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By Paul Jones
One of the more notable state tax policy trends during the 2021 legislative session has been the
adoption of passthrough workarounds to the federal cap on the state and local tax deduction.
More than 11 states have enacted those workarounds this year, joining the seven that adopted
them in the last three years. Other states are considering them as well. The basic design
involves creating an elective entity-level tax on passthroughs and providing an offsetting
individual income tax credit for passthrough owners. In effect, the passthrough entity (PTE) pays
the state income tax for the owners and claims a full federal deduction for the state tax. Since
the SALT cap only applies to individual taxpayers and not to the entity, the workaround allows
owners to receive the benefit of an uncapped federal deduction for the state tax paid on their
passthrough income.
The $10,000 SALT deduction cap imposed by the Tax Cuts and Jobs Act is viewed by highertax states as a threat to their tax regimes, since it ended residents' ability to offset their high
state tax burdens via an uncapped federal deduction. States began exploring SALT cap
workarounds soon after the TCJA's enactment.
The IRS and Treasury previously blocked a SALT cap workaround scheme that involved states
providing tax credits in return for taxpayers making charitable donations to state-sanctioned
causes for while claiming federal deductions for charitable giving. But in November 2020 they
greenlighted the use of passthrough SALT cap workarounds, which triggered the current wave
of adoptions by states.
However, some tax experts say that despite the popularity of PTE-type workarounds, they pose
a variety of complications. Some commentators also question the merits of the workarounds
from a general tax policy standpoint, and there is conjecture that they could ultimately lead to
the creation of two-tiered tax systems for PTEs.
“This is not a tax provision anyone would have designed except to work around” the SALT
deduction cap, said Jared Walczak of the Tax Foundation.

Wave of Adoptions
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Surge of SALT Workarounds Could Pose Complications for
Passthroughs
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Until then, it was unclear whether the federal government would even allow the entity-level
workaround, but a November 2020 Treasury and IRS notice (Notice 2020-75) confirmed that it
would. The notice announced the agencies’ intent to issue proposed regulations “to clarify that
State and local income taxes imposed on and paid by a partnership or an S corporation on its
income are allowed as a deduction by the partnership or S corporation in computing its nonseparately stated taxable income or loss for the taxable year of payment.”
"Any Specified 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," according to the guidance.
It was off to the races after that. Alabama adopted a SALT deduction cap workaround (later
modified) in February, followed by Arkansas in March. New York followed shortly when Gov.
Andrew Cuomo (D) approved a workaround in the state’s fiscal 2022 budget in April; Idaho also
adopted one in April.
In May Georgia adopted a passthrough workaround, as did South Carolina. Colorado approved
its version of a PTE-type workaround in June. Illinois lawmakers sent a SALT deduction cap
workaround measure to Gov. J.B. Pritzker (D) that same month.
Most recently, Minnesota’s governor in July approved an omnibus tax bill as part of the state
biennial budget that includes a SALT cap workaround for passthroughs. Arizona enacted its
own version the same month, as did California and Oregon.
Notably, Michigan Gov. Gretchen Whitmer (D) on July 13 vetoed a bill, H.B. 4288, that would
have created a PTE-type workaround. In Massachusetts, lawmakers and Gov. Charlie Baker
(R) are fighting over the state’s proposed SALT cap workaround, specifically regarding the
amount of personal state tax credit to be provided to passthrough owners for their shares of
state taxes paid at the entity level.
Other states may also adopt passthrough workarounds. Pennsylvania and North Carolina are
among those that have considered the policy.

Questions and Challenges
The surge in adoptions of passthrough workarounds will likely benefit many entity owners, but
experts say the numerous differences between states' workarounds, including the eligibility
criteria and the details of how they work, will create complications.
“They’re all different,” said Nikki Dobay of Eversheds Sutherland (US) LLP. For example, she
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Connecticut adopted a passthrough workaround to the SALT cap in May 2018, the first state to
do so. It is the only state that requires passthroughs to pay the entity-level tax, rather than
allowing it as an election. (It later reduced the amount of offsetting individual state income tax
credit it provides owners to offset the entity-level tax.) A few states followed suit with their own
versions: Wisconsin in December 2018, Oklahoma in April 2019, Louisiana in June 2019, and
Rhode Island in July 2019. New Jersey approved its own version in January 2020, followed by
Maryland in May.
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A key question is whether states will provide credits to resident PTE owners for taxes paid to
other states through those states' workarounds. Dobay said it’s unclear whether state tax
agencies are “going to recognize the tax paid at the entity level for another state.”
Steven Wlodychak, a retired principal in EY’s National Tax Department, told Tax Notes that the
passthroughs with the easiest path to benefiting from the workarounds are those with owners
and operations firmly rooted in a single state.
“If you’re running a restaurant, you have a car dealership, you’re running a barbershop — small
businesses operating in one state — of course you should take advantage of this tax,” said
Wlodychak, who wrote an article for Tax Notes highlighting the variations between PTE-type
workarounds and their implications. “But the minute you cross state borders, you have to worry
the home state won’t honor the PTE tax paid in other states” in light of differences between
taxes. He warned that the courts may not provide protection to taxpayers who think they’ve
been subjected to double taxation if they’re denied a credit.
Wlodychak said taxpayers and states are also still waiting for the IRS to issue proposed
regulations regarding the workarounds, calling it “a big open question when those regs come
out.” Meanwhile, he said, anecdotal evidence suggests the workarounds will prove popular with
taxpayers able to use them.
“I think we’ll probably see a lot of interest and small businesses take advantage,” Wlodychak
said.
Dobay also said she anticipates a flood of tax planning activity in response to the new SALT
deduction cap workarounds. She noted that despite the general intent for the workarounds to be
more or less revenue neutral, it remains to be seen how much effect they will have on state
revenue.

The Future
Some argue that the workarounds are poor tax policy because of their unequal treatment of
taxpayers. Walczak told Tax Notes that in addition to creating more complexity, the
workarounds are “only available to passthrough business owners, yielding a lack of equity for
other similar taxpayers who don’t get the advantage of this tax break." He also warned that
there could be disparate tax consequences for different owners of an entity that elects to use
the workaround.
Walczak argued that many states were adopting the workarounds in large part “because their
peers are doing it” and that the policy itself has little merit. “It’s simply unfortunate that so many
states have resorted to a gimmicky workaround, rather than focusing on broader tax
competitiveness,” he argued.
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noted that Oregon’s bill provides a 100 percent credit for the tax paid at the partnership level
while some other states provide less than a full credit. She added that some states are more
restrictive in the kinds of owners that entities eligible for the election are allowed to have, saying
that could limit the applicability of the workarounds.
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Still, “this is all craziness,” Shanske said. “I can’t think of any tax policy reason which would
indicate that only taxpayers who earn money through a passthrough should get around the
cap.” But he said he doubts that taxpayers unable to benefit from the workarounds will have the
ability to legally challenge them for unfairness.
Shanske also noted that the federal cap is scheduled to expire at the end of 2025 if not
renewed. Notably, although there’s been talk that Congress might repeal the cap before
that date, sources say it’s unclear if that action will be taken. Wlodychak said Congress might
have a hard time replacing the revenue generated by the cap if it were repealed.
Meanwhile, experts noted that it’s at least possible that the SALT cap workarounds approved
by states could lead in some cases to something like a two-tiered tax system for PTEs.
“There’s some fear this could be a wave of states going down the path of taxing
partnerships,” Dobay said.
Wlodychak also said that was a possibility. “I worry these PTE taxes could end up sneaking in
and becoming a permanent fixture in state taxation,” he said. “By manipulating the credit or
eliminating the credit, you could effectively have one tax on the entity and another on the
individuals and treat these passthrough entities the same as C corps down the road.”
Shanske said there is "an independent argument for a tax on unincorporated entities, similar to
the corporate tax, because you shouldn’t tax one form of business and not another form.” He
noted, for example, that New Hampshire and Texas “have taxes that apply to businesses,
whatever form they’re conducted in.” Notably, New Hampshire and Texas do not tax personal
income.
However, the workaround taxes themselves "aren’t meant to level the playing field” between
corporations and PTEs, Shanske said. “They don’t really provide revenue to the state the way
a symmetrical entity-level tax would.”
Carolina Vargas, Lauren Loricchio, and Amy Hamilton contributed to this article.
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According to Darien Shanske, a law professor at the University of California, Davis School of
Law, the federal government doesn’t provide enough support for social safety net programs,
forcing states to fund them. As a result, it makes sense for states to try to help taxpayers offset
at least a portion of their state tax burdens using the workaround, he said.

