 
Compensation
 If right to control test is inconclusive, the 

character of the work or business is 
analyzed:
How much is part of hiring entity’s business?
How skilled is the work?
 Is work continuous or intermittent?
 Does duration warrant employee status?
Who carries the accident burden?

Oregon Criteria – Industry 
Specific
 Additional considerations for specific 

industries
 21 industries identified – care giving, 

consultants, truck drivers, 
maintenance, insurance, travel agents, 
sales, machine operators, etc. 
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For Independent Contractors  
- Federal and State

 Need to obtain EIN for business or SSN 
for individuals providing services 

 Issue Form 1099 annually to each 
service provides paid $600 or more 
over the course of the year

For Employees - Federal

 Income Tax Withholding

 Federal Payroll Taxes
Social Security and Medicare (FICA)
Federal Unemployment Tax (FUTA)



Chapter 6—Presentation Slides: Payroll Pitfalls and Employment Taxes

 6–9Broadbrush Taxation: Tax Law for Non–Tax Lawyers

Federal Compliance
 Individual Employee
Collect Form W-4
Issue Form W-2 to employee by Jan 31st

File Forms W-2 with transmittal Form W-3 
by Jan 31st

 FICA: Form 941 Filed Quarterly (4/30, 
7/31, 10/31, 1/31), unless eligible to file 
Form 944 (annual form, if liability 
$1,000 or less) due Jan 31st

Federal Compliance
 FICA deposits due monthly or 

semiweekly, depending on total tax 
liability

 FUTA: Form 940 due Jan 31st; Deposits 
due quarterly (4/30, 7/31, 10/31, 1/31)

 Failure to file penalty of 5% of unpaid 
tax – even if can’t/didn’t pay, FILE!

 Tip: Forms W-2, W-3, and 941/944 
should reconcile
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For Employees - Oregon

 Oregon Income Tax Withholding
 Oregon “Payroll” Taxes
Unemployment Insurance Tax (SUTA)
Transit District Tax (TriMet/Lane County)
Statewide Transit Tax
WBF Assessment

State Compliance
 First Employee? File Combined 

Employer’s Registration with DOR
 File Form OQ, Oregon Quarterly 

Combined Tax Report, Quarterly (4/30, 
7/31, 10/31, 1/31)

 File Form WR by Feb 28th
 Form is “personalized” for business, if 

file electronically no paper copy
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State Compliance
 Withholding tax payment deadline 

same as federal deadline
 Payment for SUTA, TriMet/Lane 

County Transit Tax, and WBF due 
quarterly (4/30, 7/31, 10/31, 1/31)

 Filing requirement is triggered by 
having an open account; must file even 
if no liability or wages in quarter

Household Employees
 Household Employees include 

nannies, caregivers, housekeepers, 
private nurses, etc.

 Key consideration is control of how 
work is done

 Not required to withhold income tax 
unless employee requests withholding

 Subject to FUTA and FICA
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Household Employees
 Must withhold employee portion of 

FICA or elect to pay employee’s share
 Schedule H is used to report 

employment taxes; Payment due 4/15
 Also subject to W-2 compliance
 Oregon: Not subject to TriMet Tax or 

statewide transit tax; Subject to SUTA
and potentially WBF; Form OA 
Domestic due Jan 31st

Settlements & Employees

 Tax impact determined by claims 
asserted/settled and allocation

 Reporting Requirements: Form W-2, 
Form 1099, or none? 

 TJCA impact on deductibility of 
attorney fees for employers and 
employees
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Non-Oregon Employee
 Non-Resident Remote Employee: Not 

subject to statewide transit tax,  Trimet/Lane 
County Transit Tax, or Oregon withholding 
tax; Subject to SALT compliance with 
Employee’s state of residence

 Non-Resident Employee Performing 
Services in Oregon: Subject to Oregon 
withholding tax, TriMet/Lane County Transit 
Tax, and statewide transit tax for services 
performed in Oregon

Non-Oregon Employer
 With Resident Employee:

Not required to withhold statewide transit tax, 
but Employee still required to pay

 Subject to Oregon withholding tax and  
Trimet/Lane County Transit Tax

Other Considerations (e.g. workers’ comp)

 With Non-Resident Employee Performing 
Services in Oregon: Subject to Oregon 
withholding tax, TriMet/Lane County Transit 
Tax, and statewide transit tax for services 
performed in Oregon
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Other Reminders
 Payroll Services are NOT a release from 

liability – remains Employer’s responsibility
 All Businesses: City and County Business 

Licenses, Business Personal Property Tax
 Self-Employed Owner: Estimated Income 

Tax Payments and Trimet and Lane Transit 
SE Tax (Exempt from Statewide Transit Tax)

 Don’t Forget Non-Tax Requirements, such 
as Form I-9, DOJ Reporting, Worker’s Comp

Potential Personal Liability

 Withholding or trust fund tax
 Unpaid unemployment insurance, 

workers compensation and transit tax
 Unpaid wages
 Payments and distributions while 

business is insolvent 
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Personal Liability –
Withholding/Trust Fund Tax

 A government mandated retention and 
payment of taxes for a third party

 Examples:
Employment Tax
Income Tax
Sale and Excise Tax

Federal Employment Tax

 Trust Fund Recovery Penalty
 Separate liability for amounts withheld from 

employees' paychecks and not paid
 Investigation required prior to assessment

 Responsible Parties
 Officers, partners, members, managers, and employees
 Factors: who made financial decisions, who knew or had 

access to financial information, check signing authority, 
etc. 

 More than one person can be liable. 
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Oregon Employment Tax

 Strict Liability
Officers, partners, and members. 
No investigation or separate assessment

 Anyone else who has duty to perform 
tasks such as payroll. 

Federal and Oregon -
Employment Taxes
 Joint and Several Liability

 All responsible parties are liable in full 
 Can only collect debt once but can do it in any manner and 

from whomever

 Nondischargeable in Bankruptcy
 Statute of Limitations:

 IRS – 3 years from April 15th of following calendar year 
after return filing or due date whichever is later. 

 ODR – 3 years form employer assessment
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Federal and Oregon Income Tax

 Federal Backup Withholdings: incorrect 
classification of employee and failure to 
properly withhold

 Oregon requires employers to withhold 
income tax on wages to all employees and 
income allocated to nonresidents of Oregon 
pass through entity.  

Business Insolvency

 Federal
 IRS will hold individuals responsible when non-

priority debts are paid before taxes
 Individuals deciding on payment order AND 

receipt who knows tax is unpaid

 State
Officers and directors may be held liable for 

distributions to shareholders while business is 
insolvent. 
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I. The Basics 

A. First:  The Tax Personality of LLCs (what is a pass-through entity, anyway?) 

B. Second:  So What?   

1. Problem No. 1:  The LLC has to decide (and tell the owners every year) 
how it wants the owners to report LLC tax profits and LLC tax losses on the owners’  income 
tax returns.  

2. Problem No. 2:  Auditing and assessing tax for owners of an LLC is 
harder than it looks.    

3. Problem No. 3:  Just because an owner of an LLC is allocated income 
from the LLC doesn’t mean the owner received any cash.  

C. Third:  What Should We Be Thinking About?  

This presentation is directed toward relatively simple LLC Operating Agreements 
(not hedge or investment funds; not complicated real estate deals, etc.) and how to know when 
the deal has drifted away from being “simple enough.”  It is important to consider both the 
drafter’s point of view, and the point of view of lawyers who are called upon to review others’ 
proposed agreements.      

II. Problem No. 1:  The LLC has to decide (and tell its owners every year) 
how its owners will report LLC tax profits and LLC tax losses on the owners’ 
income tax returns 

A. Vocabulary: 

1. Tax items:  Various income, gain, loss, deduction and credit realized by 
the LLC from its activities. 

2. Distributive Share: The share of any particular tax item that any particular 
owner is supposed to report on the owner’s own tax return. 

3. Allocation:  The assignment by the LLC of distributive shares of tax items 
to owners.  

B. History Lesson: A (Brief) History of the Tax Shelter Era—and Beyond. 

C. The One Enduring Principle:  If allocations match the economic deal struck by the 
owners, the IRS will respect the allocations and not “reallocate” them among owners.  If they 
don’t match, there is a risk that the IRS will reallocate income from one owner to another, or 
losses from one owner to another.  
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D. The “Musts” of Allocation Happiness:  

1. We must understand the economic deal and capture it in the LLC 
Operating Agreement.  

2. We must have a method for keeping track of the economic deal over the 
life of an LLC and express that method in the LLC Operating Agreement.  

a. The economic deal is what cash/property the owners are entitled to 
receive over the life of the LLC and their participation in it, i.e., distributions.  

b. That method we typically use to keep track of that deal is based in 
something called Capital Accounts (the intricacies  of which are beyond the scope of this 
outline).  

3. We must develop a method of allocating tax items to the owners and 
express that method in the LLC Operating Agreement.  

4. We must ensure that the stated method of allocating tax items among the 
owners matches their economic deal at least enough to ward off the IRS’ attempts to reallocate 
tax items among owners.  

a. The operating agreement governs the allocations. 

b. The accountants (usually) implement the allocations.  

c. Both must be accurate.  

E. Distributions:  The Core of the Economic Deal.   

1. Vocabulary: 

a. Distributions vs. “Distributive Share”  

b. Types of Distributions:  Not every LLC Operating Agreement has 
different types of distributions.  (But many do.)  

i. Operating Distributions 

ii. Liquidating Distributions 

iii. Tax Distributions (more on these later) 

iv. Extraordinary Distributions (uncommon in simple 
agreements) 
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2. DRAFTING TIPS:      

a. Define “Distribution” to avoid confusing distributions made with 
respect to equity interests with other types of payments that could be made to Unitholders, such 
as guaranteed payments. 

b. If you do opt for different types of distributions, define them in the 
Operating Agreement and require that each distribution be identified by type, in writing, when it 
is authorized and when it is made.  

c. Most distributions are made out from “Net Cash” or “Cash 
Available for Distribution.”  Pay attention to the definition of these terms; they can result in no 
distributions ever being authorized.  

d. Caution:  many Operating Agreements require distributions to be 
made “among Members.”   That is incorrect.  It should be among Unitholders, or more 
specifically, people and entities that hold ownership interests carrying economic rights.  A 
member may cease being a member, but still should have the right to distributions. 

e. Always include something along the lines of:  “The Members 
acknowledge that there is no assurance that the Company will ever make any Distributions or 
that Distributions will be sufficient to allow the Unitholders to recover their Capital 
Contributions, or to pay taxes on the income allocated to them for tax purposes."  

3. Governance Issues:  

a. Who decides when to make distributions?  Who decides the 
amount?  How do they decide? (See discussion of “Net Cash” or “Cash Available for 
Distribution” above.) 

b. Are some distributions mandatory?  If mandatory, what does that 
really mean?  

c. Are some/all distributions discretionary? If discretionary, who 
decides if/when distributions will be made?  Is there any recourse for cranky owners?  

4. The Exception—the Tax Oriented Deal:  

a. In some LLCs, the economics of the deal are based on obtaining 
tax benefits through activities of the LLC.  

b. These include certain complex real estate transactions, and most 
“tax credit” deals (low income housing tax credits, historic credits, etc.).  

c. For these transactions, the owners are counting tax savings as a 
species of cash distributions in their analysis of the economics of the deal.  
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d. Caution:  these deals are not simple, and they live permanently in 
the IRS’ crosshairs.  Proceed with extreme care.  

F. Four Flavors of LLC Operating Agreements:  See Chart No. 1 

III. Problem No. 2:  Auditing and assessing tax for owners of an LLC is 
harder than it looks.    

A. The Problem:   If the LLC doesn’t pay tax, what’s the point of auditing it?  

B. History Lesson:  An (Extremely Brief) History of the Partnership Audit Rules. 

C. The New Centralized Audit Regime:  See Chart No. 2.   

D. Timing Issues: 

1. Reviewed Year—the year under audit. 

2. Adjustment Year—the year the audit is completed.  

3. Note:  The Unitholders may be different people, with different rights, in 
these two years.  

E. Opting Out: 

1. Can an LLC opt out?  Maybe.  Opting out is allowed if: 

a. LLC is required to furnish 100 or fewer K-1s; 

b. Each of the members is an individual, C corporation, a foreign 
entity that would be a C corporation if it were domestic, an S corporation, or an estate of a 
deceased member; 

c. A proper election is made; and 

d. The LLC notifies the members of the opt-out.  

2. Does the LLC want to opt out?   

a. Opting-in gives control of the audit to the Partnership 
Representative 

b. Opting-in avoids chaos of LLC/member audits 

c. Opting-in minimizes members clamoring for financial information 
to use in a member audit 
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3. If an LLC opts out, consider playing defense: 

a. Include in the LLC Operating Agreement restrictions on transfer 
that will protect the LLC’s ability to opt out 

b. Restrict members from taking actions that would preclude an opt-
out in the future 

c. Perhaps make a protective appointment of Partnership 
Representative in the LLC Operating Agreement 

d. Minority members may feel differently about this, and wish to 
push back against such restrictions.  

e. Members will want assurances of enough financial information to 
protect themselves in an audit.  

F. Staying in…by choice or otherwise:  

1. Who should serve as Partnership Representative? 

2. Three Choices: 

a. Pay—LLC pays the tax, and then treats this as: 

i. Distribution to owners? 

ii. Expense? 

iii. A claim for contribution by owners, present and past?  

b. Pray—that all affected owners will amend tax returns for previous 
years.  

c. Push—the tax cost is borne by an assessment in the current year 
against owners, past and present, for the affected year adjustments.  

3. Playing offense in the LLC Operating Agreement means giving the 
Partnership Representative all of the possible authority to pay, pray, or push—and requiring 
owners to comply and cooperate, including amending returns.  Because the available choices 
can adversely affect members, pay attention to Protection of the Partnership Representatives. 

a. Minority members may feel differently about granting such broad 
authority, and wish to restrict these options.  

4. DRAFTING TIPS:   There are not (yet) any standard  provisions for 
opting in or opting out.  Consider the following for an opt-in: 
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a. __________ is the Company's "Partnership Representative" as 
defined in Code §6223, and will have all the associated powers and authority granted by that 
Code Section.  The Unitholders will take all actions to effect such designation.  ________will 
cease to be the Partnership Representative upon death, incapacity, resignation, or removal by a 
vote of the Members, at which time the Members will elect a new Partnership Representative.  
The Partnership Representative is not required to be a Member of the Company.  

b. The Partnership Representative may make any elections available 
to be made under the Code, including without limitation, the election described in Code § 
6226(a)(1) and the regulations thereunder. 

c. Upon request by the Partnership Representative, the Unitholders 
will promptly take all actions required to cause the members to taken partnership adjustments 
into account by amending returns or otherwise, as described in Code § 6225(c) and the 
regulations thereunder.  

d. If the Company becomes liable for any taxes, interest, or penalties 
under Code § 6225(a) and related Code sections, and the regulations thereunder, the Partnership 
Representative may, in the Partnership Representative's sole discretion, elect one of the 
following as the Company's remedy:   (i) to give to each Person who was a Unitholder of the 
Company for the taxable year to which the liability relates (the "reviewed year") (whether or not 
a current Unitholder) a written demand to contribute such Person's share (as determined by the 
Partnership Representative) of such taxes, interest and penalties, in response to which each 
Unitholder (or former Unitholder) shall comply within 30 days, with such amounts  shall not to 
be treated as Capital Contributions by the contributing Unitholder (or former Unitholder); (ii) to 
cause the payment to be treated as a nondeductible, noncapitalizable expense of the Company in 
the year of payment, to be allocated among the Unitholders for the year of payment in 
accordance with their distributive shares; or (iii) to cause the payment to be treated as a 
distribution to the Unitholders with respect to the reviewed year, and if any such deemed 
distribution is made to a former Unitholder, such Unitholder shall be required to immediately 
contribute such amounts to the Company as an excess distribution.  

e. The Unitholders shall timely take all actions reasonably requested 
by the Partnership Representative to effectuate this section, and such obligation shall survive a 
Unitholder's disposition of such Unitholder's interest whether by sale, exchange, gift or upon 
dissolution and liquidation of the Company.  

IV. Problem No. 3:   Just because an owner of an LLC is allocated income 
from the LLC doesn’t mean the owner received any cash to pay the taxes on 
the distribution.  

A. The (Partial) Answer is Tax Distributions:   

1. Rationale:  LLCs are pass-through entities in which income is passed 
through to members regardless of whether the LLC makes distributions.  Therefore, a member 
might have income but have to reach into his or her own pocket to pay the tax on such income—
resulting in cranky members.  
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2. General approach:  In most LLC Operating Agreements,  tax distributions 
are “mandatory” – sort of.   What that means is that if there is cash available it will be first used 
to make Tax Distributions to members to allow them to pay the federal and state taxes due on 
the income passed through to them.  

3. Governance issue:  Do the decision makers have the obligation to reserve 
cash for distributions? If members are very different tax animals (tax-exempt; taxable, for 
example), the member(s) most sensitive to tax issues may want to raise this issue.  

B. Tax Distribution Issues:   

1. A good Tax Distribution section will strike the right balance between 
fairness among members and administrative practicality for the managers.  Because these are 
opposite goals, the “perfect” Tax Distribution section is an illusion.  

a. Fairness:  Avoid windfalls to some Unitholders and detriments to 
others.  

b. Administrative practicality:  Those who must implement the Tax 
Distribution scheme should be able to understand and apply it without too many headaches or 
accounting bills.  

2. Tax Distributions are almost always “advances” against distributions to 
which the member would otherwise be entitled.  Taking the opposite approach is highly 
complex and should be carefully modeled before adopting. 

3. Other  issues to think about:  See Chart #3.  

C. DRAFTING TIPS: 

1. Definition:  “Tax Distribution” means a Distribution that is made pursuant 
to Section [X], the purpose of which is to facilitate Unitholders’  payment of  taxes on the 
income of the Company passed through to them.”  

2. Simple:  “The Manager shall apply Net Cash to make Tax Distributions to 
Unitholders in the amounts and at such times as determined by the Manager.  All Tax 
Distributions shall be an advance against other distributions to which Unitholders may be 
entitled.”      

3. Moderately Simple: 

a. Notwithstanding Section [X](a), in each Fiscal Year, the Manager 
shall cause the Company to distribute an amount to each Unitholder if distributions made in 
accordance with Section 5.1(a) during such Fiscal Year result in a Unitholder receiving an 
amount that is less than such Unitholder’s Tax Distribution Amount.  The amount of such Tax 
Distribution shall be the amount by which the Tax Distribution Amount  exceeds the 
Distributions made to such Unitholder pursuant to Section [X](a).  All such Tax Distributions 
shall be estimated during each Fiscal Year and made on a schedule to allow the Unitholders to 
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satisfy quarterly estimated tax payments in a timely manner for such Fiscal Year. The 
distribution for each Fiscal Year shall be made not later than January 10 of the following Fiscal 
Year, subject to Available Distributable Cash.  Any Tax Distribution pursuant to this Section 
[X](b) shall reduce on a dollar-for-dollar basis subsequent distributions pursuant to Section 
[X](a).  To the extent that a Tax Distribution to which a Unitholder would otherwise be entitled  
is not paid to a Unitholder with respect to a Fiscal Year on account of lack of Available 
Distributable Cash, the amount of tax items of income and gain during the Fiscal Year shall be 
deemed to be realized in the next Fiscal Year solely for the purposes of determining the amount 
of the Tax Distribution due to Unitholders, if any, for the next Fiscal Year. 

b. “Tax Distribution Amount” means the amount equal to a
Unitholder’s federal, state and local income taxes on the excess, if any, of (A) such Unitholder’s 
distributive share of the Company’s items of tax income and gain for a Fiscal Year, over (B) the 
aggregate amount of the Unitholder’s distributive share of the Company’s items of tax loss and 
deduction for all prior Fiscal Years (to the extent not previously taken into account under this 
sentence).  The Manager shall compute the Unitholder’s income tax in good faith and in 
consultation with Company accountants.  Each Unitholder shall provide such information 
regarding the income tax rates applicable to such Unitholder as is reasonably requested by the 
Company accountants.     

ATTACHED: 

Chart No. 1:  Four Flavors of LLC Operating Agreements 

Chart No. 2:  The New Partnership Audit Rules 

Chart No. 3:  A Few Specific Issues to Consider in Drafting Tax Distribution 
Provisions 



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–9Broadbrush Taxation: Tax Law for Non–Tax Lawyers

C
ha

rt
 N

o.
 1

:  
Fo

ur
 F

la
vo

rs
 o

f L
LC

 O
pe

ra
tin

g 
A

gr
ee

m
en

ts
 

#1
 

Pl
ai

n 
V

an
ill

a 
#2

 
St

ra
w

be
rr

y 
#3

 
Sp

um
on

i 
#4

 
T

ru
ff

le
 K

er
fu

ff
le

®
 

T
he

 B
as

ic
s 

Ev
er

yt
hi

ng
 is

 e
qu

al
: 

C
ap

ita
l C

on
tri

bu
tio

ns
;  

rig
ht

s t
o 

pr
of

its
; 

re
sp

on
si

bi
lit

y 
fo

r l
os

se
s  

 

C
ap

ita
l C

on
tri

bu
tio

ns
 

un
eq

ua
l. 

  
Pr

of
its

 / 
lo

ss
es

 a
cc

or
di

ng
 

to
 U

ni
ts

.  
 

C
ap

ita
l C

on
tri

bu
tio

ns
 

un
eq

ua
l. 

 R
ig

ht
s t

o 
pr

of
its

 
an

d 
re

sp
on

si
bi

lit
y 

fo
r 

lo
ss

es
 u

su
al

ly
 o

rg
an

iz
ed

 
in

 ti
er

s. 

C
ap

ita
l C

on
tri

bu
tio

ns
 

un
eq

ua
l. 

  

Sh
ar

e 
pr

of
its

 / 
lo

ss
es

 a
nd

 
ite

m
s o

f i
nc

om
e,

 g
ai

n,
 

lo
ss

, d
ed

uc
tio

n 
&

 c
re

di
t 

an
y 

w
ay

 y
ou

 li
ke

.  

O
pe

ra
tin

g 
D

is
tr

ib
ut

io
ns

   
In

 a
cc

or
da

nc
e 

w
ith

 U
ni

ts
  

U
su

al
ly

 in
 a

cc
or

da
nc

e 
w

ith
 U

ni
ts

 o
w

ne
d.

  
U

su
al

ly
 in

 a
cc

or
da

nc
e 

w
ith

 U
ni

ts
, b

ut
 so

m
et

im
es

 
by

 ti
er

ed
 w

at
er

fa
lls

.  

An
y 

w
ay

 y
ou

 li
ke

.  

L
iq

ui
da

tin
g 

D
is

tr
ib

ut
io

ns
 

In
 a

cc
or

da
nc

e 
w

ith
 U

ni
ts

 
Li

qu
id

at
e 

 
in

 a
cc

or
da

nc
e 

w
ith

 O
R

S 
63

.6
25

: 
R

et
ur

n 
al

l p
re

vi
ou

sl
y 

un
re

tu
rn

ed
 C

ap
ita

l 
C

on
tri

bu
tio

ns
 a

nd
 th

en
 

di
st

rib
ut

e 
th

e 
re

st
 in

 th
e 

w
ay

 th
e 

U
ni

th
ol

de
rs

 sh
ar

e 
pr

of
its

. 

W
at

er
fa

ll:
 in

 a
cc

or
da

nc
e 

w
ith

 ti
er

s:
 e

.g
., 

$5
00

K
 +

 
10

%
 o

f p
ro

fit
 to

 A
, t

he
n 

$2
00

K
 to

 B
; b

ut
 if

 th
e 

su
ga

r c
on

te
nt

 >
 2

5g
, t

he
n 

m
or

e 
$$

$ 
to

 A
, a

nd
 th

en
 

in
 a

cc
or

da
nc

e 
w

ith
 U

ni
ts

. 
Ta

ki
ng

 in
to

 a
cc

ou
nt

 
op

er
at

in
g 

di
st

rib
ut

io
ns

 in
 

m
an

y 
ca

se
s. 

Li
qu

id
at

e 
 

in
 a

cc
or

da
nc

e 
w

ith
 

po
si

tiv
e 

ba
la

nc
es

 in
 th

e 
pr

op
er

ly
 m

ai
nt

ai
ne

d 
(in

 
ac

co
rd

an
ce

 w
ith

 IR
S 

R
eg

ul
at

io
ns

 u
nd

er
 §

70
4)

 
C

ap
ita

l A
cc

ou
nt

s (
an

d 
m

ee
t c

er
ta

in
 o

th
er

 ru
le

s)
. 



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–10Broadbrush Taxation: Tax Law for Non–Tax Lawyers

#1
 

Pl
ai

n 
V

an
ill

a 
#2

 
St

ra
w

be
rr

y 
#3

 
Sp

um
on

i 
#4

 
T

ru
ff

le
 K

er
fu

ff
le

®
 

Ta
x 

A
llo

ca
tio

ns
 

In
 a

cc
or

da
nc

e 
w

ith
 U

ni
ts

  
In

 a
cc

or
da

nc
e 

w
ith

 U
ni

ts
, 

w
ith

 li
m

ita
tio

n 
on

 
al

lo
ca

tio
n 

of
 lo

ss
es

 th
at

 
w

ou
ld

 c
re

at
e 

ne
ga

tiv
e 

C
ap

ita
l A

cc
ou

nt
s 

N
o 

sp
ec

ia
l a

llo
ca

tio
ns

.  

Ta
rg

et
 a

llo
ca

tio
ns

—
C

ap
ita

l A
cc

ou
nt

s f
ill

ed
 u

p 
w

ith
 w

ha
te

ve
r a

llo
ca

tio
ns

 
ar

e 
ne

ce
ss

ar
y 

to
 a

llo
w

 
th

em
 to

 b
e 

w
ha

t t
he

 
U

ni
th

ol
de

rs
 w

ou
ld

 
re

ce
iv

e 
if 

th
e 

LL
C

 
liq

ui
da

te
d 

at
 e

nd
 o

f y
ea

r. 
 

“L
ay

er
 C

ak
e,

” 
at

te
nd

in
g 

to
 

av
oi

da
nc

e 
of

 te
m

po
ra

ry
 

al
lo

ca
tio

ns
.  

W
ha

t t
he

 
A

gr
ee

m
en

t 
M

us
t I

nc
lu

de
  

Th
e 

de
al

.  

N
o 

ne
ed

 fo
r R

eg
ul

at
or

y 
A

llo
ca

tio
ns

 o
r c

om
pl

ex
 

C
ap

ita
l A

cc
ou

nt
s. 

Th
e 

de
al

. 

So
m

e 
w

ay
 to

 k
ee

p 
sc

or
e,

 
pa

rti
cu

la
rly

 w
ith

 lo
ss

es
—

C
ap

ita
l A

cc
ou

nt
s  

 

N
o 

ne
ed

 fo
r R

eg
ul

at
or

y 
A

llo
ca

tio
ns

 o
r c

om
pl

ex
 

C
ap

ita
l A

cc
ou

nt
s. 

  

70
4(

c)
 la

ng
ua

ge
 

Th
e 

de
al

. 

C
ap

ita
l A

cc
ou

nt
s o

f s
om

e 
va

rie
ty

 

70
4(

c)
 la

ng
ua

ge
 

So
m

e 
pe

op
le

 im
po

rt 
70

4(
b)

 C
ap

ita
l A

cc
ou

nt
s 

an
d 

R
eg

ul
at

or
y 

A
llo

ca
tio

ns
 in

to
 th

e 
ag

re
em

en
t. 

 (Y
ou

 d
on

’t 
ne

ed
 it

, b
ut

 it
 d

oe
sn

’t 
ca

us
e 

m
uc

h 
ha

rm
.) 

Th
e 

de
al

. 

A
ll 

of
 th

e 
sa

fe
 h

ar
bo

r o
f 

70
4(

b)
:  

•
C

ap
ita

l A
cc

ou
nt

s
•

R
eg

ul
at

or
y

A
llo

ca
tio

ns
•

D
ef

ic
it 

C
ap

ita
l

A
cc

ou
nt

 m
ak

eu
p 

or
su

bs
tit

ut
e

pr
ov

is
io

ns
.

70
4(

c)
 la

ng
ua

ge
 



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–11Broadbrush Taxation: Tax Law for Non–Tax Lawyers

#1
 

Pl
ai

n 
V

an
ill

a 
#2

 
St

ra
w

be
rr

y 
#3

 
Sp

um
on

i 
#4

 
T

ru
ff

le
 K

er
fu

ff
le

®
 

A
dv

an
ta

ge
s 

SI
M

PL
E!

  
N

O
N

E.
  P

er
fe

ct
ly

 sa
fe

 
fr

om
 IR

S 
re

al
lo

ca
tin

g 
ta

x 
ite

m
s a

m
on

g 
U

ni
th

ol
de

rs
.  

Ea
sy

!  
Th

is
 is

 w
ha

t m
an

y 
pe

op
le

 th
in

k 
th

ei
r d

ea
l 

re
al

ly
 is

, n
o 

m
at

te
r w

ha
t 

w
e 

sa
y 

or
 w

ri
te

. 

Y
ou

 a
re

 c
er

ta
in

 o
f 

ca
pt

ur
in

g 
th

e 
ec

on
om

ic
 

de
al

 y
ou

r c
lie

nt
s w

an
t. 

If
 y

ou
 fo

llo
w

 th
e 

ru
le

s, 
yo

u 
ar

e 
pe

rf
ec

tly
 sa

fe
 

fr
om

 th
e 

IR
S 

re
al

lo
ca

tin
g 

ta
x 

ite
m

s. 
 E

xc
el

le
nt

 fo
r 

ta
x-

m
ot

iv
at

ed
 d

ea
ls

 a
nd

 
co

m
pl

ex
 re

al
 e

st
at

e 
tra

ns
ac

tio
ns

 a
nd

 o
th

er
 

de
bt

-la
de

n 
de

al
s. 

 

D
is

ad
va

nt
ag

es
 

N
O

N
E.

  
I m

ea
n 

it.
  

M
in

or
 ri

sk
 o

f t
he

 IR
S 

re
al

lo
ca

tin
g 

ta
x 

ite
m

s. 
Ea

sy
 fo

r l
aw

ye
rs

; d
iff

ic
ul

t 
fo

r C
PA

s…
.  

So
m

e 
ris

k 
of

 th
e 

IR
S 

re
al

lo
ca

tin
g 

ta
x 

ite
m

s. 

C
om

pl
ic

at
ed

, a
nd

 ri
sk

 o
f 

no
t c

ap
tu

rin
g 

th
e 

ex
pe

ct
ed

 
cl

ie
nt

 d
ea

l, 
as

 tr
ad

iti
on

al
ly

 
st

ru
ct

ur
ed

.  



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–12Broadbrush Taxation: Tax Law for Non–Tax Lawyers



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–13Broadbrush Taxation: Tax Law for Non–Tax Lawyers

C
ha

rt
 N

o.
 2

:  
Th

e 
N

ew
 P

ar
tn

er
sh

ip
 A

ud
it 

R
ul

es
 

C
A

N
 y

ou
 o

pt
 o

ut
? 

D
o 

yo
u 

W
A

N
T 

to
 o

pt
 o

ut
? 

PU
SH

:  
§

62
26

PA
Y

:  
§

62
21

PR
A

Y
:  

§
62

25

M
ak

e 
El

ec
tio

n;
 

In
fo

rm
 

A
pp

oi
nt

 
Pa

rtn
er

sh
ip

 
R

ep
re

se
nt

at
iv

e 

Ye
s

N
o

N
o

Ye
s

So
 W

ha
t?

P
re

-T
E

FR
A

 
A

ud
it 

C
ha

os

M
em

be
rs

 fi
le

 
am

en
de

d 
re

tu
rn

s
M

em
be

rs
 p

ay
 

t a
x 

in
 c

ur
re

nt
 y

ea
r 

L
L

C
 P

ay
s 

T
ax

(th
en

 w
ha

t?
)



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–14Broadbrush Taxation: Tax Law for Non–Tax Lawyers



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–15Broadbrush Taxation: Tax Law for Non–Tax Lawyers

C
ha

rt
 N

o.
 3

: 
A

 F
ew

 S
pe

ci
fic

 Is
su

es
 to

 C
on

si
de

r 
in

 D
ra

fti
ng

 T
ax

 D
ist

ri
bu

tio
n 

Pr
ov

isi
on

s  

T
ax

 D
is

tr
ib

ut
io

n 
Is

su
e 

B
es

t A
pp

ro
ac

h 
fo

r 
Si

m
pl

e 
A

gr
ee

m
en

ts
: 

H
ow

ev
er

…
 

A
re

 T
ax

 D
is

tr
ib

ut
io

ns
 a

dv
an

ce
s a

ga
in

st
 

ot
he

r 
D

is
tr

ib
ut

io
ns

? 
Y

es
. 

(T
he

re
 is

 n
o 

ho
w

ev
er

 a
bo

ut
 it

.) 
 

W
he

n 
ar

e 
T

ax
 D

is
tr

ib
ut

io
ns

 m
ad

e?
 

Ti
m

in
g 

al
lo

w
s m

em
be

rs
 to

 m
ee

t t
he

ir 
qu

ar
te

rly
 

es
tim

at
ed

 ta
x 

pa
ym

en
ts

 w
ith

ou
t a

ng
st

. 

Ti
p:

  A
vo

id
 sp

ec
ifi

c 
da

te
s. 

 

O
K

 to
 sa

y:
  n

ot
 la

te
r t

ha
n 

th
e 

10
th

 o
f a

 
m

on
th

 in
 w

hi
ch

 q
ua

rte
rly

 e
st

im
at

ed
 ta

x 
pa

ym
en

ts
 a

re
 d

ue
.  

W
ha

t i
s t

he
 ti

m
e 

pe
ri

od
 fo

r 
m

ea
su

ri
ng

 
in

co
m

e 
pa

ss
ed

 th
ro

ug
h?

 
Ta

xa
bl

e 
Y

ea
r, 

w
ith

 d
is

tri
bu

tio
n 

in
 Ja

nu
ar

y 
as

 la
st

 
on

e 
fo

r t
ha

t y
ea

r. 
 

A
 lo

ng
er

 lo
ok

ba
ck

 is
n’

t f
at

al
, a

nd
 

w
el

co
m

ed
 b

y 
so

m
e 

m
em

be
rs

 
pa

rti
cu

la
rly

 w
he

n 
in

co
m

e 
is

 c
hu

nk
y,

 b
ut

 
ca

n 
cr

ea
te

 p
ro

bl
em

s i
f t

he
re

 a
re

 fr
eq

ue
nt

 
ch

an
ge

s i
n 

m
em

be
rs

hi
p.

  

H
ow

 to
 m

ea
su

re
? 

M
an

ag
er

s h
av

e 
au

th
or

ity
 to

 c
om

pu
te

, i
n 

co
ns

ul
ta

tio
n 

w
ith

 A
cc

ou
nt

an
ts

, t
he

 m
ax

im
um

 
co

m
bi

ne
d 

fe
de

ra
l a

nd
 st

at
e 

in
co

m
e 

ta
x 

ra
te

s (
no

t 
ot

he
r t

ax
es

) a
pp

lic
ab

le
 to

 a
ny

 m
em

be
r, 

an
d 

ap
pl

y 
th

at
 ra

te
 to

 T
ax

 D
is

tri
bu

tio
ns

 fo
r a

ll 
m

em
be

rs
.  

If
 m

em
be

rs
 a

re
 d

iff
er

en
t t

ax
 a

ni
m

al
s, 

m
ay

 w
an

t t
o 

su
ff

er
 m

or
e 

co
m

pl
ex

ity
 to

 
av

oi
d 

w
in

df
al

l t
o 

so
m

e 
m

em
be

rs
.  

Ti
p:

  s
pe

ci
fic

 ra
te

s a
re

 p
ro

vi
ng

 
pr

ob
le

m
at

ic
 in

 ra
te

-c
ha

ng
in

g 
en

vi
ro

nm
en

t. 
  

W
ha

t i
f t

oo
 m

uc
h 

is
 d

is
tr

ib
ut

ed
, i

.e
., 

m
is

ta
ke

n 
co

m
pu

ta
tio

ns
? 

If
 a

n 
ad

va
nc

e 
ag

ai
ns

t d
is

tri
bu

tio
ns

, n
o 

ha
rm

 
(e

xc
ep

t t
o 

M
an

ag
er

). 
 

C
la

w
-b

ac
ks

 a
re

 p
os

si
bl

e.
  

Sh
ou

ld
 p

as
t l

os
se

s b
e 

ta
ke

n 
in

to
 

co
ns

id
er

at
io

n?
  

Y
es

, b
ut

 u
nd

er
st

an
d 

co
m

pl
ex

ity
.  

M
ay

 b
e 

lim
ite

d 
to

 p
er

io
d 

of
 

U
ni

th
ol

de
r’

s o
w

ne
rs

hi
p.

 



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–16Broadbrush Taxation: Tax Law for Non–Tax Lawyers



Chapter 7—Tax Provisions of LLC Operating Agreements: Getting It Right 

 7–17Broadbrush Taxation: Tax Law for Non–Tax Lawyers

© 2019  T onkon  T o rp  LLP   |   t onkon . com

TAX PROVISIONS OF 
LLC OPERATING 
AGREEMENTS:

GETTING IT RIGHT
Gwendolyn Gr i f f i th ,  Tonkon Torp LLP
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TAX PROVISIONS OF OPERATING 
AGREEMENTS — GETTING IT RIGHT

• What we will talk about:

• The Pass-Through Personality
• Three Tax Problems with the Pass-Through Personality
• Simple Drafting Issues to Think About ….

• What we won’t talk about (much) ….
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THE PASS-THROUGH 
PERSONALITY OF AN LLC
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THREE PASS-THROUGH 
PERSONALITY PROBLEMS

1.  Who gets what?

2. Auditing is complicated.

2. The members need cash to pay their taxes. 
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PERSONALITY PROBLEM 1:
WHO GETS WHAT?
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FOUR FLAVORS OF LLC 
OPERATING AGREEMENTS

#1
Plain Vanilla

#2
Strawberry

#3
Spumoni

#4
Truffle Kerfuffle®

The Basics Everything is equal: 
Capital Contributions; 
rights to profits; 
responsibility for losses 

Capital Contributions 
unequal. 
Profits/losses according 
to Units. 

Capital Contributions 
unequal. Rights to 
profits and 
responsibility for losses 
usually organized in 
tiers.

Capital Contributions 
unequal. 

Share profits/losses 
and items of income, 
gain, loss, deduction & 
credit any way you like. 

Operating 
Distributions 

In accordance with 
Units 

Usually in accordance 
with Units owned. 

Usually in accordance 
with Units, but 
sometimes by tiered 
waterfalls. 

Any way you like. 
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FOUR FLAVORS OF LLC 
OPERATING AGREEMENTS

#1
Plain Vanilla

#2
Strawberry

#3
Spumoni

#4
Truffle Kerfuffle®

Liquidating 
Distributions

In accordance with 
Units

Liquidate in accordance 
with ORS 63.625:
Return all previously 
unreturned Capital 
Contributions and then 
distribute the rest in the 
way the Unitholders 
share profits.

Waterfall: in accordance 
with tiers: e.g., $500K + 
10% of profit to A, then 
$200K to B; but if the 
sugar content > 25g, 
then more $$$ to A, and 
then in accordance with 
Units. Taking into 
account operating 
distributions in many 
cases.

Liquidate in accordance 
with positive balances in 
the properly maintained 
(in accordance with IRS 
Regulations under 
§704) Capital Accounts 
(and meet certain other 
rules).
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FOUR FLAVORS OF LLC 
OPERATING AGREEMENTS

#1
Plain Vanilla

#2
Strawberry

#3
Spumoni

#4
Truffle Kerfuffle®

Tax 
Allocations

In accordance with 
Units 

In accordance with 
Units, with limitation on 
allocation of losses that 
would create negative 
Capital Accounts

No special allocations. 

Target allocations—
Capital Accounts filled 
up with whatever 
allocations are 
necessary to allow 
them to be what the 
Unitholders would 
receive if the LLC 
liquidated at end of 
year. 

“Layer Cake,” attending 
to avoidance of 
temporary allocations. 
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FOUR FLAVORS OF LLC 
OPERATING AGREEMENTS

#1
Plain Vanilla

#2
Strawberry

#3
Spumoni

#4
Truffle Kerfuffle®

What the 
Agreement 
Must Include 

The deal. 

No need for Regulatory 
Allocations or complex 
Capital Accounts.

The deal.

Some way to keep 
score, particularly with 
losses—Capital 
Accounts 

No need for Regulatory 
Allocations or complex 
Capital Accounts. 

704(c) language

The deal.

Capital Accounts of 
some variety

704(c) language

Some people import 
704(b) Capital Accounts 
and Regulatory 
Allocations into the 
agreement. (You don’t 
need it, but it doesn’t 
cause much harm.)

The deal.

All of the safe harbor of 
704(b): 
• Capital Accounts
• Regulatory 

Allocations
• Deficit Capital 

Account makeup or 
substitute 
provisions.

704(c) language

© 2019  T onkon  T o rp  LLP   |   t onkon . com

FOUR FLAVORS OF LLC 
OPERATING AGREEMENTS

#1
Plain Vanilla

#2
Strawberry

#3
Spumoni

#4
Truffle Kerfuffle®

Advantages SIMPLE! 
NONE. Perfectly safe 
from IRS reallocating 
tax items among 
Unitholders. 

Easy! This is what 
many people think their 
deal really is, no matter 
what we say or write.

You are certain of 
capturing the economic 
deal your clients want.

If you follow the rules, 
you are perfectly safe 
from the IRS 
reallocating tax items. 
Excellent for tax-
motivated deals and 
complex real estate 
transactions and other 
debt-laden deals.

Disadvantages NONE. 
I mean it.

Minor risk of the IRS 
reallocating tax items.

Easy for lawyers; 
difficult for CPAs…. 
Some risk of the IRS 
reallocating tax items.

Complicated, and risk 
of not capturing the 
expected client deal, as 
traditionally structured.
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PERSONALITY PROBLEM 2:
AUDITING IS COMPLICATED

© 2019  T onkon  T o rp  LLP   |   t onkon . com

THE NEW PARTNERSHIP AUDIT 
RULES

CAN you opt  
out? 

Do you WANT to 
opt out? 

PUSH:
§ 6226PAY:

§ 6221

PRAY:
§ 6225

Make 
Election; 
Inform

Appoint 
Partnership 

Representative

Yes

No

No

Yes

So what? Pre-TEFRA 
audit chaos

Members file 
amended returns

Members pay 
tax in current year 

LLC pays tax
(then what?)
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PERSONALITY PROBLEM 3: 
WHERE’S THE CASH? 
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A FEW SPECIFIC ISSUES TO CONSIDER IN 
DRAFTING TAX DISTRIBUTION PROVISIONS
Tax Distribution Issue Best Approach for Simple 

Agreements:
However…

Are Tax Distributions 
advances against other 
Distributions?

Yes. (There is no however about it.) 

When are Tax Distributions 
made?

Timing allows members to meet their 
quarterly estimated tax payments 
without angst.

Tip: Avoid specific dates. 

OK to say: not later than the 10th of a 
month in which quarterly estimated tax 
payments are due. 

What is the time period for 
measuring income passed 
through?

Taxable Year, with distribution in 
January as last one for that year. 

A longer lookback isn’t fatal, and 
welcomed by some members particularly 
when income is chunky, but can create 
problems if there are frequent changes in 
membership. 
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A FEW SPECIFIC ISSUES TO CONSIDER IN 
DRAFTING TAX DISTRIBUTION PROVISIONS
Tax Distribution Issue Best Approach for Simple 

Agreements:
However…

How to measure? Managers have authority to compute, 
in consultation with Accountants, the 
maximum combined federal and state 
income tax rates (not other taxes) 
applicable to any member, and apply 
that rate to Tax Distributions for all 
members.

If members are different tax animals, may 
want to suffer more complexity to avoid 
windfall to some members. 

Tip: specific rates are proving problematic 
in rate-changing environment.

What if too much is 
distributed, i.e., mistaken 
computations?

If an advance against distributions, no 
harm (except to Manager).

Claw-backs are possible.

Should past losses be 
taken into consideration?

Yes, but understand complexity. May be limited to period of Unitholder’s 
ownership.
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CONTACT

gwen.griffith@tonkon.com
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