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New Jersey’s related-member addback provision has five
statutory exceptions, but only one is really worthy of com-
ment. After all, taxpayers with facts that fall squarely within
the ‘‘3 percent’’ exception, the guarantee exception, or the
foreign treaty exception will be entitled to such exception.
Taxpayers that fall even slightly outside these exceptions are
unlikely to convince auditors that an exception should
apply. But taxpayers may have an easier time convincing the
Tax Court of New Jersey that the unreasonable exception —
the only exception that has been successfully asserted in tax
court — applies.

Since 2002, interest deductions allowable for federal
corporate income tax purposes have been disallowed (that is,
required to be added back to income for corporation busi-
ness tax purposes) if the recipient of the interest payment is
a related member. Recognizing that there are many circum-
stances in which paying interest to a related member is not
the result of tax avoidance and should be allowed, the State
Legislature adopted five exceptions that would allow a tax-

payer to retain the benefit of the deduction.1 Under the
unreasonable exception, the related-member interest ex-
pense addback requirement does not apply if the taxpayer
establishes by clear and convincing evidence, as determined
by the division, that the disallowance of a deduction is
unreasonable.2

Most Multistate Businesses Will Fail the
3 Percent Exception

The related-member interest expense addback does not
apply if the taxpayer establishes by clear and convincing
evidence that it satisfies the 3 percent exception (aka the ‘‘no
one ever qualifies for this exception’’ exception). The excep-
tion applies when the intercompany lending arrangement
was not entered into to avoid taxes, interest payments were
made on arm’s-length terms, the payee included the interest
income in the measure of tax it reported to New Jersey or
another state or country, and the rate of tax applied to the
payee’s interest income is within 3 percentage points of the
taxpayer’s New Jersey rate of tax.3 So far, audits and litiga-
tion have focused on the meaning of the phrase ‘‘rate of tax’’
and whether interest income was in the measure of tax.

While a reasonable person could read the statute to mean
that the 3 percent exception will apply when the payee is
subject to tax in a jurisdiction with a rate of tax of at least 6
percent (because New Jersey’s corporate tax rate is 9 per-
cent), neither the division (in its regulations and during
audits) nor at least one tax court judge (in the unpublished
decision Beneficial New Jersey v. Director of Taxation4) has

1N.J. Stat. Ann. section 54:10A-4(k)(2)(I); N.J. Admin. Code
section 18:7-5.2(a)(1)(xviii); N.J. Admin. Code section 18:7-5.18.

2N.J. Stat. Ann. section 54:10A-4(k)(2)(I); N.J. Admin. Code
section 18:7-5.18(a)2.

3N.J. Stat. Ann. section 54:10A-4(k)(2)(I); N.J. Admin. Code
section 18:7-5.18.

4N.J. Tax. Docket No. 009886-2007 (Aug. 31, 2010). The facts at
issue in BNJ’s addback exception claim were relatively straightforward.
BNJ made loans to customers. To finance those loans, BNJ borrowed
money from its parent company, HSBC Finance Corp., and deducted
the interest payments on its loans in arriving at its taxable income. The
division argued that the interest payments had to be added back under
New Jersey’s interest addback provisions.
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interpreted ‘‘rate of tax’’ to mean tax rate.5 Instead, both
interpreted the term to mean an effective tax rate computed
by multiplying the company’s allocation factor by the other
state’s tax rate.6 In fact, the court reached that conclusion
even though the payee in Beneficial included its interest
income in its tax base in 17 states with tax rates ranging from
1 percent to 10.84 percent.

Now-retired Judge Raymond A. Hayser justified his in-
terpretation on the basis that an ‘‘effective tax rate is more
representative of the extent to which a government actually
taxes a taxpayer as it takes into account the amount of
income attributable to that state by virtue of an apportion-
ment formula or allocation factor.’’ Because Beneficial New
Jersey (BNJ) had a 100 percent New Jersey apportionment
factor, its rate of tax was 9 percent (that is, 100 percent x 9
percent = 9 percent). As such, the payee’s interest income
had to be subject to a rate of tax in a single state (its
apportionment percentage multiplied by the state’s tax rate)
of 6 percent or higher.

While interpreting rate of tax to mean effective tax rate is
inconsistent with the plain language of the statute — at least
until the tax court (or an appellate court) renders a differing
opinion7 — the division’s audit teams will continue to deny
the 3 percent exception unless a taxpayer meets its require-
ments based on the payee’s and payer’s effective tax rates.

Have Losses or Subject to a Minimum Tax?
Expect the Division to Assert That You Fail the

3 Percent Exception

Even if a payee’s effective tax rate would be close enough
to the taxpayer’s effective tax rate to satisfy the 3 percent
exception, the taxpayer must still demonstrate that the
payee’s interest income is in the measure of tax. Based on the
recent New Jersey Tax Court decision, Morgan Stanley & Co.

v. Director, Division of Taxation,8 the interest payer may fail
that requirement if the payer and payee were in the same
combined report (resulting in intercompany eliminations)
or if the group was in a net loss position (causing it to pay
only a minimum tax).

Unlike the straightforward facts in Beneficial, the facts in
Morgan Stanley are like stepping into the Minotaur’s laby-
rinth because the tax court had to consider the treatment of
multiple streams of interest from various transactions and a
cash management arrangement. However, for purposes of
the court’s analysis of the 3 percent exception, it is enough
to know that the taxpayer, Morgan Stanley & Co.
(MS&Co), made interest payments to a related entity, Mor-
gan Stanley (MS). MS filed a New York combined franchise
tax return that included MS&Co. The interest income and
expenses were both reflected on the New York return, and
the combined group’s effective rate in New York was within
three points of MS&Co’s New Jersey effective rate; however,
because the group was in a loss position, MS paid only a
$1,500 minimum tax to New York.

The tax court agreed with the division’s denial of
MS&Co’s application of the 3 percent exception. The de-
nial was based primarily on the impact of the intercompany
elimination, but the court’s position was based primarily on
the fact that the group paid only a minimum tax and not a
tax computed on income.9 Both positions raise concerns
and ought to be reconsidered. Further, the court’s position
appears to directly conflict with the division’s regulations,
which provide that a payee can be subject to tax in another
state, ‘‘regardless of whether a tax was actually paid on the
related member.’’10

Further, the tax court’s position implies that whenever a
payee is in a loss position in another state, the taxpayer will
be unable to rely on the 3 percent exception. That is a highly
problematic result, particularly because the addback statute
was intended to address tax avoidance and the mere fact that
a payee is in a loss position is irrelevant to New Jersey tax
avoidance. However, unless the court’s analysis in Morgan
Stanley is challenged in a cross-appeal, we can assume that
New Jersey audit teams will continue to deny application of
the 3 percent exception when the payee’s income is elimi-
nated in a combined report or the payee pays tax on an
alternate tax base or is in a loss position.11

5Also, because the taxpayer in the more recent decision, Morgan
Stanley & Co. v. Director, Division of Taxation, N.J. Tax. Docket No.
007557-2007 (Oct. 29, 2014), apparently did not dispute that the
applicability of the 3 percent exception is calculated using effective tax
rates, the tax court applied that method in its decision.

6N.J. Admin. Code section 18:7-5.18(a)(4)(viii); Beneficial, N.J.
Tax., Docket No. 009886-2007.

7Beneficial is an unpublished tax court opinion, and as such, has no
precedential value. (Rule 1:36-3.) Even if Beneficial was a published
opinion, it would still be possible to challenge the analysis and conclu-
sions if a taxpayer filed a claim in tax court and was assigned to a
different judge, which is inevitable, because the judge who decided
Beneficial has retired. The court has eight judges, and unless those
judges issue an en banc opinion, they are free to disagree with one
another and have done so in the past. See Judge Harold A. Kuskin’s
opinion in Suecharon v. Director, Division of Taxation, 20 N.J. Tax. 371
(2002) (respectfully disagreeing with Judge Vito L. Bianco’s conclu-
sion in Heico Corp. v. Director, Division of Taxation, 20 N.J. Tax. 106
(2002)). See also Bianco’s opinion in Chicago Five Portfolio LLC v.
Director, Division of Taxation, 24 N.J. Tax. 342 (2008) (respectfully
disagreeing with Kuskin’s conclusion in Wells REIT 11-80 Park Plaza
LLC v. Director, Division of Taxation, 24 N.J. Tax. 98 (2008)).

8N.J. Tax., Docket No. 007557-2007 (Oct. 29, 2014).
9The division’s position is consistent with its regulations, which

state that the interest expense must be taxed in a non-unitary state for
an exception to the related-member interest addback to apply and
provide a specific example disallowing an addback exception when the
payer and payee of the interest are in a combined return in another
state. N.J. Admin. Code section 18:7-5.18(a)5, Example 5.

10N.J. Admin. Code section 18:7-5.18(a)1.(iii).
11Because the taxpayer in Morgan Stanley ultimately prevailed

based on the unreasonable exception to the addback requirement, the
taxpayer cannot file an appeal to the New Jersey Appellate Division.
However, if the division appeals the tax court’s judgment in favor of
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Typical Lending Transactions Unlikely to
Qualify for the Guarantee Exception

The guarantee exception (also sometimes referred to as
the conduit exception) recognizes the relatively common
practice of centralized borrowing wherein one corporation
obtains financing from third-party lenders and pushes down
the debt to affiliates.12 Related-member interest expense
need not be added back if the taxpayer establishes that it
paid interest to a related member who in turn paid interest
to a third-party lender and the taxpayer guarantees the
third-party debt.13 The latter requirement — that the tax-
payer guarantee the third-party debt — has placed that
exception out of reach for many taxpayers.

The taxpayer in Beneficial argued that it met the guaran-
tee exception because it indemnified HSBC on the under-
lying debt that HSBC owed to third parties. As proof of the
guarantee, BNJ relied on a funding agreement that was not
executed until after the years at issue. The tax court found
that the funding agreement was wanting, noting that the
parties to the agreement were only BNJ and HSBC, the
agreement did not include the third-party lenders, and BNJ
and HSBC could unilaterally withdraw from the agreement
at any time. Also, the funding agreement did not contain the
word ‘‘guarantee.’’

In comments to 2003 regulations, the division acknowl-
edged that guaranteeing a debt to a third party might be
difficult in practice and the result can be achieved when the
borrower structures a new loan to the affiliate rather than
having the affiliate guarantee the third-party debt.14 How-
ever, in that circumstance, the division warned that the loan
and related documents are subject to examination on the
basis of arm’s-length principles.15 During audits, the divi-
sion has advised that intercompany lending is only at arm’s
length if there is profit potential for the lender. In other
words, if ParentCo borrows funds from third parties at a rate
of 3.5 percent and then charges affiliates at the rate of
LIBOR + 1 percent, the loans will be considered to be arm’s
length only when LIBOR + 1 percent is higher than 3.5
percent. That the rate to affiliates is tied to an external index
or that it is normal business practice to tie the rate to an
external index would be irrelevant in the division’s view.

So the guarantee exception may be available when there is
a specific guarantee by the taxpayer to the third-party lender
or when the rate paid by the taxpayer on a new loan from the

related member is objectively higher than the rate paid by
the related member to the third-party lender. Otherwise, the
division is not likely to allow the exception.

Unreasonable Exception to the Rescue
Say your company has failed the 3 percent exception and

the guarantee exception — all is not lost, as the unreason-
able exception can be asserted when the other exceptions are
not satisfied.

Even though the taxpayer failed to prove eligibility for
the 3 percent exception in Beneficial, the tax court agreed
that BNJ met the unreasonable exception. The court deter-
mined that denying BNJ the benefit of its interest deduc-
tions was unreasonable because its intercompany borrowing
had economic substance, had a valid business purpose (that
HSBC could borrow from third parties at a lower rate than
could BNJ), and tax was paid on the payee’s interest income
as evidenced by inclusion in taxable income in 17 states.
Thus, BNJ was entitled to deduct its payments to HSBC.

Taxpayers should take heed, however, that when evaluat-
ing eligibility for the unreasonable exception based on facts
similar to BNJ’s, some audit teams have treated 17 states as
the minimum number of states in which the payee’s interest
income must be included. Of course, nothing in the tax
court’s decision indicates that 17 is the magic number of
states needed to qualify for the unreasonable exception or
that the court’s decision should be applied so literally.

The court in Beneficial further determined that the sce-
narios described as unreasonable in the division’s guidance
were too limited16 and that allowing the exception only
under those narrow scenarios was akin to rewriting the
statute — something the division is not authorized to do.
Following the issuance of Beneficial, the division released
new guidance on its interpretation of the unreasonable
exception.17 According to the division, in addition to the
facts described in Beneficial, the unreasonable exception can
be satisfied if a taxpayer has both a receivable and a payable
from the same entity that results in both interest income and
interest expense. In that case, the division will permit the
interest income and interest expense to be netted so only the
excess of interest expense over interest income will be subject
to the addback. Also, if a taxpayer is involved in a cash sweep
cash management system with its related members, the
unreasonable exception may apply. However, to qualify for
that requirement, all cash must be handled through the cash

Morgan Stanley based on the application of the unreasonable excep-
tion, then the taxpayer can challenge the tax court’s interpretation of
the subject to tax exception in a cross-appeal. As of the date of this
article, the time for the division to file an appeal had not begun to run
because the tax court has not issued the final appealable.

12Assembly Budget Committee Statement to A 2501 (June 27,
2002), at 3.

13N.J. Stat. Ann. section 54:10A-4(k)(2)(I); N.J. Admin. Code
section 18:7-5.2(a)1.xviii; 18:7-5.18(a).3.ii.

1435 N.J. Reg. 1573, 1574 (Apr. 7, 2003).
15Id.

16As described in Beneficial, the division recognized only two
scenarios that could qualify for the unreasonable exception: (1) when a
taxpayer can demonstrate double taxation in New Jersey with the
related party to which it pays interest, and (2) when a taxpayer shows
that its corporate group has a centralized cash management system.
According to Hayser, the situations recognized by the division as
qualifying for the unreasonable exception were not the ‘‘alpha and
omega’’ of unreasonable situations.

172010 Notice: Corporation Business Tax Add Back of Interest
Expense; TAM 2011-13 (Feb. 24, 2011).
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sweep structure, and the cash manager must charge arm’s-
length interest rates and make a profit on its cash sweep
margins.

Perhaps the most interesting development in this area is
the basis for the tax court’s granting of summary judgment
for the taxpayer in Morgan Stanley. In addition to asserting
that it met the 3 percent exception, MS&Co argued that it
was entitled to the unreasonable exception.18 The court
recognized that MS&Co ‘‘went to great lengths to provide
certifications and documents’’ to demonstrate its qualifica-
tion for the unreasonable exception. Apparently, however,
the division failed to consider (or perhaps to even review)
the taxpayer’s offers of proof. The court considered that
failure to be an abuse of the division’s discretion and allowed
the unreasonable exception, even though the court ac-
knowledged that, had the division reviewed the facts and
circumstances, ‘‘it may very well be that a determination
may have been made that those facts and circumstances did
not support a deduction.’’ The tax court in Morgan Stanley

also gave some examples of situations that might qualify for
the unreasonable exception: unfair duplicative taxation; a
technical failure to qualify under one of the statutory excep-
tions; an inability or impediment to meet the requirements
because of legal or financial constraints; an unconstitutional
result; and a demonstration that the transaction for all
intents and purposes is an unrelated loan transaction.

Conclusion

After the taxpayer win in Morgan Stanley, some may
question whether New Jersey’s related-member interest add-
back requirement, like the state’s old throwout rule, has
fallen by the wayside, thus undoing the bulk of New Jersey’s
2002 ‘‘loophole’’ closing tax reform legislation. However,
like the fate of the throwout rule,19 the holding in Morgan
Stanley, as of the date of this article, remains subject to
appeal. So while it is premature to ring addback’s death
knell, it is a good time to consider how to document and
present support for your unreasonable exception.20 ✰

18Although the taxpayer in Morgan Stanley ultimately qualified for
the unreasonable exception, the tax court rejected the taxpayer’s argu-
ment that all it needed to show to qualify for the unreasonable
exception was a valid nontax business purpose and economic sub-
stance. The court disagreed, finding that ‘‘something more’’ must be
demonstrated in proving the ‘‘unreasonableness’’ of the interest add-
back.

19Lorillard Licensing Co. LLC v. Director, Divison of Taxation, N.J.
Tax., No. A-2033-13T1 (Jan. 14, 2014) (appeal pending).

20The discusssion in this article may have applicability to the
separate addback requirement that applies to interest expenses and
costs and intangible expenses and costs under N.J. Stat. Ann. section
54:10A-4.4, which also recognizes an unreasonable exemption.
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