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Overview

● 27 states have enacted passthrough entity taxes (PETs) 
since 2017 that allow partnerships and S corporations to 
elect into paying an entity-level income tax, with partners 
and shareholders receiving offsetting individual-level state 
income tax credits

● Promoters of PETs believe that the entity-level taxes and 
offsetting credits will (somehow) allow passthrough owners 
to circumvent the $10,000 SALT cap under the Tax Cuts 
and Jobs Act



Overview

● The problem: Under the plain text of TCJA and 
longstanding statutes and regulations, the $10,000 SALT 
cap clearly applies to all state and local income taxes 
regardless of whether those taxes are paid at the entity 
level or the individual owner level

● In other words: The PET workaround doesn’t work



Overview

● Puzzle: Notwithstanding clear statutory and regulatory text to the 
contrary, the IRS has blessed the PET workaround in informal 
guidance

○ Why?

1. Legal explanations

2. Political explanations 



1. Horizontal equity: Relative to passthrough owners, wage-earners are 
getting a raw deal

2. Distortions: Preferential treatment of passthrough owners exacerbates 
the tax system’s bias against employer-employee relationships

3. Revenue consequences: PETs will cost the federal government tens of 
billions of dollars in revenue between now and 2026.

4. Rule of law: Treasury and IRS are ignoring the plain text  

Overview
Why Should You Care?



A Tale of 2 SALT Workarounds

1. State/local charitable credits

2. Passthrough entity taxes (PETs)
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State/Local Charitable Credits

● Example: New York

○ Individuals who contribute $1 to state-designated 
charity would receive state tax credit of 85¢

■ Attractive to high-bracket itemizers who otherwise 
would run into the $10k SALT cap

● For top-bracket taxpayer, $1 contribution → 
federal charitable contribution deduction 
worth 37¢ + state tax credit worth 85¢ ($1.22 
total)



State/Local Charitable Credits

● Did it work?



State/Local Charitable Credits
Pre-2017

● Did it work?

○ Yes

○ Chief Counsel Advice 20110501 explicitly said that a 
taxpayer could make a contribution to a state 
charitable fund, receive a state tax credit, and treat 
the contribution as a charitable contribution 
deductible under § 170 without reducing the 
deduction for the “quid pro quo” benefit of the tax 
credit



● Why it mattered:
○ Alternative minimum tax avoidance
○ First Amendment/Blaine Amendment arbitrage

State/Local Charitable Credits
Pre-2017



State/Local Charitable Credits
Pre-2017







● Under regulations proposed in August 2018 and finalized in 
June 2019, if taxpayer receives a state/local tax credit 
worth >15% of the amount of a charitable contribution, the 
credit will be treated as a return benefit (or “quid pro 
quo”) that reduces the taxpayer’s federal charitable 
contribution deduction

State/Local Charitable Credits
Treasury’s Response



● Treasury regulations killing the charitable credit workaround 
were a reasonable exercise of agency discretion

○ I.R.C. §§ 164 and 170 did not require the credit-killing 
regulations (Treasury could have rolled over)

○ But: I.R.C. § 7805 gives Treasury the authority to 
promulgate the credit-killing regs

■ I.R.C. § 7805(a): “[T]he Secretary shall prescribe all 
needful rules and regulations for the enforcement 
of this title ….”

State/Local Charitable Credits
Observations



● Treasury had good reasons for adopting the credit-killing 
regulations, even though it required Treasury to reject 
pre-TCJA IRS guidance and even though it involved 
drawing an arbitrary line in the sand at 15%

○ Treas. Dec. 9864 emphasized 2 reasons:

1. “Significant federal tax revenue losses”

2. “ Would undermine the limitation on the 
deduction for state and local taxes in section 
164(b)(6)”

○

State/Local Charitable Credits
Observations



A Tale of 2 SALT Workarounds

1. State/local charitable credits

2. Passthrough entity taxes (PETs)





Passthrough Entity Tax (PET)

● Example: New York

○ Partnerships and S corporations elect into paying entity-level tax 

○ Partners/S corporation shareholders receive offsetting credit 
against individual-level state income tax 

Passthrough entity taxable income Passthrough entity tax

$2 million or less 6.85% x taxable income

>$2 million but ≤$5 million $137,000 + 9.65% x excess over $2 million

>$5 million but ≤$25 million $426,500 + 10.3% x excess over $5 million

>$25 million $2,486,500 + 10.9% x excess over $25 million



Passthrough Entity Tax (PET)

● Does it work?



Text (unchanged by TCJA)
I.R.C. § 164
(a) General Rule 
Except as otherwise provided in this section, the following taxes shall be allowed as a 
deduction for the taxable year within which paid or accrued:

(1) State and local, and foreign, real property taxes.

(2) State and local personal property taxes.

(3) State and local, and foreign, income, war profits, and excess profits taxes.

(4) The GST tax imposed on income distributions.

In addition, there shall be allowed as a deduction State and local, and foreign, taxes not 
described in the preceding sentence which are paid or accrued within the taxable year in 
carrying on a trade or business ….
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(a) General Rule 
Except as otherwise provided in this section, the following taxes shall be allowed as a 
deduction for the taxable year within which paid or accrued:

(1) State and local, and foreign, real property taxes.

(2) State and local personal property taxes.

(3) State and local, and foreign, income, war profits, and excess profits taxes.
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In addition, there shall be allowed as a deduction State and local, and foreign, taxes not 
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Observation: Income taxes paid or accrued in carrying on a trade or business are 
taken into account under § 164(a)(3), not under the flush text



(b)(6) … In the case of an individual and a taxable year beginning after December 31, 
2017, and before January 1, 2026—

… the aggregate amount of taxes taken into account under paragraphs (1), (2), and 
(3) of subsection (a) … for any taxable year shall not exceed $10,000 ….

The preceding sentence shall not apply to any foreign taxes described in subsection (a)(3) 
or to any taxes described in paragraph (1) and (2) of subsection (a) which are paid or 
accrued in carrying on a trade or business ….

Text (added by TCJA)
I.R.C. § 164



(b)(6) … In the case of an individual and a taxable year beginning after December 31, 
2017, and before January 1, 2026—

… the aggregate amount of taxes taken into account under paragraphs (1), (2), and 
(3) of subsection (a) … for any taxable year shall not exceed $10,000 ….

The preceding sentence shall not apply to any foreign taxes described in subsection (a)(3) 
or to any taxes described in paragraph (1) and (2) of subsection (a) which are paid or 
accrued in carrying on a trade or business ….

Observation: State and local income taxes paid or accrued in carrying on a trade or 
business are subject to the $10,000 cap

● Foreign taxes described in § 164(a)(3) are exempt
● Real/personal property taxes paid/accrued in carrying on a trade/business 

are exempt
● Taxes other than foreign taxes that are described in § 164(a)(3) and that are 

paid/accrued in carrying on a trade/business are subject to cap

Text (added by TCJA)
I.R.C. § 164





Passthrough Entity Tax (PET)
IRS’s Response



● Subchapters K and S distinguish between items that factor 
into non-separately stated taxable income and separately 
stated items

● An item must be separately stated if separate treatment 
could affect the tax liability of any partner/shareholder 
(Treas. Reg. § 1.702-1(a)(8)(ii); I.R.C. § 1366(a)(1)(A))

● If a deduction is subject to an individual-level limitation, 
then it must be separately stated

○ E.g.: Charitable contribution deductions must be 
separately stated

Passthrough Entity Tax (PET)
Non-Separately vs. Separately Stated Items



● So the non-separate vs. separate statement question is just 
a rehash of the initial question: Are state and local income 
taxes paid or accrued in carrying on a trade or business 
subject to the $10,000 SALT cap?

Passthrough Entity Tax (PET)
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● So the non-separate vs. separate statement question is just 
a rehash of the initial question: Are state and local income 
taxes paid or accrued in carrying on a trade or business 
subject to the $10,000 SALT cap?

○ And the answer is (clearly) yes!

Passthrough Entity Tax (PET)
Non-Separately vs. Separately Stated Items 



● Legal explanations?

● Political explanations?

Passthrough Entity Tax (PET)
How To Explain the IRS’s Position?



1.  Prior IRS guidance 

○ Rev. Rul. 58-25: City of Cincinnati partnership tax—computed on 
the basis of partnership’s net profits from business conducted in 
Cincinnati—is deductible in computing non-separately stated 
taxable income of partnership

○ Text: I.R.C. § 62 allows above-the-line deductions that are 
“attributable to a trade or business carried on by the taxpayer” 
other than “the performance of services … as an employee”

○ Upshot: Partnership can claim deduction at entity level and 
partner can claim standard deduction at the individual level

How To Explain the IRS’s Position?
Legal Explanations?



● But: Revenue Ruling 58-25 addresses I.R.C. § 62, not I.R.C. § 
164(b)(6) 

○ $10,000 cap under I.R.C. § 164(b)(6) clearly applies to 
state and local income taxes paid or accrued in 
carrying on a trade or business, even if those taxes are 
deductible above-the-line under I.R.C. § 62   

How To Explain the IRS’s Position?
Legal Explanations?



2.  Legislative history

○ H.R. Rep. No. 115-466, at 260 n.172: “[T]axes imposed at the 
entity level, such as a business tax imposed on pass-through 
entities, that are reflected in a partner’s or S corporation 
shareholder’s distributive or pro-rata share of income or loss 
on a Schedule K–1 (or similar form), will continue to reduce 
such partner’s or shareholder’s distributive or pro-rata share of 
income as under present law.”

● But: Begs the key question—whether state/local income taxes 
paid/accrued in carrying on a trade or business are reflected in 
the partner/shareholder’s distributive share of income/loss

How To Explain the IRS’s Position?
Legal Explanations?





How To Explain the IRS’s Position? Legal Explanations?
Legislative History



2.  Legislative history

● Also: “[W]e do not resort to legislative history to cloud a statutory 
text that is clear.” Ratzlaf v. United States, 510 U.S. 135, 147–48 
(1994) (Ginsburg, J.)

How To Explain the IRS’s Position?
Legal Explanations?



● Trump administration
○ Catering to high-income passthrough owners 

● Biden administration
○ Also catering to high-income passthrough owners 

■ Hertel-Fernandez and Skocpol (2015): Passthrough owners 
(organized as “small business” lobby) have emerged as 
major force driving policy positions for both parties

○ Responding to concerns of high-tax blue states regarding tax 
flight

○ Reducing revenue estimate for SALT cap repeal/reform

How To Explain the IRS’s Position?
Political Explanations?



● Rescind Notice 2020-75!

● Promulgate regs clarifying that income taxes paid or 
accrued in carrying on a trade or business are 
subject to the $10k cap

● And if Congress doesn’t like that, it should revise the 
law

What Should Treasury and the IRS Do 
Now?


