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NOTE:

This presentation sets out some proposed findings from the work group’s
discussions and from multistate research, summaries of which are on the project
webpage here: Partnership Project Webpage. This information is presented to the
committee for consideration and discussion. All input is welcomed.



https://www.mtc.gov/uniformity/project-on-state-taxation-of-partnerships/

LOOKING TO THE COMING YEAR

MTC STATE TAXATION OF PARTNERSHIPS PROJECT
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BUILDING ON
WHAT WE'VE

DONE

Comprehensive Issue Outline (PDF Here)

Sourcing Income of Investment Partnerships
= White Paper - (PDF Here)
= Draft Model - (PDF Here)

Sourcing Guaranteed Payments for Services

= White Paper (PDF Here)
= Draft Model (PDF Here)

Proposed General Framework -
State Pass-Through Taxation of Partnerships (PDF Here)

Multistate Research on Tiered Partnership Sourcing (PDF Here)



https://www.mtc.gov/wp-content/uploads/2023/01/partnership-outline-Jan-2023.pdf
https://www.mtc.gov/wp-content/uploads/2024/07/White-Paper-on-Investment-Partnerships-5-20-22-DRAFT-8.pdf
https://www.mtc.gov/wp-content/uploads/2024/03/Investment-Partnership-Model-6-15-23-REVISED-6-21-23.pdf
https://www.mtc.gov/wp-content/uploads/2023/12/White-Paper-on-Guaranteed-Payments-Final-Version-October-12-2023-Updated-12-11-23.pdf
https://www.mtc.gov/wp-content/uploads/2023/10/Guaranteed-Payments-Model-Rule-Discussion-Draft-October-12-2023.pdf
https://www.mtc.gov/wp-content/uploads/2023/10/General-Framework-of-State-Pass-Through-System-October-13-2023.pdf
https://www.mtc.gov/wp-content/uploads/2024/07/Multistate-Research-on-Tiered-Partnerships-July-2024.pdf

SOURCING PARTNERSHIP INCOME: L
TIERED STRUCTURES & SPECIAL ALLOCATIONS '« «

MTC STATE TAXATION OF PARTNERSHIPS PROJECT




ATTRIBUTION
PRINCIPLE

Fundamental to the pass-through system.
See IRC Sec. 702.

Information about items that would affect their
tax treatment (“character”) is determined at
the level of the partnership that first
recognizes those items and is then attributed

to the partners’ own distributive share of those
partnership items.

Based on all our research so far — attribution
would also apply to state sourcing information
unless states provide otherwise.




SOURCING QUESTION #1 -
APPORTIONABLE VS NON-APPORTIONABLE

= Two-Step Process -

® Question 1: Relationship of Items to the Partnership

Ask - would items of income that are earned or incurred directly by
a partnership be considered non-apportionable to that partnership
under general state rules? If not—go to question 2.




SOURCING QUESTION #1 -
APPORTIONABLE VS NON-APPORTIONABLE

® Two-Step Process -

® Question 2: Relationship of Distributive Share to the Partner
If the items would be considered apportionable income to the
partnership then ask - would the distributive share be considered
apportionable or non-apportionable to the partner?



POSSIBLE OUTCOMES AND ANSWERS

= 1. What if the item is non-apportionable to the partnership?

Short Answer: Items that are non-apportionable to the partnership are non-
apportionable to the partners.

Longer Answer: Under the attribution principle, the tax character of items of
partnership income, including whether they are apportionable or non-apportionable,
is determined at the partnership level. This information is then attributed to the
distributive share of those items allocated to partners. The role of the partner or the

relation of the partner’s distributive share to that partner does not affect sourcing of
these non-apportionable items.



POSSIBLE OUTCOMES AND ANSWERS

= Example - ltems Non-Apportionable to the Partnership -

m Assume:

®m Corp Partner is a controlling GP in Partnership so that Corp Partner’s distributive
share would generally be apportionable to that partner.

® Partnership owns real property located in State X that is not a part of the
partnership’s business.

m Under state rules, Partnership would treat any rents from the real property as
non-apportionable rents and source them to State X.

= That character as non-apportionable rents and their sourcing is attributed to the
partner’s distributive share of those rents—which would cause them to be
sourced to State X.
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POSSIBLE OUTCOMES AND ANSWERS

= 2 What if the item is apportionable to the partnership but the
distributive share would be non-apportionable to the partner?

= Short Answer: The item would be sourced using apportionment at the partnership
level and this sourcing would be attributed to the partner’s distributive share.

= Longer Answer: The character of the item as apportionable, determined at the
partnership level, would also determine the source of that item. This sourcing
information would then be attributed to the partner’s distributive share of that
income or item. This sourcing determination would not be affected by whether the
relationship of the distributive share to the partner is non-apportionable income.
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POSSIBLE OUTCOMES AND ANSWERS

m Example — Apportionable to the Partnership but Non-Apportionable to the Partner

®= The partnership has apportionable income, 50% of which would be sourced to State X
under that state’s apportionment rules.

m The distributive share of that income is non-apportionable income to the partner.

= The source of the income, determined by the partnership, would be attributed to the
distributive share so that the partner would report 50% of that distributive share to
State X.

®= Note: This is consistent with the draft model for sourcing investment partnership income.
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POSSIBLE OUTCOMES AND ANSWERS

m 3. What if the item is apportionable to the partnership and the
distributive share is also apportionable to the partner?

= Answer: There are two ways states may source these items of income:
m See the answer to 2 above (sourced at the partnership level), or

® States may use “blended apportionment” in some circumstances.
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BLENDED

APPORTIONMENT

= What is it?

= |f a partner is a corporation or other business, including
another partnership, that sources income using
apportionment, then -

= The partner includes its distributive share of the
partnership income in its own apportionable income and
also includes a share of the partnership factors in its
apportionment factors when apportioning that income.
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KINDS OF
QUESTIONS
POSED BY

BLENDED
APPORTIONMENT

sHow?

m\When?”?



BUT FIRST ... WHY?

= Simple Example:

m Assume:

State A has no income tax. State B has an income tax and requires combined filing.
Parent Corp and Sub-1 (a subsidiary) are domiciled in State A.

Parent Corp forms Sub-2 - also domiciled in State A.

Parent Corp and Sub-2 form a Partnership.

Partnership does business in State A and State B but all of its receipts - $10 million - are
sourced to State B.

Partnership also pays an “administrative fee” to Sub-1 - reducing its income to $0 and
creating receipts for Sub-1 that are sourced to State A.

17



Parent

Partnership
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RESULTS - NO BLENDED APPORTIONMENT

= Parent, Sub-1, and Sub-2 file a group return combining income and receipts.
= Since Partnership has $0 income, the distributive share to Parent and Sub-2 is $0.

® Sub-1 would include the administrative fee from Partnership in its income and receipts - but
those receipts would be sourced to State A.

= Assume the Group has $1 million in combined income and $10 million in receipts - all
sourced to State A

= Group would report $0 income to State B.
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RESULTS - WITH BLENDED APPORTIONMENT

®m Parent, Sub-1, and Sub-2 file a group return combining income and receipts.
m Since Partnership has $0 income, the distributive share to Parent and Sub-2 is $0.

m Sub-1 would include the administrative fee from Partnership in its income and receipts - but
those receipts would be sourced to State A.

m Assume the Group has $1 million in combined income and $10 million in receipts - all
sourced to State A.

= BUT - the group would also include the partners’ share of Partnership receipts - $10 million -
sourced to State B
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RESULTS - WITH BLENDED APPORTIONMENT (CONT’D)

Group’s Share of Partnership Factors Sourced to State B $10,000,000
Group’s Total Factors (including Partnership factors) $20,000,000
Apportionment Factor for State B 50%
Group’s Own Income $1,000,000
Group’s Income Apportioned to State B $500,000

= So the group would report $500,000 in income to State B.

(But see also “Other How Questions” below.)
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IS BLENDED APPORTIONMENT THE ANSWER?

®m Short Answer — We're still in the early stages of evaluating that.

® Longer Answer - There are a number of how and when questions. We believe
that it will also be necessary to have anti-abuse rules and other detailed rules to
support the sourcing of income in complex structures.
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HOW QUESTION EXAMPLE

® What is a partner’s “share” of partnership factors?

m Use of blended apportionment requires that there be a rule for
how partners determine their shares of the partnership factors.

= |n examining this issue—we also need to remember that a
partner’s distributive share may include special allocations.
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

® QOption 1: Ratio = Partner’s “Interest in the Partnership.”

= [RS regulations under IRC Sec. 704(b) provide for the
determination of a partner’s “interest in the partnership”

m But this is a complex concept, does not necessarily equate
with a partner’s share of capital, may be difficult to
determine, and may also be subject to dispute.

= Often there is not enough reported information on returns
to make this determination.

24




HOW DO YOU DETERMINE THE SHARE OF FACTORS?

= And what if -

m A partner’s interest in the partnership is determined to be 10%.

= The partner contributes property with a built-in gain and the
partnership later sells the property recognizing that gain.

= |f, under Subchapter K rules, that built-in gain is required to be
allocated 100% to the contributing partner, then should that
partner’s share of factors somehow reflect this?
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

= Option 2: Ratio = Partner’s Capital to Total Partnership Capital

= Following the determination of capital accounts under
IRC Subchapter K and as reported on returns.

= Note that capital accounts must be properly maintained
and there are complex rules for doing so.
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

= Example-

m Corp Partner’s capital account is 50% of the partnership
total capital.

= Partnership has $10 million of receipts, 50% of which - or
$5 million - are sourced to State X.

m Corp Partner would include 50% of these State X receipts -
or $2.5 million - in its State X receipts factor, along with its
own State X receipts.
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

= But what if-

® While Corp Partner’s capital account is 50% of partnership capital,

it has agreed with its partners that it will be allocated 80% of the
partnership income.

® |n that case, does it make sense to only include 50% of the factors
giving rise to that income?

® Also - this approach has the same issue as Option 1 above.
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

® Option 3: Ratio = Partner’s Amount of Distributive
Share to Total Partnership Income

® Determine the partner’s distributive share from the
partnership and compute the ratio to total partnership
distributive share.

= Will need to address how guaranteed payments may
affect this calculation.
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

® Assume the same facts as in the what-if under
Option 2 above -

®m Corp Partner is allocated 80% of partnership income.

= Partnership has $10 million of receipts, 50% of which - or
$5 million - are sourced to State X.

®m Corp Partner would include 80% of these State X receipts -
or $4 million - in its State X receipts factor, along with its
own State X receipts.
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

= But what if-

® Corp Partner has agreed with its partners that it will receive
a special allocation of a particular type of loss.

® |n the tax year in which that loss occurs, the partnership
has net income, but Corp Partner’s distributive share is a
net loss.

= Question—How do you determine the ratio of a negative
number to a positive number?
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

= Option 4: Ratio is Determined Using the Distributive
Share Approach on a Per-Item Basis

®= The receipts from which the partner’s distributive share of an
item Is derived are attributed to the partner based on the
distributive share of the related item.

® S0, in the example under Option 3 above, you would look through
to the proceeds from the sale that resulted in the loss specially
allocated to the partner and include those receipts in Corp
Partner’s receipts factor.

= Problem—doesn’t work great for property or payroll factors.
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HOW DO YOU DETERMINE THE SHARE OF FACTORS?

® Option 5: Some Combination of the Other Options

m Use a simpler approach in certain circumstances.
m Use more complicated approaches when necessary.

® For states that still use property and payroll factors—
there may need to be special rules for those factors.
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OTHER “HOW”
QUESTIONS

= What do you do with related party transactions?

m |s there a need for state anti-abuse rules?

m  Example - special allocations that have no economic effect
beyond changing the collective state tax that would otherwise
be owed.

m  Example - intercompany transactions between tiered partners
and partnerships or corporate partners in a corporate group
that may shift income.

= Example - using partnerships to shift the sourcing of built-in
gains from one state to another.

= How do these sourcing rules impact withholding, composite
returns, and PTE taxes?
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AND THEN THE
WHEN QUESTIONS

= When should blended apportionment be
applied?

® Are there limits on the use of blended
apportionment?
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COMING “SOON”

IN-PERSON PARTNERSHIP TRAINING - JANUARY 13-15, 2025 IN NEW ORLEANS
WE WILL BE ASKING FOR INPUT ON ISSUES TO BE COVERED
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