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The application of state and local taxes to pass-through entities 1 continues to be a 
complex issue, especially when the entities are multistate in nature. Even though states 
often look to federal income tax provisions in imposing net income-based taxes on these 
entities, application of the federal rules at the state level leaves many unanswered 
questions. Federal law does not concern itself with jurisdictional issues in a domestic 
context, and there is only one federal taxing system that domestic entities must comply 
with, as opposed to the multiple state taxing systems a pass-through entity operating in 
multiple states may face.  

At the state and local tax level, owners of pass-through entities that operate in multiple 
states are faced with often vexing questions as to where they must file and what income 
must be included in the return for each state in which they are required to file. There 
have been recent developments regarding jurisdictional questions, apportionment issues, 
and reporting requirements with respect to owners of pass-through entities that are 
resident in states other than the state or states where the pass-through entity does 
business. States continue to assert that the ownership of an interest in a pass-through 
entity is sufficient, by itself, to give the state jurisdiction over the nonresident owners of 
the entity. But the states often ignore or do not give adequate weight to U.S. 
Constitutional issues that may arise when taxing the nonresident owner in these 
situations.  



In addition, as a way around addressing these constitutional questions, many states have 
begun to require the pass-through entity to either withhold tax on payments to 
nonresident owners or file composite returns on behalf of those owners. Some states 
have even gone a step further and have begun imposing entity-level taxes on the pass-
through entity itself in order to foreclose any issues as to whether the state can tax the 
distributions the pass-through entity makes to nonresidents.  

This article discusses and analyzes a number of recent developments that address issues 
related to the imposition of net income taxes on pass-through entities and also addresses 
a few recent developments related to other taxes that pass-through entities and their 
owners may face. This is a rapidly changing and developing area, both with respect to 
case law developments and statutory and regulatory changes related to the reporting 
requirements for pass-through entities and their owners. Thus, it is important to closely 
monitor these changes when forming pass-through entities or determining the state (and 
even local) reporting requirements based on the operations of these entities.  

Nexus Issues for Owners of Pass-Through Entities 

Jurisdictional issues raised by the ownership of an interest in a pass-through entity by a 
nonresident of a state continue to arise at the state level. The question of whether the 
ownership of a partnership interest, especially a limited partnership interest, is sufficient 
to create nexus for a nonresident individual or nondomiciliary corporation has been 
debated for many years, but the debate has really heated up with adoption by most 
states of the federal check-the-box rules. 2 While questions of U.S. Constitutional nexus 
for state taxing purposes were theoretically answered by the Supreme Court in Quill v. 
North Dakota, 3 some state courts have applied a very narrow reading of this decision, 
interpreting it as applying only in the sales and use tax context.  

In addition, since the adoption of the federal check-the-box rules, the question has arisen 
whether an ownership interest in an entity that has many of the attributes of a 
corporation, e.g., an LLC, creates nexus for the owners when the entity elects to be 
treated as a partnership or to be disregarded under the check-the-box rules, but not 
when it elects to be treated as a “C” corporation.  

The jurisdictional issues faced by pass-through entities and their owners are not confined 
to questions of U.S. Constitutional nexus. There are also continuing questions as to the 
application of federal Public Law 86-272 to pass-through entities. Several recent state 
developments have addressed various aspects of the jurisdictional issues faced by owners 
of pass-through entities.  

Arizona. 

The application of state apportionment requirements can sometimes create issues related 
to state jurisdiction over out-of-state entities. For example, does the inclusion of an out-
of-state partnership's apportionment factors in an in-state corporate partner's 
apportionment formula violate Public Law 86-272, 4 which prohibits the imposition of a 
state net income tax on the income of an entity that does no more than solicit sales of 
tangible personal property in the state?  

According to the Arizona Court of Appeals, Public Law 86-272 does not preclude Arizona 
from including an out-of-state partnership's revenues in the numerator of the 
apportionment formula of an Arizona consolidated income tax return. The taxpayer, a 
newspaper company that elected to file a consolidated income tax return in Arizona with 



its affiliates, owned a partnership interest in a Washington general partnership that 
solicited sales of newsprint to customers in Arizona but otherwise conducted no business 
in the state. The question raised was whether by requiring a portion of the out-of-state 
partnership's sales to be included in the numerator of the sales factor of the consolidated 
return, Arizona was essentially taxing those sales, thereby violating P.L. 86-272 because 
the partnership did no more than solicit sales in the state and could not be subjected to 
an Arizona net income tax.  

The court concluded that the partner was independently subject to tax in the state and 
must include the income from the partnership because the limitations of P.L. 86-272 did 
not apply to the corporate partner. 5 If, however, under P.L. 86-272, a state cannot 
impose a direct net income tax on a partnership's sales, it should not be able to reach 
those sales by requiring a corporate partner to flow up its share of the partnership's 
apportionment factors, including sales into the state by the partnership. This essentially 
results in a tax on the partnership's sales into Arizona, which is clearly prohibited by P.L. 
86-272.  

Kentucky. 

In Asworth Corporation v. Revenue Cabinet, 6 the Kentucky Board of Tax Appeals held 
that corporate partners, whose sole connection to the state was their respective limited 
partnership interests in resident limited partnerships, were not taxable on their share of 
distributive income under Kentucky law, because the partners themselves did not own or 
lease property or have employees in the state. That ruling was reversed, however, by a 
Kentucky circuit court in July 2007, and it was amended in November of that year as a 
result of the taxpayers' motion to alter, amend or vacate. The taxpayers then appealed.  

The Kentucky Court of Appeals recently affirmed that part of the circuit court's order that 
held that the taxpayer-partners have nexus with Kentucky. 7 Oddly, the Court of Appeals 
found physical presence nexus through the taxpayers' ownership interests in the limited 
partnerships, but it did not allow the property and payroll of those entities to flow-up for 
apportionment purposes. The taxpayer has filed a motion with the Kentucky Supreme 
Court seeking review of the Court of Appeals' decision.  

In 2006, the Kentucky Legislature expanded the definition of “doing business” in 
Kentucky to include deriving income (directly or indirectly) from a single-member LLC 
(SMLLC) that is doing business in the state and that is disregarded as a separate entity 
for federal income tax purposes. After the Board of Tax Appeals decision in Asworth, 
subsequent 2006 legislation, H.B. 1, expanded the “doing business” statute to include: 
(1) maintaining an interest in a pass-through entity doing business in the state; or (2) 
deriving income directly or indirectly from a SMLLC doing business in Kentucky that is a 
disregarded entity for federal income tax purposes. 8 Just because Kentucky has defined 
doing business in the state to include holding an interest in a pass-through entity does 
not answer the question of whether this type of ownership interest is enough to give 
Kentucky jurisdiction over a nonresident owner for U.S. Constitutional purposes.  

New Jersey. 

In addressing whether a nonresident limited partner was taxable in New Jersey based on 
its investment in a limited partnership doing business in the state, the New Jersey Tax 
Court, in BIS LP, Inc. v. Director, Division of Taxation, 9 recently held that the 
nonresident limited partner was not taxable because it was not engaged in a unitary 



business with the partnership. Instead, the limited partner was merely a passive investor 
in the partnership.  

While the court may ultimately have reached the correct answer, there are still questions 
raised by the case regarding whether a nonresident limited partner could have been 
subject to New Jersey tax if it had been engaged in a unitary business with the 
partnership. If a nonresident limited partner does not have nexus with New Jersey, it 
should not be taxable in the state simply because it is engaged in a unitary business with 
a partnership doing business in the state. The state has appealed this ruling.  

New York. 

The New York Division of Tax Appeals (“Division”) recently addressed whether a 
nonresident owner of an interest in a tiered pass-through entity structure was taxable in 
New York. The case involved two Delaware holding companies that were members of an 
LLC that owned a general partnership interest in a firm doing business in New York. 10  

The Division largely based its decision on its finding that New York had given something 
for which it could impose a tax. Specifically, the Division found that New York had 
accorded privileges and immunities that led to the firm's capital appreciation, which 
inured to the benefit of its owners, including the holding companies. Interestingly, 
instead of addressing whether the out-of-state owner had nexus with New York, the 
Division instead held that, based on the holding of the New York Court of Appeals in 
Allied-Signal Inc. v. Commissioner of Finance, 11 the fact that the partnership was doing 
business and earning income in New York was sufficient for New York to tax the income. 
From there the Division concluded that because the investee was a partnership for tax 
purposes, and not subject to tax, the investor must therefore be subject to tax. The ALJ 
sidestepped questions regarding whether the LLC members were physically present in the 
state, relying instead on the activities of the investee as a basis for taxing the 
nonresident investor.  

In addition, in a recent advisory opinion, the New York Department of Taxation and 
Finance discussed whether an out-of-state S corporation holding company, with no 
activities in New York, or any of its qualified subchapter S subsidiaries (QSSS), which did 
have New York nexus, was required to file Article 9-A franchise tax reports. The advisory 
opinion states that if any of the QSSSs are subject to New York tax, the shareholders of 
the QSSS(s) would be able to make an election to be taxed as a single New York S 
corporation and pay the fixed-dollar minimum tax. If the election is not made, however, 
the QSSSs would be treated and taxed as stand-alone New York C corporations. 12  

Washington. 

In Blistex Bracken v. City of Seattle, 13 the Washington Court of Appeals held that a 
limited partnership was not subject to the Seattle business and occupation tax (“B&O 
tax”) on royalty income, because the income was earned outside of the state. The court 
determined that even though the partnership had nexus with Seattle, it was also 
necessary that there be a sufficient nexus over the royalty income for it to be taxed. The 
court found that all of the activities that generated the royalty income took place outside 
of Washington, and, therefore, a sufficient connection was lacking between the royalty 
income and the taxing jurisdiction to justify the imposition of tax for due process 
purposes.  



State Regulatory and Statutory Nexus Provisions 
Affecting Pass-Through Entities 

States continue to push the envelope as to what is a taxable nexus with the state in order 
to generate additional revenue from out-of-state businesses. Not content to assert 
aggressive nexus provisions on audit, some states have begun to enact questionable 
statutory and regulatory provisions that set out what level of presence they consider 
necessary to create income tax nexus. These provisions are presumably premised on the 
states' belief that the Quill holding does not apply to income taxes.  

Colorado, by regulation, and Oklahoma and Washington, by statute, have all recently 
established provisions basing nexus on what is in the numerator of the company's 
apportionment formula. These controversial factor presence nexus standards are based 
on a nexus provision drafted by the Multistate Tax Commission, which has yet to be 
tested in court. While the presence of a company's property or payroll in a state is 
generally sufficient to create nexus, a state should not be able to assert that a business is 
taxable in the state based solely on the fact that it makes sales into the state.  

Colorado. 

Previously, Colorado had considered an out-of-state business to be doing business in the 
state when it exceeded the minimum standards of P.L. 86-272. Effective 4/30/10, 
however, a new regulation imposes factor presence nexus standards for corporate income 
taxes, and there is no mention of possible federal preemption. Businesses organized 
outside of Colorado are considered to have a substantial nexus, and, thus, to be subject 
to tax in Colorado when in any tax period the business' property, payroll, or sales in 
Colorado exceed any of the following:  

• $50,000 of property. 
• $50,000 of payroll. 
• $500,000 of sales. 
• 25% of total property, total payroll, or total sales. 

The amended regulation requires pass-through entities to determine the threshold 
amounts at the entity level. If the pass-through entity's Colorado property, payroll, or 
sales exceeds the nexus threshold, then the partners are subject to tax on the portion of 
the entity's income earned in Colorado and passed through to them. 14  

Oklahoma. 

New legislation 15 imposes a new Business Activity Tax (BAT) on “net revenue” of a 
taxpayer, including a pass-through entity, but would tie the BAT liability for 2010, 2011, 
and 2012 to the amount of the taxpayer's 2009 franchise tax liability, which is based on 
an entity's capital. Although the BAT would sunset in 2013, during the period in which it 
is imposed there would be a moratorium on the franchise tax.  

The BAT liability consists of two components: a $25 annual tax on every “person” 
(defined to include partnerships and LLCs) doing business in Oklahoma and a tax equal to 
1% of the person's net revenue derived from business activity that is allocated and 
apportioned to Oklahoma. The BAT liability would be in addition to the Oklahoma 
corporate income tax and the privilege tax imposed on financial institutions.  



Importantly, this new legislation imposes economic nexus provisions, and while entities 
“doing business” in Oklahoma under economic nexus would be subject to only a $25 
minimum BAT, they also would be required to file information reports, which include a 
calculation of Oklahoma net revenue. Taxpayers would be deemed to be “doing business” 
in Oklahoma and subject to the information and reporting requirements if they have an 
economic presence within the state. A nonresident taxpayer would be considered to have 
an economic presence in Oklahoma, and, therefore, subject to the BAT, if during a given 
tax period its property, payroll, or sales in Oklahoma exceed any of the following:  

• $50,000 of property. 
• $50,000 of payroll. 
• $500,000 of sales. 
• 25% of total property, total payroll, or total sales. 

Washington. 

Washington's B&O tax has long been administered under a physical presence test for 
nexus. That standard recently changed as the result of new tax legislation, however. 
Effective 6/1/10, an out-of-state business will be subject to Washington's B&O tax on 
service and royalty income if the business meets one of four criteria:  

(1) More than $50,000 of property located in Washington.  
(2) More than $50,000 of payroll located in Washington.  
(3) More than $250,000 of receipts from Washington.  
(4) At least 25% of the taxpayer's total property, total payroll, or total receipts 
located in Washington.  

Physical presence nexus, however, continues to be required for retailing, wholesaling, 
and any classification not subject to the new single-factor apportionment formula. 16 
While the B&O tax is a gross receipts tax and, thus, not subject to the limitations of P.L. 
86-272, imposition of the tax based solely on the fact that a company has receipts in the 
state would clearly go against the Supreme Court's holding in Quill.  

State Treatment of Section 338(h)(10) Transactions 
Involving Pass-Through Entities 

The application of Section 338(h)(10) at the state level continues to generate litigation. 
Under Section 338(h)(10), an election is made to calculate the gain on the sale of the 
stock of a subsidiary as if it were the sale of assets of the subsidiary; the gain on the sale 
of the stock by the parent corporation is ignored. State conformity to the Section 
338(h)(10) election was addressed in recent cases in Alabama and Georgia involving S 
corporations, with different answers.  

Alabama. 

An Alabama S corporation that operated solely in Alabama was owned equally by two 
Alabama residents and the taxpayer, a Mississippi resident. The shareholders entered into 
an agreement to sell their stock in the S corporation, which operated an internet service 
provider/telecom company in the Mobile area, to another corporation. As part of that 
agreement, the shareholders elected under Section 338(h)(10) to treat the transaction as 
a sale of the S corporation's assets (in order to receive cash consideration, instead of 
stock of the acquiring company). The Alabama Court of Civil Appeals concluded that, 



because Alabama law conforms to the federal Section 338(h)(10) rules, the stock sale 
should likewise be treated as a sale of the S corporation's assets for Alabama income tax 
purposes.  

In so doing, the court upheld the Alabama Department of Revenue's assessment against 
the nonresident shareholder, which included tax on his $1.7 million pro rata share of 
income from the deemed sale of all the S corporation's assets in his Alabama taxable 
income. 17 This despite a clear showing that he had long ago paid income tax to his home 
state on the gain.  

On rehearing, the Court of Civil Appeals issued a virtually identical opinion, merely 
omitting the lower court's references to the Georgia Court of Appeals' decision in Trawick, 
which had been affirmed by the Georgia Supreme Court in the meantime and then 
legislatively overruled (see below). The attorney for the hapless taxpayer informed us 
that has petitioned the Alabama Supreme Court for certiorari review.  

Georgia. 

The taxpayer, an S corporation with its principal place of business in Florida, was treated 
as a C corporation for Georgia income tax purposes because Georgia recognizes S 
corporation elections only if all shareholders are residents of Georgia, or, if they are 
nonresidents, they all file a consent form to be subject to Georgia income tax on their pro 
rata share of the corporation's Georgia income. The taxpayer's shareholders were not 
Georgia residents, nor had they consented to Georgia income tax jurisdiction.  

Along with shareholders of the other entity, the taxpayer's shareholders jointly made a 
Section 338(h)(10) election resulting in the taxpayer reporting a gain of more than $35 
million for federal income tax purposes. Although the taxpayer took the position that the 
gain from the Section 338(h)(10) election, or approximately $29 million of it, represented 
nonbusiness income allocable to Florida, the Georgia Department of Revenue asserted 
that the income was business income that was apportionable to Georgia.  

On appeal to the Georgia Supreme Court, the taxpayer claimed that the gain was 
nonbusiness income and, alternatively, argued that the Section 338(h)(10) election was 
inapplicable to the determination of Georgia corporate income tax because the Georgia 
statute recognizes only elections “made by corporate taxpayers under the Internal 
Revenue Code” (except elections involving consolidated return corporations and 
Subchapter S elections). Because the federal Section 338(h)(10) election cannot “be 
made by” a target company because it is “made for” the target company by its 
shareholders, the election is not recognized under Georgia law. The Georgia Supreme 
Court agreed, concluding that under Georgia law, only elections made by the taxpayer, 
and not elections made on behalf of the taxpayer, are recognized.  

This decision was short-lived, however. 18 The Georgia Legislature recently stepped in and 
legislatively overrode this ruling by passing H.B. 1138 (Act No. 627), which specifically 
provides that all elections pursuant to Section 338 apply in determining Georgia taxable 
income.  

Reporting Requirements for Nonresident Owners of 
Pass-Through Entities 



Because of the uncertainties surrounding whether a state can require a nonresident 
owner of a pass-through entity to file a return in the state, many states have enacted 
withholding provisions for nonresident owners or require the filing of composite returns to 
make sure that the state is able to tax the income earned in the state that is received by 
the nonresident member. These requirements are constantly evolving and can create 
much compliance confusion for pass-through entity owners. 19  

Alabama. 

The Alabama Department of Revenue has certified three regulations regarding:  

(1) Composite income tax return payment requirements for Subchapter K entities 
with nonresident members/partners.  
(2) The exemption for qualified investment partnerships (“QIPs”).  
(3) The requirements for qualification as a QIP.  

The Department of Revenue worked with a group of tax practitioners (including the 
Alabama co-authors of this article) on potential amendments to the final regulations that 
would address various issues, including:  

• Transitional relief for entities relying on nonresident agreements filed by their 
owners in or prior to 2009. 

• The netting of income and loss items in computing the composite tax payment. 
• Refining the definition of “qualified investment security” to reflect industry norms. 

The period for public comment ended on 4/28/10. It is uncertain whether the agency will 
certify the proposed regulations as final or make further changes; however, a decision 
must be made soon because the deadline to finalize the regulations is 7/27/10.  

Colorado. 

A partnership, including an LLC filing as a partnership, is required to ensure that its 
nonresident owners file a Colorado income tax return to report their share of Colorado-
source income earned by the partnership or LLC. This can be accomplished in one of 
three ways:  

• File a composite return on behalf of the nonresident owner. 
• File an agreement to file and pay tax for each owner. 
• Withhold for each nonresident partner or member. 20 

Indiana. 

In 2009, the Indiana Department of Revenue denied a partnership's request for an 
exemption from filing a composite return and remitting withholding tax for a nonresident 
partner, ruling that the statutory filing requirements do not conflict with federal 
provisions governing partnership distributions. 21 In a subsequent ruling, 22 however, the 
Department of Revenue noted that its earlier ruling “failed to address Taxpayer's 
particular circumstances,” i.e., that it was a low-income housing provider that 
participated in numerous government programs. Accordingly, the Department modified 
its earlier ruling to provide that if remitting tax on behalf of a nonresident partner causes 
“a low-income housing provider [to violate] the provisions of a federal regulatory 



agreement, the provider is exempt from the composite return and withholding 
requirements....”  

In another recent Indiana development, the taxpayer, an S corporation, failed to file a 
Form WH-1 and remit withholding tax on its nonresident shareholder for the tax year 
ending 12/31/05. Accordingly, the Department of Revenue assessed a 20% penalty for 
failure to file the WH-1 and remit the withholding tax. The taxpayer argued that it was 
entitled to an abatement because the nonresident shareholder actually paid the 
appropriate amount of taxes to the state for the year. Surprisingly, the Department of 
Revenue rejected the taxpayer's argument, noting that the “issue is not whether the tax 
was paid, but rather whether the taxpayer complied with Indiana laws governing 
withholding—a statutory mechanism designed to ensure compliance and ease of 
enforcement of Indiana tax laws.” 23  

A couple of years ago, in Riverboat Development, Inc. v. Indiana Dep't of Rev., 24 the 
Indiana Tax Court held that a Kentucky S corporation was not subject to Indiana income 
tax withholding obligations because the income it received as a result of its minority stock 
ownership in an Indiana riverboat gambling casino did not constitute income derived from 
sources within Indiana. The Indiana Department of Revenue recently issued guidance on 
refund procedures available to taxpayers who are similarly situated to the taxpayers in 
that case. The refund procedures apply only to timely filed claims for refund for tax years 
beginning before 1/1/09. The directive also provides guidance on the taxability of income 
to nonresident shareholders, partners, or members of an out-of-state pass-through 
entity, where the out-of-state pass-through entity is a shareholder, partner, or member 
of an Indiana pass-through entity. 25  

New Mexico. 

Effective 1/1/11, pass-through entities are required to make quarterly withholding tax 
payments on net income distributed to their nonresident owners. The new legislation also 
provides that the pass-through entity is contingently liable for the tax if the owner does 
not pay it. 26 Both of these changes put New Mexico in the distinct minority of states.  

Utah. 

The Utah State Tax Commission has adopted an administrative rule that provides the 
information an S corporation should include on a composite return and the calculation of 
the amount of tax to withhold. The rule also clarifies that an S corporation is not required 
to withhold income tax on behalf of a pass-through entity shareholder that is exempt 
from tax under Utah Code Ann. §59-7-102.  

In addition, the Tax Commission recently amended a rule to clarify how a pass-through 
entity that is not an S corporation should determine the amount of income tax to 
withhold on behalf of its nonresident pass-through entity owners. A pass-through entity, 
other than an S corporation, must calculate the income tax it withholds on behalf of its 
nonresident owners by multiplying the income of the pass-through entity attributable to 
the nonresident owners by the tax rate in effect, and then subtracting from that amount 
any amounts withheld from the pass-through entity under Utah Code Ann. §59-6-102 
(regarding mineral production tax withholding) that are attributable to nonresident pass-
through entity owners. 27  

Property Transfers to Pass-through Entities 



Another issue that often arises in the pass-through entity context is whether transfers of 
real property between pass-through entities and their owners are subject to various state 
realty transfer taxes. Often questions arise as to whether there is really a change in 
ownership when property is transferred from the owner to the pass-through entity or 
whether taxable consideration was paid.  

Florida. 

The Florida Department of Revenue recently addressed the application of the state's 
documentary stamp tax to a transfer of real property from the owners of an LLC to the 
LLC. The documentary stamp tax is an excise tax imposed on certain types of bonds, 
notes, and deeds. 28 A recent Technical Assistance Advisement states that a deed 
transferring an unencumbered fee simple interest in Florida real property from several 
taxpayers to their wholly owned LLC will require only the minimum Florida documentary 
stamp tax, provided that each taxpayer holds the same percentage interest in the LLC as 
they held in the property prior to the transfer of property to the LLC. 29  

New Jersey. 

Generally, New Jersey's realty transfer fee (RTF) does not apply to transfers of real 
property when the consideration is less than $100, 30 but the Division of Taxation took the 
aggressive position that there can be no conveyance of real property between legal 
entities for a consideration of less than $100. 31 A recent decision by the New Jersey Tax 
Court, however, held that regulatory provisions imposing the RTF on the assessed value 
of real property may not be enforced with respect to property transferred between 
related entities where it is undisputed that, apart from a stated $10 property value, no 
other consideration changed hands between the parties. 32 Accordingly, some taxpayers 
who paid the RTF on previous transfers of realty for nominal consideration may be 
entitled to a refund.  

Wisconsin. 

In a decision involving a very narrow application of the law, the Wisconsin Tax Appeals 
Commission ruled that the transfer of real property between two commonly-owned LLCs 
was not exempt from the state real estate transfer fee because the statutory exemption 
applies only to conveyances between an LLC and its members. 33 The parties agreed that 
the conveyances at issue would have been exempt from the real estate transfer fee if the 
taxpayer had first transferred the properties to its members and the members then 
transferred the properties to the LLC, but the conveyances were each made directly from 
one LLC to the other, with no intermediate step.  

The taxpayer argued that the fee should not be payable under these circumstances 
because “the form of the conveyance which the Department claims is required to qualify 
for exemption would be an empty shell transaction, instantaneously transient without 
economic substance or reality.” The taxpayer added that since the LLCs were all “pass-
through” entities, their members should be treated as the real parties in interest in these 
transactions. The Tax Appeals Commission, however, narrowly applied the law to 
determine that the transactions were taxable because they were not between the LLCs 
and their members, which is what the statute literally requires.  

Entity-Level Taxes Imposed on Pass-Through Entities 



There has been a recent trend among states to impose entity-level taxes on pass-through 
entities to generate, at least in theory, additional revenue for the state. This of course 
relieves the state of any concerns about trying to tax the income in the hands of the 
owners of the entity, which is especially difficult where the owners are not located in the 
state. Recently, entity-level taxes on pass-through entities have been imposed by 
Michigan, Oklahoma (see above), Ohio, and Texas. Some localities also impose an entity-
level tax on pass-through entities, e.g., the New York City unincorporated business tax. 34  

Illinois. 

Illinois imposes a “replacement” income tax on pass-through entities. On 12/16/09, 
Illinois Governor Pat Quinn signed legislation repealing recently-enacted changes for 
determining partnership base income subject to the 1.5% replacement income tax that, 
had they remained in effect, would have subjected businesses operating as professional 
service partnerships in Illinois to an additional tax on partnership profits. The now-
repealed changes arose from the implementation of the fiscal year 2010 Budget 
Implementation Act, 35 which effectively imposed an additional 1.5% income tax on 
taxpayers by limiting partnership deductions to “guaranteed payments” rather than 
“reasonable compensation.” The new legislation remedies this tax burden by restoring the 
previous tax scheme, specifically allowing for the deduction of personal service income as 
part of the calculation of a business partnership's base income. 36  

New Hampshire. 

New Hampshire imposes an interest and dividends tax. Effective for tax years beginning 
on or after 1/1/09, all distributions made by partnerships, associations, and LLCs during 
the year are subject to the tax based on the calculation of the entity's earnings and 
profits. 37 The tax applies to distributions to the same extent that distributions to 
corporate shareholders are taxable as dividends (e.g., a distribution that is a return of 
capital is not subject to taxation). Liquidating distributions are not subject to taxation.  

News reports (even at the national level) indicated that small business owners 
relentlessly protested this change in law, claiming that it would hurt the state's business 
climate and companies' ability to grow. Largely due to public outcry, New Hampshire 
repealed this controversial 5% tax on LLCs, effective for the 2010 tax year. 38  

Ohio. 

The Ohio Board of Tax Appeals recently held that the pro rata shares of net income 
received by Ohio taxpayers from nonresident S corporations during 2004 are subject to 
the municipal income tax imposed by the Village of Botkins, thereby acknowledging an 
Ohio municipality's legal authority to levy a local income tax. 39  

Texas. 

The November 2009 issue of Texas Tax Policy News offered helpful guidance regarding 
the Texas franchise tax implications of business entities converting from one type of 
entity to another. As part of the revision of the Texas franchise tax in 2006, partnerships, 
associations, and other entities were made subject to the so-called “margin tax.” With 
regard to converting from one type of entity to another, however, the Texas 
Comptroller's Office continues to follow the policy established under the prior Texas 
franchise tax, which considers an entity that is legally converting into another type of 



entity to be a continuation of the original entity. Thus, a legal conversion from one 
taxable entity to another taxable entity will have no effect on the entity's franchise tax 
filing requirement. 40  

Application of Credits to Pass-Through Entities 

Most states will generally allow tax credits attributable to the activities of a pass-through 
entity to be allocated to the entity's owners, but many questions still arise regarding the 
eligibility for, and application of, tax credits in the pass-through entity context.  

Illinois. 

Effective 12/16/09, a pass-through entity that has been awarded an Economic 
Development for a Growing Economy (EDGE) tax credit, its shareholders, or its partners 
may treat some or all of the awarded credit as a “tax payment” for purposes of the 
Illinois Income Tax Act. The term “tax payment” includes a composite income tax 
payment made by a pass-through entity on behalf of any of its shareholders or partners 
to satisfy the shareholders' or partners' Illinois income tax obligations. The amount of the 
credit awarded must not exceed the Illinois income tax liability of the pass-through entity 
or its shareholders or partners for the tax year. 41  

Minnesota. 

Effective for tax years beginning on or after 1/1/10, partners in a partnership and 
shareholders in an S corporation may claim the state's research and development credit, 
which was previously only available to C corporations. 42 The R&D credit is equal to 10% 
of the first $2 million of the excess (if any) of the qualified research expenses for the tax 
year over the base amount, and 2.5% on all excess expenses over $2 million.  

New York. 

The New York Department of Taxation and Finance issued a favorable income tax 
advisory opinion regarding a SMLLC treated as a disregarded entity for federal income tax 
purposes. 43 The opinion addresses whether the calculation of the SMLLC's Empire Zone 
tax benefits will be affected if it elects under the federal check-the-box rules to be taxed 
as an S corporation. The opinion concludes that, in general, the calculation of the 
SMLLC's Empire Zone wage tax credit, Empire Zone investment tax credit, Empire Zone 
employment incentive credit, qualified Empire Zone enterprise real property tax credit, 
and qualified Empire Zone enterprise tax reduction credit will not be affected by the 
company's election to be treated as an S corporation under federal law.  

Continuing Issues Related to State Adoption of the 
Check-the-Box Rules 

Even though the determination of whether a particular state conforms to the federal 
entity classification regulations, i.e., the check-the-box rules, should be relatively 
straightforward, the manner in which states have conformed to the federal rules results 
in many unanswered questions. 44 The application of the rules to non-income taxes and 
the piecemeal adoption of the rules by certain states make this an often complex issue at 
the state level, even though more than a decade has passed since the check-the-box 
regulations were issued in final form.  



Michigan. 

In Kmart Michigan Property Services LLC v. Dep't of Treas., 45 the Michigan Court of 
Appeals held that how an entity elects to be classified under the federal check-the-box 
regulations does not determine its classification for purposes of the Michigan Single 
Business Tax (SBT). In response to the Kmart decision, the Department of Treasury 
announced that it would apply the decision retroactively for all open tax years. Based on 
the Department's position, disregarded entities that previously filed as a branch or 
division of their owner or a sole proprietor for SBT purposes would have been required to 
file a separate SBT return for all open tax periods. 46  

In March, however, the Michigan legislature stepped in and passed H.B. 5937 (Public Act 
38) to limit the ruling in Kmart exclusively to Kmart. This legislation provides that a 
disregarded entity will not be required to file a separate tax return and the Department of 
Treasury may not assess the taxpayer an additional tax or reduce an overpayment 
because the taxpayer included a disregarded entity as a division on its tax return.  

New Hampshire. 

New Hampshire follows the federal check-the-box rules in determining a partnership's or 
an LLC's tax classification as a corporation or a partnership, 47 but SMLLCs are not 
disregarded for New Hampshire tax purposes. Thus, a SMLLC must file its own New 
Hampshire tax return that corresponds to the type of return filed with the IRS, and it 
cannot file a joint return with another entity. 48  

The New Hampshire Department of Revenue recently issued guidance on methods of 
filing New Hampshire business tax returns for SMLLCs. For instance, if the owner of an 
SMLLC is an individual who files a federal Form 1040 to report his business income, the 
SMLLC must file a New Hampshire Business Tax Return for Proprietorships (i.e., form BET 
and NH-1040). 49 In addition, both partnerships and LLCs are subject to the state's 
business profits tax and business enterprise tax. 50 A SMLLC's return cannot include 
income from other entities, except when the SMLLC is a member of other SMLLCs and 
they are engaged in a unitary business. Further, an SMLLC required to file a return also 
must apply for a Department Identification Number, unless the SMLLC has a unique 
federal Employer Identification Number. 51  

Wisconsin. 

As provided in the 2009-2010 budget bill, L. 2009, AB 75 (Act 28), single-owner entities 
disregarded as separate entities for Wisconsin income tax purposes will now be 
disregarded as separate entities for Wisconsin sales and use tax purposes, effective 
7/1/09. Formerly, Wisconsin (as do most states) treated these entities as separate 
entities for sales and use tax purposes, except for reporting purposes. Now, owners of 
disregarded entities must include information from the disregarded entities on the 
owners' sales and use tax returns for any returns filed prior to 9/1/09. Effective for 
returns filed after that date, owners have the option to include disregarded-entity 
information on their own returns or to file separate electronic returns for the disregarded 
entities. Any owner of more than one disregarded entity that chooses to file a separate 
return for one of the disregarded entities must do so for all of them.  

Disregarded entities will be treated as entities separate from their owners with respect to 
purchases and leases of tangible personal property made prior to 7/1/09.  



Liability of Individual Members of Pass-Through Entities 
as “Responsible Persons” 

An issue that investors in LLCs and other pass-through entities sometimes overlook to 
their detriment, is the extent to which they may be responsible for the liabilities of the 
entity under state “responsible person” provisions. These provisions make an investor in 
an entity that operates a business liable for any unpaid taxes of the business. Thus, the 
state can pursue the investor for the entire liability even if he or she is only a minority 
investor in the entity if he or she qualifies as a “responsible person.” Investors often do 
not realize that by investing in a business they may be signing on to be responsible for 
unpaid taxes of the business, even if they have no knowledge of, or control over, the 
taxes being paid or withheld.  

Alabama. 

In a ruling of crucial importance to members of LLCs doing business in Alabama, Chief 
Administrative Law Judge Bill Thompson held that the individual members of a multi-
member LLC are not personally liable for withholding (payroll) taxes owed by the LLC, 
unless they qualify as “responsible persons” under the state's 100% penalty statute. 52 
This ruling supersedes a prior inconsistent ruling issued in 1998 by the Administrative 
Law Division.  

The Alabama Department of Revenue entered final assessments against both a 
restaurant LLC and its three members; the amount of the assessment was not contested. 
The issue was whether one of the minority members, a physician who did not take an 
active role in the business, was personally liable for the LLC's unremitted payroll tax. The 
taxpayers argued that state law liability obligations imposed on members of an LLC differ 
from those imposed on general partners.  

Because the Alabama LLC Act provides that members of an LLC are not personally liable 
for the debts of the LLC, unlike general partners of a partnership, Judge Thompson 
agreed with the taxpayers, ultimately concluding that “consistent with the IRS' position 
on the issue, LLC members cannot be held personally liable for any [Alabama] taxes 
owed by the LLC,” such as withholding, sales and use, and other non-income taxes. He 
added, however, that “as under federal law, the members may, under the appropriate 
circumstances, be held personally liable for any trust fund taxes under Alabama's 
[responsible person penalty statute].”  

The Department of Revenue has appealed this ruling to Jefferson County Circuit Court.  

New York. 

An owner of a pass-through entity in a recent New York case was not as lucky as the 
Alabama taxpayer in the above case, but this case illustrates the critical importance of 
the precise wording of the relevant tax statute. In Matter of the Petition of Lee Davis, 53 
the New York Division of Tax Appeals held that an investor in an LLC that operated a 
restaurant was personally liable for the unpaid sales and use taxes of the restaurant. The 
investor was not involved in the day-to-day operations of the restaurant. Rather, his 
participation was limited to investing in the LLC, assisting in making leasehold 
improvements in the build-out of the restaurant, and making occasional repairs.  



The Division of Tax Appeals determined, however, that under New York Tax Law 
§1131(1), any member of an LLC is “a person required to collect any tax” for the LLC and 
is jointly and severably liable for the unpaid taxes. Thus, the state had the ability to 
assess him for the entire amount of the unpaid tax liability and his only recourse was to 
pursue the other members to reimburse him for the amount that he was forced to pay.  

Choice of Entity Issues 

Generally, federal gross income includes all income from whatever source derived. Thus, 
taxpayers other than nonprofit or governmental entities must include governmental 
grants in gross income absent a specific exemption. Recently, however, the IRS advised 
that payments awarded by the U.S. Department of Commerce's National 
Telecommunications and Information Administration under the Broadband Technology 
Opportunities Program (BTOP) should be excluded from a corporate taxpayer's income 
under Section 118 as a capital contribution by a nonshareholder. 54  

Conversely, a similar grant to an LLC taxed as a partnership may not be exempt because 
Section 118 does not apply to partnerships.  

This Chief Counsel's ruling is significant for state tax purposes, because most states use 
federal taxable income or federal adjusted gross income as the starting point to 
determine state taxable income.  

Sales Tax Issues for Pass-Through Entities 

It is also important to remember that even though an entity may be treated a pass 
through and not subject to an entity-level tax for income tax purposes, states generally 
do not provide the same treatment for sales and use tax purposes. Thus, while a sale of 
property between a pass-through entity and its owner might not be considered a sale for 
net income tax purposes, this transaction may be subject to sales and use tax.  

Washington. 

Following a recent trend, new legislation in the state of Washington effectively ends the 
use of the so-called “drop-kick” transaction to avoid sales and use tax on the transfer of 
otherwise taxable assets. But it may have broader implications as well. The basic drop-
kick structure involves the seller contributing assets to a newly-created entity in a tax-
free manner, usually an LLC, and then “later” selling the ownership interests in the entity 
to the buyer. The buyer, if it so chooses, may subsequently liquidate the entity and 
distribute the assets.  

Traditionally, taxpayers have used this structure to avoid Washington sales and use tax 
on asset sales. Section 206 of the tax bill, 55 however, eliminates this planning 
opportunity by extending the use tax to property “acquired by the user in any manner.” 
Despite the Washington Department of Revenue's informal assurances that it does not 
interpret this new statutory language to provide a broad expansion of the use tax, 
taxpayers should be cautious regarding contributions and distributions of assets between 
related entities.  

Conclusion 



As demonstrated by the number and variety of issues raised in the developments 
discussed above, the state taxation of pass-through entities is a complicated and 
constantly evolving area that affects almost all state taxes. Issues involving nexus and 
apportionment are becoming more prevalent and will continue to generate controversy 
for the foreseeable future. In addition, each month brings new statutory and regulatory 
developments regarding reporting and withholding requirements related to pass-through 
entities with non-resident owners. Thus, it is important for owners of pass-through 
entities to closely monitor these areas when forming pass-through entities or determining 
the state and local reporting requirement that the operation of such entities will entail.  
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