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 $10,000 limitation ($5,000 in the case of a married individual filing a 

separate return) to deduct the following state and local taxes (SALT) 

paid during a calendar year:

◦ real property taxes;

◦ personal property taxes; 

◦ income and excess profits taxes; 

◦ general sales taxes. 

 The limitation generally applies to state-level income taxes which flow 

through to individual partners (and S Corp shareholders) on their Forms 

K-1.  See 702(a).

 Section 164(b)(6), as added by section 11042(a) of Public Law 115-97, 

131 Stat. 2054 (December 22, 2017).



 In the wake of SALT limitation, some states attempted to circumvent the 

limitation.

 Converting state and local taxes into charitable deductions.

◦ New York

◦ New Jersey

◦ Connecticut

 The IRS officially rejected this type of planning on June 13, 2019. 84 

FR 27530; Treas. Reg.§ 1.170A–1(h)(3) and Treas. Reg. 1.642(c)-3.



Taxes imposed upon and paid by a 

flowthrough entity are not affected by 

the SALT limitation as they directly 

reduce flowthrough business 

income.  

IRS Notice 2020-75, Section 3.02(1).



 At the time of the TCJA’s enactment, certain jurisdictions already had 

entity-level taxes, which comported with the Service’s future guidance.

◦ District of Columbia – Unincorporated Business Tax

◦ New York City – Unincorporated Business Tax

◦ Texas – Margins Tax

◦ New Hampshire – Business Profits Tax

◦ Tennessee – Excise and Franchise Tax 

 All are mandatory, entity-level, taxing schemes.  



 In the wake of the TCJA’s enactment, Connecticut passed its own 

passthrough entity tax.  Public Act 18-2, April 27, 2018.

 6.99% income tax at the entity level.

 The tax is mandatory.

 Individual partners and shareholders get a credit on their personal tax 

return for taxes paid by the company.



 The tax is imposed on the amount of payroll expenses paid per employee 
in excess of $40,000 during the calendar year.

 The tax is phased-in over a three-year period, with a tax rate of 1.5 
percent for 2019, three percent for 2020, and is entirely phased-in with a 
five percent rate beginning in 2021.

 Pursuant to a statutory formula, employees receive credit towards their 
New York state personal income tax relative to the amount of tax paid by 
the employer allocable to that employee.

 The statute explicitly provides that the employer may not reduce an 
employee’s wages in any way that represents any tax (or portion thereof) 
paid.



 The following jurisdictions have passed elective pass-through entity 
taxes:
◦ Wisconsin

◦ Oklahoma

◦ Louisiana

◦ Rhode Island

◦ Maryland

 Other states have proposed such schemes:
◦ Arkansas

◦ Michigan

◦ Minnesota

 The elective nature of the tax does not affect the validity of the regime. 
IRS Notice 2020-75, Section 3.02(1). 



 In 1991, the Maryland General Assembly passed MD Code, Tax - General, §
10-102.1 in order to encourage greater income tax compliance for 
nonresident partners and S corp. shareholders.

 The law charges passthrough entities with a tax on each item of net income 
includable in the nonresident individual member’s distributive or pro rata 
share of the pass-through entity’s nonresident taxable income.
◦ Income derived from real or tangible personal property in Maryland;
◦ Any income from a business, occupation, or profession or trade at least partially carried 

on Maryland;
◦ Income derived from Maryland wagering; 
◦ Income derived from the sale or other disposition of an ownership interest in a pass-

through entity where the pass-through entity owns real or personal property in Maryland 
or conducts a business in Maryland.

 Critically, however, “the tax shall be treated as a tax imposed on the 
nonresident or nonresident entity members that is paid on behalf of the 
nonresidents or nonresident entities by the pass-through entity.” MD 
Code, Tax - General, § 10-102.1(c).



 MD General Assembly amended this preexisting law in 2020 to apply also to MD 
residents.

 Allows a Maryland passthrough entity to elect to pay the tax imposed with respect to 
resident members’ distributive or pro rata share of the “pass-through entity's taxable 
income.” MD Code, Tax - General, § 10-102.1(b).

 The elective tax is considered a tax on the entity.

 For individuals, rate is equal to the sum of the top marginal state tax rate (for 2020, 
5.75%) and the lowest county income tax rate (for 2020, 2.25%).  For corporations 
the rate is 8.25%.

 Rate is applied to the sum of each owner’s share of the “pass-through entity’s 
taxable income.”

 PET does not change the filing requirements or the tax liability of passthrough owners 
with Maryland income.



 “Pass-through entity's taxable income” means the portion of a pass-
through entity's income under the federal Internal Revenue Code that is 
derived from or reasonably attributable to the trade or business of the 
pass-through entity in this State. MD Code, Tax - General, § 10-
102.1(a)(8).

 Nonresident taxable income clearly defined. MD Code, Tax - General, §
10-102.1(a)(8); see MD Code, Tax - General, § 10-210(b)(1) through (4).
◦ Income derived from real or tangible personal property in Maryland;

◦ Any income from a business, occupation, or profession or trade at least partially 
carried on Maryland (i.e. apportionment);

◦ Income derived from Maryland wagering; 

 Almost certainly the same analysis for “pass-through entity taxable 
income.”



 The law limits the liability of the pass-through entity to the sum of all 

the resident and nonresident members’ shares of the pass-through 

entity’s “distributable cash flow.” MD Code, Tax - General, § 10-
102.1(d)(3); see MD Code, Tax - General, § 10-102.1(a)(2).

 Meant to protect passthrough entities that have taxable income 

attributable to the members, but do not have sufficient distributable 

cash flow to pay the total tax.

 Really only impacts accrual-based taxpayers.



 Start with taxable income reportable by a pass-through entity on its 
federal income tax return;
◦ Increase by:

 cash receipts for the taxable year that are not includable in the gross income of the 
entity, including capital contributions and loan proceeds;

 amounts allowable to the entity for the taxable year as deductions for depreciation, 
amortization, and depletion; and

 the decrease, if any, in the entity's liability reserve as of the end of the taxable year; and

◦ Decrease by:
 cash expenditures for the taxable year that are not deductible in computing the taxable 

income of the entity, not including distributions to shareholders, partners, or members; 
and

 the increase, if any, in the entity's liability reserve as of the end of the taxable year.

 Effectively converting from accrual to cash.



1. Determine passthrough entity’s tax base (identify those owners 

against which the rates will be applied).

2. Determine passthrough entity’s “pass-through entity taxable 

income.”

3. Apply appropriate rate to each owner’s share of “pass-through entity 

taxable income.”

4. Add the resulting sums together to arrive at the Passthrough Entity 

Tax.

5. Test for, and apply, “Distributable Cash Flow” limitation, if applicable.



MD-F 

LLC

MD1

MD2

MD3

F1

• MD-F LLC elects PET for MD 

residents

• Each own 20% 

• $10,000 of PET Income

MD-F LLC Pays $810 in tax.

• MD1 – $160

• MD2 – $160

• MD3 – $165

• F1 – $160

• F2 – $165

F2



 Nonresident portion of the MD PET is treated as a tax imposed on the 
nonresident that is merely paid on behalf of the nonresident by the 
pass-through entity.  MD Code, Tax - General, § 10-102.1(c)(1). 

◦ Consequently, payment of the tax by the entity is not deductible by 
the entity. 

 Meanwhile, payments attributable to MD resident tax liabilities are

deductible by the entity. This is what effects the circumvention of the 

$10k SALT limitation for individuals – by moving the deduction from the 

individual tax return, where it would be limited, to the entity tax return.



$6,000 Unused SALT Deduction Full SALT Deduction

Without MD PTE

 $1,000,000 in flowthrough income

 5 MD Individual Resident Owners

 $200,000 in flowthrough income 

each

◦ 8% Blended MD tax rate

◦ $16,000 in state taxes

◦ $10,000 SALT limitation

 MD Individual pays federal income 

tax on $190,000

With MD PTE

 $1,000,000 in flowthrough income

 5 MD Individual Resident Owners

 PET Calculation

◦ 8% Blended MD tax rate = $80,000 paid 

by entity

◦ Reduces flowthrough income to 

$920,000

◦ Divided by 5 MD individuals …

 Each MD individual now only pays 

federal income tax on $184,000



 When adding together the rates of tax to determine the PET , the following 
is excluded:

◦ REITs and exempt entities, including IRA's, Keoghs, pension and profit-sharing plans, 

etc.  MD Code, Tax - General, § 10-102.1(f)(2).

◦ Partnerships whose activities and assets are limited to investment in stocks, bonds, 

futures, options or debt obligations other than debt instruments directly secured by 

real or tangible personal property are not subject to the nonresident member tax 

merely because the investment decisions, trading orders, research and the like are 

conducted by a general partner from a Maryland location.  Ibid.

◦ Publicly traded entities which have agreed to file annual information returns with 

Comptroller.  MD Code, Tax - General, § 10-102.1(j).

◦ MD passthrough entity or passthrough entity registered to do business in MD.  MD 
Code, Tax - General, § 10-102.1(f)(1).



MD-F2 

LLC

MD1

MD-Trust

F1

• MD-F2 LLC elects PET

• All MD residents 

• 20% Ownership Each

• $10,000 of PET Income

MD-F2 LLC Pays $490 in tax.

• MD1 – $160

• MD2 – $165

• MD-Trust – $0

• F1 – $165

• F-Trust – $0

F-Trust

MD2



 The pass-through entity makes the election to pay the tax with respect 

to residents’ distributive or pro rata shares by checking the box on Form 

510 at the time the form is filed. 

 Election applies to all resident passthrough members.

 The election is made annually. 

 The passthrough entity makes estimated tax payments for all members 

with Form 510D and should check the box on that form indicating that 

the entity is remitting tax with respect to resident members’ shares.













 The pass-through entity must provide each of its nonresident members 

with a statement showing the amount of tax paid on their behalf on a 

Maryland Form 510 Schedule K-1.

 The pass-through entity must also provide each of its resident members 

on whose distributive or pro rata share of income the tax was paid a 

statement showing the amount of tax paid by the passthrough entity for 

which the resident may take a credit on a Maryland Form 510 Schedule 

K-1.











 Both nonresident and resident members may take a credit against the State 
tax imposed on the member individually for the member’s proportionate 
share of the tax paid by the pass-through entity. MD Code, Tax - General, §
10-102.1(e). 

 Residents claim the credit on the Form 502 in the member’s taxable year in 
which the pass-through entity’s taxable year ends.
◦ Credit for taxes paid by the pass-through entity must be claimed on the same return on 

which the resident member reports the income that is subject to tax by the pass-through 
entity.

◦ Resident members may include the credit they anticipate receiving from the pass-
through entity in the calculation of estimated tax payments.

 Nonresidents claim the credit on Form 505.  The rules are otherwise the 
same as for residents.

 Tax credit is refundable.  See Form 502CR, Part CC, Lines 5 and 7.



 MD Form 510C filed by the passthrough entity.

 Only nonresident individual members may be included on a composite 
return.
◦ Nonresident fiduciary members, nonresident entity members, and resident members 

cannot be included on a composite return.

 Nonresident individuals must affirmatively elect to join in the filing of a 
composite return and acknowledge the higher tax rate (combined 8% in 
2020).

 Statements verifying each nonresident’s election and acknowledgment must 
be appended to the composite return.

 Additional information about how to file a composite return found at MD 
Income Tax Administrative Release No. 6, p. 6-7.



 The election to pay tax imposed on resident members at the 

passthrough entity level does not eliminate the members’ filing 

responsibility.  Rather, it simply provides passthrough members with a 

corresponding state credit for taxes paid at the entity level.

 For corporate members, the passthrough entity must pay at the 

corporate tax rate (8.25% for 2020). MD Code, Tax - General, § 10-
102.1(d)(1)(ii); see MD Code, Tax - General, § 10-105(b).

 Meanwhile, the PET does not apply to the pro rata share of a member 
who is itself a MD passthrough entity or passthrough entity registered to 
do business in MD.  MD Code, Tax - General, § 10-102.1(f)(1).  Rather, the 
lower-tier passthrough picks up the tax payments obligations.  Ibid.



ABCDE 

LLC

A
B

C

D

• ABCDE LLC elects PET

• All MD residents 

• 20% Ownership Each

• $10,000 of PET Income

ABCD LLC Pays $485 in tax.

• A – $160

• B – $160

• C – $165

• D – $0

• E – $0

E-Trust

If D elects, it 

will pay 

$160 in tax



 The differentiation in treatment between residents and nonresidents 

for the purposes of the PET arguably creates more than one class of 

stock in S-corps.

◦ If so, S-corps with both resident and nonresident shareholders would be unable to 

make the PET election without blowing their S-election. 

 Flowthrough entity exception arguably makes it not an “entity level” tax 

within the meaning of IRS Notice 2020-75.

 The disparate treatment between residents and nonresidents could 

open the law to a constitutionality challenge under the Commerce 

Clause – arguably violates the nondiscrimination prong of Complete 

Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977).



 Amend MD Code, Tax - General, § 10-102.1 to make the election 
applicable to all members.

◦ Would make the nonresident tax also an entity-level tax.

◦ Would make the election applicable to sub-tier entities.

 Election would become applicable to all members, including all 
passthrough entities.

 HOWEVER, making the tax an entity-level tax for non-residents could 

impact their ability to claim a credit for taxes paid on their home state 

income tax return.



 Penalties for under-withholding PET.
◦ In any case, likely reasonable cause for TY 2020.

 How is the “pass-through entity’s taxable income” income calculated for 
Maryland residents?  Is it the same formula used for nonresidents under MD 
Code, Tax - General, § 10-210(b)(1) through (4)?  Answer seems to be yes.

 How Distributable Cash Flow limitation is supposed to be reported on 
statements to passthrough members.  Pro rata?  Distributive share?

 Any details for the Member Statement beyond the MD Form 510K-1?  
Breaking down state versus local tax for residents?

 Members which are themselves MD passthrough entities (or foreign 
passthroughs registered to do business in MD) considered “Other” for 
purposes of Form 510?

 Chicken and egg problem of using the Form 1065/1120S as the starting 
point.  Likely have to add back PET on Form 510.



 Likely effective way to circumvent $10k limitation on state and local 

taxes for MD resident individuals, as it pertains to flowthrough income.

 As currently drafted, can be a danger for S-corps.

 Most beneficial for passthrough entities with MD resident owners, as 

nonresidents will still be limited by the $10k SALT limitation.


