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Section: State Tax 
Majority of States With a Sales Tax Plan to Start Requiring Out of State 
Sellers to Collect Taxes Shortly 

Citation: Indiana, Kentucky and Nebraska News Releases, 7/30/18 

Reports today from various sources have noted that a majority of states that impose a sales tax 
have now put in place requirements for out of state sellers to collect and pay over sales taxes.  
The dates for beginning enforcement have ranged from July 1 (which means sellers may already 
be in violation) to January 1, with a number of states looking to begin collection requirements 
on October 1, 2018. 

The most recent three states to announce (which pushed the total to 24 states) are detailed 
below. 

• Indiana – Per a notice posted on the Indiana Department of Revenue’s website on 
July 27, 2018 (Indiana DOR Prepares to Move Forward with Out-of-State Sales Tax), 
the agency plans to begin collections on October 1, 2018.  The trigger is similar to 
South Dakota's-$100,000 in sales or 200 or more separate sales.  The only item blocking 
a formal announcement right now is a court case where the state and a party 
challenging the law had agreed to hold the matter until the Wayfair decision came 
down. With the decision from the Supreme Court siding with South Dakota, the 
Indiana Department of Revenue is now asking the court to throw out the challenge.  
Indiana is an Streamline Sales and Use Tax Agreement (SSUTA) member state. 

• Kentucky – The Kentucky Department of Revenue announced on July 30, 2018 
(Kentucky Sales and Use Tax Collections by Remote Retailers - U.S. Supreme Court 
Ruling) that the agency plan to start requiring collections from remote sellers on 
October 1, 2018.  Again, the triggers are the same as South Dakota ($100,000 or 200 
transactions).  Kentucky is also an SSUTA member state. 

• Nebraska – The Nebraska Department of Revenue announced last Friday (Statement 
from the Nebraska Department of Revenue Regarding the South Dakota v. Wayfair 
United States Supreme Court Decision) the state will demand collection by out of state 
sellers beginning January 1, 2019 using South Dakota’s minimums ($100,000 or 200 
transactions).  As with the other two states, Nebraska is an SSUTA state. 

Presumably a significant number of the minority of states with a sales tax that haven’t yet 
published guidance will release such guidance soon.  Certainly, sellers with significant sales into 
any state in which the seller is not currently collecting sales tax needs to prepare to begin such 
collections soon. 

Most observers believe that states that use the South Dakota triggers and are full members of 
the Streamlined Sales and Use Tax Agreement will have little trouble defending their taxes from 
a Constitutional challenge.  As a practical matter, though, the cost of attempting to challenge a 
state’s law in federal court would suggest that most sellers will not wish to challenge even those 
states that stray some from the South Dakota facts. 

So far, the states have mainly refrained from stating they will go after sellers for amounts that 
would have been collected in months before the Wayfair decision came down, likely to reduce 
the risk that the Congress would be motivated to step in and enact legislation in this area. 

https://content.govdelivery.com/accounts/INDOR/bulletins/201d096
https://revenue.ky.gov/News/Pages/Kentucky-Sales-and-Use-Tax-Collections-by-Remote-Retailers-U.S.-Supreme-Court-Ruling.aspx
https://revenue.ky.gov/News/Pages/Kentucky-Sales-and-Use-Tax-Collections-by-Remote-Retailers-U.S.-Supreme-Court-Ruling.aspx
http://www.revenue.nebraska.gov/news_rel/jul_18/wayfair.pdf
http://www.revenue.nebraska.gov/news_rel/jul_18/wayfair.pdf
http://www.revenue.nebraska.gov/news_rel/jul_18/wayfair.pdf
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Section: 168 
IRS Releases Proposed Regulations Upon Which Taxpayers May Rely on 
TCJA Bonus Depreciation 

Citation: REG-104397-18, 8/3/18 

Proposed regulations to implement the changes to bonus depreciation made by the Tax Cuts 
and Jobs Act have been released by the IRS in REG-104397-18.   

The preamble provides that taxpayers may rely upon the proposed regulations until final 
regulations are issued: 

Pending the issuance of the final regulations, a taxpayer may choose to apply these proposed regulations 
to qualified property acquired and placed in service or planted or grafted, as applicable, after September 
27, 2017, by the taxpayer during taxable years ending on or after September 28, 2017.  

Some of the key features of the proposed regulations are discussed below. 

Qualified Improvement Property Issues 

One of the known drafting errors in the Tax Cuts and Job Act (often referred to as the “retail 
glitch”) involves the accidental treatment of qualified improvement property as 39-year property 
not eligible for bonus depreciation, despite the intent outlined in the Conference Committee 
Report for TCJA that these assets should be 15-year property eligible for bonus depreciation.  
The new category replaces the prior categories of qualified restaurant property, qualified retail 
property, and qualified leasehold improvement property. 

The defining section provides: 

(6) Qualified improvement property 

(A) In general 

The term “qualified improvement property” means any improvement to an interior portion of 
a building which is nonresidential real property if such improvement is placed in service after 
the date such building was first placed in service. 

(B) Certain improvements not included 

Such term shall not include any improvement for which the expenditure is attributable to— 

(i) the enlargement of the building, 

(ii) any elevator or escalator, or 

(iii) the internal structural framework of the building. 

The replaced categories did qualify as 15-year property and was eligible for bonus depreciation. 

However, there is a difference in the date that 100% bonus depreciation became effective 
(assets placed in service after September 27, 2018) and when the new, unified “qualified 
improvement property” category replaced the older categories (property placed in service after 
December 31, 2017).   

http://www.currentfederaltaxdevelopments.com/
https://www.federalregister.gov/documents/2018/08/08/2018-16716/additional-first-year-depreciation-deduction
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The regulations thus provide a special rule for that interim period, found in Proposed Reg. 
1.168(k)-2(a)(2)(A).  Property that falls into the older categories qualify for the 100% bonus if 
acquired during that period: 

(A) MACRS property, as defined in § 1.168(b)-1(a)(2), that has a recovery period of 20 years or 
less. For purposes of this paragraph (b)(2)(i)(A) and section 168(k)(2)(A)(i)(I), the recovery period is 
determined in accordance with section 168(c) regardless of any election made by the taxpayer under 
section 168(g)(7). This paragraph (b)(2)(i)(A) includes the following MACRS property that is 
acquired by the taxpayer after September 27, 2017, and placed in service by the taxpayer after 
September 27, 2017, and before January 1, 2018: 

(1) Qualified leasehold improvement property as defined in section 168(e)(6) as in effect on 
the day before amendment by section 13204(a)(1) of the Act; 

(2) Qualified restaurant property, as defined in section 168(e)(7) as in effect on the day before 
amendment by section 13204(a)(1) of the Act, that is qualified improvement property as 
defined in § 1.168(b)-1(a)(5)(i)(C) and (a)(5)(ii); and 

(3) Qualified retail improvement property as defined in section 168(e)(8) as in effect on the 
day before amendment by section 13204(a)(1) of the Act; 

Absent action by Congress to change the law, the new combined and revised category will not 
qualify for bonus deprecation for assets acquired after December 31, 2017 and the cost will be 
recovered over a 39-year period. 

Electing Real Property Trade and Business, Electing Farming Business and Businesses 
with Floor Plan Interest 

Property required to be depreciated under the alternative depreciation system (ADS) of 
IRC §168(g) is not eligible for bonus depreciation, but generally allows taxpayers to claim bonus 
depreciation if they voluntarily elect to use ADS depreciation under IRC §168(g)(7).  TCJA 
provides for two elections where certain real property and farming businesses may escape the 
limitations on deducting business interest, but to do so the business must make a permanent 
elect to depreciate certain property under ADS. 

The proposed regulations note that, despite a taxpayer voluntarily electing to subject the 
property to ADS depreciation in those two cases, IRC §168(k)(9) bar the use of bonus 
depreciation on the property from electing real property and farming businesses.  The loss of 
bonus depreciation is the trade-off for not being subjected to the interest limit. 

Although not an election, TCJA also barred businesses with qualified flooring plan interest 
(which is not subject to the interest limit) with average revenue of more than $25 million from 
taking advantage of bonus depreciation.  

Thus, the proposed regulations bar the use of bonus depreciation on such property. [Proposed 
Reg. §1.168(k)-2(ii)] 

Elections to Use 50% Bonus Depreciation for Year Containing September 28, 2017 

The proposed regulations contain rules related to the special election for the year containing 
September 28, 2017 to use a 50% rather than 100% bonus depreciation amount. 
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In the preamble the IRS explains that, in their view, the law requires this election to be an “all or 
nothing” election.  If made, the 50% amounts in used in lieu of the 100% amount for all 
property.  Taxpayers are not able to use the 50% amount on one class of property, but the 
100% amount on other classes.   

As the IRS explains: 

…[T]he proposed regulations provide rules for making the election under section 168(k)(10) to deduct 
50 percent, instead of 100 percent, additional first year depreciation for qualified property acquired 
after September 27, 2017, by the taxpayer and placed in service or planted or grafted, as applicable, by 
the taxpayer during its taxable year that includes September 28, 2017. Because section 168(k)(10) 
does not state that the election may be made “with respect to any class of property” as stated in section 
168(k)(7) for making the election out of the additional first year depreciation deduction, the proposed 
regulations provide that the election under section 168(k)(10) applies to all qualified property.   

However, the regulation indicates that a separate election can be made to take the 50% vs. 100% 
when making the election with regard to specified plants under IRC §168(k)(5). 

The rules for the election are found at Proposed Reg. §1.168(k)-2(e)(3).  The election is required 
to be made by the due date, including extensions, for the tax year containing September 28, 
2017.1  The election is to be made in the manner prescribed on Form 4562 and its related 
instructions.  The election is made at the partnership or S corporation level rather than at the 
equity holder level.2   

A taxpayer that wishes to use the 50% rate must make a timely election.  A taxpayer cannot late 
file a request to change its method of accounting for the assets to obtain the 50% deduction.3 

Qualified Used Property 

Aside from the increase in the percentage for bonus depreciation from 50% to 100%, the most 
significant change for most taxpayers in the rules governing bonus depreciation is the inclusion 
of used property as qualifying property so long as the property has never been used previously 
by the taxpayer.  The proposed regulations outline the situations when used property will or will 
not qualify for bonus depreciation. 

Used property must meet the following requirements to qualify for bonus depreciation under 
the new rules: 

• Such property was not used by the taxpayer or a predecessor at any time prior to such 
acquisition; 

• The property is acquired by purchase, as that term is used for purposes of IRC §179; and 

                                                      

1 Proposed Reg. §1.168(k)-2(e)(3)(ii)(A). 

2 Proposed Reg. §1.168(k)-2(e)(3)(ii)(B) 

3 Proposed Reg. §1.168(k)-2(e)(3)(ii)(C) 

http://www.currentfederaltaxdevelopments.com/
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• The cost of property does not include so much of the basis of such property as is 
determined by reference to the basis of other property held at any time by the person 
acquiring such property. (the rules of IRC §179(d)(3) are applied).4 

The third requirement means that there is a different result if a taxpayer involuntarily exchanges 
or enters into a like kind exchange depending on whether the property acquired is used or new.  
As Proposed Reg. §1.168(k)-2(f)(5)(iii) notes: 

If the replacement MACRS property or the replacement computer software, as applicable, meets the 
original use requirement in paragraph (b)(3)(ii) of this section and all other requirements of section 
168(k) and this section, the remaining exchanged basis for the year of replacement and the remaining 
excess basis, if any, for the year of replacement for the replacement MACRS property or the 
replacement computer software, as applicable, are eligible for the additional first year depreciation 
deduction. 

The regulation describes the test to see if property had previously been used by the taxpayer as 
follows: 

…[T]he property is treated as used by the taxpayer or a predecessor at any time prior to acquisition by 
the taxpayer or predecessor if the taxpayer or the predecessor had a depreciable interest in the property 
at any time prior to such acquisition, whether or not the taxpayer or the predecessor claimed 
depreciation deductions for the property.5 

The regulation establishes a depreciable interest 

If a taxpayer previously leased the property, any portion that property that the taxpayer had 
previously had a depreciable interest in would not be eligible for bonus depreciation.  The 
proposed regulation states: 

If a lessee has a depreciable interest in the improvements made to leased property and subsequently the 
lessee acquires the leased property of which the improvements are a part, the unadjusted depreciable 
basis, as defined in §1.168(b)-1(a)(3), of the acquired property that is eligible for the additional first 
year depreciation deduction, assuming all other requirements are met, must not include the unadjusted 
depreciable basis attributable to the improvements. 6 

The proposed regulations also provide rules for a situation where a taxpayer initially had a 
partial interest in the property but later acquires an additional interest, generally allowing the 
taxpayer to claim the additional depreciation on that property. 

If a taxpayer initially acquires a depreciable interest in a portion of the property and subsequently 
acquires a depreciable interest in an additional portion of the same property, such additional depreciable 
interest is not treated as used by the taxpayer at any time prior to its acquisition by the taxpayer. This 
paragraph (b)(3)(iii)(B)(2) does not apply if the taxpayer or a predecessor previously had a depreciable 

                                                      

4 Proposed Reg. §1.168(k)-2(b)(3)(iii)(A) 

5 Proposed Reg. §1.168(k)-2(b)(3)(iii)(B)(1) 

6 Proposed Reg. §1.168(k)-2(b)(3)(iii)(B)(1) 
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interest in the subsequently acquired additional portion. For purposes of this paragraph 
(b)(3)(iii)(B)(2), a portion of the property is considered to be the percentage interest in the property.7 

However, if the taxpayer disposes of the partial interest first and then later acquires a new 
interest in the property, the rules are different. 

If a taxpayer holds a depreciable interest in a portion of the property, sells that portion or a part of that 
portion, and subsequently acquires a depreciable interest in another portion of the same property, the 
taxpayer will be treated as previously having a depreciable interest in the property up to the amount of 
the portion for which the taxpayer held a depreciable interest in the property before the sale.8 

If a member of a consolidated group previously had a depreciable interest in the property, the 
other members of the consolidated group will be treated as having previously used the property. 
For these purposes, even depreciable interests held by previous members of the consolidated 
group will create the disqualifying taint.9 

A special rule is provided at Proposed Reg. §1.168(k)-2(b)(3)(ii) to combat what the IRS appears 
to believe might be an attempt to “game” the system when a corporation is being added to the 
group: 

(ii) Certain acquisitions pursuant to a series of related transactions. Solely for purposes of applying 
paragraph (b)(3)(iii)(A)(1) of this section, if a series of related transactions includes one or more 
transactions in which property is acquired by a member of a consolidated group and one or more 
transactions in which a corporation that had a depreciable interest in the property becomes a member of 
the group, the member that acquires the property will be treated as having a depreciable interest in the 
property prior to the time of its acquisition. 

The IRS goes on to add another “anti-abuse” provision for consolidated groups in Proposed 
Reg. §1.168(k)-2(b)(3)(iii): 

(iii) Time for testing membership. Solely for purposes of applying paragraph (b)(3)(iii)(B)(3)(i) and (ii) 
of this section, if a series of related transactions includes one or more transactions in which property is 
acquired by a member of a consolidated group and one or more transactions in which the transferee of 
the property ceases to be a member of a consolidated group, whether the taxpayer is a member of a 
consolidated group is tested immediately after the last transaction in the series. 

The IRS also adds a more general anti-abuse rule at Proposed Reg. §1.168(k)-2(b)(3)(C) which 
reads: 

Special rules for a series of related transactions. Solely for purposes of section 168(k)(2)(E)(ii) and 
paragraph (b)(3)(iii)(A) of this section, in the case of a series of related transactions (for example, a 
series of related transactions including the transfer of a partnership interest, the transfer of partnership 

                                                      

7 Proposed Reg. §1.168(k)-2(b)(3)(iii)(B)(2) 

8 Proposed Reg. §1.168(k)-2(b)(3)(iii)(B)(2) 

9 Proposed Reg. §1.168(k)-2(b)(3)(iii)(B)(3)(i) 
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assets, or the disposition of property and the disposition, directly or indirectly, of the transferor or 
transferee of the property)- 

(1) The property is treated as directly transferred from the original transferor to the ultimate 
transferee; and  

(2) The relation between the original transferor and the ultimate transferee is tested 
immediately after the last transaction in the series. 

The IRS is asking for guidance on whether there should be a limit on how far back a taxpayer 
needs to look to see if the taxpayer or a predecessor ever had a depreciable interest in the entity.  
As the preamble states: 

The Treasury Department and the IRS request comments on whether a safe harbor should be provided 
on how many taxable years a taxpayer or a predecessor should look back to determine if the taxpayer 
or the predecessor previously had a depreciable interest in the property. Such comments should provide 
the number of taxable years recommended for the look-back period and the reasoning for such number. 

Application to Partnerships 

The fact that used property now qualifies for bonus depreciation complicates earlier IRS 
guidance that had used depreciation calculations for various purposes. In early May of 2018 the 
IRS had modified the safe harbor calculations for recognized built in gain and recognized built 
in loss under IRC §382 in Notice 2018-30 because the use of 100% bonus depreciation for such 
calculations created results that the IRS no longer believed made sense. 

Several partnership rules, specifically those under IRC §§704(c), 734 and 754, would be 
impacted by the fact that bonus depreciation is now allowed on used assets.  In all three cases, a 
calculation of depreciation is made in certain cases that passes out to one or more partners.  In 
the past such depreciation was always computed using MACRS without a bonus depreciation 
deduction since the assets were, virtually by definition, used assets.   

But now used assets, unless they had previously been used by the taxpayer, are not barred from 
100% bonus depreciation.  Thus, the IRS gives guidance in the regulations about whether or 
when the 100% bonus depreciation calculation will be allowed in the various cases. 

As the IRS notes in the preamble: 

Because the Act amended section 168(k) to allow the additional first year depreciation deduction for 
certain used property in addition to new property, the Treasury Department and the IRS have 
reconsidered whether basis adjustments under sections 734(b) and 743(b) now qualify for the 
additional first year depreciation deduction. The Treasury Department and the IRS also have 
considered whether certain section 704(c) adjustments as well as the basis of distributed property 
determined under section 732 should qualify for the additional first year depreciation deduction. 

Section 704(c) Remedial Allocations 

Under Section 704(c), a partner contributing property to the partnership where the partner’s 
basis differs from fair value at the time of contribution will trigger a §704(c) allocation.  
Roughly, a §704(c) allocation (which is required unless certain de minimis rules are met) seeks 
(though sometimes not successfully) to put the other partners is the same position in terms of 
taxable income and types of income as if the partnership’s unadjusted basis in the asset was the 
fair value at the date of contribution. 
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One method allowed for making such §704(c) allocations is the remedial allocation method 
under Reg. §1.704-3(d)(2) for depreciable assets.  In that case, the excess of the fair value over 
the unadjusted basis of the asset contributed is treated as if it were a separate asset acquired on 
the date of contribution.  The other partners receive their share of the computed depreciation 
on that asset each year, while the contributing partner has an equivalent amount reported to 
him/her as additional ordinary income. 

If bonus depreciation was allowed on the assets, the contributing partner would find that all of 
excess of the fair value of the asset over its basis on contribution would be allocated back to 
him/her, reduced only his/her share of that gain.  Such a result would effectively remove the 
deferral of gain on contributed assets under §721 to the contributing partner for the most part 
an illusion. 

In the proposed regulations the IRS rules that any such “deemed asset” created by a 704(c) 
remedial allocation will not be eligible for bonus depreciation.10  The IRS reasoning, found in 
the preamble, states: 

Notwithstanding the language of §1.704-3(d)(2) that any method available to the partnership for 
newly purchased property may be used to recover the portion of the partnership’s book basis in 
contributed property that exceeds its adjusted tax basis, remedial allocations do not meet the 
requirements of section 168(k)(2)(E)(ii). Because the underlying property is contributed to the 
partnership in a section 721 transaction, the partnership’s basis in the property is determined by 
reference to the contributing partner’s basis in the property, which violates sections 179(d)(2)(C) and 
168(k)(2)(E)(ii)(II). In addition, the partnership has already had a depreciable interest in the 
contributed property at the time the remedial allocation is made, which is in violation of section 
168(k)(2)(E)(ii)(I) as well as the original use requirement. 

The preamble continues to note that the same rule applies in the case of revaluations of 
partnership property, otherwise referred to as reverse 704(c) allocations. 

The same prohibition on the use of bonus depreciation will apply to the zero basis property rule 
found at Reg. §1.704-19(b)(2)(iv)(g)(3).  As the preamble explains: 

Section 1.704-1(b)(2)(iv)(g)(3) provides that, if partnership property has a zero adjusted tax basis, 
any reasonable method may be used to determine the book depreciation, depletion, or amortization of 
the property. The proposed regulations provide that the additional first year depreciation deduction 
under section 168(k) will not be allowed on property contributed to the partnership with a zero adjusted 
tax basis because, with the additional first year depreciation deduction, the partners have the potential 
to shift built-in gain among partners. 

Property Distributed from a Partnership with Basis Determined Under IRC 
Section 732 

Generally, property distributed by a partnership to a partner ends up with a carryover basis, as 
the IRS explains in the preamble: 

Section 732(a)(1) provides that the basis of property (other than money) distributed by a partnership to 
a partner other than in liquidation of the partner’s interest is its adjusted basis to the partnership 

                                                      

10 Proposed Reg. §1.168(k)-2(b)(3)(iv)(A), Proposed Reg. §1.704-3(d)(2) 

http://www.currentfederaltaxdevelopments.com/
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immediately before the distribution. Section 732(a)(2) provides that the basis determined under section 
732(a)(1) shall not exceed the adjusted basis of the partner’s interest in the partnership reduced by any 
money distributed in the same transaction. Section 732(b) provides that the basis of property (other 
than money) distributed by a partnership to a partner in liquidation of the partner’s interest is equal to 
the adjusted basis of the partner’s interest in the partnership reduced by any money distributed in the 
same transaction. 

In this situation, the proposed regulations provide that this property will not be eligible for 
bonus depreciation treatment when received by the partner.11  As the preamble continues: 

Property distributed by a partnership to a partner fails to satisfy the original use requirement because 
the partnership used the property prior to the distribution. Distributed property also fails to satisfy the 
acquisition requirements of section 168(k)(2)(E)(ii)(II). Any portion of basis determined by section 
732(a)(1) fails to satisfy section 179(d)(2)(C) because it is determined by reference to the partnership’s 
basis in the distributed property. Similarly, any portion of basis determined by section 732(a)(2) or (b) 
fails to satisfy section 179(d)(3) because it is determined by reference to the distributee partner’s basis in 
its partnership interest (reduced by any money distributed in the same transaction). 

Section 734(b) Adjustments 

The Sections 734 and 743 adjustments take place when a partnership either has a §754 election 
in place made in a prior year or makes such an election in the affected year.  In both cases an 
adjustment is computed to take into account some differences between “inside” and “outside” 
basis upon the occurrence of certain transactions. 

The IRS explains a §734(b) adjustment as follows in the preamble: 

Section 734(b)(1) provides that, in the case of a distribution of property to a partner with respect to 
which a section 754 election is in effect (or when there is a substantial basis reduction under section 
734(d)), the partnership will increase the adjusted basis of partnership property by the sum of (A) the 
amount of any gain recognized to the distributee partner under section 731(a)(1), and (B) in the case of 
distributed property to which section 732(a)(2) or (b) applies, the excess of the adjusted basis of the 
distributed property to the partnership immediately before the distribution (as adjusted by section 
732(d)) over the basis of the distributed property to the distributee, as determined under section 732. 

The IRS concludes that a §734(b) adjustment fails to qualify for bonus depreciation because the 
property in question that is receiving the adjustment is property previously owned by the 
partnership.12  The preamble explains: 

Because a section 734(b) basis adjustment is made to the basis of partnership property (i.e., non-
partner specific basis) and the partnership used the property prior to the partnership distribution giving 
rise to the basis adjustment, a section 734(b) basis adjustment fails the original use clause in section 
168(k)(2)(A)(ii) and also fails the used property requirement in section 168(k)(2)(E)(ii)(I). The 
proposed regulations therefore provide that section 734(b) basis adjustments are not eligible for the 
additional first year depreciation deduction. 

                                                      

11 Proposed Reg. §1.168(k)-2(b)(3)(iv)(B) 

12 Proposed Reg. §1.168(k)-2(b)(3)(iv)(C) 
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Section 743(b) Adjustments 

Given that the IRS decided that the bonus depreciation options do not apply to §704(c) 
allocations, reverse §704(c) allocations, property distributed to a partner and to §734(b) 
adjustments, you might assume the same answer would apply to §743(b) adjustments.  But such 
a conclusion would be in error—in this case the IRS allows the use of bonus depreciation for 
the §743(b) adjustment. 

A §743(b) adjustment is what comes to mind most often when CPAs are thinking about a §754 
election.  The IRS explains the situations where a §743(b) adjustment is appropriate in the 
preamble: 

Section 743(b)(1) provides that, in the case of a transfer of a partnership interest, either by sale or 
exchange or as a result of the death of a partner, a partnership that has a section 754 election in effect 
(or if there is a substantial built-in loss immediately after such partnership interest transfer under 
section 743(d)), will increase the adjusted basis of partnership property by the excess of the transferee’s 
basis in the transferred partnership interest over the transferee’s share of the adjusted basis of 
partnership’s property. This increase is an adjustment to the basis of partnership property with respect 
to the transferee partner only and, therefore, is a partner specific basis adjustment to partnership 
property. The section 743(b) basis adjustment is allocated among partnership properties under section 
755.  

But the IRS concludes that, because this being allocated to only a new partner, the taxpayer in 
question does not have a disqualifying prior ownership interest.13 

As stated above, prior to the Act, a section 743(b) basis adjustment would always fail the original use 
requirement in section 168(k)(2)(A)(ii) because partnership property to which a section 743(b) basis 
adjustment relates would have been previously used by the partnership and its partners prior to the 
transfer that gave rise to the section 743(b) adjustment. After the Act, while a section 743(b) basis 
adjustment still fails the original use clause in section 168(k)(2)(A)(ii), a transaction giving rise to a 
section 743(b) basis adjustment may satisfy the used property clause in section 168(k)(2)(A)(ii) 
because of the used property acquisition requirements of section 168(k)(2)(E)(ii), depending on the facts 
and circumstances. 

Because a section 743(b) basis adjustment is a partner specific basis adjustment to partnership 
property, the proposed regulations take an aggregate view and provide that, in determining whether a 
section 743(b) basis adjustment meets the used property acquisition requirements of section 
168(k)(2)(E)(ii), each partner is treated as having owned and used the partner’s proportionate share of 
partnership property. In the case of a transfer of a partnership interest, section 168(k)(2)(E)(ii)(I) will 
be satisfied if the partner acquiring the interest, or a predecessor of such partner, has not used the 
portion of the partnership property to which the section 743(b) basis adjustment relates at any time 
prior to the acquisition (that is, the transferee has not used the transferor’s portion of partnership 
property prior to the acquisition), notwithstanding the fact that the partnership itself has previously used 
the property. Similarly, for purposes of applying section 179(d)(2)(A), (B), and (C), the partner 
acquiring a partnership interest is treated as acquiring a portion of partnership property, and the 
partner who is transferring a partnership interest is treated as the person from whom the property is 
acquired. 

                                                      

13 Proposed Reg. §1.168(k)-2(b)(3)(iv)(D)(1) 
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The preamble continues to note that some rules could still bar the use of bonus depreciation.14  
The preamble notes: 

For example, the relationship between the transferor partner and the transferee partner must not be a 
prohibited relationship under section 179(d)(2)(A). Also, the transferor partner and transferee partner 
may not be part of the same controlled group under section 179(d)(2)(B). Finally, the transferee 
partner’s basis in the transferred partnership interest may not be determined in whole or in part by 
reference to the transferor’s adjusted basis, or under section 1014. 

The preamble also notes that the issue of whether the acquiring party is or is not currently a 
partner in the partnership doesn’t matter. 

The same result will apply regardless of whether the transferee partner is a new partner or an existing 
partner purchasing an additional partnership interest from another partner. Assuming that the 
transferor partner’s specific interest in partnership property that is acquired by the transferee partner has 
not previously been used by the transferee partner or a predecessor, the corresponding section 743(b) 
basis adjustment will be eligible for the additional first year depreciation deduction in the hands of the 
transferee partner, provided all other requirements of section 168(k) are satisfied (and assuming 
§1.743-1(j)(4)(i)(B)(2) does not apply). This treatment is appropriate notwithstanding the fact that 
the transferee partner may have an existing interest in the underlying partnership property, because the 
transferee’s existing interest in the underlying partnership property is distinct from the interest being 
transferred. 

The IRS also rules that an election out of bonus depreciation for classes of property can be 
made independently by the partnership for §743(b) adjustment “property” created during the 
year and the assets the partnership placed in service generally during the year.15 

Finally, the proposed regulations provide that a section 743(b) basis adjustment in a class of property 
(not including the property class for section 743(b) basis adjustments) may be recovered using the 
additional first year depreciation deduction under section 168(k) without regard to whether the 
partnership elects out of the additional first year depreciation deduction under section 168(k)(7) for all 
other qualified property in the same class of property and placed in service in the same taxable year. 
Similarly, a partnership may make the election out of the additional first year depreciation deduction 
under section 168(k)(7) for a section 743(b) basis adjustment in a class of property (not including the 
property class for section 743(b) basis adjustments), and this election will not bind the partnership to 
such election for all other qualified property of the partnership in the same class of property and placed 
in service in the same taxable year. 

Syndication Transactions 

The IRS provides special rules for syndication transactions to avoid allowing a short-term 
holder to claim additional first year depreciation.  Proposed Reg. §1.168(k)-2(b)(3)(v) provides: 

If a lessor has a depreciable interest in the property and the lessor and any predecessor did not previously 
have a depreciable interest in the property, and the property is sold by the lessor or any subsequent 
purchaser within three months after the date the property was originally placed in service by the lessor 

                                                      

14 Proposed Reg. §1.168(k)-2(b)(3)(iv)(D)(2) 

15 Proposed Reg. §1.743-1(j)(4)(i)(B)(1) 



12 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

(or, in the case of multiple units of property subject to the same lease, within three months after the date 
the final unit is placed in service, so long as the period between the time the first unit is placed in service 
and the time the last unit is placed in service does not exceed 12 months), and the user of the property 
after the last sale during the three-month period remains the same as when the property was originally 
placed in service by the lessor, the purchaser of the property in the last sale during the three  
 month period is considered the taxpayer that acquired the property for purposes of applying 
paragraphs (b)(3)(ii) and (iii) of this section. 

As the preamble provides: 

Thus, if a transaction is within the rules described above, the purchaser of the property in the last sale 
during the three-month period is eligible to claim the additional first year depreciation for the property 
(assuming all requirements are met), and the earlier purchasers of the property are not. 

Section: 446 
Automatic Changes Provided for TCJA Small Business Accounting 
Methods 

Citation: Revenue Procedure 2018-40, 8/3/18 

The IRS has now issued guidance on how businesses may obtain automatic consent to change 
accounting methods to use the new “small business” methods contained in the Tax Cuts and 
Jobs Act in Revenue Procedure 2018-40. 

The accounting methods in question are each available to taxpayers with average annual gross 
receipts of $25 million or less for the prior three years.  The affected changes, as described by 
the Revenue Procedure are: 

Section 13102 of “An Act to provide for reconciliation pursuant to titles II and V of the concurrent 
resolution on the budget for fiscal year 2018,” P.L. 115-97 (the “Act”), amended § 448 of the 
Internal Revenue Code (Code) to expand the number of small business taxpayers eligible to use the 
cash receipts and disbursements method of accounting (cash method).  

Section 13102 of the Act also amended the Code to exempt small business taxpayers from  

the requirements to capitalize costs, including for certain home construction contracts, under § 
263A,  

to account for certain long-term contracts under § 460, and  

to account for inventories under § 471.  

Since IRC §446(e) requires taxpayers to obtain the IRS’s consent to change its method of 
accounting for any material item, the procedure provides new automatic changes of accounting 
methods that will enable a taxpayer to make these changes by filing the Form 3115 at the time 
the tax return for the year of change is filed.   

Taxpayers making these changes will use the automatic change procedures found in Revenue 
Procedure 2015-13 and Revenue Procedure 2018-31 as modified this procedure. 

http://www.currentfederaltaxdevelopments.com/
https://www.irs.gov/pub/irs-drop/rp-18-40.pdf
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Small Businesses Changing to the Overall Cash Method 

The change to the cash method is found at Section 2.02(1), adding new section 15.18 to 
Revenue Procedure 2018-31. 

The description of the change added reads: 

(1) Description of change. This change applies to a small business taxpayer, as defined in section 
15.18(5)(a) of this revenue procedure, that wants to change its overall method of accounting from an 
overall accrual method of accounting to the overall cash method of accounting for a trade or business, 
and is otherwise not prohibited from using the overall cash method or required to use another overall 
method of accounting. A small business taxpayer may be required to use a method of accounting (other 
than the cash method) for one or more items of income or expense under certain provisions of the Code 
or regulations, including, for example §§ 475 and 1272. 

This automatic change is available for tax years beginning after December 31, 2017. 

Certain taxpayers are barred from using this procedure: 

• A bank changing to the overall cash/hybrid method.  The bank may be able to change to 
the cash/hybrid method under section 15.12 of Revenue Procedure 2018-31. 

• Farmers changing to the overall cash method.  The farmers should look to section 15.13 of 
Revenue Procedure 2018-31. 

The rule barring a taxpayer from making a change in overall method of accounting within five 
years of a prior change of overall method does not apply for this change, so long as the change 
is requested in the first, second or third tax year beginning after December 31, 2017. 

EXAMPLE 

ABC Distributing, Inc., a C corporation, was required to change its method of accounting to the overall 
accrual method for 2017 as its income exceed the prior $5,000,000 average gross receipt limit.  For 
2018 the average of the prior three years’ revenue is well less than $25 million. 

Despite having changed its overall method in the prior year, under this Revenue Procedure ABC could 
change its method back to the overall cash method in 2018.  Assuming it meets the revenue test, the 
same exception would allow ABC to change its overall method in 2019 and 2020 as well.  However, 
beginning in 2021 the five-year test would again apply—thus ABC could not make this automatic 
change in 2021. 

***** 

The taxpayer filing for this change of method only must complete the following portions of the 
Form 3115. 

(a) The identification section of page 1 (above Part I); 

(b) The signature section at the bottom of page 1; 

(c) Part I; 
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(d) Part II, all lines except line 16; 

(e) Part IV, all lines except line 25; and 

(f) Schedule A, Part I, all lines except lines 3, 4, and 5. 

The procedure provides that the taxpayer makes the change of methods for no longer following 
IRC §263A and not keeping inventories on the same Form 3115. 

The designated change number (DCN) for this change is 233. 

Section 263A Exemption 

New Section 12.16 is added to Revenue Procedure 2018-31 to allow for the following changes 
for a qualifying small taxpayer: 

This change applies to a small business taxpayer, as defined in section 15.18(5)(a) of this revenue 
procedure, that capitalizes costs under § 263A and wants to change to a method of accounting that no 
longer capitalizes costs under § 263A, including to self-constructed assets, pursuant to § 263A(i).  

The change is effective for taxable years beginning after December 31, 2017. 

This change is not available to a taxpayer that choses to no longer capitalize costs under 
IRC §263A for home construction contracts, as that matter is covered under the small 
contractor change. 

The rule barring a taxpayer from making a change in the same item within five years of a prior 
change in that item does not apply for this change, so long as the change is requested in the 
first, second or third tax year beginning after December 31, 2017.  Thus, a retailer that exceeded 
the $10,000,000 gross revenue test first for 2017 (and thus began using §263A methods) can 
change its method back to not using that method in 2018, 2019 or 2020. 

A taxpayer asking for this change fills in the following portions of Form 3115: 

(a) The identification section of page 1 (above Part I); 

(b) The signature section at the bottom of page 1; 

(c) Part I; 

(d) Part II, all lines except line 16; and 

(e) Part IV, all lines except line 25. 

As was noted earlier, this change can be made on the same Form 3115 as a request to change to 
the overall cash method and to cease recording inventories. 

The DCN for this change is 234. 

http://www.currentfederaltaxdevelopments.com/
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Exception from Accounting for Inventories 

This change of method is described as follows in the Revenue Procedure: 

This change applies to a small business taxpayer, as defined in section 15.18(5)(a) of this revenue 
procedure, that wants to change its § 471 method of accounting for inventory items to one of the 
following:  

(a) treating inventory as non-incidental materials and supplies under § 1.162- 3; or  

(b) conforming to the taxpayer’s method of accounting reflected in its applicable financial 
statements, as defined in § 451(b)(3), with respect to the taxable year, or if the taxpayer does 
not have an applicable financial statement for the taxable year, the books and records of the 
taxpayer prepared in accordance with the taxpayer’s accounting procedures. 

The second option is the interesting one—that option is not one provided for by TCJA, but 
rather was added by the IRS. 

But is important to note that using it comes with a caveat.  The Revenue Procedure warns: 

(5) No ruling on method of accounting used. The consent granted under section 9 of Rev. Proc. 2015-
13 for a change made under section 22.19(1)(b) of this revenue procedure is not a determination by the 
Commissioner that the proposed inventory method of accounting is permissible, and does not create any 
presumption that the proposed method is a permissible method of accounting under a provision of the 
Code. The director will ascertain whether the proposed method is permissible under the Code. 

As with the earlier two changes, this automatic change applies to tax years beginning after 
December 31, 2017. 

The rule barring a taxpayer from making a change in the same item within five years of a prior 
change in that item does not apply for this change, so long as the change is requested in the 
first, second or third tax year beginning after December 31, 2017.  

The taxpayer fills in the following portions of Form 3115 when asking for this change: 

(a) The identification section of page 1 (above Part I); 

(b) The signature section at the bottom of page 1; 

(c) Part I; 

(d) Part II, all lines except line 16; and 

(e) Part IV, all lines except line 25 

Once again, this change can be filed on the same Form 3115 as a request to be exempted from 
IRC §263A and to use the overall cash method of accounting. 

The DCN for this change is 235. 

Small Contractor Exemption from IRC §460 

Section 19.01 is added to Revenue Procedure 2018-31.  This change is described as follows: 

This change applies to a taxpayer that, beginning in the year of change, qualifies as a small business 
taxpayer, as defined in section 15.18(5)(a) of this revenue procedure, and (a) wants to change its 



16 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

method of accounting for exempt long-term construction contracts described in § 460(e)(1)(B) from the 
percentage-of-completion method of accounting described in § 1.460-4(b) to an exempt contract method 
of accounting described in § 1.460-4(c), or (b) chooses to stop capitalizing costs under § 263A for 
home construction contracts defined in § 460(e)(1)(A). 

The change applies to long term contracts entered into after December 31, 2017 in tax years 
beginning after December 31, 2017. 

The Revenue Procedure reminds taxpayers that this change only applies to exempt contracts.  If 
the taxpayer has exempt and non-exempt contracts (a contract expected to take more than 2 
years to complete from the beginning of work on the job), the percentage of completion 
method will still have to be used on the non-exempt contracts. 

(3) Inapplicability. A taxpayer can use a method of accounting for its exempt long-term contracts that 
is different from the method used for contracts that are not exempt. Thus, a taxpayer must use the 
percentage-of-completion method of accounting for nonresidential long-term construction contracts entered 
into in the first taxable year that the taxpayer fails the § 448(c) gross receipts test, but must continue 
to use its exempt contract method of accounting for its existing exempt long-term construction contracts. 
Similarly, in the taxable year that a taxpayer first meets the § 448(c) gross receipts test, the taxpayer 
can use a permissible exempt contract method of accounting for long-term construction contracts it 
expects to complete within two years. Rev. Rul. 92-28, 1992-1 C.B. 153. Accordingly, only a 
taxpayer who previously adopted the percentage-of-completion method of accounting for exempt long-term 
construction contracts and wants to change to another permissible exempt contract method of accounting 
is required to request consent to change under this section 19.01. Similarly, a taxpayer that meets the § 
448(c) gross receipts test and enters into a home construction contract that it expects to complete within 
two years requires consent to change its method of accounting to not capitalize costs under § 263A only 
if the taxpayer has previously applied § 263A to home construction contracts exempt from the 
capitalization requirement under § 460(e)(1). 

This change also must be made on the cut-off method.  No §481(a) adjustment is computed.  
Rather, the taxpayer completes its contract open on the first day of the year of change using the 
percentage of completion method and begins using the new method only with contracts entered 
into once the year begins. 

The rule barring a taxpayer from making a change in the same item within five years  of a prior 
change in that item does not apply for this change, so long as the change is requested in the 
first, second or third tax year beginning after December 31, 2017.  

The taxpayer making this change fills in the following portions of Form 3115: 

(a) The identification section of page 1 (above Part I);  

(b) The signature section at the bottom of page 1;  

(c) Part I; 

(d) Part II, all lines except line 16;  

(e) Part IV, line 25; and  

(e) Schedule D, Part I. 

http://www.currentfederaltaxdevelopments.com/
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This change, unlike the others in this Revenue Procedure, does not have a clause allowing it to 
requested on a Form 3115 with any other change request. 

The DCN is 236. 

Other Changes 

The Revenue Procedure makes changes to existing automatic changes that are rendered 
irrelevant by the new changes. 

Existing 481(a) Adjustment 

A taxpayer may be in the middle of the period for recognizing a Section 481(a) adjustment 
creating when changing to a method prior to 2018 that is now being reversed due to the law 
change. 

In that case the IRS provides a choice for the taxpayer as outlined below: 

If a taxpayer is taking into account a § 481(a) adjustment resulting from a prior, but related, change 
in method of accounting at the time it changes its method of accounting described in section 3 of this 
revenue procedure, the taxpayer may account for the prior § 481(a) adjustment separately from the § 
481(a) adjustment required by a change in method of accounting described in section 3 of this revenue 
procedure. For example, a taxpayer that changed from the cash method to an overall accrual method in 
a prior year and was required to take the relevant § 481(a) adjustment into account over four years 
could continue to take into account any remaining adjustment over the appropriate number of years even 
if the taxpayer changes to the cash method in the current year under section 3 of this revenue procedure. 
However, the taxpayer may also choose to combine or net the remaining portion of the prior § 481(a) 
adjustment with the § 481(a) adjustment required by the change in method of accounting made under 
section 3 of this revenue procedure. Any taxpayer choosing to combine or net the § 481(a) adjustments 
indicates this choice in the statement required on Line 26 on the Form 3115, Application for Change 
in Accounting Method, (Rev. December 2015) required to be filed to make the change(s) in method of 
accounting under section 3 of this revenue procedure. 

Non-Automatic Change Request Already Filed with the IRS 

Some taxpayers may have filed a non-automatic change request for these changes out of 
concern that the IRS might not have provided for an automatic change or some other reason.  
The transition rules allow a taxpayer to withdraw such a request. 

Section: 529 
IRS Releases Guidance on Law Changes Related to 529 Plans 

Citation: Notice 2018-58, 7/30/18 

In Notice 2018-58 the IRS clarified various issues related to changes Congress made in the 
PATH Act and the Tax Cut and Jobs Act to §529 Education Savings Plan (a “qualified tuition 
program” or QTP). 

https://www.irs.gov/pub/irs-drop/n-18-58.pdf
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Taking the oldest change first, the IRS clarified some issues related to the ability of a taxpayer to 
return funds to a §529 plan if the taxpayer receives a refund of qualified education expenses.16  
As the IRS notes “This could occur, for example, if the beneficiary were to drop a class mid-
semester.” 

The Notice goes on to describe this provision in the law: 

Section 529(c)(3)(D) provides that the portion of such a distribution refunded to an individual who is 
the beneficiary of a QTP by an eligible educational institution is not subject to income tax to the extent 
that the refund is recontributed to a QTP of which that individual is the beneficiary not later than 60 
days after the date of such refund and does not exceed the refunded amount. Section 529(c)(3)(D) 
applies to refunds received after December 31, 2014. The PATH Act also included a transition rule 
with regard to the deadline for recontributing a refund received after 2014 but before the date of 
enactment (December 18, 2015). Specifically, those refunded distributions are exempt from income tax 
if they were recontributed to the beneficiary's QTP not later than February 16, 2016 (60 days after 
the date of enactment of the PATH Act). 

The IRS had been made aware by QTP administrators of a potential issue with such rollovers: 

The Treasury Department and the IRS are aware of concerns expressed by QTP administrators 
regarding the administrative burdens that would arise if a recontribution of a refunded QHEE is 
treated in the same manner as a rollover under Notice 2001-81 requiring a breakdown of the earnings 
portion of the recontribution. Because the amount is refunded by the eligible educational institution, 
which will have no information regarding the income portion of each tuition payment (whether made 
from a single or multiple QTPs), QTP administrators generally would be unable to determine the 
earnings portion of the recontribution. 

The IRS provides in this Notice that it will provide relief from this problem in upcoming 
guidance: 

Accordingly, the Treasury Department and the IRS intend to issue regulations providing that the entire 
recontributed amount will be treated as principal. This rule of administrative convenience will eliminate 
the burdens associated with determining the earnings portion. Furthermore, because the recontributed 
amount previously was taken into account in applying the overall contribution limit under § 529(b)(6), 
the Treasury Department and the IRS anticipate that the regulations will provide that the recontributed 
amount does not count against the limit on contributions on behalf of the designated beneficiary under § 
529(b)(6). In addition, consistent with § 529(c)(3)(D), the Treasury Department and the IRS 
anticipate that the regulations will confirm that the recontribution must be to a QTP for the benefit of 
the designated beneficiary who received the refund of QHEEs, although the recontribution need not be 
to the QTP from which the distributions for the QHEEs were made. 

The Notice also deals with two provisions found in the law normally referred to as the “Tax 
Cuts and Jobs Act” (TCJA).  The IRS refers to this as the “2017 Act” because the formal title of 
the bill was removed from the Conference Bill due to Byrd Rule issues in the Senate. 

                                                      

16 IRC §529(c)(3)(D) 
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The first TCJA provision relates to rollovers to ABLE accounts.  As the Notice describes this 
provision: 

The 2017 Act added § 529(c)(3)(C)(i)(III) which provides that a distribution from a QTP made 
after December 22, 2017, and before January 1, 2026, is not subject to income tax if, within 60 days 
of the distribution, it is transferred to an ABLE account (as defined in § 529A(e)(6))2 of the 
designated beneficiary or a member of the family of the designated beneficiary. Under § 529(c)(3)(C)(i), 
the amount of any rollover to an ABLE account is limited to the amount that, when added to all other 
contributions made to the ABLE account for the taxable year, does not exceed the contribution limit 
for the ABLE account under § 529A(b)(2)(B)(i), i.e., the annual gift tax exclusion amount under § 
2503(b). 

The IRS announces what they expect to include in the regulations implementing this new 
option: 

In accordance with new § 529(c)(3)(C)(i)(III), the Treasury Department and the IRS intend to issue 
regulations providing that a distribution from a QTP made after December 22, 2017, and before 
January 1, 2026, to the ABLE account of the designated beneficiary of that QTP, or of a member of 
the family of that designated beneficiary, is not subject to income tax if two requirements are satisfied. 
First, the distributed funds must be contributed to the ABLE account within 60 days after their 
withdrawal from the QTP. Second, the distribution, when added to all other contributions made to the 
ABLE account for the taxable year that are subject to the limitation under § 529A(b)(2)(B)(i) (the 
annual gift tax exclusion under § 2503(b)), must not exceed that limitation. Specifically, the 
regulations are expected to provide that the sum of the distribution and all other contributions to the 
ABLE account for the taxable year, other than contributions of the designated beneficiary’s 
compensation as described in § 529A(b)(2)(B)(ii), must not exceed the annual gift tax exclusion for 
that taxable year. Consistent with the longstanding approach of treating direct transfers similarly to 
rollovers in Notice 2001-81, the Treasury Department and the IRS also anticipate that the 
regulations will provide that the same rules will apply regardless of whether such a QTP distribution is 
rolled over to an ABLE account or instead is transferred by a direct transfer from a QTP to an 
ABLE account. 

The Notice goes on to warn about the consequences of exceeding those limits and what the 
regulations will do to attempt to limit the chances of the problem occurring: 

To the extent that a direct transfer (or, in the case of a rollover, a contribution of the distributed 
amount) would cause the contribution limit under § 529A(b)(2)(B)(i) to be exceeded, it would be 
subject to income tax and a 10% additional tax under § 529(c)(6), if applicable. Therefore, the 
Treasury Department and the IRS anticipate that the regulations will require a QTP to prohibit the 
direct transfer of any amount that would cause the limit under § 529A(b)(2)(B)(i) to be exceeded. 
Furthermore, a qualified ABLE program is prohibited from accepting certain contributions in excess of 
the limitations applicable to ABLE accounts, and any violation of those rules could cause the 
designated beneficiary to incur tax, and could impact adversely the ABLE beneficiary's eligibility for 
certain public benefits. 

The regulations will also deal with how a rejected transfer will be treated when funds are 
returned to the QTP: 

The Treasury Department and the IRS encourage the QTP designated beneficiary, in the case of a 
rollover, or the QTP, in the case of a direct transfer, to contact the qualified ABLE program before 
contributing any funds to the ABLE account to ensure that the § 529A(b)(2)(B)(i) limit will not be 
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exceeded. However, the Treasury Department and the IRS anticipate that the regulations will provide 
that, in the case of a direct transfer, any excess contribution that is rejected by the qualified ABLE 
program and returned to the QTP will not be deemed to be a new contribution to the QTP for purposes 
of the § 529(b)(6) contribution limit. 

The IRS also clarifies that the “member of the family” rules will be by reference to the QTP 
rules of §529 rather than the more restrictive family member listing for ABLE accounts: 

Further, the Treasury Department and the IRS anticipate that the regulations will specify that, for 
purposes of identifying the ABLE accounts permitted to receive such a rollover from a designated 
beneficiary's QTP, a member of the family of the designated beneficiary means a member of the family 
as defined in § 529(e)(2), rather than the more limited definition in § 529A(e)(4) that applies for 
purposes of qualified ABLE programs. 

The final issue the Notice deals with is expansion of qualified expenses to include primary and 
secondary education tuition expense.  That provision is summarized by the IRS as follows: 

In addition, the 2017 Act expanded the definition of QHEEs to include tuition in connection with the 
designated beneficiary's enrollment or attendance at an elementary or secondary public, private, or 
religious school. See § 529(c)(7). The 2017 Act also amended § 529(e)(3)(A) to limit the total 
amount of these tuition distributions for each designated beneficiary to $10,000 per year from all QTPs 
of the designated beneficiary. Both amendments apply to distributions made after December 31, 2017. 

The IRS’s expected rules for these amounts are described as follows: 

Consistent with new § 529(c)(7) and (e)(3)(A), respectively, the Treasury Department and the IRS 
anticipate that the regulations will provide that QHEEs include tuition in connection with the 
designated beneficiary's enrollment or attendance at an elementary or secondary public, private, or 
religious school, but that such QHEEs are limited to a total of $10,000 per year per designated 
beneficiary, regardless of the number of QTPs making such distributions for that same designated 
beneficiary. The Treasury Department and IRS intend to issue regulations defining the term 
“elementary or secondary” to mean kindergarten through grade 12 as determined under State law, 
consistent with the definition applicable for Coverdell education savings accounts in § 530(b)(3)(B). 
Coverdell education savings accounts are another type of tax-favored savings account governed under § 
530 and also may be established to pay for tuition and other expenses in connection with enrollment or 
attendance at an elementary or secondary public, private, or religious school. Applying the same 
definition to both a QTP and a Coverdell education savings account will facilitate the allocation of 
expenses between those two accounts as is required by § 530(d)(2)(C)(ii) if a designated beneficiary 
receives distributions from both a QTP and a Coverdell education savings account and those total 
distributions exceed the designated beneficiary's qualified expenses. 

Section: 529A 
Additional Contributions to ABLE Account Rules from TCJA Outlined in 
Guidance from IRS 

Citation: Notice 2018-62, 8/3/18 

The IRS released Notice 2018-62 that describes regulations the IRS plans to issue to clarify the 
rules on increased contribution limits to ABLE accounts enacted as part of the Tax Cuts and 
Jobs Act. 

http://www.currentfederaltaxdevelopments.com/
https://www.irs.gov/pub/irs-drop/n-18-62.pdf


 August 6, 2018 21 

 

The Notice describes these changes as follows: 

The contribution limits and other provisions of section 529A were modified by the 2017 Act. 
Specifically, the 2017 Act amended § 529A(b)(2)(B) to allow a designated beneficiary described in § 
529A(b)(7) to contribute, prior to January 1, 2026, an additional amount in excess of the limit in § 
529A(b)(2)(B)(i) (the annual gift tax exclusion amount in § 2503(b), formerly set forth in § 
529A(b)(2)(B)). This additional amount is set forth in § 529A(b)(2)(B)(ii) and is equal to the lesser 
of  

(I) the designated beneficiary’s compensation as defined by § 219(f)(1) for the taxable year, or  

(II) an amount equal to the poverty line for a one-person household for the calendar year 
preceding the calendar year in which the taxable year begins.  

The 2017 Act also amended the § 529A(b)(2) flush language by adding that the designated 
beneficiary, or a person acting on behalf of the designated beneficiary, is required to maintain adequate 
records to ensure, and is responsible for ensuring, that the requirements of § 529A(b)(2)(B)(ii) are met. 

The 2017 Act added § 529A(b)(7)(A) to identify a designated beneficiary eligible to make such an 
additional contribution as one who is an employee (including a self-employed individual) with respect to 
whom there has been no contribution made for the taxable year to the following:  

a defined contribution plan meeting the requirements of §§ 401(a) or 403(a);  

an annuity contract described in § 403(b); or  

an eligible deferred contribution plan under § 457(b).  

The 2017 Act also added § 529A(b)(7)(B) to the Code, which states that the term poverty line has 
the meaning given in section 673 of the Community Services Block Grant Act (42 U.S.C. 9902). 

The Notice indicates that the beneficiary, and not the ABLE custodian, will be the party 
responsible for assuring that this contribution limit is not exceeded.  The Notice states: 

Consistent with § 529A(b)(2), as amended by the 2017 Act, the Treasury Department and the IRS 
intend to issue proposed regulations that confirm that the employed designated beneficiary, or the person 
acting on his or her behalf, is solely responsible for ensuring that the requirements in § 
529A(b)(2)(B)(ii) are met and for maintaining adequate records for that purpose. In addition, to 
minimize burdens for the designated beneficiary and the qualified ABLE program, the proposed 
regulations are expected to provide that ABLE programs may allow a designated beneficiary to certify 
under penalties of perjury that he or she is a designated beneficiary described in § 529A(b)(7) and that 
his or her contributions do not exceed the limit set forth in § 529A(b)(2)(B)(ii). 

The IRS also announced that the regulations will clarify the poverty line definition found in the 
law as follows: 

The Treasury Department and the IRS intend to issue proposed regulations to clarify that this reference 
to the poverty line means the poverty guidelines updated periodically in the Federal Register by the U.S. 
Department of Health and Human Services under the authority of 42 U.S.C. 9902(2). In addition, 
the poverty guidelines differ by geography; there are separate guidelines for (1) the 48 contiguous states 
and the District of Columbia, (2) Alaska, and (3) Hawaii. Because the poverty guideline that most 
closely relates to the designated beneficiary’s cost of living appears to be the most relevant for the purpose 
of determining the contribution limit, the Treasury Department and the IRS anticipate that the 
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proposed regulations will provide that a designated beneficiary’s contribution limit should be determined 
using the poverty guideline applicable in the state of the designated beneficiary’s residence, rather than 
the guideline applicable in the state in which the designated beneficiary’s ABLE account is established, 
or elsewhere. 

What happens if beneficiary ends up making an excess contribution to the plan?  Given that this 
is likely to happen since the ABLE program itself can’t know that number and, under the 
regulations, would not be responsible for attempting to do so, the IRS provides: 

With the addition by the 2017 Act to allow certain contributions of the designated beneficiary’s 
compensation income, the Treasury Department and the IRS intend to issue proposed regulations to 
also apply the proposed required return of excess contributions to any excess contributions of the 
designated beneficiary’s compensation income. Specifically, the proposed regulations are expected to 
provide that the qualified ABLE program should use the rules set forth in § 1.408-11 to return any 
excess contribution, including any contributions in excess of the limit in § 529A(b)(2)(B)(ii). However, 
because § 529A(b)(2), as amended by the Act, imposes on the designated beneficiary (rather than on 
the qualified ABLE program) the responsibility for ensuring compliance with the limitation on the 
amount of the designated beneficiary’s contributions of compensation income under § 
529A(b)(2)(B)(ii), the proposed regulations are expected to provide that: (i) it will be the sole 
responsibility of the designated beneficiary (or the person acting on the designated beneficiary’s behalf) to 
identify and request the return of any excess contribution of such compensation income; and (ii) for 
purposes of determining the limit on contributions made under § 529A(b)(2)(B)(ii), the qualified 
ABLE program may rely on self-certifications, made under penalties of perjury, of the designated 
beneficiary or the person acting on his or her behalf. 

Given that ABLE programs are created by the various states, the IRS will issue transition rules 
to allow time for the states to take necessary steps (including, if necessary, the passage of 
legislation) to change their programs.  The Notice states: 

The Treasury Department and the IRS are aware that, once final regulations are issued, qualified 
ABLE programs may need to adjust their systems and account documents to be in compliance with 
regulatory requirements. The Treasury Department and the IRS also are aware that, in some cases, a 
necessary change may require state legislative action. Therefore, the regulations are expected to provide 
transition relief with respect to any necessary changes to ensure that the state programs and accounts 
meet the requirements in the regulations, including providing sufficient time after issuance of the final 
regulations in order for changes to be implemented. 

The Notice also provides that taxpayers, pending the issuance of final regulations, may rely on 
the provisions of the Notice related to: 

• Additional Contributions by an Employed Designated Beneficiary; 
• Applicable Poverty Line; and 
• Excess Contributions from the Designated Beneficiary 
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