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 Chapter 1 
 SALT Workaround Passthrough Entity Taxes 

 SALT Workaround Passthrough Entity Taxes 
 Learning Objectives 

 After completing this unit, participants will be able to: 

 ●  Explain the objective of state passthrough entity taxes and why it may be in a client’s best 
 interest to pay the tax even if not required to do so 

 ●  Apply Notice 2020-75 to speci�c states’ passthrough entity taxes and determine the impact on 
 federal tax paid 

 ●  List the states which have enacted a passthrough entity tax 

 In the Tax Cuts and Jobs Act (TCJA) Congress imposed a $10,000 cap for deductions of state and local 
 taxes not related to a trade or business or a §212 activity on Schedule A.  E�ective in 2022 the state of 
 Arizona will allow partnerships and S corporations to elect to pay an entity level tax for which each 
 partner or S corporation shareholder will receive a credit against their Arizona taxes. 

 For purposes of this manual, we’ll refer to S corporation shareholders and partners in eligible 
 passthrough entities as  equity holders. 

 I’ve been involved in tax discussion groups in a few states in recent years where these taxes have been 
 implemented, �rst in New Jersey, then in Minnesota, Illinois and California.  The most signi�cant 
 problems CPAs have consistently run into in dealing with this tax in each of the states in the year the tax 
 comes into the law is failing to recognize the importance of both complying with the speci�c federal 
 rules found in Notice 2020-75 to obtain the tax bene�ts of a passthrough tax and, separately, being sure 
 to understand any particular actions necessary to validly elect to pay the passthrough tax required by the 
 state law in question. 

 One key thing to remember is that all of the tax bene�ts received will come from a reduction in federal 
 income taxes paid by the partners or shareholders.  At best the partners or shareholders will, indirectly 
 via the partnership or S corporation and directly via their personal returns, pay the same amount or 
 even potentially more tax to the state of Arizona than they would have without the election. 

 Paying more to Arizona is acceptable so long as the federal tax savings from using the program is greater 
 than any Arizona tax cost.  You do not want to make the error of deciding the election should not be 
 made if the entire credit cannot be used on Form 140. 
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 Working Around the SALT Cap 
 Shortly after Congress enacted the $10,000 limit on the deduction of most state and local taxes on 
 Schedule A, various states began to come up with various ideas about how to blunt the impact of the 
 federal law change for those in the state impacted by this law change. 

 Tax Credits for Charitable Contributions to State 
 Controlled Funds 

 A number of states took note of the fact that the IRS had issued a 2011 chief counsel advice  1  allowing 
 taxpayers to claim a charitable contribution deduction in full for donations to charities where a taxpayer 
 got a credit against their state income taxes for a percentage (which is 100% in Arizona) of the charitable 
 contribution. 

 While such credits were most often given for contributions given to charities that were not controlled 
 by the state, there were credits that were for funds given to state-controlled funds--including Arizona’s 
 own Military Family Relief Fund credit, where the fund is administered by the Arizona Department of 
 Veterans Services. 

 Based on that ruling the states argued that funds they set up to direct funds to various programs such as 
 schools, health care and the like should get the same treatment. 

 But the IRS announced when these programs were �rst announced that the agency would take action 
 to bar deductions in these programs.  Most likely the states in question reasoned that there was no way 
 the IRS could win a court challenge on the matter so long as it continued to allow deductions for all of 
 the pre-existing programs. 

 But Treasury did do what the states believed the agency wouldn’t do, and took the position that the 
 changes in the law found in the Tax Cuts and Jobs Act meant that CCA 201105010’s reasoning no 
 longer was valid.  Treasury ruled that all such programs had to be treated as quid pro quo contributions 
 with the deductions disallowed to the extent of the bene�ts received, if the donor received an excessively 
 large bene�t if the tax credit exceeded 15% of the amount contributed.  In TD 9864 the IRS put in 
 place regulations that directly targeted these credits. 

 1  CCA 201105010, October 10, 2020, 
 https://www.taxnotes.com/research/federal/irs-private-rulings/legal-memorandums/irs-rules-on-deductibility-of-payments- 
 to-charities%2c-state-agencies/1fgqx?h=201105010  (Retrieved  July 29, 2022) 
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 New York’s Payroll Tax Program - Too Complex to Be 
 Workable 

 New York state came up with a program that the IRS never issued guidance on to  shut it down--but 
 which virtually no one used.  New York created an optional payroll tax that employers could pay on 
 their employees’ wages.  Those employees would then get a payroll tax credit against their New York 
 state income taxes. 

 As should be clear, the fact that the tax reduction goes to the employees but money is paid by the 
 employer created a number of obstacles to this program taking o�.  It might make sense for a 
 corporation whose only employees are the owners of the business and their relatives, but for non-related 
 employees this only works for the employers if the employees take a pay cut. 

 The pay cut math would, in theory, have been advantageous for the employees but a) it’s tough to sell 
 employees on believing their employer’s o�er to cut their pay is really for their bene�t, b) if the 
 employer has employees out of state, that could lead to New York employees being paid less than those 
 doing identical work in neighboring state o�ces of the employer, complicating employee relations even 
 more and c) even if the employees go along with this, the entire system will push the cost of compliance 
 onto the employer for bene�ts that all accrue to the employees. 

 The good news was that the IRS never did take action to shut this down.  But the bad news was that 
 almost no employers and employees in New York took advantage of this program. 

 Connecticut’s Passthrough Entity Tax-the Golden 
 Workaround 

 The approach of using an entity level tax as the basis of a SALT workaround was �rst enacted by the 
 state of Connecticut shortly after the passage of the TCJA. 

 The law’s sponsors noted that the TCJA SALT cap allowed a full deduction for taxes imposed on a 
 business.  IRC §164(b)(6), enacted as part of TCJA, provides: 

 (6) Limitation on individual deductions for taxable years 2018 through 2025. In the case of an 
 individual and a taxable year beginning after December 31, 2017, and before January 1, 2026 -- 

 (A) foreign real property taxes shall not be taken into account under subsection (a)(1), 
 and 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
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 (B) the aggregate amount of taxes taken into account under paragraphs (1), (2), and 
 (3) of subsection (a) and paragraph (5) of this subsection for any taxable year shall not 
 exceed $10,000 ($5,000 in the case of a married individual �ling a separate return). 

 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 (emphasis added)  or an activity  described in section 212. For purposes of 
 subparagraph (B), an amount paid in a taxable year beginning before January 1, 2018, with 
 respect to a State or local income tax imposed for a taxable year beginning after December 31, 
 2017, shall be treated as paid on the last day of the taxable year for which such tax is so 
 imposed. 

 As well, prior to TCJA there were pre-existing entity level income taxes on passthrough entities, such as 
 California’s 1.5% tax on S corporation income.  Traditionally advisers had treated that tax as a business 
 tax that entered into the calculation of net income from the trade or business carried on by the S 
 corporation. The IRS has not challenged this treatment to force these taxes to be separately stated and 
 deducted on the individual’s Schedule A. 

 In fact, in Revenue Ruling 58-25 the IRS had previously ruled a similar tax was deductible by the 
 passthrough entity in computing non-separately stated income.  In Notice 2020-75, the IRS described 
 this ruling as follows: 

 Revenue Ruling 58-25, 1958-1 C.B. 95, holds that a Cincinnati, Ohio tax imposed upon and 
 paid by a partnership on the net pro�ts of the partnership's business conducted in Cincinnati 
 was deductible in computing the taxable income or loss of the partnership. The ruling holds 
 that “any tax imposed upon and paid by a partnership on the net pro�ts of its business 
 conducted in Cincinnati is deductible in computing the taxable income of the partnership and 
 the partners are not precluded from claiming the standard deduction.” Thus, the partners’ 
 distributive shares of the net pro�ts tax were not separately stated and the partners' distributive 
 shares of the partnership's non-separately stated income or loss, which re�ects a deduction for 
 the tax paid by the partnership, could be taken into account by the partners in computing 
 adjusted gross income under section 62 of the Code, not as itemized deductions.  2 

 The Connecticut tax on passthrough entities was one that every Connecticut partnership and S 
 corporation was required to pay, with each partner or S corporation shareholder obtaining a tax credit 
 based on his/her share of the tax paid at the entity level that would be used to reduce the equity holder’s 
 Connecticut state income tax liability, with any excess refunded. 

 So why is this to the taxpayer’s advantage to pay such a tax.  Let’s let look at a simpli�ed example. 

 EXAMPLE 
 Weʼll assume that the taxpayer is a married couple with $300,000 of income entirely from an S corporation 
 K-1, has property taxes on personal residences of $20,000, would pay estimated state income taxes of 

 2  Notice 2020-75, November 9, 2020,  https://www.irs.gov/pub/irs-drop/n-20-75.pdf  (retrieved November 9, 2020) 
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 $20,000 if no election had been made, has no other itemized deductions.  The federal tax rate will be a flat 
 25% and the state imposes a 7.5% rate both on individual taxable income and for its passthrough entity tax. 

 Here is a side-by-side comparison that shows making the election will result in a $5,625 net savings 

 No Passthrough 
 Tax 

 Passthrough 
 Tax Election 

 Federal income tax 

 S corporation income  $ 300,000  $ 277,500 

 Total Adjusted Gross Income  300,000  277,500 

 Itemized Deductions 

 Real estate taxes  20,000  20,000 

 Estimated taxes  20,000  0 

 Deductible taxes a�er TCJA cap  10,000  10,000 

 Net itemized deductions  10,000  10,000 

 Greater of standard deduction or itemized  25,900  25,900 

 Taxable income  $ 274,100  $ 251,600 

 Federal tax at 25%  $ 68,525  $ 62,900 

 State income tax 

 Federal AGI  $ 300,000  $ 277,500 

 Add back state tax  0  22,500 

 State adjusted gross income  300,000  300,000 

 Standard Deduction  25,900  25,900 

 Taxable income  274,100  274,100 

 State personal income tax at 7.5%  20,558  20,558 

 Credit for PTET (refundable)  0  22,500 

 Net state personal income tax  $ 20,558  $ (1,942) 

 State passthrough entity tax 

 Income  $ 300,000 

 PTE Tax at 7.5%  22,500 

 Net income on federal K-1  $ 277,500 
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 No Passthrough 
 Tax 

 Passthrough 
 Tax Election 

 Total Taxes Paid 

 Federal tax  68,525  62,900 

 State income tax  20,558  (1,942) 

 State passthrough entity tax  0  22,500 

 Total Taxes  $ 89,083  $ 83,458 

 Net Tax Savings with PTET  $ 5,625 

 Despite initial statements from the IRS that the agency would issue guidance rendering the 
 workaround ine�ective, as the months and then years rolled by, the agency issued no such guidance. 

 As time went on with no IRS action on the Connecticut tax, other states began adopting taxes similar 
 to the Connecticut tax  except  these taxes were elective--only  passthroughs that decided to be part of the 
 program paid the tax.  In fact, Connecticut has been the only state to mandate that passthroughs pay 
 the tax. 

 In this manual, we’ll refer to states with such tax credit driven structures as  credit states. 

 Some states, such as Wisconsin, adopted a di�erent variant where rather than providing a tax credit to 
 the equity holders, those equity holders were simply not taxed by the state on the �owthrough income 
 from the electing entity.  While far fewer than the number of states that have gone the tax credit route, a 
 number of states have gone the same route as Wisconsin.  In this manual we’ll refer to these state having 
 an  exclusion  system. 

 Another fact that likely did not go unnoticed by Treasury o�cials--these taxes were being passed by 
 huge bipartisan majorities in the legislatures of each of the states that enacted them, and rate of such 
 taxes being adopted kept accelerating. 

 In November 2020 Treasury announced it would be issuing regulations  3  that would recognize these 
 workarounds as e�ective and provided temporary guidance until regulations could be issued to outline 
 the treatment of these taxes. 

 The IRS Surrender on Passthrough Entity Taxes 

 The IRS released guidance that proposed regulations will be released that will allow partnerships and S 
 corporations to deduct state and local income taxes imposed on the entity.  4  This development resolves 

 4  Notice 2020-75, November 9, 2020 

 3  Note that we are still waiting on these regulations  to be issued at the time this manual was written. 
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 an issue that has been around since Connecticut enacted the �rst passthrough tax following the passage 
 of the Tax Cuts and Jobs Act. 

 The IRS noted the following: 

 Certain jurisdictions described in section 164(b)(2) have enacted, or are 
 contemplating the enactment of, tax laws that impose either a mandatory or elective 
 entity-level income tax on partnerships and S corporations that do business in the 
 jurisdiction or have income derived from or connected with sources within the 
 jurisdiction. In certain instances, the jurisdiction’s tax law provides a corresponding or 
 o�setting, owner-level tax bene�t, such as a full or partial credit, deduction, or 
 exclusion. The Treasury Department and the IRS are aware that there is uncertainty as 
 to whether entity-level payments made under these laws to jurisdictions described in 
 section 164(b)(2) other than U.S. territories must be taken into account in applying 
 the SALT deduction limitation at the owner level.  5 

 Promised Proposed Regulations 

 The IRS began by announcing that they will be issuing proposed regulations in the future to allow this 
 deduction: 

 .01  Purpose and scope  . The Treasury Department and  the IRS intend to issue 
 proposed regulations to provide certainty to individual owners of partnerships and S 
 corporations in calculating their SALT deduction limitations. Based on the statutory 
 and administrative authorities described in section 2 of this notice, the forthcoming 
 proposed regulations will clarify that Speci�ed Income Tax Payments (as de�ned in 
 section 3.02(1) of this notice) are deductible by partnerships and S corporations in 
 computing their non-separately stated income or loss.  6 

 Although it’s been 20 months since the IRS released the Notice, there is no sign these proposed 
 regulations will be released anytime soon.  So it appears that the “temporary” guidance in the Notice 
 will continue to be our only guidance for the foreseeable future. 

 Deduction for Specified Income Tax Payments 

 The Notice provided the following with regard to the deduction of such payments: 

 (2)  Deductibility of Speci�ed Income Tax Payments  .  If a partnership or an S 
 corporation makes a Speci�ed Income Tax Payment during a taxable year, the 
 partnership or S corporation is allowed a deduction for the Speci�ed Income Tax 

 6  Notice 2020-75, Section 3.01 

 5  Notice 2020-75, Section 2.02(3) 
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 Payment in computing its taxable income for the taxable year in which the payment is 
 made.  7 

 The term  Specified Income Tax Payment  was de�ned  as follows: 

 For purposes of section 3.02 of this notice, the term “Speci�ed Income Tax Payment” 
 means any amount paid by a partnership or an S corporation to a State, a political 
 subdivision of a State, or the District of Columbia (Domestic Jurisdiction) to satisfy 
 its liability for income taxes imposed by the Domestic Jurisdiction on the partnership 
 or the S corporation. This de�nition does not include income taxes imposed by U.S. 
 territories or their political subdivisions.  8 

 One key area of concern that many have noted is that the Notice discusses only getting a deduction for 
 speci�ed income tax payments made  during  the taxable  year in question.  If that statement is taken 
 literally, an accrual basis partnership or S corporation would be placed on the cash basis of accounting 
 for deducting this tax. 

 There have been some reports that those in Treasury involved in issuing the guidance did not intend to 
 create a special timing rule for these taxes.  But, as we’ll note later, it’s not clear that only applying the 
 deductible when paid provision to taxpayers on the overall cash method of accounting would be a 
 favorable change for overall accrual method taxpayers. 

 An Elective Tax is Still a Deductible Tax in This Case-Even if 
 it Creates a Refundable Dollar for Dollar Tax Credit 

 One area of concern that some had with regard to the entity level passthrough taxes imposed by states 
 was that most are imposed at the election of the entity.  Connecticut’s initial tax was mandatory largely 
 to avoid the concern that the IRS would rule that a voluntary tax isn’t really a tax. 

 But would the IRS argue the fact that an entity has elected to pay the tax eliminate the treatment as a 
 tax imposed on the entity?  The IRS decided that was not an issue.  Similarly, the fact that a partner 
 ends up with a bene�t against his/her tax liability also is not a problem for such taxes. 

 For this purpose, a Speci�ed Income Tax Payment includes any amount paid by a 
 partnership or an S corporation to a Domestic Jurisdiction pursuant to a direct 
 imposition of income tax by the Domestic Jurisdiction on the partnership or S 
 corporation, without regard to whether the imposition of and liability for the income 
 tax is the result of an election by the entity or whether the partners or shareholders 
 receive a partial or full deduction, exclusion, credit, or other tax bene�t that is based 
 on their share of the amount paid by the partnership or S corporation to satisfy its 

 8  Notice 2020-75, Section 3.02(1) 

 7  Notice 2020-75, Section 3.02(2) 
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 income tax liability under the Domestic Jurisdiction’s tax law and which reduces the 
 partners’ or shareholders’ own individual income tax liabilities under the Domestic 
 Jurisdiction’s tax law.  9 

 The IRS in this paragraph has given up arguing the points that many believed made these taxes 
 questionably deductible. 

 Specific Income Tax Payments Are Not Separately Stated 
 Items, Nor Are They Subject to the TCJA SALT Cap 

 Per the Notice, a speci�ed income tax payment will  not  be a separately stated item, but rather will  be 
 part of the non-separately stated income or loss from the partnership or S corporation: 

 Any Speci�ed Income Tax Payment made by a partnership or an S corporation during 
 a taxable year does not constitute an item of deduction that a partner or an S 
 corporation shareholder takes into account separately under section 702 or section 
 1366 in determining the partner’s or S corporation shareholder’s own Federal income 
 tax liability for the taxable year. Instead, Speci�ed Income Tax Payments will be 
 re�ected in a partner’s or an S corporation shareholder’s distributive or pro-rata share 
 of nonseparately stated income or loss reported on a Schedule K-1 (or similar form).  10 

 As well, the amounts paid will not be taken into account for the individual SALT limitation: 

 Any Speci�ed Income Tax Payment made by a partnership or an S corporation is not 
 taken into account in applying the SALT deduction limitation to any individual who 
 is a partner in the partnership or a shareholder of the S corporation.  11 

 Applicability Date 

 The applicability date allows taxpayers to deduct taxes paid on such taxes generally for years ending after 
 December 31, 2017: 

 The proposed regulations described in this notice will apply to Speci�ed Income Tax 
 Payments made on or after November 9, 2020. The proposed regulations will also 
 permit taxpayers described in section 3.02 of this notice to apply the rules described in 
 this notice to Speci�ed Income Tax Payments made in a taxable year of the partnership 
 or S corporation ending after December 31, 2017, and made before November 9, 
 2020, provided that the Speci�ed Income Tax Payment is made to satisfy the liability 
 for income tax imposed on the partnership or S corporation pursuant to a law enacted 
 prior to November 9, 2020. Prior to the issuance of the proposed regulations, 

 11  Notice 2020-75, Section 3.02(4) 

 10  Notice 2020-75, Section 3.02(3) 

 9  Notice 2020-75, Section 3.02(1) 
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 taxpayers may rely on the provisions of this notice with respect to Speci�ed Income 
 Tax Payments as described in this section 4.  12 

 States With a Passthrough Entity Tax 
 The AICPA has been publishing a map of states that have a passthrough entity tax, as well as links to 
 the underlying laws implementing these taxes.  The July 19 version of this map is reproduced below: 

 Source:  https://us.aicpa.org/content/dam/aicpa/advocacy/tax/downloadabledocuments/56175896-pte-map.pdf 

 The AICPA’s resource page on state and local taxes has the link to this page and other state and local tax 
 information.  The page is at: 

 https://www.aicpa.org/resources/landing/salt-roadmap-state-and-local-tax-guide 

 Advisers working with the taxes in various states should be sure to study the speci�cs of each state’s 
 passthrough entity tax that impacts their clients.  No two of these taxes are identical, so it’s important to 
 understand the speci�c quirks of each tax. 

 A summary table of the various states’ passthrough entity taxes is reproduced below.  It was assembled 
 from information provided by states’ web sites and Spidell’s Multistate Passthrough Entity Elective Tax 
 Summary as of May 23, 2022.  Before taking any actions related to any of these taxes, the speci�c state 
 statutes governing these taxes and guidance from the taxing authority with jurisdiction should be 

 12  Notice 2020-75, Section 4 
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 consulted--this table is for quick reference purposes only and is not intended to be used as the sole 
 source of information to make decisions related to these taxes. 

 State 
 Credit 

 Exclusion  Rate 
 Owner 

 Opt-Out 
 Election 

 Date 
 Refundable 

 Credit  Notes 

 Alabama  Credit  5.00%  No  Return Date  Yes 

 Arizona  Credit  2.98%  Yes  Return Date  No (5 yr CO)  1 

 Arkansas  Exclusion  5.9%/2.95%  No  Return Date  NA 

 California  Credit  9.30%  Yes  Return Date  No (5 yr CO)  2 

 Colorado  Credit  4.55%  No  Return Date  Yes  3 

 Connecticut  Credit  6.99%  No  Mandatory  Yes  4 

 Georgia  Exclusion  5.75%  No  Return Date  NA 

 Idaho  Credit  6.50%  No  Return Date  Yes 

 Illinois  Credit  4.95%  No 
 Guidance to 

 come  Yes 

 Kansas  Credit  5.70%  No  Return Date  Yes 

 Louisiana  Exclusion  Max 6.0%  No 

 April 15 
 (Following 

 Year)  NA 

 Maryland  Credit  8.0%/8.25%  No  Return Date  Yes 

 Massachusetts  Credit  5.00%  No  Return Date  Yes  5 

 Michigan  Credit  4.25%  No 

 March 15 of 
 Election 

 Year  Yes  6 

 Minnesota  Credit  9.85%  No  Return Date  Yes 

 Mississippi  Exclusion  3-5%  No 

 March 15 
 (Following 

 Year)  NA 

 New Jersey  Credit  5.675-10.9%  No 

 March 15 
 (Following 

 Year)  Yes 

 New Mexico  Exclusion 

 Maximum 
 corp or 

 individual 
 rate  No  Return Date  NA 

 New York  Credit  6.85-10.9%  No 

 March 15 of 
 Election 

 Year  Yes 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
 Arizona Passthrough Entity Tax  11  Thomas, Zollars &  Lynch, Ltd. 



 Arizona Passthrough Entity Election for 2022 

 State 
 Credit 

 Exclusion  Rate 
 Owner 

 Opt-Out 
 Election 

 Date 
 Refundable 

 Credit  Notes 

 North Carolina  Exclusion  5.25%  No  Return Date  NA 

 Oklahoma  Exclusion  4-6%  No 

 March 15 
 (Following 

 Year)  NA 

 Oregon  Credit  7-9.9%  No  Return Date  Yes 

 Rhode Island  Credit  5.99%  No  Return Date  Yes 

 South Carolina  Exclusion  3.00%  No  Return Date  NA 

 Utah  Credit  4.95%  No 

 End of 
 Election 

 Year  No (5 yr CO) 

 Virginia  Credit  5.75%  No  Return Date  Yes  7 

 Wisconsin  Exclusion  7.90%  No  Return Date  NA 

 Notes to Table 

 No.  Note 

 1  Rate needs to be confirmed via technical correction bill. 

 2 
 Required estimate must be paid by 6/15 for the year of the 
 election in order for the PTE election to be made 

 3 
 Retroactive election allowed for years 2018-2021 for limited 
 period from September 2023 to July 1, 2024 

 4  Credit is equal to 87.5% of tax paid 

 5  Credit is equal to 90% of tax paid 

 6  Election effective for 3 years 

 7 
 Guidance on retroactive election for 2021 year to be issued by 
 October 15, 2023 
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 Chapter 2 
 Arizona Elective Passthrough Entity Tax 

 Arizona Elective Passthrough Entity Tax 
 Learning Objectives 

 After completing this unit, participants will be able to: 

 ●  Calculate the Arizona entity-level tax that takes e�ect in 2022 
 ●  Advise clients on the impact of electing to have this tax apply to their partnership or S 

 corporation, as well as advising individual clients who hold an equity interest on opting out 

 Arizona Entity Level Tax (ARS §43-1014) 

 In House Bill 2832, Chapter 425, signed into law on July 9, 2021 Arizona  adopted its version of the 
 passthrough entity tax described in Notice 2020-75.  13  The bill took e�ect for tax years beginning from 
 and after December 31, 2021.  14 

 Computation of the Tax 

 The law provides that “the partners or shareholders of a business that is treated as a partnership or S 
 corporation for federal income tax purposes may consent to be taxed at the entity level” for the tax 
 described at ARS §43-1014.  15 

 The tax is imposed at a “a tax rate that is the same as the tax rate prescribed by section 43-1011” on: 

 ■  The entire taxable income for the year that is attributable to its Arizona resident partners or 
 shareholders and 

 ■  The portion of its taxable income for the year derived from sources within Arizona that is 
 attributable to its Arizona nonresident partners or shareholders.  16 

 Originally the rate had been set at 4.5%, the maximum marginal tax rate imposed on Arizona taxable 
 income of individuals prior to the passage in the 2021 Legislative session of SB 1828.  Originally the rate 
 cuts found in SB 1828 had been subject to a successful referendum campaign and thus scheduled for a 
 November 2022 vote.  However, the Arizona Supreme Court ruled in  Arizona Free Enterprise Club v. 

 16  ARS §43-1014.A 

 15  ARS §43-1014.A 

 14  HB 2828, Chapter 425, Fi�y-fi�h Legislature, First Regular Session, July 9, 2021, Section 8 

 13  HB 2828, Chapter 425, Fi�y-fi�h Legislature, First Regular Session, July 9, 2021, 
 https://www.azleg.gov/legtext/55leg/1R/laws/0425.htm  (retrieved July 15, 2021) 
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 Hobbs, et al,  that tax bills are not subject to the referendum process.  The ruling allowed the lower rates 
 to go into e�ect without having to face a referendum vote in November of 2022. 

 Following the Arizona Supreme Court decision, the maximum rate for 2022 would be 2.98%, well 
 below the 4.5% passthrough entity tax rate, creating some potentially signi�cant problems for those 
 considering electing the passthrough entity tax for 2022  due to the fact that Arizona is one of the very 
 few states whose PTET credit is not refundable. 

 But the problem was resolved (well, sort of) in a law change passed at the very end of the 2022 regular 
 legislative session.  Included in one of the budget bills that passed the Arizona Legislature on June 23, 
 2022 was a revision to the Arizona elective passthrough entity tax (PTET) that reduced the rate from its 
 previous 4.5% to one tied to rates found in ARS §43-1011[1] that apply for Arizona individual income 
 taxes. 

 The revised ARS §43-1014.A reads as follows: 

 A. For taxable years beginning from and after December 31, 2021, the partners or shareholders 
 of a business that is treated as a partnership or S corporation for federal income tax purposes 
 may consent to be taxed at the entity level at a tax rate that is the same as  the tax rate prescribed 
 by section 43-1011  applicable to the entire portion  of its taxable income that is attributable to 
 its resident partners or shareholders and the portion of its taxable income derived from sources 
 within this state that is attributable to its nonresident partners or shareholders for that taxable 
 year.  The election under this subsection must be made on or before the due date or extended 
 due date of the business’s return under this title. 

 ARS §43-1014.A 

 Unfortunately, there is a bit of ambiguity in that reference, as ARS §43-1011 for the current taxable year 
 provides two di�erent rates, one for each of two brackets that apply for each �ling status.  ARS 
 §43-1011.A.7 provides that: 

 Subject to subsections E and F of this section, For taxable years beginning from and after 
 December 31, 2021 through December 31 of the year in which notice is provided to the 
 department pursuant to section 43-243, subsection A or subsection B, paragraph 1: 

 (a) In the case of a single person or a married person �ling separately: 

 If taxable income is:  The tax is: 

 $0 – $27,272  2.55% of taxable income 

 $27,273 and over  $695, plus 2.98% of the amount over $27,272 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
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 (b) In the case of a married couple �ling a joint return or a single person who is a head of a 
 household: 

 If taxable income is:  The tax is: 

 $0 – $54,544  2.55% of taxable income 

 $54,545 and over  $1,391, plus 2.98% of the amount over $54,544 

 ARS §43-1011.A.7 

 Presumably the intent was to set the rate at the highest marginal tax rate (2.98%) under ARS §43-1011 
 for the year in question, but either the Legislature will need to adopt a clari�cation (likely in the �rst 
 session of the new legislature in 2023) and/or (more likely due to timing) the Department of Revenue 
 will need to issue guidance clarifying the proper rate to be used.  But it now appears almost certain that 
 the Department of Revenue will issue guidance selecting that 2.98% rate. 

 Some who have contacted the Department of Revenue have reported the Department intends to use 
 the 2.98% rate, though no formal announcement has been made at the time this document was written. 
 As well, Rory Wilson, Tax Policy Executive for the Arizona Department of Revenue con�rmed at the 
 Arizona Forum for Improvement of Taxation summer 2022 session on July 28, 2022 that 2.98% is the 
 rate the Department will use for 2022 and they expect a technical correction to be passed to correct the 
 law on that point. 

 But no matter whether the rate used is 2.55% or 2.98%, the lower rate makes it far less likely that a 
 taxpayer’s credit for the passthrough entity tax under ARS §43-1075 will exceed the taxpayer’s Arizona 
 income tax for 2022 or later years, something that could easily happen when the PTET rate was well 
 above the maximum individual income tax rates that would apply for those years. 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
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 EXAMPLE 1 
 ABC is an S corporation that is filing an Arizona S corporation income tax return.  ABC has $100,000 of 
 income in 2022, $75,000 of which is from Arizona sources and $25,000 of which is not Arizona source. 

 There are two shareholders of ABC – Al, who is an Arizona resident holding 75% of the stock and Wilma who 
 is not an Arizona resident and holds the other 25% of the stock. 

 The shareholder consent and ABC elects to pay the Arizona entity-level tax for 2022.  The total income ABC 
 will pay the entity level tax on is computed as follows: 

 100% of income allocated to Al, Arizona resident (75% of $100,000)  $  75,000 

 25% of Arizona source income allocated to Wilma, non-resident (25% of $25,000)  6,250 

 Total taxable income for Arizona entity-level income tax  $  81,250 

 ABCʼs Arizona entity-level income tax is  2.98% of $93,750, or $ 2,421. 

 If the election to pay the entity level tax described in the next section is made, the taxable income of the 
 entity is calculated using the standard Arizona income tax rules for individuals (under Chapter 10 of 
 Title 43) or partnerships (under Chapter 14 of Title 43).  17 

 If the entity fails to pay the entity-level tax, the Department of Revenue “may collect the amount from 
 the partners or shareholders based on the proportionate share of income that is attributable to each 
 partner or shareholder for Arizona tax purposes.”  18 

 At the Arizona Forum for the Improvement of Taxation summer 2022 session, Rory Wilson of the 
 Arizona Department of Revenue indicated that the tax will be paid and the election made on the 
 applicable passthrough income tax return, either Form AZ-120S for an S corporation or Form AZ-165 
 for a partnership.  This treatment should make it easier for the tax software vendors to provide full 
 support for electronically �ling these returns in the upcoming tax season. 

 Note that the Arizona passthrough entity tax is not o�set at the S corporation level by the S corporation 
 Business Contributions by an S Corporation to School Tuition Organizations for Displaced Students 
 or Students with Disabilities.  That credit will continue to pass through to the individual shareholders 
 of the S corporation who will then be able us it to o�set taxes on Form 140.  However, note that the 
 PTET credit plus the STO credit can easily end up being much larger than the taxes on the Form 140 
 unless the S corporation plans to either not make the PTET election or to limit the amount of the STO 
 contribution to what the shareholder(s) can make use of. 

 18  ARS §43-1014.B.2 

 17  ARS §43-1014.B.1 
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 Taxable Income 

 One of the changes at the end of the 2022 session was to clarify the de�nition of the taxable income to 
 which this tax will apply.  Prior to the revision, the de�nition of  taxable income  for purposes of  this tax 
 was: 

 B. If the election is made under subsection a of this section, all of the following apply: 

 1. The taxable income of the partnership or s corporation shall be computed under 
 this chapter or chapter 14 of this title, as applicable.  19 

 But now the provision is revised to read as follows: 

 B. If the election is made under subsection A of this section, all of the following apply: 

 1. The taxable income of the partnership or S corporation is as follows: 

 (a) For a partnership, the Arizona taxable income determined under chapter 
 14 of this title. 

 (b) For an S corporation, the total of all distributive income passed through to 
 the shareholders under section 43-1126 , subsection B.  20 

 What’s interesting is trying to �gure out what exactly this might mean.  What appears most plausible is 
 that  taxable income  is a broad general de�nition,  so would encompass net amount taxable on the 
 Arizona return �owing out to the partner. 

 Certainly it would be appear this interpretation is appropriate for an S corporation, as the referenced 
 section contains this language: 

 B. An electing small business corporation shall �le with the department an annual return, in a 
 form prescribed by the department, on or before the �fteenth day of the third month following 
 the close of the taxable year. The return shall show the name and address of each stockholder of 
 the corporation and their respective pro rata share of income or loss. The allocation and 
 apportionment of income of a small business corporation which has nonresident stockholders 
 shall be made pursuant to article 4 of this chapter.  21 

 21  ARS §43-1126.B 

 20  ARS §43-1014.B.1 a�er revision that is effective  September 22, 2022.  This is the version that will apply for 2022 returns. 

 19  ARS §43-1014.B.1 before revision that is effective  September 22, 2022 
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 But the partnership reference is broadly to Chapter 14.  That broad reference could be read to mean the 
 same thing (all income �owing out to the partner taxable to Arizona under any rule), but there is a 
 de�nition of  Arizona taxable income  found at ARS  §43-1401.2: 

 In this chapter, unless the context otherwise requires: 

 … 

 2. "Arizona taxable income" of a partnership means its Arizona gross income adjusted 
 by the modi�cations speci�ed in sections 43-1021 and 43-1022 and section 43-1414, 
 subsection A. 

 The “modi�cations speci�ed in sections 43-1021 and 43-1022” are the individual additions and 
 subtractions which doesn’t present a problem.  The cross reference to Section 43-1414.A is a reference 
 to the Bipartisan Budget Act examination provisions and reads like this: 

 A. A partnership that is audited by the internal revenue service and that is assessed an imputed 
 underpayment pursuant to section 6225 of the internal revenue code as added by the 
 bipartisan budget act of 2015 ( P.L. 114-74 ) or a partnership that makes the election under 
 section 6226 of the internal revenue code as added by the bipartisan budget act of 2015 ( P.L. 
 114-74 ) shall �le a return for the reviewed year on a form prescribed by the department that 
 shows the adjustments to income or the gain, loss or deduction on which the federal imputed 
 underpayment was based as well as any of the correlative adjustments to the additions required 
 under section 43-1021 or the subtractions required under section 43-1022 . 

 Although that provision doesn’t really reference a single “income” number, presumably it applies to all 
 �owthrough items that could impact the calculation of the imputed underpayment under IRC §6225 if 
 the partnership were subject to federal examination. 

 Presumably, the Department of Revenue will e�ectively decide these two numbers are the same, and 
 thus the “taxable income” includes not just §162 trade or business income, but also any separately stated 
 items �owing through the entity. 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
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 Entity Level Tax Election 

 The law seems to require two steps for this tax to apply: 

 ■  The partners or shareholders must consent to be taxed at the entity level  and 

 ■  An election must be made by the entity on or before the due date (including extensions) of the 
 business’s Arizona income tax return.  22 

 The law does not provide any details on either how the partners’ or shareholders’ consents are to be 
 documented, if there must be unanimous consent, if corporate and tax-exempt partners must also 
 consent, nor any other speci�cs on how the entity will make this election.  Rather such details will have 
 to come from the Department of Revenue under the authority granted to the Department in this 
 section.  23 

 Again, it appears likely the election will be made on a timely �led Form AZ-120S or Form AZ-165, 
 including extensions.  Con�rmation of this will likely have to wait for the Department of Revenue to 
 publish the 2022 income tax return forms, scheduled for December of 2022. 

 Equity Holders to Whom the Election Does Not Apply 

 The election does not apply to: 

 ■  Partners or shareholders that are not individuals, estates or trusts and 

 ■  Partners or shareholders who are individuals, estates or trusts and who opt out of the entity’s 
 election.  24 

 ANALYSIS 
 Originally the law provided, absurdly, that partners or shareholders who waived the right to opt out of the 
 election would have their income excluded from he calculation of the entityʼs passthrough entity tax. This 
 was clearly a dra�ing error. 

 SB1579, passed in the 2022 Legislative session, corrected the statuteʼs language so that giving the entity a 
 statement that you do not plan to opt out (that is, I want to obtain the credit by having the tax paid on my 
 share of the income) does not accidentally exclude you from the program. 

 EXAMPLE 2 
 Continuing with the facts in Example 1, assume that Wilma decides to opt-out.  In that case, the $6,250 that 
 represents her Arizona source income would not be included in taxable income in computing the entityʼs 

 24  ARS §43-1014.C 

 23  ARS §43-1014.D 

 22  ARS §43-1014.A 
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 entity-level tax.  Only the $75,000 of income allocated to Al would be subject to the tax, resulting in an 
 entity-level tax of $2,235.. 

 Opting Out of the Election 

 A single partner or shareholder can decide that while the entity may be making this election, he/she 
 doesn’t want the election to apply to him/her, perhaps because the equity holder will not have any 
 Arizona tax liability or would lose a credit for the tax paid to Arizona on the equity holder’s home 
 state’s income tax return.  Under the law such an option to opt-out must be made available to each 
 shareholder. 

 ANALYSIS 
 A partner or shareholder may wish to opt-out for various reasons.  The equity holder may live in a state that 
 does not allow for a credit for taxes to another state via a passthrough entity tax, which could more than 
 negate the federal tax benefit due to paying full state income taxes effectively to both states on the income 
 in question. 

 The credit for taxes paid to another state also becomes problematical if the taxpayer lives in a state where 
 the credit for taxes paid on Arizona nonresident income would be claimed on the Arizona income tax return, 
 resulting in extra state taxes being paid when there is no Arizona individual income tax to absorb the credit 
 for taxes paid to the other state a�er the PTET credit is applied to reduce the Arizona nonresident income 
 tax. 

 This particular problem impacts residents of California, Oregon and Virginia who own interests in 
 partnerships or S corporations that elect to pay the Arizona PTET. 

 Similarly, an equity holder may not have enough Arizona income tax liability to be able to absorb the credit 
 from the PTET and will not be able to absorb the credit in the carryover years. 

 The latter situation would be less of  an issue if the tax credit was refundable, as it is for most states with this 
 sort of program--but not in Arizona (or California for that matter). 

 A partnership or S corporation that intends to make this election: 

 ■  Shall notify all partners or shareholders who are individuals, estates or trusts that they have the right 
 to opt out of the election for their share of the income  and 

 ■  Shall allow at least 60-days to each such partner or shareholder to make the opt-out election.  25 

 If a partner or shareholder fails to respond within 60 days or waives the right to opt out, the partner or 
 shareholder will be included in the election per ARS §43-1014.D. 

 25  ARS §43-1014.D 
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 ANALYSIS 
 The law appears to first require a consent from the partners or shareholders to make the election, but then 
 they must be offered the ability to opt-out.  Hopefully the Department of Revenue will allow using a single 
 form to consent to the entityʼs overall election and, at the same time, indicate if the individual equity holder 
 plans to opt out. 

 Due to the 60 day rule, notices will need to be given by mid-January to equity holders of the entityʼs intent 
 to make the election if the return is to be timely filed.  A similar deadline for mid-July will apply for entities 
 filing returns on extension who plan to make this election. 

 The Department of Revenue may allow partnerships and S corporations that provide the opt-out notice 
 a�er these dates to still make the election if the entities have received waivers or opt-out notices  from the 
 partners or S shareholders by the due date, but it seems that the law would bar the entity from having any 
 sort of requirement in its documents that the equity holder must provide a decision in less than 60 days.. 

 For that reason, getting notices out early seems prudent for all entities planning to make this election. 
 Otherwise an upset partner or shareholder who wants to punish the other shareholders could simply fail to 
 respond before the due date to either opt out or waive the right to opt out if the notice is given less than 60 
 days before the filing deadline. 

 As of the date this is written, the Department of Revenue has not indicated if they are going to provide 
 a form for the partnership or S corporation to use to document the opt-out elections or the notice to 
 partners/shareholders regarding their right to opt-out.  Similarly, it’s not clear if the Department of 
 Revenue will provide procedures that must be followed to meet these requirements under the law. 

 Estimated Taxes for Electing Entities (ARS §43-581.C) 

 Entities making the entity-level tax election will be required to have made payments of estimated taxes 
 under the estimated tax rules found at ARS §43-581.  26 

 Estimated taxes will be required for an entity making the entity-level election: 

 ■  If the entity’s taxable income exceeded $150,000 in the prior year  and 

 ■  The payments shall be made in a manner that is consistent with rules that apply to individuals. 

 26  ARS §43-1014.B.3 and §43-581.C 
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 ANALYSIS 
 The Department will need to clarify if the $150,000 is measured based on the taxable income reported on 
 the Form 165 or 120S for the prior year even if no election is made, or if the $150,000 is solely the taxable 
 income computed for the entity-level tax only.  But, presumably, the relief available for individuals who 
 owed no tax the prior year should apply even if the entity is deemed to have income in excess of $150,000 in 
 the prior year unless the election to pay the entity-level tax was made in that prior year. 

 The Arizona Department of Revenue announced early in March that it would waive penalties on the 
 �rst two estimated tax payments due for the 2022 Arizona elective passthrough income tax.  27  The 
 agency is not yet able to accept electronic payments for this tax but expects to be able to receive such 
 payments by September 15, 2022, the date the third estimated payment is due. 

 The announcement begins by indicating the relief being granted: 

 First and second quarter Arizona estimated tax payments are not required in 2022 for 
 partnerships or S corporations making the pass-through entity election under A.R.S. § 
 43-1014.  28 

 The page notes that, generally, estimated tax payments are due under the law for partnerships and S 
 corporations making the passthrough entity tax election whose taxable income for a year exceeds 
 $150,000: 

 A.R.S. § 43-1014(B)(3) requires partnerships and S corporations to pay estimated tax 
 pursuant to  A.R.S. § 43-581.  A.R.S. § 43-581(C) provides that, for taxable years 
 beginning from and after December 31, 2021, an entity that is treated as a partnership 
 or S corporation for federal income tax purposes that elects to pay the tax under 
 A.R.S. § 43-1014 and whose taxable income for the taxable year exceeds $150,000 in 
 the preceding taxable year must make estimated tax payments during the taxable year 
 in a manner consistent with how estimated individual income tax payments are made. 
 Individuals subject to estimated tax payments in Arizona must make quarterly 
 payments by April 15, June 15, and September 15 of the current year and January 15 
 of the following year.  29 

 29  “Arizona Estimated Tax Notice for Partnerships and S Corporations Making the Pass-Through Entity Tax Election,” Arizona 
 Department of Revenue website, March 2, 2022 

 28  “Arizona Estimated Tax Notice for Partnerships and S Corporations Making the Pass-Through Entity Tax Election,” Arizona 
 Department of Revenue website, March 2, 2022 

 27  “Arizona Estimated Tax Notice for Partnerships and S Corporations Making the Pass-Through Entity Tax Election,” Arizona 
 Department of Revenue website, March 2, 2022, 
 https://azdor.gov/news-events-notices/news/arizona-estimated-tax-notice-partnerships-and-s-corporations-making-pass 
 (retrieved March 9, 2022) 
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 But the page notes that the Department itself does not expect to be able to accept these estimated tax 
 payments in time for taxpayers to make those timely �rst two estimated tax payments: 

 Because ADOR is currently unable to process electronic estimated tax payments for 
 the new pass-through entity tax, the �rst two estimated tax payments of 2022 due in 
 April and June will be waived for partnerships and S corporations subject to estimated 
 tax payments under A.R.S. § 43-581(C).  Partnership and S corporations that do not 
 make the April and June estimated tax payments will not incur a penalty under A.R.S. 
 § 43-1125(Q): ADOR will notify a�ected taxpayers of any required action needed to 
 request abatement.  30 

 The page concludes by noting that for the third payment in September, taxpayers are only going to be 
 required to pay 25% of their proper estimate for the year (that is, the agency is not asking taxpayers to 
 catch up at that time for the unpaid �rst and second estimate): 

 ADOR anticipates being able to accept electronic estimated payments in time for the 
 third quarter payment due on September 15, 2022, at which time a minimum 
 payment of 25% of the entity's estimated tax for the 2022 tax year will be due.  31 

 Presumably taxpayers could wait and pay the amounts that would have been due for the �rst two 
 estimates with their tax returns in March of 2023 without facing a penalty from the state of Arizona. 
 However, that may not be a smart move under federal law. 

 Under Notice 2020-75, the above the line deduction for these entity level taxes is only allowed for taxes 
 paid during the year in question,  32  though some have  reported recently that the IRS may not have 
 intended to change the deduction dates for accrual basis passthrough entities. 

 32  Notice 2020-75, Section 3.02(2), https://www.irs.gov/pub/irs-drop/n-20-75.pdf 

 31  “Arizona Estimated Tax Notice for Partnerships and S Corporations Making the Pass-Through Entity Tax Election,” Arizona 
 Department of Revenue website, March 2, 2022 

 30  “Arizona Estimated Tax Notice for Partnerships and S Corporations Making the Pass-Through Entity Tax Election,” Arizona 
 Department of Revenue website, March 2, 2022 
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 For those paying by mail who wish to make an estimated tax payment for the �rst or second quarter on 
 the PTE tax, the paper Form 120/165ES may be used to make the payments:  33 

 The Department indicated the following regarding the third and fourth quarter payments: 

 The department anticipates being able to accept electronic estimated payments for the PTE tax 
 in time for the third quarter payment, due September 15, 2022. At that time, a minimum 
 payment of 25% of the partnership’s or S Corporation’s estimated tax for the 2022 tax year will 
 be due.  34 

 On September 6, 2022, the Arizona Department of Revenue began allowing taxpayers to make their 
 PTE estimated tax payments via the AZTaxes.gov website.  The Department of Revenue also sent out 
 an email announcement and posted the same to their website announcing the development.  35 

 35  2022 Pass-Through Estimated Payment Guidance for  Partnerships and S Corporations  , Arizona Department  of Revenue 
 Website, September 6, 2022, 
 https://azdor.gov/media-center/latest-press-releases/news/2022-pass-through-estimated-payment-guidance-partnerships 
 (retrieved September 6, 2022) 

 34  Arizona Booklet 120/165ES Corporate and Pass-Through  Entity Estimated Tax Payment  , April 1, 2022, p. 1 

 33  Arizona Booklet 120/165ES Corporate and Pass-Through  Entity Estimated Tax Payment  , April 1, 2022, p. 1 
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 The announcement provides the following basic information on making the third quarter payment: 

 Partnership and S corporation taxpayers can now make their required third quarter 
 pass-through entity tax payment electronically using AZTaxes.gov(link is external), under 
 Quick Payment Links - “Make a Corporation/S-Corporation/ Partnership Payment.”  36 

 The announcement clari�ed that only a 25% payment is needed for the third quarter, so that taxpayers 
 don’t need to “catch-up” and now make the �rst two payments along with the third quarter payment: 

 Estimated payments are due September 15, 2022 and taxpayers are required to pay at least 25% 
 of the estimated tax for the 2022 tax year.  37 

 The announcement reminds taxpayers of the basic estimated tax payment rules as interpreted by the 
 Department of Revenue for the passthrough tax: 

 For taxable years beginning from and after December 31, 2021, an entity that is treated as a 
 partnership or S corporation for federal income tax purposes that elects to pay the tax under 
 A.R.S. § 43-1014 and whose taxable income for the taxable year exceeds $150,000 in the 
 preceding taxable year must make estimated tax payments during the taxable year in a manner 
 consistent with how estimated individual income tax payments are made. 

 Individuals subject to estimated tax payments in Arizona must make quarterly payments by 
 April 15, June 15, and September 15 of the current year and January 15 of the following year. 
 However, the �rst and second quarter Arizona estimated tax payments were not required in 
 2022 for partnerships or S corporations making the pass-through entity election under A.R.S. 
 § 43-1014.  38 

 The Department, apparently recognizing how close to the September 15 deadline they �nally made this 
 option available, does provide for relief for taxpayers who are unable to get the electronic deposit option 
 to work: 

 Please Note: If taxpayers experience technical di�culties making their pass-through entity tax 
 payment electronically on AZTaxes.gov, they may use Arizona Form 120/165ES to make a 

 38  2022 Pass-Through Estimated Payment Guidance for  Partnerships and S Corporations  , Arizona Department  of Revenue 
 Website, September 6, 2022 

 37  2022 Pass-Through Estimated Payment Guidance for  Partnerships and S Corporations  , Arizona Department  of Revenue 
 Website, September 6, 2022 

 36  2022 Pass-Through Estimated Payment Guidance for Partnerships and S Corporations  , Arizona Department of Revenue 
 Website, September 6, 2022 
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 payment by paper and include the EIN on the check to ensure the payment is accounted for 
 correctly. See forms instructions for information on making online and paper payments.  39 

 Note that the announcement of a waiver of penalties for the �rst two estimates suggests the 
 Department may be planning  not to allow the exception to paying estimated taxes if no tax was due in 
 the prior year to at least this year’s estimated taxes for the entity level tax. Clearly no partnership or S 
 corporation paid any Arizona elective entity level tax for 2021. 

 The instructions to the paper Form 120/165ES only indicates that an estimate must be made if the 
 partnership or S corporation had taxable income for the previous year in excess of $150,000.  No 
 mention is made of any exception tied to the prior tax or, for 2022, lack of such tax. 

 Addition to Income of the Passthrough Entity Tax on the 
 Individual Return (ARS §43-1021.16) 

 The key to getting a full federal tax deduction for the state taxes is that the tax is deducted in computing 
 non-separately stated income from the partnership or S corporation, reducing the amount of income 
 that would �ow onto Schedule E and be included in federal adjusted gross income.  But that would also 
 mean that Arizona income taxes for the year would likely be reduced in most cases, something that is a 
 problem for Arizona since the point of this law was that it would be a revenue neutral provision that 
 gave Arizona residents a reduction in  federal  income  taxes. 

 Because of that, the law provides for adding back the partner’s or shareholder’s share of the passthrough 
 entity taxes deducted to Arizona gross income for Arizona income tax purposes.  But it goes further and 
 also requires adding back “similar” taxes imposed by other states—a concept that will appear again in 
 the credit for taxes paid to other states.  40 

 The add-back provision concludes with the following sentence: 

 This amount shall be re�ected in the partner’s or shareholder’s Arizona gross income 
 and the Partnership’s or S corporation’s Arizona taxable income.  41 

 41  ARS §43-1021.16 

 40  ARS §43-1021.16 

 39  2022 Pass-Through Estimated Payment Guidance for  Partnerships and S Corporations  , Arizona Department  of Revenue 
 Website, September 6, 2022 
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 ANALYSIS 
 The intent of that sentence is not completely clear.  The Department of Revenue may shed some light on 
 what impact that sentence would have on the amount that is added back to income. 

 As well, this add-back may serve to put the taxpayer in worse shape than without the election if the 
 taxpayer is both able to itemize on the Arizona return and does not have other state and local taxes of at 
 least $10,000. 

 Prior to TCJA, the taxpayer would have gotten a deduction for all Arizona taxes paid as an itemized 
 deduction.  That would still be true if the taxpayerʼs total state and local taxes are less than $10,000.  In such 
 a case, the taxpayer should consider opting-out of the election by giving notice to the entity during the 
 60-day period allowed for opting out. 

 The Arizona K-1 for the partner or shareholder will presumably have to show each partner’s or 
 shareholder’s allocable portion of Arizona passthrough entity income.  Similar information is generally 
 required to be provided to partners and shareholders under other states’ passthrough entity tax regimes 
 if the state uses a tax credit rather than an exclusion structure. 

 Credit for Entity-Level Tax Against Title 43 Taxes (ARS 
 §43-1075) 

 A credit is allowed against “taxes imposed by this title” for a partner or shareholder of an entity that 
 elects to pay the entity-level tax.  The credit is initially the amount of tax paid by the entity that is 
 attributable to the partner’s or shareholder’s share of income taxable in Arizona.  42 

 The taxes potentially imposed that are apparently eligible to be o�set with the credit would include: 

 ■  The regular income tax (ARS §43-1011 for individuals, ARS §43-1301 for estates and trusts) 

 ■  The small business income tax (ARS §43-1711)  43 

 43  ARS §43-1075.A 

 42  ARS §43-1075.B 
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 ANALYSIS 
 This provision is unlikely to have any practical effect unless the Legislature takes action to revise the small 
 business income tax.  A�er the 3.5% additional education tax was struck down by the courts and the flat tax 
 referendum was removed from the 2022 ballot, allowing that rate reduction package to go into effect 
 immediately, there would appear to be no circumstance where a taxpayer making the election to pay the 
 small business income tax would reduce the taxpayerʼs total Arizona income taxes. 

 Assuming the revenue targets are met for all future years by the state to allow the scheduled rate reductions 
 to take place in the first year each one could take effect, under current law the small business income tax 
 flat rate will either be higher (3.0% vs. 2.98% in 2022) or the same as the highest Arizona marginal individual 
 income tax rate in all future tax years. 

 If the credit exceeds the taxes due under those provisions, the excess is carried forward for up to �ve 
 years against the subsequent years’ income tax liability.  44  If the credit carryover is not absorbed by the 
 taxpayer by end of the �fth year, the unused tax credit will be lost. 

 ANALYSIS 
 Presumably the “income tax liability” refers to all of the taxes under Title 43, though it is interesting that 
 previously the section referred to all taxes under this title (Title 43).  Again, we will need to wait and see how 
 the Department of Revenue interprets this provision. 

 The fact that the credit is not refundable and has a limited life of five years means care must be taken to 
 opt-out by an equity holder who has insufficient tax due to be offset.  Even if the credit could be used in 
 later years, the taxpayer is accelerating the payment of the tax if they donʼt have a sufficiently large tax 
 liability. 

 Given the large number of Arizona tax credits available, taxpayers should be asked about their intent to 
 make tax credit donations and warned about the issues that can take place if they reduce the taxes too 
 much. 

 Note that the passthrough entity produces a larger tax benefit to the taxpayer than the Arizona charitable 
 tax credits generally do, as the passthrough entity tax is always deductible in computing federal taxable 
 income along with offsetting the individualʼs Arizona income tax, while the charitable credits (such as those 
 for school tuition organizations, qualified charitable organizations, etc.) only serve to offset Arizona income 
 tax in most cases. 

 Credit for Other States’ Similar Passthrough Taxes 

 A problem that arises with passthrough taxes involves the credit given for taxes paid by other states, as to 
 pass muster under Notice 2020-50 (and thus accomplish the goal of working around the limit on the 
 deduction of state and local taxes on Schedule A), the tax must be imposed on the entity.  However, 
 state provisions granting a credit for taxes paid to other states generally look only to taxes imposed upon 
 and paid by the individual.  This can have the undesirable e�ect for out of state interest holders paying 
 taxes to each state (directly to their home state and indirectly via the entity to the state where the 
 passthrough entity is located) without obtaining a credit to o�set either tax. 

 44  ARS §43-1075.C 
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 EXAMPLE 3 
 Wayne, an Arizona resident, holds a minor interest in XYZ, Inc., an S corporation operating in New Jersey.  All 
 other shareholders are New Jersey residents.  For 2021, the S corporation elects to participate in New 
 Jerseyʼs optional entity level tax, the Business Activity Income Tax (BAIT).  Wayneʼs share of the income of 
 the S corporation is $100,000 and his share of the BAIT is $10,000. 

 While Wayne gets a $10,000 tax credit against his New Jersey income tax, he pays tax on the entire $100,000 
 to Arizona with no tax credit for taxes paid to New Jersey.  We will assume his New Jersey tax computed to 
 be $10,000, thus is entirely offset by the tax credit.  Wayne pays a 4.5% tax rate to Arizona on the income 
 (weʼll assume he uses only the cap on combined rates), paying $4,500 to Arizona. 

 Had the New Jersey S corporation not made this election, Wayneʼs income would have been $110,000. 
 Weʼll assume Wayneʼs tax to New Jersey would have still been $10,000. 

 Given that the Arizona rate was well below New Jerseyʼs, in this scenario Wayne would have likely received a 
 full credit against the $4,500 increase in Arizona tax.  Even considering the extra benefit for the federal 
 deduction at the 37% rate, Wayne is still $800 worse off than if the New Jersey S corporation had not made 
 the BAIT election.  However, the other shareholders donʼt face this problem, so for them itʼs a major 
 reduction in federal taxes with no negative state tax impact. 

 Wayne could not avoid this result by opting out of the New Jersey BAIT tax, as the New Jersey BAIT statute 
 does not provide an option for individual shareholders to opt out of the BAIT tax/credit regime.  The opt out 
 option only appears in the California and Arizona passthrough entity tax statutes. 

 Beginning in 2022, Arizona law will now allow a credit for taxes that the Department of Revenue 
 considers “similar” to that imposed under the Arizona elective entity-level tax found at ARS §43-1014 
 (such as the New Jersey BAIT) imposed on income that is subject to tax for Arizona individual income 
 tax purposes.  45 

 The credit will be no more than the credit that would have been allowed had the income been taxed at 
 the individual level and not taxed at the entity level.  46 

 ANALYSIS 
 Since Arizona is not taxing this income at the entity level, this appears to refer to the tax that would have 
 been due if the income had been taxed on the other state return at the individual level. 

 As was mentioned earlier, these similar taxes will have to be added back to Arizona income.  47 

 One key issue that we are awaiting guidance on is what taxes Arizona will deem “similar” to the Arizona 
 passthrough equity tax.  No other state’s tax is identical to Arizona’s, so a key question becomes how 
 di�erent from Arizona’s tax another state’s tax can be before it will no longer be considered similar to 
 Arizona’s tax. 

 47  ARS §43-1021.16 

 46  ARS §43-1071.G 

 45  ARS §43-1071.G 
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 While hopefully the Department of Revenue will rule that all of the taxes listed in the table at the end of 
 Chapter 1 are similar to Arizona’s tax, in the author’s view the taxes can classi�ed into the following 
 categories, running from those virtually certain to be treated as similar to those with the greatest risk 
 (but hopefully not that great) of being deemed too di�erent to qualify for the credit for taxes paid to 
 another state: 

 ●  States that Provide a 100% Credit for the Passthrough Tax  :  Most states fall into this 
 category and other tax credit states with a similar other state passthrough credit statute to 
 Arizona’s have allowed all of these to be treated as creditable taxes.  Nearby states that fall into 
 this category include Colorado, Utah, New Mexico, and Idaho.  California and Oregon also fall 
 into this category, but it is very likely they will continue to be “backwards credit” states with 
 Arizona in this area (so any credit ends up on the nonresident state). 

 ●  States that Provide a Partial Credit for the Passthrough Tax:  This category has popped 
 this  year, with Connecticut changing their tax to only provide an 87.5% credit compared to 
 the total tax paid, and Massachusetts adopting a tax that from the start only provides a 90% 
 credit.  It’s likely the credit states will continue to recognize these as equivalent taxes, but is 
 likely Arizona will only grant the tax credit for the amount of the PTE tax available as a credit 
 to the Arizona resident (though the Department of Revenue could rule otherwise). 

 ●  Exclusion States:  States that exclude the passthrough  income from their individual income 
 taxable income rather than give a tax credit have been the most likely to have their systems 
 treated as too di�erent from the tax credit states to be eligible for a credit for taxes paid to 
 another state.  These states are probably at the highest risk that Arizona will not grant a credit 
 for their taxes.  They include Arkansas, Georgia, Louisiana, Mississippi, New Mexico, North 
 Carolina, Oklahoma, South Carolina and Wisconsin.  Of those states, New Mexico will likely 
 be the one most often encountered by Arizona tax advisers. 
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 Chapter 3 
 Planning & Issues with Arizona’s Passthrough 

 Entity Tax 

 Planning & Issues with Arizona’s Passthrough Entity 
 Tax 
 Learning Objectives 

 After completing this unit, participants will be able to: 

 ●  Prepare analyses to determine the potential bene�ts of making the election to pay the entity 
 level tax 

 ●  Advise clients on the support for accruing the tax and the possible risks of doing so 
 ●  Advise clients on deciding how to handle non-§162 activities in a passthrough entity under the 

 passthrough tax 

 Planning with Arizona’s Entity Level Tax, Including 
 Potential Troublesome Areas 

 Every Arizona passthrough is going to have to decide if the entity will or will not want to make the 
 PTET election, and then each equity holder will need to decide if he/she will opt-out if the entity does 
 decide to make the election.  Tax advisers will need to be involved in providing information to clients to 
 help them make the best decision for their particular situation. 

 This planning necessarily involves both understanding tax information from the passthrough entity and 
 that of each equity holder. The adviser must be ready not only to deal with the passthrough entity and 
 coordinate with the advisers dealing with each of the  partners or shareholders. And if the adviser is also 
 involved with preparing returns for some or all of the equity holders, the adviser must be vigilant in 
 being aware of potential con�icts of interest and properly deal with those con�icts in accordance with 
 the applicable professional standards (the AICPA Code of Professional Conduct and Circular 230 
 Section 10.29). 

 Example Case 1 - Taxpayer With Relatively Low Arizona 
 Passthrough Income Compared to Overall Income 

 In our initial example, we’ll look at an Arizona taxpayer who is invested in an S corporation that 
 operates entirely in Arizona.  The taxpayer in question owns 50% of the S corporation, and the other 
 50% is owned by one other shareholder whom we will assume is in a similar tax position. 
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 In this case, our facts are: 

 ●  S Corporation for 2022 
 ○  Has $100,000 of taxable business income before considering any passthrough entity 

 tax 
 ○  Exactly ½ of the income ($50,000) is Arizona source income 

 ●  Owners A (the client we are looking at, married couple �ling a joint return) for 2022 
 ○  Has income other than the passthrough of $500,000 from wages, $10,000 for interest 

 income, and $25,000 from an IRA 
 ○  Has no medical deductions, paid $3,500 in Arizona estimated taxes and withholdings, 

 $8,500 in real estate taxes in total on a principal residence and a vacation home and 
 $25,000 in charitable contributions 

 The taxpayer’s return if the S corporation does not make an Arizona entity level tax election would be 
 as follows: 

 Wages  $ 500,000 

 Interest  10,000 

 IRA  25,000 

 Passthrough Entity Income (Loss)  50,000 

 Federal Adjusted Gross Income  585,000 

 Standard Deduction MFJ  25,900 

 Itemized Deductions 

 Medical (total)  0 

 Less 7.5%  43,875 

 Net Medical  0 

 State income taxes  3,500 

 Real estate taxes  8,500 

 Deductible Taxes  10,000 

 Charitable Deductions  25,000 

 Total Itemized Deductions  35,000 

 Greater of Standard or Itemized  35,000 

 Taxable Income  550,000 

 Federal Tax  $ 166,456 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
 Arizona Passthrough Entity Tax  32  Thomas, Zollars &  Lynch, Ltd. 



 Arizona Passthrough Entity Election for 2022 

 However, if the S corporation makes the election to pay the Arizona entity level tax, we end up with a 
 $2,980 PTET tax for the corporation computed as follows: 

 Total  Owner A  Owner B 

 Interest owned  100.00%  50.00%  50.00% 

 Resident?  Yes  Yes 

 Opt-Out  No  No 

 Arizona Source Income  50,000 

 Federal Income Before PTET  100,000  50,000  50,000 

 Income subject to PTET Tax  100,000  50,000  50,000 

 Arizona PTET (2.98% Assumed)  2,980 

 For purposes of this example, we are assuming that the 2.98% rate is determined to be the proper rate 
 for 2022 for this tax.  We also will assume that the entire $2,980 is paid in as estimated taxes prior to 
 December 31, 2022 so we don’t need to worry about whether this is a cash basis or accrual basis 
 corporation, nor when an accrual basis corporation would be able to deduct the PTET. 

 The K-1s for each shareholder would contain the following amounts as nonseparately stated income on 
 line 1, with the total shown on Schedule K of the Form 1120S: 

 Federal K-1 - Nonseparately stated income  Total  Owner A  Owner B 

 Income before PTET  $ 100,000  $ 50,000  $ 50,000 

 PTET Tax Deduction  2,980  1,490  1,490 

 Nonseparately stated income  $ 97,020  $ 48,510  $ 48,510 

 As well, each shareholder would be given the following information on their Arizona K-1 report for the 
 nonrefundable tax credit each shareholder can claim on their Arizona tax returns: 

 Owner A  Owner B 

 PTET Nonrefundable Arizona Tax Credit  $ 1,490  $ 1,490 

 Now we can compare Owner A’s federal income tax returns with this election in place to the federal income tax 
 return we looked at initially where there was no election: 

 No PTET Cred.  PTET Cred. 

 Wages  $ 500,000  $ 500,000 

 Interest  10,000  10,000 

 IRA  25,000  25,000 
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 No PTET Cred.  PTET Cred. 

 Passthrough Entity Income (Loss)  50,000  48,510 

 Federal Adjusted Gross Income  585,000  583,510 

 Standard Deduction MFJ  25,900  25,900 

 Itemized Deductions 

 Medical (total)  0  0 

 Less 7.5%  43,875  43,763 

 Net Medical  0  0 

 State income taxes  3,500  2,010 

 Real estate taxes  8,500  8,500 

 Deductible Taxes  10,000  10,000 

 Charitable Deductions  25,000  25,000 

 Total Itemized Deductions  35,000  35,000 

 Greater of Standard or Itemized  35,000  35,000 

 Taxable Income  550,000  548,510 

 Federal Tax  $ 166,456  $ 165,905 

 Federal Tax Savings  $ 551 

 In this recalculation we assumed that A would reduce their Arizona withholdings and estimated taxes by the 
 $1,490 credit they would receive to be o�set against their Arizona income tax liability for 2022.  But even with 
 that reduction, note that they still got a $10,000 deduction for state and local taxes since their total state and 
 local taxes exceeded $10,000. 

 Note that the couple ends up saving $551 on the federal return. 

 Comparing their Arizona return with and without the PTET election at the S corporation level results in the 
 following: 

 No PTET 
 Cred.  PTET Cred. 

 Federal Adjusted Gross Income  $ 585,000  $ 583,510 

 Small Business Income Tax Subtraction  0  0 

 Modified federal adjusted gross income  585,000  583,510 

 Passthrough entity taxes deducted on federal return  0  1,490 
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 No PTET 
 Cred.  PTET Cred. 

 Subtotal  585,000  585,000 

 Total net long-term capital gain or (loss)  0  0 

 Multiply line 23 by 25%  0  0 

 Net capital gain derived from investment in qualified small business 

 Subtract lines 24 through 34 from line 19  585,000  585,000 

 Other Subtractions 

 Subtract line 36 from line 35. Enter the difference  585,000  585,000 

 Age 65 or over 

 Blind 

 Other exemptions 

 Arizona Adjusted Gross Income  585,000  585,000 

 Itemized or standard deduction  35,000  35,000 

 Arizona taxable income  550,000  550,000 

 Tax  16,156  16,156 

 Dependent tax credit 

 Other individual nonrefundable credits (STO, QCO, QFCO, etc.) 

 PTET Credit  1,490 

 Balance of tax  $ 16,156  $ 14,666 

 Note that the Arizona tax dropped by exactly the $1,490 credit.  Although the credit is nonrefundable, in this 
 case the taxpayer had more than enough Arizona tax liability to allow full use of the credit without creating any 
 carryover of unused credits. 

 Of course the state of Arizona still got their $1,490, but now the S corporation has paid it along with another 
 $1,490 that created a credit for the other owner.  That means that, eventually, there will be $1,490 less to 
 distribute to Owner A from the S corporation (50% of the overall $2,980 paid by the S corporation). 

 For simplicity we’ll assume that the S corporation pays out each year cash to each member equal to his/her 
 reported income, and that this amount is in line with the corporation’s cash �ows.  In that case we can analyze 
 the overall economic costs and bene�ts to Owner A of this election: 

 No PTET Cred.  PTET Cred. 

 Net distribution from entity of Line 1 income  $ 50,000  $ 48,510 

 Arizona PTET credit used to reduce Arizona tax  0  1,490 
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 No PTET Cred.  PTET Cred. 

 Federal income tax savings  0  551 

 Total  $ 50,000  $ 50,551 

 In this situation, Owners A ends up with an additional $551 of cash in their pocket.  While the distribution 
 from the S corporation went down by $1,490, Owners A recovered that entire $1,490 via the reduction of their 
 Arizona income tax paid with their Form 140 for 2022.  On top of that, with the PTET election in place they 
 also reduced what they paid the IRS by $551. 

 So at the end of the day, the state of Arizona got exactly the same amount of money regardless of whether the 
 election is made or not (so there is no cost to the state), the taxpayers ended up with $551 extra, and that $551 all 
 came from a reduction in funds going to the United States Treasury. 

 Of course, when determining whether the election should made, the adviser should factor in any additional 
 compliance costs  after  the determination is made on  at least the probable tax savings, if any.  If the Department 
 of Revenue does leave the election and PTET tax on the Forms 165 and 120S that should make the compliance 
 costs to make this election signi�cantly lower than the compliance costs that were imposed handling Small 
 Business Income Tax Returns many advisers ran into, if for no other reason than there should be far superior tax 
 software support for this tax. 

 In this case, if Owner B sees a similar tax savings, that means the tax savings could justify up to $1,100 in 
 additional compliance costs. 

 Example Case 2 - Shareholder Uses the Standard Deduction 
 Rather Than Itemizing 

 What if Owners A weren’t as generous in their donations to charity?  Would their inability to itemize mean this 
 election no longer makes sense.  Actually, no.  But let’s run the numbers for items that would change. 

 The only change we are going to make is to remove all of the charitable donations from Owners A’s return for 
 2022.  If we do that, their return before the PTET election is made looks like this. 

 Wages  $ 500,000 

 Interest  10,000 

 IRA  25,000 

 Passthrough Entity Income (Loss)  50,000 

 Federal Adjusted Gross Income  585,000 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
 Arizona Passthrough Entity Tax  36  Thomas, Zollars &  Lynch, Ltd. 



 Arizona Passthrough Entity Election for 2022 

 Standard Deduction MFJ  25,900 

 Itemized Deductions 

 Medical (total)  0 

 Less 7.5%  43,875 

 Net Medical  0 

 State income taxes  3,500 

 Real estate taxes  8,500 

 Deductible Taxes  10,000 

 Charitable Deductions  0 

 Total Itemized Deductions  10,000 

 Greater of Standard or Itemized  25,900 

 Taxable Income  559,100 

 Federal Tax  $ 169,823 

 Since the standard deduction the couple is now using is less than the total itemized deduction in the �rst 
 example, their total federal tax is higher than the �rst example and the $10,000 SALT cap doesn’t impact this 
 return since even if it didn’t exist, they still would still be better o� using the standard deduction rather than 
 itemizing. 

 But, we’ll discover, the PTET still works to their advantage even though they are claiming the standard 
 deduction.  Although the SALT cap no longer blocks a deduction for state and local taxes, the amount of the 
 standard deduction e�ectively serves the same purpose.  So taxes can still be taken o� the federal return (that is, 
 not included in the return Schedule A calculations) and moved to Schedule E with zero change in the standard 
 deduction claimed--it remains at $25,900 with or without the PTET election being made by the S corporation. 

 No PTET Cred.  PTET Cred. 

 Wages  $ 500,000  $ 500,000 

 Interest  10,000  10,000 

 IRA  25,000  25,000 

 Passthrough Entity Income (Loss)  50,000  48,510 

 Federal Adjusted Gross Income  585,000  583,510 

 Standard Deduction MFJ  25,900  25,900 

 Itemized Deductions 
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 No PTET Cred.  PTET Cred. 

 Medical (total)  0  0 

 Less 7.5%  43,875  43,763 

 Net Medical  0  0 

 State income taxes  3,500  2,010 

 Real estate taxes  8,500  8,500 

 Deductible Taxes  10,000  10,000 

 Charitable Deductions  0  0 

 Total Itemized Deductions  10,000  10,000 

 Greater of Standard or Itemized  25,900  25,900 

 Taxable Income  559,100  557,610 

 Federal Tax  $ 169,823  $ 169,272 

 Federal Tax Savings  $ 551 

 The exact same federal tax savings of $551 appears on this return, as the taxpayers remain in the same federal tax 
 bracket even with the higher taxable income. 

 The analysis of the net economic bene�t to the taxpayers also works out the same in this case: 

 No PTET Cred.  PTET Cred. 

 Net distribution from entity of Line 1 income  $ 50,000  $ 48,510 

 Arizona PTET credit used to reduce Arizona tax  0  1,490 

 Federal income tax savings  0  551 

 Total  $ 50,000  $ 50,551 

 Again, only the US Treasury loses out in this analysis when the S corporation makes the election to pay the 
 Arizona entity level tax. 

 Example Case 3 - All Income is Passthrough Income 

 In this example we are going to assume that all income for the Owners A on their individual tax return  comes 
 from Line 1 of the K-1 from the S corporation.  How will that impact the analysis? 
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 Now our passthrough entity has $1,000,000 of income before the PTET election and so the PTET calculation 
 looks like this: 

 Total  Owner A  Owner B 

 Interest owned  100.00%  50.00%  50.00% 

 Resident?  Yes  Yes 

 Opt-Out  No  No 

 Arizona Source Income  500,000 

 Federal Income Before PTET  1,000,000  500,000  500,000 

 Income subject to PTET Tax  1,000,000  500,000  500,000 

 Arizona PTET (2.98% Assumed)  29,800 

 Line 1 of Schedule K-1 for each stockholder will look like this: 

 Federal K-1 - Nonseparately stated income  Total  Owner A  Owner B 

 Income before PTET  $ 1,000,000  $ 500,000  $ 500,000 

 PTET Tax Deduction  29,800  14,900  14,900 

 Nonseparately stated income  $ 970,200  $ 485,100  $ 485,100 

 And the resulting PTET credits are: 

 Owner A  Owner B 

 PTET Nonrefundable Arizona Tax Credit  $ 14,900  $ 14,900 

 Again we see a tax reduction on the federal return with the election in place: 

 No PTET Cred.  PTET Cred. 

 Wages  $ 0  $ 0 

 Interest  0  0 

 IRA  0  0 

 Passthrough Entity Income (Loss)  500,000  485,100 

 Federal Adjusted Gross Income  500,000  485,100 

 Standard Deduction MFJ  25,900  25,900 

 Itemized Deductions 

 Medical (total)  0  0 

 Less 7.5%  37,500  36,383 

 Net Medical  0  0 
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 No PTET Cred.  PTET Cred. 

 State income taxes  14,900  0 

 Real estate taxes  8,500  8,500 

 Deductible Taxes  10,000  8,500 

 Charitable Deductions  0  0 

 Total Itemized Deductions  10,000  8,500 

 Greater of Standard or Itemized  25,900  25,900 

 Taxable Income  474,100  459,200 

 Federal Tax  $ 139,689  $ 134,474 

 Federal Tax Savings  $ 5,215 

 But while we see a $5,215 reduction in federal tax, this time the taxpayer will not be able to pocket the full tax 
 savings, at least not immediately. 

 The issue is that the taxpayer ends up with a greater amount of Arizona PTET tax credit than the taxpayer owes 
 in Arizona income taxes for the year: 

 No PTET 
 Cred.  PTET Cred. 

 Federal Adjusted Gross Income  $ 500,000  $ 485,100 

 Small Business Income Tax Subtraction  0  0 

 Modified federal adjusted gross income  500,000  485,100 

 Passthrough entity taxes deducted on federal return  0  14,900 

 Subtotal  500,000  500,000 

 Total net long-term capital gain or (loss)  0  0 

 Multiply line 23 by 25%  0  0 

 Net capital gain derived from investment in qualified small business 

 Subtract lines 24 through 34 from line 19  500,000  500,000 

 Other Subtractions 

 Subtract line 36 from line 35. Enter the difference  500,000  500,000 

 Age 65 or over 

 Blind 

 Other exemptions 
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 No PTET 
 Cred.  PTET Cred. 

 Arizona Adjusted Gross Income  500,000  500,000 

 Itemized or standard deduction  25,900  25,900 

 Arizona taxable income  474,100  474,100 

 Tax  13,894  13,894 

 Dependent tax credit 

 Other individual nonrefundable credits (STO, QCO, QFCO, etc.) 

 PTET Credit  14,900 

 Balance of tax  $ 13,894  $ 0 

 PTET Credit Carryover  $ 1,006 

 The taxpayer ends up with $1,006 of unused PTE credit, which means the state of Arizona pocketed $14,900 
 from the S corporation in taxes, but only saw a $13,894 reduction in taxes collected from Owners A on their 
 Form 140 �ling.  So the state of Arizona has a net bene�t of $1,006 for the current year. 

 Note that the taxpayers are allowed to carry this excess credit forward for �ve years.  But if the taxpayers continue 
 to have all of their income coming from the S corporation and the corporation makes the PTET election each 
 year the taxpayers may never be able to use that $1,006. 

 Does this mean the taxpayers should opt-out of the PTET? Absolutely not in this case.  Remember that the 
 taxpayers had a $5,215 reduction in federal taxes, so Owners A can a�ord to give (or maybe just temporarily 
 “loan”) $1,006 to the state of Arizona and still have more net cash at the end of the day. 

 No PTET Cred.  PTET Cred. 

 Net distribution from entity of Line 1 income  $ 500,000  $ 485,100 

 Arizona PTET credit used to reduce Arizona tax  0  13,894 

 Federal income tax savings  0  5,215 

 Total  $ 500,000  $ 504,209 

 Note that even if they continue to give Arizona $1,006 every year and never are abel to recover any of those 
 unused credits, they are still economically better o�. 

 The key thing to note simply not being able to use the entire credit does not mean the taxpayer should not 
 participate in the election.  Rather, the issue is they have saved enough on the federal return to make up for the 
 extra the state of Arizona will end up taking. 
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 As an aside, this is why a few states (Connecticut and Massachusetts to be speci�c) are able to give a 
 credit that is less than the passthrough tax paid and have the equity holders still be better o� than if the 
 tax did not apply, especially if the credit is refundable (as it is in both of those states).  The state can 
 simply “split” the federal tax savings with the individuals but still o�er the individuals more than 
 enough incentive to make the election worthwhile for them with the side e�ect that the state has 
 managed to get the federal government to transfer funds indirectly to the state. 

 Example Case 4 - Taxpayer Eliminates Arizona Tax Via 
 Charitable Credits 

 Most Arizona advisers have clients who routinely eliminate most or all of their Arizona tax liabilities via 
 the various Arizona charitable tax credits.  In 2021 an Arizona married �ling joint taxpayer could 
 contribute the following maximum amounts to the various charitable tax credits: 

 Contributions to Qualified Charitable Organizations  $ 800 

 Contributions to Qualified Foster Care Organizations  1,000 

 Public School Tax Credits  400 

 Original Private School Tuition Organizations Credit  1,221 

 Switcher Individual Private School Tuition Organizations Credit  1,214 

 Arizona Military Family Relief Fund Credit  400 

 Total Offset  $ 5,035 

 But, as was discussed earlier, IRS regulations now provide that when a taxpayer makes a contribution 
 for which the taxpayer receives a state tax credit in excess of 15% of the amount donated, no charitable 
 contribution deduction will be allowed for amount of the credit against state taxes received except to the 
 extent of the di�erence between total state and local taxes subject to the SALT limit claimed on 
 Schedule A and $10,000 (the SALT cap). 

 The PTET credit has the same impact as these credits on the taxpayers in reducing the Arizona income 
 tax, but this credit comes with the advantage of also generating a reduction in federal income taxes since 
 it produces a deduction on the federal income tax return. 

 Let’s change our facts in the example so that our taxpayer has the following federal income tax return 
 before the PTET election is made: 

 Wages  $ 0 

 Interest  0 

 IRA  11,840 

 Passthrough Entity Income (Loss)  200,000 
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 Federal Adjusted Gross Income  211,840 

 Standard Deduction MFJ  25,900 

 Itemized Deductions 

 Medical (total)  0 

 Less 7.5%  15,888 

 Net Medical  0 

 State income taxes  5,960 

 Real estate taxes  12,000 

 Deductible Taxes  10,000 

 Charitable Deductions  25,000 

 Total Itemized Deductions  35,000 

 Greater of Standard or Itemized  35,000 

 Taxable Income  176,840 

 Federal Tax  $ 36,821 

 We again look at the PTET credit analysis for Arizona: 

 Total  Owner A  Owner B 

 Interest owned  100.00%  50.00%  50.00% 

 Resident?  Yes  Yes 

 Opt-Out  No  No 

 Arizona Source Income  50,000 

 Federal Income Before PTET  400,000  200,000  200,000 

 Income subject to PTET Tax  400,000  200,000  200,000 

 Arizona PTET (2.98% Assumed)  11,920 

 PTET Estimates Paid in 2022  11,920  5,960  5,960 

 Their federal K-1s again show the following amounts after the PTET is considered: 

 Federal K-1 - Nonseparately stated income  Total  Owner A  Owner B 

 Income before PTET  $ 400,000  $ 200,000  $ 200,000 

 PTET Tax Deduction  11,920  5,960  5,960 

 Nonseparately stated income  $ 388,080  $ 194,040  $ 194,040 
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 The Arizona PTET credit provided to each partner is as follows: 

 Owner A  Owner B 

 PTET Nonrefundable Arizona Tax Credit  $ 5,960  $ 5,960 

 This produces, as expected, a net decrease in federal income taxes paid by Owners A due to the 
 deduction of the PTET tax in computing nonseparately stated income: 

 No PTET Cred.  PTET Cred. 

 Wages  $ 0  $ 0 

 Interest  0  0 

 IRA  11,840  11,840 

 Passthrough Entity Income (Loss)  200,000  194,040 

 Federal Adjusted Gross Income  211,840  205,880 

 Standard Deduction MFJ  25,900  25,900 

 Itemized Deductions 

 Medical (total)  0  0 

 Less 7.5%  15,888  15,441 

 Net Medical  0  0 

 State income taxes  5,960  0 

 Real estate taxes  12,000  12,000 

 Deductible Taxes  10,000  10,000 

 Charitable Deductions  25,000  25,000 

 Total Itemized Deductions  35,000  35,000 

 Greater of Standard or Itemized  35,000  35,000 

 Taxable Income  176,840  170,880 

 Federal Tax  $ 36,821  $ 34,914 

 Federal Tax Savings  $ 1,907 

 Owners A are taxpayer who have wiped out their Arizona tax liability in prior years by making the 
 maximum contributions to Arizona charitable organizations that qualify for a tax credit and they do so 
 again for 2022 prior to discussing the issue with their adviser. 
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 Note the the PTET credit has zero impact on the Arizona tax actually paid by the taxpayer on Form 
 140: 

 No PTET 
 Cred.  PTET Cred. 

 Federal Adjusted Gross Income  $ 211,840  $ 205,880 

 Small Business Income Tax Subtraction  0  0 

 Modified federal adjusted gross income  211,840  205,880 

 Passthrough entity taxes deducted on federal return  0  5,960 

 Subtotal  211,840  211,840 

 Total net long-term capital gain or (loss)  0  0 

 Multiply line 23 by 25%  0  0 

 Net capital gain derived from investment in qualified small business 

 Subtract lines 24 through 34 from line 19  211,840  211,840 

 Other Subtractions 

 Subtract line 36 from line 35. Enter the difference  211,840  211,840 

 Age 65 or over 

 Blind 

 Other exemptions 

 Arizona Adjusted Gross Income  211,840  211,840 

 Itemized or standard deduction  35,000  35,000 

 Arizona taxable income  176,840  176,840 

 Tax  5,035  5,035 

 Dependent tax credit 

 Other individual nonrefundable credits (STO, QCO, QFCO, etc.)  5,035  5,035 

 PTET Credit  5,960 

 Tax due (refund)  0  0 

 Credit Carryovers  $ 5,960 
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 If no election had been made, they still would shown $0 total tax on the return.  In this case our analysis 
 of the net economic bene�t goes against the taxpayers once the cash out�ow of making the charitable 
 contribution is taken into account. 

 There is still a $1,907 tax savings: 

 No PTET Cred.  PTET Cred. 

 Net distribution from entity of Line 1 income  $ 200,000  $ 194,040 

 Arizona PTET credit used to reduce Arizona tax  0  0 

 Federal income tax savings  0  1,907 

 Total  $ 200,000  $ 195,947 

 But that savings is not the whole story.  The taxpayers end up with an additional $5,960 indirectly being 
 paid out of pocket in addition to the $5,035 they sent to the various charities  and only a $1,907 federal 
 tax savings resulting from those expenditures. 

 If the taxpayers had not made the charitable contributions they would have an additional $5,035 in 
 their pocket but still not have paid any Arizona income taxes. While the federal government will not 
 subsidize the payments to the various Arizona tax credit charities, the federal government will subsidize 
 the payment of the state income taxes through the passthrough entity. 

 No PTET Cred.  PTET Cred. 

 Net distribution from entity of Line 1 income  $ 200,000  $ 194,040 

 Arizona PTET credit used to reduce Arizona tax  0  5,035 

 Federal income tax savings  0  1,907 

 Total  $ 200,000  $ 200,982 

 The taxpayers who decide against making the charitable contributions in this case would have $6,017 
 available to spend as they wish. 

 Note in this example we have “excess” Arizona passthrough tax tax credit.  If the actual Arizona 
 passthrough tax credit for the taxpayers had been $5,035, an additional $925 bene�t would have been 
 realized, as the net distribution from the S corporation would have been $194,965 ($200,000 less $5,305 
 passthrough tax paid) rather than $194,040 ($200,000 less $5,960 passthrough tax paid). 

 As a practical matter, taxpayers are e�ectively going to choose between paying their Arizona taxes with a 
 credit that does not reduce their federal taxes or paying their Arizona taxes with a credit that does 
 produce a federal bene�t.  It will be interesting to see how many clients in this situation decide to cease 
 making the Arizona charitable tax credit contributions and instead rely �rst upon the PTET credit �rst 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
 Arizona Passthrough Entity Tax  46  Thomas, Zollars &  Lynch, Ltd. 



 Arizona Passthrough Entity Election for 2022 

 to eliminate their Arizona income tax liability.  While they may prefer giving the money to a charity 
 rather than to the government, I suspect most will prefer even more keeping the money for themselves 
 rather than sending it to either the state or a charity. 

 Or maybe, even if they are charitably inclined and will still contribute to a charity, they may feel better 
 about sending that $5,035 to the charity they would really prefer to support but which does not qualify 
 for an Arizona income tax credit. 

 Example Case 5 - Opt-Out and Issues With Credit/Deduction 
 Differences 

 Under Arizona’s law it is very possible that the amount of a deduction a partner or shareholder gets 
 allocated for the PTE tax that gets included in nonseparately stated income on their K-1 may di�er 
 signi�cantly from the tax credit the equity holder receives against Arizona income taxes.  While the 
 matter can be resolved via revisions to partnership/operating agreements for partnerships, it’s not clear 
 that such a solution exists for S corporations. 

 The �rst way we’ll look at to run into this problem is if any equity holder either opts out or is an entity 
 that does not qualify to participate in the PTET program.  The key things to remember is that: 

 ●  Arizona’s PTET tax is an entity level tax computed at the PTET rate times the total, for all 
 participating equity holders of their: 

 ○  Total net income for Arizona residents and 
 ○  Arizona source net income for nonresidents 

 ●  This is an expense that will be allocated either on a per share/per basis (most cases for an S 
 corporation), via a closing of the books election (another S option available when there is a 
 transfer of interests, but that still allocates on a per share basis  during each cut-o� period), or 
 as provided for a partnership agreement (which, if drafted before May of 2021 and not updated 
 in the interim, would almost certainly not have had any special language to deal with a 
 passthrough entity tax, thus having the expense allocated under whatever default would apply 
 to any other expense not directly covered by a special allocation) 

 ●  The credit each participating equity holder gets is equal to their share of PTE income (all 
 income for a resident, Arizona source for a nonresident) times the PTE rate.  48 

 48  The credit allocation is not on a per-share basis  because it is not a federal tax credit.  The state of Arizonaʼs law governs 
 which individuals can qualify to receive the tax credit and there is nor requirement imposed on the state  for it to be on a per 
 share basis, nor does the fact it is not per share put the corporationʼs federal S status at risk.  Federal law makes no reference 
 to a requirement that state law tax credits would have to divided on a per share basis. 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
 Arizona Passthrough Entity Tax  47  Thomas, Zollars &  Lynch, Ltd. 



 Arizona Passthrough Entity Election for 2022 

 For simplicity let’s �rst consider the case of an S corporation with no changes in ownership during the 
 year (thus shares for each shareholder remained the same all year).  In our case, Owner B is going to 
 opt-out of the passthrough entity tax, which is option the owner is given under the Arizona statute. 

 Owners A, who do not opt-out, have a federal return before the election that looks like this: 

 Wages  $ 100,000 

 Interest  10,000 

 IRA  17,000 

 Passthrough Entity Income (Loss)  200,000 

 Federal Adjusted Gross Income  327,000 

 Standard Deduction MFJ  25,900 

 Itemized Deductions 

 Medical (total)  0 

 Less 7.5%  24,525 

 Net Medical  0 

 State income taxes  5,960 

 Real estate taxes  12,000 

 Deductible Taxes  10,000 

 Charitable Deductions  25,000 

 Total Itemized Deductions  35,000 

 Greater of Standard or Itemized  35,000 

 Taxable Income  292,000 

 Federal Tax  $ 75,954 

 The passthrough entity makes the passthrough election and Owner B gives notice of opting out.  The 
 passthrough tax calculation looks like this: 

 Total  Owner A  Owner B 

 Interest owned  100.00%  50.00%  50.00% 

 Resident?  Yes  Yes 

 Opt-Out  No  Yes 

 Arizona Source Income  50,000 

 Federal Income Before PTET  400,000  200,000  200,000 
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 Total  Owner A  Owner B 

 Income subject to PTET Tax  200,000  200,000  0 

 Arizona PTET (2.98% Assumed)  5,960 

 PTET Estimates Paid in 2022  5,960  2,980  2,980 

 Since there is a $5,960 tax imposed on the entity, that is allocated between the shareholders on their 
 K-1s just like any other expense, split 50/50 since they own the same number of shares. 

 Federal K-1 - Nonseparately stated income  Total  Owner A  Owner B 

 Income before PTET  $ 400,000  $ 200,000  $ 200,000 

 PTET Tax Deduction  5,960  2,980  2,980 

 Nonseparately stated income  $ 394,040  $ 197,020  $ 197,020 

 The tax credit, however, goes entirely to Owners A since only the income from Owners A was used to 
 compute the PTE tax that was paid--and that is how the Arizona credit is determined under Arizona 
 state law at ARS §43-1077.B: 

 Owner A  Owner B 

 Arizona PTET Tax Credit  $ 5,960  $ 0 

 At �rst glance you might think that Owners A would be upset, since they didn’t get the full deduction 
 and thus have a smaller federal tax bene�t than they would have had Owner B not opted-out and the 
 corporation paid the PTET tax on all of its income: 

 No PTET Cred.  PTET Cred. 

 Wages  $ 100,000  $ 100,000 

 Interest  10,000  10,000 

 IRA  17,000  17,000 

 Passthrough Entity Income (Loss)  200,000  197,020 

 Federal Adjusted Gross Income  327,000  324,020 

 Standard Deduction MFJ  25,900  25,900 

 Itemized Deductions 

 Medical (total)  0  0 

 Less 7.5%  24,525  24,302 

 Net Medical  0  0 

 State income taxes  5,960  2,980 
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 No PTET Cred.  PTET Cred. 

 Real estate taxes  12,000  12,000 

 Deductible Taxes  10,000  10,000 

 Charitable Deductions  25,000  25,000 

 Total Itemized Deductions  35,000  35,000 

 Greater of Standard or Itemized  35,000  35,000 

 Taxable Income  292,000  289,020 

 Federal Tax  $ 75,954  $ 74,911 

 Federal Tax Savings  $ 1,043 

 However, if you analyze this more deeply you’ll see that Owner A is not the one who should be upset, 
 Because Owner A still had $5,960 of their Arizona tax paid: 

 No PTET 
 Cred.  PTET Cred. 

 Federal Adjusted Gross Income  $ 327,000  $ 324,020 

 Small Business Income Tax Subtraction  0  0 

 Modified federal adjusted gross income  327,000  324,020 

 Passthrough entity taxes deducted on federal return  0  2,980 

 Subtotal  327,000  327,000 

 Total net long-term capital gain or (loss)  0  0 

 Multiply line 23 by 25%  0  0 

 Net capital gain derived from investment in qualfiied small business 

 Subtract lines 24 through 34 from line 19  327,000  327,000 

 Other Subtractions 

 Subtract line 36 from line 35. Enter the difference  327,000  327,000 

 Age 65 or over 

 Blind 

 Other exemptions 

 Arizona Adjusted Gross Income  327,000  327,000 

 Itemized or standard deduction  35,000  35,000 

 Arizona taxable income  292,000  292,000 
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 No PTET 
 Cred.  PTET Cred. 

 Tax  8,467  8,467 

 Dependent tax credit 

 Other individual nonrefundable credits (STO, QCO, QFCO, etc.)  0  0 

 PTET Credit  5,960 

 Tax due (refund)  8,467  2,507 

 Credit Carryovers  $ 0 

 But their eventual cash distributions from the S corporation only will go down by $2,980. 

 No PTET Cred.  PTET Cred. 

 Net distribution from entity of Line 1 income  $ 200,000  $ 197,020 

 Arizona PTET credit used to reduce Arizona tax  0  5,960 

 Federal income tax savings  0  1,043 

 Total  $ 200,000  $ 204,023 

 Thus instead of getting the IRS to give them a less than 50% subsidy on paying their taxes, Owners A 
 got Owner B to pay 100% of the additional $2,960 in taxes. 

 Owner B is going to see his distribution go down from $200,000 in cash to $197,020 and receive 
 nothing (except the undying gratitude of Owners A) in exchange for that loss. 

 ANALYSIS 
 The AICPA Tax Executive Committee has written the IRS,  49  asking the agency to apply the rules found at  Reg. 
 §1.1361-1(l)(2)(i) to the passthrough entity taxes to allow for “make-up” distributions, much as is allowed for 
 taxes paid on composite returns.  The IRS has not responded to this request, made in October of 2021, at 
 the time this manual was written. 

 Weʼll discuss this guidance in the section below dealing with general issues arising with Notice 2020-75 and 
 the passthrough entity taxes as the AICPA commented on other items as well. 

 If the IRS decides the above regulation should not be expanded to cover these taxes (likely arguing that 
 the tax is not being paid on behalf of the shareholders since Notice 2020-75 treats this an entity level 
 tax), this would be a real problem for S corporations unless no shareholders opt-out. 

 For partnerships the allocation of the deduction would be governed by the operating agreement.  Most 
 partnership operating agreements are drafted to include language incorporating the requirements of the 

 49  AICPA Letter to Ms. Holly Porter, Associate Chief  Counsel, IRS, “Notice 2020-75, Forthcoming Regulations Regarding the 
 Deductibility of Payments by Partnerships and S Corporations for Certain State and Local Income Taxes,” October 26, 2021 
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 regulations under IRC §704(b) so that the allocations will be respected by the IRS and, unless revised to 
 take the PTE law into account, won’t likely have language that will allocate this entity level tax as an 
 expense in any manner other than like any other general expense.  The inclusion of the §704(b) 
 language e�ectively makes the tax rules on allocation of expenses legally binding on the partnership for 
 later liquidation distributions. 

 In a partnership this situation can be remedied by simply adding a special allocation provision to the 
 partnership or operating agreement that meets the requirements of the regulations under IRC §704(b) 
 to have substantial economic e�ect, charging the full amount of the elective entity tax against Owners 
 A’s capital account and having that entire expense go against their nonseparately stated income. 

 Example Case 6 - Out of State Partners and Not All Income 
 Arizona Source 

 A second way that the credit allocated to a shareholder/partner may not agree with the expense 
 deducted in computing that equity holder’s nonseparately stated income occurs if there are a mix of 
 resident and nonresident equity holders and any amount of the entity’s income is not Arizona source 
 income. 

 In this case, the S corporation has $400,000 of income before the PTET tax.  However, only $200,000 
 of that income is Arizona source.  Owners A are Arizona residents (and thus all of their allocable share 
 of income goes into the amount to be subjected to the PTET rate) while Owner B is not an Arizona 
 resident (and thus only 50% of this owners’ allocable share of income is subjected to the PTET rate). 

 Total  Owner A  Owner B 

 Interest owned  100.00%  50.00%  50.00% 

 Resident?  Yes  No 

 Opt-Out  No  No 

 Arizona Source Income  200,000 

 Federal Income Before PTET  400,000  200,000  200,000 

 Income subject to PTET Tax  300,000  200,000  100,000 

 Arizona PTET (2.98% Assumed)  8,940 

 PTET Estimates Paid in 2022  8,940  4,470  4,470 

 Again, they get identical amounts of income reported as nonseparately stated income on their K-1s: 

 Federal K-1 - Nonseparately stated income  Total  Owner A  Owner B 

 Income before PTET  $ 400,000  $ 200,000  $ 200,000 
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 Federal K-1 - Nonseparately stated income  Total  Owner A  Owner B 

 PTET Tax Deduction  8,940  4,470  4,470 

 Nonseparately stated income  $ 391,060  $ 195,530  $ 195,530 

 But the credit they each get for their Arizona return is based on the amount of their income included in 
 the PTET calculation, or 2.98% of $200,000 for Owners A and 2.98% of $100,000 for Owner B. 

 Owner A  Owner B 

 PTET Nonrefundable Arizona Tax Credit  $ 5,960  $ 2,980 

 Yet again, if the AICPA’s recommendation is not accepted by the IRS, Owner B is going to see his 
 eventual cash distributions reduced by $4,470, even though Owner B only got a maximum bene�t of 
 $2,980 in a reduction of Arizona income taxes.  And, yes again, Owners A get a portion of their taxes 
 paid for them by the other shareholder. 

 Note that if the adviser represents both the passthrough entity and any of the shareholders there would 
 be a clear con�ict of interest that the adviser must deal with, either by having the entity or the partners 
 seek other representation or, if the adviser determines that they could represent both parties fully 
 despite the con�ict, obtaining a con�ict of interest waiver. 

 The problem is that the only way Owner B can get out of subsidizing Owners A’s Arizona income taxes 
 in this case is for the entity not to make the passthrough entity election at all.  The opt-out available to 
 Owner B does not solve the problem, as the prior example showed. 

 But in that case, Owners A end up giving up a federal tax bene�t.  And, in an S corporation setting, care 
 must be taken to avoid having the parties come up with solution that arguably is an arrangement that 
 creates a second class of stock if the election is made and some method is sought to compensate Owner 
 B (assuming the IRS does not issue guidance in line with the AICPA request). 

 Issues for Taxpayers Who Do Not Get a State Tax Credit for 
 Taxes Paid to Another State 

 If a partnership or S corporation has out of state partners, it’s important to discover if their resident 
 state will give the taxpayers a credit for taxes paid to another state based on the Arizona PTET tax paid if 
 their resident state imposes an income tax. 

 If not, the taxpayer will almost certainly be worse o� if that taxpayer participates in the PTET.  At best 
 the taxpayer is getting a federal bene�t that is likely well below 50% of the tax paid to Arizona.  Most 
 likely the taxpayer would get a larger bene�t by directly paying the Arizona income tax via Form 
 140-NR and then using that tax to create a credit for taxes paid to another state  in their home state. 
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 A similar problem arises if the taxpayer is a resident of a state where Arizona source income would lead 
 to a credit for taxes paid to another state being taken on the Arizona tax return (a  backwards credit 
 scenario).  The PTET would reduce the Arizona income tax, very likely to zero if the passthrough entity 
 is the sole source of Arizona source income.  That Arizona source income will remain taxable to the 
 other state (possibly with a deduction for the Arizona taxes--but it’s also possible without even that), so 
 that the total additional state tax paid between the Arizona PTET and the resident stat tax will be 
 greater than the federal tax bene�t 

 It’s not an absolute given that there would be no bene�t in these cases to making a PTET election (they 
 may owe zero tax to their resident state, meaning the lost credit isn’t a big deal)--but the issue must be 
 researched and calculations run to determine if the PTET is bene�cial to this taxpayer. 

 General Issues Arising with Revenue Procedure 2020-75 
 Treatment 

 A number of odd issues remain with the treatment outlined in Revenue Procedure 2020-75 that a�ect 
 most, if not all, of the various passthrough entity tax systems, especially those that rely on a tax credit. 

 S Corporations and Shareholders Who Are Allocated Credit 
 That Does Not Agree With Their Share of the PTE Tax 
 Expense 

 In the cases in this chapter the problem has been illustrated.  The AICPA letter explains the issue as 
 follows: 

 Where the law is applicable to all owners regardless of residency or type of owner (individual, 
 trust, corporation, foreign, domestic, taxable, tax exempt organization, etc.), it is often easy to 
 achieve parity in tax treatment for all owners as the tax is strictly based on the entity's income. 

 In other circumstances, the laws may create inequities among shareholders. For example, if the 
 tax is only assessed against the income allocable to resident owners that receive a credit on their 
 individual income tax return for any taxes paid at the passthrough entity level, nonresident 
 owners will need to pay taxes in the locality at the owner level. Often, S corporations distribute 
 amounts to owners to assist with tax payments associated on the income allocable to the 
 owner. If the S corporation were to make a distribution to nonresident owners, a 
 disproportionate distribution issue may arise notwithstanding that the e�ect of the company 
 (or owners) electing PTE tax on income allocable to resident shareholders has the equivalent 
 economic e�ect of a distribution to those resident owners.  50 

 50  AICPA Letter to Ms. Holly Porter, Associate Chief  Counsel, IRS, “Notice 2020-75, Forthcoming Regulations Regarding the 
 Deductibility of Payments by Partnerships and S Corporations for Certain State and Local Income Taxes,” October 26, 2021 
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 The AICPA recommends that the IRS expand the treatment outlined in Reg. §1.1361-1(i)(2)(ii) which 
 deals primary with composite returns to cover the PTE returns as well. 

 The AICPA recommends that any actual distributions to compensate owners that are either 
 ineligible or do not elect to participate in a PTE tax assessment are treated similarly to tax 
 payments under Reg. § 1.1361-1(l)(2)(ii) (“composite payments”).  51 

 And the AICPA points out the big problem, the threat of creating a second class of stock, in footnote: 

 This distribution potentially creates a second class of stock thus invalidating the S election if it 
 could be treated as a binding agreement among shareholders and therefore a governing 
 provision.  52 

 That regulation reads: 

 (ii) State law requirements for payment and withholding of income tax. State laws may require 
 a corporation to pay or withhold state income taxes on behalf of some or all of the 
 corporation's shareholders. Such laws are disregarded in determining whether all outstanding 
 shares of stock of the corporation confer identical rights to distribution and liquidation 
 proceeds, within the meaning of paragraph (l)(1) of this section, provided that, when the 
 constructive distributions resulting from the payment or withholding of taxes by the 
 corporation are taken into account, the outstanding shares confer identical rights to 
 distribution and liquidation proceeds. A di�erence in timing between the constructive 
 distributions and the actual distributions to the other shareholders does not cause the 
 corporation to be treated as having more than one class of stock.  53 

 Does a Shareholder/Partner Election to Participate in a 
 PTE Tax Still Create Specified Income Tax Payments 

 The AICPA also raises a question about whether a shareholder/partner option to participate (or not 
 participate) in the PTE regime will potentially make payments other than  specified income tax payments  . 

 53  Reg. §1.1361-1(i)(2)(ii) 

 52  AICPA Letter to Ms. Holly Porter, Associate Chief  Counsel, IRS, “Notice 2020-75, Forthcoming Regulations Regarding the 
 Deductibility of Payments by Partnerships and S Corporations for Certain State and Local Income Taxes,” October 26, 2021 

 51  AICPA Letter to Ms. Holly Porter, Associate Chief  Counsel, IRS, “Notice 2020-75, Forthcoming Regulations Regarding the 
 Deductibility of Payments by Partnerships and S Corporations for Certain State and Local Income Taxes,” October 26, 2021 

 September 2022 Phoenix Tax Workshop  Edward K. Zollars, CPA 
 Arizona Passthrough Entity Tax  55  Thomas, Zollars &  Lynch, Ltd. 



 Arizona Passthrough Entity Election for 2022 

 The AICPA letter states: 

 Uncertainty exists under the Notice whether an election by the shareholder to participate in a 
 PTE regime itself creates a Speci�ed Income Tax Payment. The Notice de�nes a Speci�ed 
 Income Tax Payment as: 

 “. . . any amount paid by a partnership or an S corporation to a Domestic Jurisdiction 
 pursuant to a direct imposition of income tax by the Domestic Jurisdiction on the 
 partnership or S corporation,  without regard to whether  the imposition of and liability 
 for the income tax is the result of an election by the entity or whether the partners or 
 shareholders  receive a partial or full deduction,  exclusion, credit, or other tax bene�t 
 that is based on their share of the amount paid by the partnership or S corporation to 
 satisfy its income tax liability . . .” (emphasis added).  54 

 Only an election by the entity is speci�cally listed as not impacting whether or not the payment is a 
 specified income tax payment  under the Notice. 

 There may be less of an issue with Arizona, since in Arizona the shareholders are not required to opt-in, 
 unlike California.  Rather, in Arizona equity holders are allowed to opt-out of the program so it might 
 be argued that if no partner or shareholder makes an opt-out election there is no action that creates a 
 problem. 

 That said, it would seem odd for such a distinction to be important, since arguably either the opt-in or 
 opt-out method gives the equity holders the same right, with the only change being what happens if no 
 action is taken. 

 Certainly the options to allow shareholder to opt in and out of the PTE taxes are a recent addition, with 
 only Arizona and California o�ering this option--and neither tax was in place when Notice 2020-75 
 came out.  So there is some risk that the IRS might attempt to distinguish the Arizona and California 
 programs from others.  The most likely argument would be that giving the individual equity holder the 
 option to choose to participate or not makes this look even more like a substitute for a payment of 
 estimated taxes for the equity holder. 

 But arguing against this point is the fact that the IRS has been viewed by many commentators as being 
 very much taxpayer friendly  in their positions here and, given the large bipartisan support for the laws 
 that were enacted in Arizona and California, it may be politically di�cult for the IRS to take action 
 against these programs. 

 54  AICPA Letter to Ms. Holly Porter, Associate Chief  Counsel, IRS, “Notice 2020-75, Forthcoming Regulations Regarding the 
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 The AICPA is requesting that the IRS clarify this issue, preferably stating that these equity holder 
 election options do not convert these payments into something other than a  specified income tax 
 payment. 

 The AICPA letter explains how this regulation solves the “one class of stock” problem for composite 
 returns: 

 Regulation § 1.1361-1(l)(2)(ii) makes clear that constructive (deemed) corporate distributions 
 are treated in the same manner as actual distributions for purposes of the S corporation second 
 class of stock requirements. An S corporation that makes state income tax payments on behalf 
 of some or all of an S corporation's shareholders (e.g., composite payments) is deemed to make 
 constructive distributions to those shareholders. Providing those shareholders who are not part 
 of the composite payment program proportionate compensating distributions ensures they 
 receive identical economic rights to those shareholders participating in the composite payment 
 program. Therefore, a second class of stock is not created if, after the S corporation accounts 
 for the constructive distributions and actual distributions, the outstanding shares confer 
 identical rights to operating and liquidating distributions.  55 

 The AICPA recognizes the problem that having these payments deducted as nonseparately stated 
 income creates for this treatment, but argues the IRS should look at the economic e�ect of the 
 payments: 

 The AICPA acknowledges that while Speci�ed Income Tax Payments are deductible in 
 computing non-separately stated income, the economic e�ect of those payments to 
 shareholders is similar to composite payments. Treating Speci�ed Income Tax Payments to the 
 bene�ted S corporation shareholders6 as deemed distributions to those shareholders alleviates 
 the potential creation of a second class of stock if actual proportionate distributions are made 
 to non-bene�ted shareholders.  56 

 While I would love for the IRS to accept this view, I am concerned that Notice 2020-75 is predicated on 
 not  viewing this as a payment of the individual income  taxes of the shareholders.  I’m not sure the 
 agency will be willing to switch positions when we go to look at the distribution impacts, deciding that 
 it’s either recognize the economic reality of that is happening (this is a payment of the individual’s 
 income taxes and thus the cap applies) or accept the legal form (which then creates the unfair results 
 described). 

 56  AICPA Letter to Ms. Holly Porter, Associate Chief  Counsel, IRS, “Notice 2020-75, Forthcoming Regulations Regarding the 
 Deductibility of Payments by Partnerships and S Corporations for Certain State and Local Income Taxes,” October 26, 2021 
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 But note that this proposed solution creates another problem--it creates a double reduction of AAA 
 and basis if this is treated as a deemed distribution, as well as a possible trigger of gain if either AAA or 
 basis is exhausted by this deemed distribution.  So the AICPA proposes creating a new “pretend” 
 amount of tax exempt income to remedy this problem with using the proposed solution: 

 Treating Speci�ed Income Tax Payments as deemed distributions can result in the unexpected 
 consequence of a double reduction in stock basis and the accumulated adjustment account 
 (“AAA”). This result occurs due to the deduction against non-separately stated income (which 
 is the shareholder's allocated amount based on ownership regardless of participation), and 
 again subsequently as a constructive distribution. Creating an amount of tax-exempt income 
 equal to the deduction that would not be treated as tax-exempt income for AAA purposes 
 resolves this double reduction issue.  57 

 But this may not be as much of a reach as it �rst appears.  The AICPA notes in a footnote that this 
 would be “[s]imilar to the treatment under Reg. § 1.965-3(f)(2).”  That regulation provides: 

 (ii) S corporation accumulated adjustments account. In the case of an S corporation, the 
 aggregate amount of its section 965(a) inclusions equal to the aggregate amount of its section 
 965(c) deductions is treated as income not exempt from tax solely for purposes of determining 
 whether an adjustment is made to an accumulated adjustments account under section 
 1368(e)(1)(A) and §1.1368-2(a)(2). 

 However the AICPA notes that “Section 965 also speci�cally provides for such treatment.”  While that 
 may indicate Congress is �ne with such a treatment, the IRS may argue that this is only true if Congress 
 speci�cally authorizes such a treatment--and Congress hasn’t said anything about this.  The statement 
 appears to refer to IRC §965(f)(2): 

 (2) Special rules. The portion which is included in the income of a United States shareholder 
 under section 951(a)(1) by reason of subsection (a) which is equal to the deduction allowed 
 under subsection (c) by reason of such inclusion -- 

 (A) shall be treated as income exempt from tax for purposes of sections 705(a)(1)(B) 
 and 1367(a)(1)(A), and 

 (B) shall not be treated as income exempt from tax for purposes of determining 
 whether an adjustment shall be made to an accumulated adjustment account under 
 section 1368(e)(1)(A). 
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 So where do we stand on this?  Since the IRS has not published any guidance that allows for treatment 
 of this tax under this regulation, it would seem an aggressive position to attempt to take this position at 
 this point, especially if actual “make up” distributions are made (and shareholders who are subsidizing 
 the other shareholders are likely going to push for such distributions).  The risk, clearly, would be the 
 IRS arguing these rights create a second class of stock since it would be di�ering rights to distributions. 

 Non IRC §162 Activities in the Entity 

 Notice 2020-75 did not discuss the issue of whether its application was limited to partnerships or S 
 corporations with §162 trades or businesses, or if PTE taxes related to income other than §162 trades or 
 businesses need to be treated di�erently than PTE taxes related to §162 trade or businesses. 

 As the AICPA letter notes: 

 Further, the Notice does not di�erentiate between the character of the income (i.e., capital or 
 ordinary income) giving rise to a Speci�ed Income Tax Payment. Similarly, the Notice does not 
 di�erentiate between trade or business and investment activities giving rise to a Speci�ed 
 Income Tax Payment. Clari�cation is requested as to whether a Speci�ed Income Tax Payment 
 is limited to the tax associated with ordinary trade or business income, or if such de�nition may 
 also include state taxes associated with trade or business capital gain income (e.g., section 1231 
 gains) and other investment income (e.g., working capital interest income). 

 The Notice states the following with respect to the deductibility of a Speci�ed Income Tax 
 Payment: 

 “Any Speci�ed Income Tax Payment made by a partnership or an S corporation during 
 a taxable year does not constitute an item of deduction that a partner or an S 
 corporation shareholder takes into account separately under section 702 or section 
 1366 in determining the partner's or S corporation shareholder's own Federal income 
 tax liability for the taxable year. Instead, Speci�ed Income Tax Payments will be 
 re�ected in a partner's or an S corporation shareholder's distributive or pro-rata share 
 of non-separately stated income or loss reported on a Schedule K-1 (or similar form).” 

 Under section 1363(b), an S corporation's taxable income is generally calculated in the same 
 manner as that of an individual. Section 1366(a)(2) provides that “non-separately computed 
 income or loss” means gross income minus the deductions allowed to the S corporation, by 
 excluding all separately stated items described in section 1366(a)(1)(A). The S corporation's 
 shareholders, in computing their tax liabilities, take into account their distributive shares of the 
 S corporation's non-separately stated income or loss, as well as their distributive shares of each 
 separately stated item. 
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 In considering items which are not required to be separately stated, the residual category of 
 non-separately stated income or loss is generally considered trade or business income or loss for 
 purposes of section 62 and section 63. However, the Notice does not appear to limit the 
 application of Speci�ed Income Tax Payment to state taxes associated only with ordinary trade 
 or business income of the taxpayer. Clari�cation should be provided with respect to the 
 application of Speci�ed Income Tax Payments in the case of state taxes associated with capital 
 gain income (e.g., section 1231 gains) and other investment income (e.g., working capital 
 interest income).  58 

 Some advisers have been taking the Notice literally, treating taxes imposed on all income as being a §162 
 trade or business nonseparately stated deduction, even if the tax is the only §162 item that would appear 
 on Schedules K and K-1.  Some have even gone so far as to have spouses create partnerships to hold pure 
 investment assets to obtain an above the line deduction for the speci�ed income tax payments. 

 The IRS is aware that questions have been raised about this issue, but the agency has to date not issued 
 any speci�c guidance in this area. 

 Accrual Basis Partnerships and Timing of Deduction for 
 Specified Income Tax Payments 

 Many discussions have taken place over the paragraph in the Notice that seems to put all partnerships 
 and S corporations on a cash basis of accounting for speci�ed income tax payments.  Speci�cally, the 
 Notice 2020-75 provides: 

 If a partnership or an S corporation  makes a Specified  Income Tax Payment during a taxable 
 year,  the partnership or S corporation is allowed  a deduction for the Speci�ed Income Tax 
 Payment  in computing its taxable income for the taxable  year in which the payment is made. 
 (emphasis added) 

 If the highlighted text is taken literally, only tax payments made during the tax year would be currently 
 deductible by the partnership or S corporation.  While this treatment is what we would expect for 
 overall cash method partnerships or S corporations, it is not what most advisers would expect to be true 
 for overall accrual method entities. 

 That said, there could be problems with deducting any of most passthrough entity taxes for a year until 
 the following year for  accrual basis taxpayers due to issues that could arise with the all events test which 
 governs the timing of deductions under the overall accrual method.  Under IRC §461(h) and Reg. 
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 §1.461-1(a)(2)(i), a deduction is taken into account by an accrual basis taxpayer in the �rst taxable year 
 when all of the following have taken place: 

 ●  All events have occurred that establish the fact of the liability, 
 ●  The amount of the liability can be determined with reasonable accuracy, and 
 ●  Economic performance has occurred with respect to the liability. 

 In the case of many PTE taxes, including Arizona’s passthrough entity tax, an entity does not make a 
 binding election to pay the PTE tax until the tax return is �led, an event that takes place after the last 
 day of the taxable year.  Thus, all events will not have occurred by year end to  establish the fact of  the 
 liability  as required by the all events test. 

 The IRS has been strict in other situations in demanding that all events must have occurred to establish 
 the fact of a liability by the end of the tax year for an expense to be deducted for overall accrual method 
 taxpayers.  For instance, in TAM 202121010 the IRS denied a deduction to a taxpayer who was 
 attempting to deduct sales incentives it committed to pay in the following year if a customer sold even a 
 single unit of its products.  Even though the sale of the product was virtually assured and, in fact, no 
 customer actually failed to sell its �rst product early in the following year, the IRS position was that 
 until that �rst sale took place in the following year the fact of the liability had not been established.  59 

 The deduction was delayed until the year in which that �rst sale took place. 

 If the IRS successfully asserted the position that the liability under the Arizona PTE was not �xed until 
 the return due date passed, an accrual method taxpayer would be denied a deduction until the following 
 tax year since the fact of the liability is not established until the due date of the tax return passes with the 
 election made.  In that case, the cash method option found by taking the Notice literally would 
 arguably allow an earlier deduction. 

 The author is aware of reports that the IRS has indicated they did not intend to change rules for the 
 timing of the deduction for these taxes as compared to other taxes in the Notice.  However, as noted 
 above, that might not mean the IRS means accrual method taxpayers can accrue the 2022 PTE tax in its 
 entirely on its 2022 federal return even if no tax is paid by December 31, 2022. 

 There are a very few states where the election must be made prior to the end of the tax year, such as 
 New York.  In those states, I am comfortable with a taxpayer taking the position the normal accrual 
 rules apply and that all events have occurred prior to year end to allow a deduction for the entire 
 amount of the tax for partnerships and S corporations that are on the overall accrual method of 
 accounting for tax purposes. 

 59  Ed Zollars, CPA, “Guaranteed Minimum Sales Incentive  Program Did Not Establish Fact of a Liability Until Dealers Made 
 Sales in Following Year,”  Current Federal Tax Developments  Website,  May 29, 2021, retrieved July 27, 2022 
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 However, in far more states the election is not required until after year end, most often the date date o 
 the passthrough return including extensions. Some advisers believe that the fact of the liability may be 
 able to be established by the entity and the members adopting a binding agreement among themselves 
 that the election will be made prior to year end.  At the very least the advisers would argue that the 
 accrual of the current year’s tax could be claimed on the return with adequate disclosure. 

 Despite these reports of the IRS’s intent, the agency has not published any updated guidance at the 
 time this manual was written.  The author believes that until the IRS issues a formal clari�cation of this 
 matter, prudence suggests using the literal language of the Notice and advising clients to make the 
 entire payment of the tax prior to year end. 

 Interest Paid on Debt/Liability Associated with PTE Tax 

 Another interesting question arises if a passthrough entity either borrows money to pay the PTE tax or 
 ends up paying interest related to paying the tax after the due date of the return, either with a return on 
 extension or due to a later state revenue agency examination that increases the income of the 
 passthrough entity.  Is that interest a deductible expense of the business? 

 In my view, the answer is messy.  The problem arises from Reg. §1.163-9T(b)(2).  Reg. §1.163-9T deals 
 with personal interest which has been nondeductible since the Tax Reform Act of 1986 provision 
 barring the deduction was fully phased in over 30 years ago. Reg. §1.163-9T(b)(2)(i)(C) provides: 

 (2) Interest relating to taxes. 

 (i) In general. 

 Except as provided in paragraph (b)(2)(iii) of this section, personal interest includes 
 interest-- 

 … 

 (C) Paid by a trust, S corporation, or other pass-through entity on 
 underpayments of State or local income taxes and on indebtedness used to 
 pay such taxes 

 If we ignore the reference to “paragraph (b)(2)(iii) of this section” initially, the answer would appear to 
 be  clear no. 
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 But if we follow the reference to (b)(2)(iii) and, more speci�cally, subsection (B) of that reference, 
 things are a bit more interesting: 

 (iii) Certain other taxes. 

 Personal interest does not include interest-- 

 … 

 (B) Paid by an S corporation with respect to an underpayment of income tax from a 
 year in which the S corporation was a C corporation or with respect to an 
 underpayment of the taxes imposed by sections 1374 or 1375, or similar provision of 
 State law; … 

 This muddies the issue a bit on a couple of levels.  First, how broadly should  similar provision  be read  in 
 the �nal clause?  Note that, with the comma before the clause “  or similar provision of State law  ,” the 
 reference appears to cover both taxes similar to taxes imposed on a C corporation and the S corporation 
 speci�c taxes imposed by IRC §1374 (the built in gain tax) and 1375 (the tax on excess passive income). 
 An argument can reasonably be made that the PTE taxes are “similar to” corporate level taxes imposed 
 on C corporations or even taxes uniquely applied to S corporations such as the two federal S level taxes 
 referenced. 

 But the IRS could attempt to di�erentiate the PTE taxes by pointing to the tax credit or exclusion 
 granted to argue that this makes them “not similar to” the referenced federal taxes.  Such a 
 di�erentiation seems more persuasive for the tax credits than the exclusions, since we do exclude from a 
 C corporation shareholder’s income their share of income from a C corporation.  But even for the tax 
 credit, it’s not clear if that granting the credit is enough of a di�erence to make the tax not similar (after 
 all, similar is not the same as identical, so level of di�erence would be allowed--the key question is how 
 much). 

 Note that this provision only covers S corporations--there is no similar provision in the regulation 
 allowing a deduction in the case of an entity taxed as a partnership for similar taxes.  So a partnership 
 could not rely on the “similar to” language in this regulation to claim an interest deduction even if that 
 interpretation is found to apply to S corporations. 

 Second, the inclusion of this provision when these temporary regulations were issued in 1987 suggests a 
 general view of the IRS that interest on taxes imposed on the entity should not be treated as disallowed 
 personal interest.  If that is the case, it can be argued that the IRS should revise this regulation to 
 include interest paid on debts that trace to PTE taxes as deductible by the entity, eventually �owing 
 through a deduction for the equity holders.  PTE taxes did not exist in 1987, so the IRS needs to 
 consider them based on the rationale used in 1987 for the taxes that did apply. 
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 One practical problem is that the IRS would have an unrelated incentive not to touch this regulation. 
 The 1986 Act regulations were some of the last regulations issued before Congress barred the IRS from 
 leaving temporary regulations in place permanently.  These temporary regulations are grandfathered in, 
 but that grandfathering seems likely to go away if the IRS attempts to modify this regulation, meaning 
 now �nal regulations in this area would have to released as proposed regulations and later adopted in 
 �nal form within three years. 

 The problem is that using this position today without any modi�cations to the regulations requires 
 going  beyond  the plain language of the regulation  and attempting to argue it no longer applies in this 
 case because the matter wasn’t contemplated when the regulation was issued.  Taking a position based 
 on this logic (likely necessary for a partnership) would seem to require �ling a Form 8275-R as the 
 position does appear at odds with the language of the regulation. 

 So far the IRS has not issued any guidance on this matter.  Ultimately, the adviser must discuss the 
 potential positions the adviser believes are supportable positions, the relative risks of each position and 
 then the client’s decision on which position should be taken. 

 Remember that, as a CPA, you cannot sign the tax return under  Statements on Standards for Tax 
 Services No. 1  and IRC §6694 unless there exists at  least a reasonable basis for the position (with 
 disclosure) or substantial authority for the position (without disclosure).  So the likelihood the IRS 
 would never discover or raise the issue cannot, by itself, allow the CPA to sign the return, though that 
 can be considered for positions that independently meet the reasonable basis or substantial authority 
 standard.  Determining if a position meets those standards is the responsibility of the individual CPA 
 involved--no CPE manual or article can serve to remove that responsibility from the CPA. 

 State and Local Tax Refunds and the Tax Benefit Rule of 
 IRC §111 

 Many CPAs have wondered how the refundable credits impact the potential taxation of tax refunds 
 received either by the equity holders on their personal income tax returns, or the entity itself if it 
 overpays its estimated taxes related to the PTE tax for the tax year in question and receives a refund of 
 such taxes in the following year. 

 IRC §111, entitled “Recovery of tax bene�t items,” reads: 

 (a)  Deductions  . Gross income does not include income  attributable to the recovery during the 
 taxable year of any amount deducted in any prior taxable year to the extent such amount did 
 not reduce the amount of tax imposed by this chapter. 
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 (b)  Credits  . 

 (1)  In general  . If-- 

 (A) a credit was allowable with respect to any amount for any prior taxable 
 year, and 

 (B) during the taxable year there is a downward price adjustment or similar 
 adjustment, 

 the tax imposed by this chapter for the taxable year shall be increased by the amount of 
 the credit attributable to the adjustment. 

 (2)  Exception where credit did not reduce tax  . Paragraph  (1) shall not apply to the 
 extent that the credit allowable for the recovered amount did not reduce the amount 
 of tax imposed by this chapter. 

 (3)  Exception for investment tax credit and foreign  tax credit  . This subsection 
 shall not apply with respect to the credit determined under section 46 and the foreign 
 tax credit. 

 (c)  Treatment of carryovers  . For purposes of this  section, an increase in a carryover which has 
 not expired before the beginning of the taxable year in which the recovery or adjustment takes 
 place shall be treated as reducing tax imposed by this chapter. 

 (d)  Special rules for accumulated earnings tax and  for personal holding company tax  . 
 In applying subsection (a) for the purpose of determining the accumulated earnings tax under 
 section 531 or the tax under section 541 (relating to personal holding companies)-- 

 (1) any excluded amount under subsection (a) allowed for the purposes of this subtitle 
 (other than section 531 or section 541 ) shall be allowed whether or not such amount 
 resulted in a reduction of the tax under section 531 or the tax under section 541 for 
 the prior taxable year; and 

 (2) where any excluded amount under subsection (a) was not allowable as a deduction 
 for the prior taxable year for purposes of this subtitle other than of section 531 or 
 section 541 but was allowable for the same taxable year under section 531 or section 
 541, then such excluded amount shall be allowable if it did not result in a reduction of 
 the tax under section 531 or the tax under section 541. 

 For the individual, Notice 2020-75 implicitly recognizes any PTE credit as a state tax credit, not a 
 payment of estimated taxes for the equity holder, nor as taxes withheld and paid on behalf of the equity 
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 holder.  60  Thus, it is this author’s view that this credit is to be treated just like any other tax credit a state 
 might o�er the taxpayer (say, Arizona’s tax credit for contributions to Quali�ed Charitable 
 Organizations-QCO).  There are two key situations to consider: 

 ●  In the simple case the credit reduces state income taxes for the individual, but not below zero 
 (and, conveniently, Arizona doesn't make the credit refundable which will help for this 
 analysis, but not for most other credit states).  In that case it's no di�erent than any other state 
 credit (say the Arizona QCO credit) in that if a taxpayer gets a refund in that case, we look to 
 see if a tax bene�t was obtained from deducting the payments made by the individual (his or 
 her estimates and withholdings) and would treat the refund as taxable in the year received to 
 that extent.  The PTET tax itself isn't relevant to this situation, as it solely enters into the 
 calculation of state tax due in the same manner as state tax rates and other tax credits. 

 ●  The less simple case is when the passthrough credit itself leads to an individual tax refund (as it 
 does in most, but not all credit states, with Arizona being one of the few not making the credit 
 refundable), but there is case law to deal with that one.  We've had at least two cases that looked 
 at New York state refundable credits in excess of the taxes imposed in  Maines v Commissioner  , 
 144 TC No. 8 (2015)  61  and the Federal Circuit case  of  Ginsburg v. Commissioner  , CA FC, Case 
 No. No. 1:17-cv-00075-RHH (2019).  62  In both cases,  the excess credit was treated as taxable 
 income under the general rule of IRC §61. But since Arizona doesn't allow the credit to exceed 
 the tax due, this won't be an issue for Arizona's regime (though if the individual has an interest 
 in other states it clearly is a big issue, since most state allow this to be refunded). 

 But what if the passthrough entity pays more in estimated PTE taxes during the tax year than is later 
 determined to be due for the year, leading to an overpayment of taxes on the return �led for the 
 following year?  Nothing in IRC §111 excludes partnerships and S corporations from being subject to 
 the tax bene�t rule. 

 But because a bene�t is determined to exist by looking to see if taxes were reduced or carryovers 
 increased for the year, it would appear that the refund must be separately stated on the passthrough 

 62  This case was also discussed on our website when  it was released.  Ed Zollars, “Refund of State Tax Credit in Excess of Tax 
 Liability is Taxable Income,”  Current Federal Tax  Developments website  , April 30, 2019, 
 https://www.currentfederaltaxdevelopments.com/blog/2019/4/30/refund-of-state-tax-credit-in-excess-of-tax-liability-is-taxa 
 ble-income  (retrieved August 5, 2022) 

 61  This case was discussed at the time it was issued  on the  Current Federal Tax Developments  site.  Ed  Zollars, “State's Label of 
 Refundable Credits as Overpayments of State Income Tax Not Binding on Federal Courts,”  Current Federal  Tax Developments 
 website  , March 13, 2015,  https://www.currentfederaltaxdevelopments.com/blog/nyscredits  (retrieved August 5, 2022) 

 60  As will be discussed later in this manual, the  Financial  Accounting Standards Board  may take a different view  on whether 
 these are payments of the equity holderʼs taxes.  But FASB does not have the power to write federal tax law or regulations and 
 impose its will in that area.  But it does have the power to determine treatments on financial statements prepared under U.S. 
 Generally Accepted Accounting Principles. 
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 entity return so the partners or shareholders can each determine the extent of the tax bene�t they 
 received (if any) from overpayment of the tax in the prior year. 

 Note that simply applying the overpayment to the following year does not eliminate the problem for 
 the partnership or S corporation any more than it does for an individual.  So long as the state law allows 
 the entity to choose to either have the excess refunded or apply it to the following year’s taxes, the 
 concept of constructive receipt will require treating the excess as refunded in that year.  Applying the 
 refund to the following year’s tax only serves to have the application treated as a separate payment of 
 PTE tax. 

 Net Passive Activity Income and PTE Taxes 

 Another complexity arises if a partner or shareholder does not materially participate in an activity of the 
 partnership or S corporation and PTE taxes are paid related to income from that activity. 

 The IRS, in  Publication 925, Passive Activity and  At-Risk Rules (2021)  , states that state and local 
 income taxes related to a passive activity are not to be treated as passive activity expenses,  63  nor  is any 
 state and local income tax refund related to such passive activity to be treated as passive activity 
 income.  64 

 Since the PTE tax or refund will be reported as part of non-separately stated income or loss from the 
 activity, the entity would need to disclose the amount of such taxes paid on a per-activity basis to each 
 partner or shareholder to allow the equity holders to properly compute their passive income and loss 
 from each activity for their personal income tax returns. 

 For purposes of computing net investment income under IRC §1411, the PTE taxes would be allowed 
 as a deduction to reduce net investment income to the extent they are allocable to any passive activity 
 included as investment income under IRC §1411.  65  Such  taxes must be allocated to applicable passive 
 activity income on a reasonable basis.  66  Assuming  all activities of the entity were a single passive activity, 
 treating the entire amount of PTE tax paid by the entity as related to the passive activity would seem 
 reasonable, but if there is other income some allocation will need to be made. 

 66  Reg. §1.1411-4(g)(1) 

 65  Reg. §1.1411-4(f)(3)(iii) 

 64  Publication 925, Passive Activity and At-Risk Rules  (2021)  , IRS, February 8, 2022, p. 8 

 63  Publication 925, Passive Activity and At-Risk Rules  (2021)  , IRS, February 8, 2022, p. 7, 
 https://www.irs.gov/pub/irs-pdf/p925.pdf  (retrieved  August 5, 2022) 
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