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STATE INCOME TAX CREDITS  

Tennessee Court Disallows Credit to S Corporation 
Shareholders for Tax Paid to South Carolina 

Tennessee taxpayers should be aware of the double tax trap awaiting S corporation 

shareholders subject to the Hall tax. 

Author: BRETT R. CARTER 

BRETT R. CARTER is a partner in the Nashville, Tennessee, office of Bradley 

Arant Boult Cummings, LLP.  

In Boone, et al. v. Chumley, Dkt. No., E2010-0162 (Tenn. Ct. App., 11/30/2011), the Tennessee 

Court of Appeals concluded that shareholders in two S corporations were not entitled to a Hall 

income tax credit for tax paid to South Carolina. The Hall income tax is Tennessee's individual 

income tax on income derived solely from dividends from stocks or interest on bonds. The tax 

applies to Tennessee residents on investment income that exceeds $1,250 per year. The Hall 

income tax does not apply to income from other sources.  

Not only was there no express reciprocity agreement between Tennessee and South Carolina 

allowing a credit, but the court also rejected the taxpayer's arguments that a tax credit should be 

implied from the applicable state statutes. Accordingly, Tennessee residents holding S 
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corporation shares in out-of-state companies can be subject to tax in multiple jurisdictions without 

any recourse for Tennessee income taxes by way of a tax credit.  

The taxpayers owned stock in two S corporations with principal places of business in South 

Carolina. They paid South Carolina income tax on their pro-rata share of each corporation's 

income, and later received dividend distributions from both corporations. The taxpayers filed 

Tennessee Hall income tax returns, claiming a credit for the South Carolina taxes they had paid 

as an offset against their Tennessee income tax liability on the dividends.  

Tennessee law provides for a credit against the Hall tax for tax paid to other states on income or 

distributions from an S corporation, provided there is a tax credit reciprocity agreement between 

Tennessee and the other state. In this instance, no tax credit reciprocity agreement existed 

between Tennessee and South Carolina. South Carolina does, however, have a general credit for 

taxes paid to another state on income taxed by both South Carolina and another state “regardless 

of the taxpayer's residence.”  

The trial court in Grainger County ruled in favor of the Commissioner. On appeal, the taxpayer 

argued that there was an “implied tax reciprocity agreement” between Tennessee and South 

Carolina based on the existence of credit statutes in both states. The Court of Appeals rejected 

this position, however, stating that the credit statutes did not provide a reciprocal benefit. The 

court considered a hypothetical situation in which the S corporations were domiciled in 

Tennessee and the shareholders were South Carolina residents. The court concluded that in that 

instance, Tennessee would not tax the shareholder's share of the corporation's income under the 

Hall tax nor would it tax the dividends because the shareholders were not Tennessee residents. 

Accordingly, the court held that there was no reciprocity between the two states' statutes because 

the implied agreement would never generate revenue for Tennessee.  

The court also rejected the taxpayers claim that the absence of a credit results in double taxation 

and violates the Commerce Clause of the U.S. Constitution, concluding that income earned in 

Tennessee from intangible dividend distributions did not involve interstate commerce. The court 

therefore concluded that the Commerce Clause did not apply to this intrastate income.  

The taxpayer has filed a motion to reconsider to the Court of Appeals and is awaiting a ruling on 

this motion. In the event that the decision is upheld, the taxpayer will have the right to request a 



discretionary review by the Tennessee Supreme Court. On a related note, members of the 

Tennessee legislature have indicated a willingness in recent months to repeal the Hall income 

tax, but it is unclear whether any legislation will be introduced in the upcoming session.  

Practice Pointer 

Due to the limited application of Tennessee's Hall tax, it is common for S corporation 

shareholders to fall victim to this double taxation trap. Although the legislature has authorized the 

Commissioner to enter into “reciprocity agreements” for the Hall tax, it is unclear whether any 

such agreements exist, leaving S corporation shareholders subject to the tax. Depending on the 

circumstances, a transition to an LLC may allow the taxpayer to avoid the Hall tax altogether.  
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