Here are answers to the questions submitted during the U of | Tax School’s webinar 2015 lllinois Tax
Update, held on January 26, 2016.

Please note: While we have made every attempt to ensure that the information contained in these
responses has been obtained from reliable sources, we are not responsible for any errors or omissions, or
for the results obtained from the use of this information. In no event will we be liable to you or anyone
else for any decision made or action taken in reliance on the information in this site or for any
consequential, special or similar damages, even if advised of the possibility of such damages.

Certain links connect to websites maintained by third parties over whom we have no control. We make
no representations as to the accuracy or any other aspect of information contained in these websites.

Contractor Filing Questions

Attachment of Documents

Q. Regarding contractor filing - can a copy of the 1099-MISC be used as a .pdf attachment to the online
report to DOL?

A. No, no tax documents or other forms may be submitted with the online filing. See
https://www.illinois.gov/idol/Laws-Rules/CONMED/Pages/ECA.aspx

Q. Contractor filing: Is this in addition to Form 1099-MISC?

A. Yes.

Entities That Must Report

Q. Are LLCs exempt from Contractor reporting? Additionally, for contractor filing - if contractor
operates as S-corp or LLC - are they still required to file if they have other individuals, sole prop. or p-
ps perform services for them?

A. A contractor must include an LLC or corporation in the report if that corporation or LLC is not a “bona
fide” corporation or LLC (as defined in Administrative Rule 240.110). They are generally exempt,
however. For links to the guidance and Administrative Rule 240.110, see
https://www.illinois.gov/idol/Laws-Rules/CONMED/Pages/Public-Advisory-ECA.aspx

This link is also helpful in supplementing Admin. Rule 240.110: http://thehtrc.com/2014/eca-employee-
illinois-reporting-requirement

Q. What is the definition of a contractor?
A. Administrative Rule 240.110 states:

"Contractor" means any individual, sole proprietor, partnership, firm, corporation, limited liability
company, association or other legal entity permitted by law to do business within the State of Illinois
who engages in construction as defined in the Act. Contractor includes a general contractor and a
subcontractor. [820 ILCS 185/5]
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Purpose of the Filing Requirement and Use of Information

Q. Re: contractor filing, is this information going to be provided to Illinois Dept of Employment
Security for assessing unemployment taxes on the non-employee payee? Please explain the purpose
behind the new filing.

A. The misclassification of a subcontractor as an independent contractor instead of an employee is the
driving force behind the filing requirement. Detecting and assessing unpaid employment-related taxes
associated with those subcontractors who have been incorrectly classified as an independent contractor
is one of the purposes behind this filing requirement. See http://thehtrc.com/2014/eca-employee-
illinois-reporting-requirement

Q. Does the contractor filing apply to anyone who files 1099-MISC to a subcontractor?

A. This IL filing requirement is separate from the requirement to issue a Form 1099-MISC. Accordingly,
one does not depend upon the other.

Questions on Other Issues

Q. Have there been any changes to the companies whose dividends are non-taxable in IL? Is there a
list of the applicable businesses somewhere?

A. Under the High Impact Business program, you can subtract out dividends of approved companies
from IL income so that there is no IL tax on those dividends. Yes, there is a list (but it has become
increasingly difficult to obtain). Usually, the corporation will send the shareholder a letter indicating
that the corporation has been approved. The list itself does not appear to be available online, but the
state agency to contact (that administers this program) is here:
http://www.illinois.gov/dceo/ServicesGuide/SitePages/Search.aspx

Q. | heard a report the 2016 tax rates are going back up, is that true?

A. There has been some discussion of this due to the lack of a state budget (and lower rates have
apparently contributed to this difficulty). See http://www.reuters.com/article/illinois-tax-
idUSLIN13Y21120151209

Q. Does the Federal government share payroll (941) information with states?

A. Under IRC §6103(d), the IRS will share tax information (including payroll tax information, when
necessary) with state tax agencies. However, the state agency must make the request for information in
writing and the request must be signed by an authorized official. If IDOR wants IRS payroll tax
information pertaining to a taxpayer, IDOR may obtain it.

Q. During 2014 | was an lllinois part-year resident. During 2015, | paid real estate taxes for my 2014
personal residence. Am | qualified on my 2015 nonresident lllinois tax return to claim a real estate tax
credit?

A. Generally, yes. The rules associated with a part-year resident who sells an IL home (but still pays taxes
for part of the year) are found on Page 3 of IL Publication 108, which is found here:
http://www.revenue.state.il.us/publications/pubs/pub-108.pdf
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Q. Presenter indicated April 15 filing deadline. IRS has deadline of April 18 because "tax day" is on
Saturday. What is lllinois deadline this year?

A. The due date is usually April 15, but the due date for 2015 returns is April 18, 2016.

Q. Are you aware of any updates on the requirement of seed companies having to charge sales tax on
cover crops that are sold to farmers--should be exempt from tax due to ag use, but has been some
rumblings that the state doesn't see it.

A. This issue has been evolving for a while now. According to the lllinois Farm Bureau, the seeds are still
exempt and an exemption certificate should be obtained. See http://farmweeknow.com/story-il-
revenue-revises-sales-tax-status-cover-crop-seeds-0-134731. For more detailed information (because
there appears to be nothing about this issue on the IDOR website), Rae Payne, Sr. Director of Business
and Regulatory Affairs, may be contacted on this issue at 309-557-3276 or at rpayne@ilfb.org.

Q. Are foreign pensions taxable in lllinois?

A. Pensions received from other countries are not excluded from income for IL tax purposes and are
therefore taxable. For further guidance on IDOR’s position on this, see
http://www.revenue.state.il.us/Legallnformation/LetterRulings/it/2013/IT-13-0003.pdf

Q. Book says maximum QTIP election is $1.43 mil, not $1.45.

A. The maximum IL QTIP election is $1.43 million for 2015. The maximum for 2016 is $1.45 million. The
difference is due to the indexing of the federal lifetime exemption (from $5.43 million in 2015 to $5.45
million in 2016).

Q. How do you practically set up a state QTIP without a Fed QTIP?

A. To do so, you make the IL election on Form 700 (but do not make the federal election on Form 706 or
otherwise). This will result in a state election but no federal election.

Q. The rates you indicated at the beginning of webinar - are those rates the same as the nonresident
w/h for pass throughs?

A. The rates vary depending on the nature of the nonresident. See Schedule K-1-P(3), lines 13 and 16 for
the applicable rates. Schedule K-1-P(3) is found here:
http://www.revenue.state.il.us/taxforms/IncmCurrentYear/Business/Miscellaneous/Schedule-K-1-P-

3.pdf

Q. Client owns stock in a C-Corp in lllinois. He lives in Montana. He sells his shares to the other two
owners. Does he have to file a nonresident return for the capital gains?

A. This issue was addressed by IDOR in a General Information Letter in 2012. Several definitions, facts
and circumstances come into play in determining whether the gain is apportionable to IL. The General
Information Letter also refers to the relevant applicable rules, which is helpful because you can review
them to determine if there are any updates since 2012 (but IDOR indicated that a pure stock sale,
without more by the taxpayer to connect that sale to Illinois, would not result in IL tax). The General
Information Letter may be accessed here:
http://www.revenue.state.il.us/Legallnformation/LetterRulings/it/2012/IT-12-0009.pdf
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Q. Is it true that lllinois does not allow a credit for tax paid on gambling winnings in another state?
A. Correct. No IL credit is allowed for winnings from another state on which tax has been withheld.

Q. Can the Angel Tax credit be addressed?

A. This is another incentive program administered by the lllinois Department of Commerce. For an
overview of the Angel Investment Credit program, see
http://www.illinois.gov/dceo/ExpandRelocate/Incentives/taxassistance/Pages/Angellnvestment.aspx

Additional information on this program may be requested from the email address dedicated to this
program: Angellnvestment@illinois.gov

Q. If the beneficiary of a charitable trust moves from lllinois, is the income subject to lllinois State tax?

A. Frequently, charitable trusts are irrevocable (so I’'m assuming this is the case with this particular one
without knowing more about it). As a starting point, under IL law, an irrevocable trust is considered a
resident of lllinois if the grantor was domiciled in lllinois at the time the trust became irrevocable. 35
ILCS 5/1501(a)(20)(D). Accordingly, where the beneficiary lives is not the deciding factor under this rule.
A review of the Linn case (Linn v. Dept. of Revenue, 2013 IL App (4™) 121055) may be helpful here to
determine if the facts of that case, and the constitutional limitations noted therein, apply to the specific
facts of this charitable trust. The trust in Linn was an inter vivos trust. This is still an emerging area of
trust taxation, but the case may apply to the taxation/residency of this charitable trust.

Q. Can you direct me to someone who could answer this payroll tax question? Auctioneer was audited
by the lllinois Department of Unemployment and now is required to pay unemployment on
individuals (other auctioneers and individuals reported on 1099s). These individuals are in business
for themselves, advertise etc. How will the lllinois determination affect the treatment of these
individuals for federal and other lllinois payroll withholding? Are they required to change their
reporting method (i.e. 1099 to W-2s)?

A. Whether or not the other auctioneers are employees or independent contractors depends upon the
degree of control over them that exists. There is an IRS “20 Factor Test” (Rev. Rul. 87-41). The relevant
Illinois law seems to mirror the basic aspects of the IRS rules. See
https://www.illinois.gov/idol/FAQs/Pages/ECAFAQ.aspx

Regardless of the IL Dept. of Unemployment determination, the federal reporting will be determined by
the 20 factors used by the IRS. If these individual auctioneers are, indeed, independent contractors, it
may be possible that the IL Dept. of Unemployment was incorrect in their determination.
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Q. It is my understanding if the taxpayer has a home in IL and takes the homestead exemption they
are an IL resident regardless of other evidence. Who bears the responsibility for withholding IL tax for
an employee who lives in FL but works in IL part of the year...employer or employee? You might also
mention the Maryland case that was in favor of the taxpayer with regard to taxation by multiple
states.

A. The Homestead Exemption is not entirely dispositive on the issue of residency, but it is certainly very
strong and compelling evidence because it is, in fact, only used for a principal residence (and it serves as
a taxpayer statement that they are, in fact, an lllinois resident). While other factors may still be
considered, it would likely be very difficult to overcome the Homestead Exemption in many cases. See
https://www.isba.org/sections/statelocaltax/newsletter/2010/06/imanonresidentofillinoismaybe

With respect to multistate employees, it is generally the employer that has an obligation to adhere to
any state’s tax withholding obligations where their employees work (in the absence of a reciprocal
agreement between the employer’s state and the state in which the employee works). It does not
appear that lllinois has a reciprocal agreement with Florida (see
http://www.revenue.state.il.us/individuals/filingrequirements/ This means the employee pays resident
tax on the income earned in their “home state” and nonresident tax for the state in which they are away
from home working. The employee’s home state may provide them with a credit for the out-of-state
income taxes paid on wages.

The Maryland case | believe you’re referring to is Comptroller of the Treasury of Maryland v. Wynne. The
issue in this case was that Maryland was providing a credit for taxes paid in other states at the state
level, but not at the county level for the county in Maryland in which the taxpayer lived. This partial
credit regime (allowing a state credit but not a county credit) was deemed a violation of the Commerce
Clause of the U.S. Constitution. For a discussion of this case, see
http://www2.deloitte.com/content/dam/Deloitte/us/Documents/Tax/us-tax-mts-alert-supreme-court-
rules-maryland-individual-income-tax-scheme-unconstitutional-5222015.pdf

Q. | read that the withholding for nonresident S Corp shareholders is treated as a distribution but is
ignored for rules regarding disproportionate distributions, i.e. second class of stock. Is this true or
must resident shareholder's also take a distribution?

A. Differences in state tax withholding requirements among S corporation shareholders will not cause
the “single class of stock” or “proportionate distribution” rule to be violated. See Treas. Reg.§1.1361-

1(1)(2) i)
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Gambling Income
Q. Given the recent Wynne decision, is it constitutional for IL to not allow a credit for taxes paid to
other states on gambling income from another state?

A. The problem in Wynne involved the State of Maryland only providing a partial credit (a credit at the
state level but not at the county level), which was held by the Supreme Court to be a Commerce Cause
violation because it discouraged interstate business while encouraging intrastate (i.e., within Maryland
itself) business. Whether the Wynne case directly applies to the Illinois gambling tax rule remains to be
seen in an actual litigation setting (if someone challenges that lllinois rule). States do have some
Constitutional flexibility in whether to provide a credit or not (as long as it is done within certain
parameters under the Constitution). For an overview of this highly complex area of law (still emerging
and developing, as the Wynne case attests), see
http://www.house.leg.state.mn.us/hrd/pubs/ss/clssnonr.pdf

Q. If you gamble in Indiana they do withhold IN tax on IL residents. Can a credit be used for taxes paid
to other states?

A. Generally, if Indiana withholds the tax, the only state that will provide credit to an Illinois resident for
that tax is Indiana. If the lllinois resident has other Indiana income and files an Indiana return, they can
report the amount of Indiana tax paid on their Indiana return. However, as discussed, there is no lllinois
credit for that Indiana tax on that person’s lllinois return.

Q. Can't you itemize this credit from another state on your Schedule A as a write off?

A. Yes, state income taxes shown on a Form W-2G may be itemized on Schedule A along with other state
taxes actually paid. See page 3 (third column) of the Schedule A instructions:
https://www.irs.gov/pub/irs-pdf/i1040sca.pdf

Q. Does lllinois allow a deduction for accounting for gambling on a sessions by session basis?

A. lllinois follows federal guidance on the issue of calculation of winnings; CCA Memorandum AM 2008-
11 is the best federal guidance on this issue. See https://www.irs.gov/pub/irs-utl/am2008011.pdf.
There may be considerable uncertainty about what constitutes a “session” or “transaction” particularly
with the various types of gambling the taxpayer may engage in. See the discussion on “Calculation
Methodology for Wins and Losses” in the following article: http://access.massbar.org/blogs/marc-
lovell/2016/01/03/new-ma-tax-rules-for-gambling-income# ftnref12

Even the notion of whether the amount initially bet should be deducted from winnings is still a subject
of debate, and forms part of the issues addressed in the federal notice of proposed rulemaking, REG-
132253-11. See this article for additional details (this NPRM has not yet been finalized):
http://news.cchgroup.com/index.php/tax-headlines/federal-tax-headlines/irs-proposes-regulations-on-
information-reporting-of-gambling-winnings-nrpm-reg-132253-11/

Q. How long has this been true about not getting credit for tax paid to another state?

A. Without tracing the legislative history on this point, it has been the rule for at least the past three
years (which may be helpful if you’re considering whether amendments may be advisable for any
reason).
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Q. What about the person who wins? What taxes are due?

A. The winner reports the gambling income on their regular tax return for the year in which winnings
were received. On that return, they can claim the amount of any tax withheld by the gambling
establishment as an amount of tax already paid for the year (and this is indicated on Form 1040, line 64).

Sales Tax Questions
Q. On the Internet, is the service of “hosting” applicable for IL sales tax?

A. Currently, lllinois sales tax generally only applies to tangible property. There is not a service-based
sales tax in lllinois. For an example of IDOR’s analysis of sales tax issues in this area, you may find the
following two IDOR private letter rulings interesting:
http://www.revenue.state.il.us/Legallnformation/LetterRulings/st/2009/ST090103.pdf

http://www.revenue.state.il.us/Legalinformation/LetterRulings/st/2015/ST-15-0016.pdf

For apportionment purposes, lllinois has considered hosting as a “service”:

https://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/assets/pwc-illinois-cloud-
computing-characterized-services-sales-fact.pdf

Questions Relating to Examples
Q. For example 8, how is $ 285k IL tax computed?

A. Footnote 38 references a document from the IL Attorney General. Page three of that document
shows that a 2015 decedent with an estate of S5 million owes $285,714 in lllinois estate tax.

Q. In example number 14, which form is the $1,378 submitted with?

A. Per page one of the Form IL-1120-ST Instructions, the amounts are paid with the return (Form IL-
1120-ST), with Form IL-505-B, or voluntarily prepaid with Form IL-516-1 or Form IL-516-B.

Q. Example 14 of the IL-1120-ST appears to give the S corp. credit for the $1,378 pass-through
withholding payment that the corporation owes to lllinois. This appears incorrect.

A. The example presumes that the S corporation prepaid the withholdings earlier in the year although it
was not specified.

Illinois Tax Procedural Issues

Q. How does a pass-through entity know/prove that individuals are IL nonresidents and are therefore
required to withhold state tax? Is there an IL Form to use for the individual
Partner/Shareholder/Beneficiary to certify they are an IL resident?

A. To the best of our knowledge, there is no form or certification to declare that an individual is a
resident of lllinois. It is up to the entity to determine who is a nonresident.
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Q. Why is IDOR rejecting returns with NLD's attached? I should clarify my question: IDOR is
disallowing the NLD's, not rejecting the entire returns. Any idea why?

A. An NLD should be allowed in 2015 unless the carryforward period is over. This may be a client specific
issue that we don’t have enough information to answer.

Q. In reference to an lllinois nonresident, would filing a zero income lllinois 1040 provide any audit
protection for purposes of the statute of limitations?

A. Generally, the filing of a state tax return will start the clock running on the 3-year limitations

period. This is the case in lllinois Income Tax Act, Sec. 903 [35 ILCS 5/903]; Income Tax Act, Sec. 905 [35
ILCS 5/905] ; 86 lll. Adm. Code Sec. 100.9320). It appears that there would NOT be any exception for a
“zero” return (unless fraud is involved) and it should serve as a complete return just as any other (same
as federal rule).

Partnership Returns and Personal Service Subtraction

Q. IL Form 1065, line 26 deduction for personal service income-We have an LLC treated as a
partnership and the IL auditor disallowed this deduction. Is there any guidance or statute that defines
what can and cannot be included in this deduction? Any news on the personal service subtraction on
IL-1065?

A. Section 203(d)(2)(H) of the Illinois Income Tax Act (“lITA” ; 35 ILCS 5/203(d)(2)(H)) allows a
partnership to deduct: Any income of the partnership which constitutes personal service income as
defined in Section 1348(b)(1) of the Internal Revenue Code (as in effect December 31, 1981) or a
reasonable allowance for compensation paid or accrued for services rendered by partners to the
partnership, whichever is greater. Section 1348 refers to IRC §911(b) for the definition of earned
income. Perhaps some of the income did not fit the definition in §911.

To the best of our knowledge, there has not been anything new on the personal service subtraction.

Miscellaneous
Q. Why is there a W-2G withholding line on an S corp return (Form 1120-ST)?

A. We are puzzled by this as well. The only possible explanation we came up with was that a professional
gambler might set up an S corporation for his/her gambling income.
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