
WHO TO CONTACT DURING THE LIVE PROGRAM

For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program:
-On the web, use the Chat function to send a message

If you get disconnected during the program, you can simply log in using your original instructions and PIN.

IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

• Participate in the program on your own computer connection (no sharing) – if you need to register 
additional people, please call customer service at 1-800-926-7926 ext. 1 (or 404-881-1141 ext. 1).  
Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.

• Respond to five prompts during the program plus a single verification code.  

• To earn full credit, you must remain connected for the entire program.

THURSDAY, SEPTEMBER 1, 2022, 1:00-2:50 pm Eastern

FOR LIVE PROGRAM ONLY

Composite Return Issues for Pass-Through Entities 
and Nonresidents: Filing, Withholding, Remedying 
Noncompliance



Tips for Optimal Quality FOR LIVE PROGRAM ONLY

Sound Quality
When listening via your computer speakers, please note that the quality 
of your sound will vary depending on the speed and quality of your internet 
connection.

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.

mailto:sound@straffordpub.com


Recording our programs is not permitted. However, today's participants can 
order a recorded version of this event at a special attendee price. Please call 
Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 
at www.straffordpub.com.

http://www.straffordpub.com/


September 1, 2022

Composite Return Issues for Pass-Through 
Entities and Nonresidents: Filing, Withholding, 
Remedying Noncompliance

Sara L. Goldhardt, CPA

Director, State and Local Tax Services

GBQ Partners

(614) 947-5243

sgoldhardt@gbq.com

Jeffrey S. Reed

Partner

Kilpatrick Townsend & Stockton

(212) 775-8792 

jsreed@kilpatricktownsend.com



Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.
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COMPOSITE RETURN ISSUES FOR PASS-THROUGH 
ENTITIES & NONRESIDENTS
Course Objectives

After completion of this course, participants should be able to:

• Identify general composite filing requirements

• Describe a pass-through entity’s withholding and payment obligations

• Evaluate both the pass-through entity and a partner’s filing  considerations

• Weigh options to remediate past noncompliance
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COMPOSITE RETURN ISSUES FOR PASS-THROUGH 
ENTITIES & NONRESIDENTS
Course Agenda

• What are a pass-though entity’s income tax compliance responsibilities?

• What is a composite return, and which states require/allow composite return 
filings?

• What are the state requirements for the remittance of nonresident  
withholding and other entity-level payments?

• What are the factors both a pass-through entity and its partners should 
evaluate when considering a composite return election?

• What remedies are available for past noncompliance?



What are a pass-through entity’s 
income tax compliance 

responsibilities?



What are a pass-through entity’s income tax 
compliance responsibilities?

• The state income tax reporting requirements for pass-through entities can be 
very confusing, as there is no consistency in form or rules from state to state.

• How do states vary?

• Entity-level tax filings and elections

• Composite return requirements

• Non-resident withholding requirements

• State S corporation elections

• No personal income tax

• Entity-level gross receipt taxes

• The root cause of the complexity of pass-through reporting is the historical 
lack of income tax reporting and remittance at the owner level. 

• Owners possibly lack knowledge of income tax reporting responsibilities with 
respect to an investment in a pass-through. (ex. Grandma gets a K-1 with 
royalties from an ownership in an oil well partnership she inherited from her 
father. She has no idea what the K-1 is or what to do with it, so she ignores 
it.)



What are a pass-through entity’s income tax 
compliance responsibilities?

• Others may choose to take on the risk associated with non-compliance due 
to the costs to comply vs. benefits of compliance. (ex. State has no 
minimum tax, and state income over the past 5 years averages less than 
$10,000/year in the state. However, cost of compliance could be higher than 
the cost of exposure if found on audit.)

• Pass-through entity owners who are residents of higher tax rate states 
consider their resident state credits and the overall net tax due.  These 
owners also take on the risk associated with non-compliance due to the 
costs to comply vs. benefits of compliance. 

• Another cause of the complexity of pass-through entity reporting is the 
confusion regarding non-resident withholding and composite returns.  If the tax 
has already been paid, am I still required to file? 



What are a pass-through entity’s income tax 
compliance responsibilities?

• To increase compliance, states have enforced a variety of reporting  methods, 
mostly focused on the source of the income—the pass-through entity itself—
rather than the owners.

• Pass-through entities operating in multiple states expose their non-resident 
investors to income tax liabilities and filing requirements wherever the 
company has nexus.

• Possible baseline state income tax filing requirements for the pass-through 
entity include informational returns and entity-level tax filings.

• In addition, with respect to non-resident owners, entities may be required or 
allowed to submit non-resident withholding payments and/or composite 
returns.



What are a pass-through entity’s income tax 
compliance responsibilities?What are a pass-through entity’s income tax 

compliance responsibilities?
• In general, most states with a state income tax require a pass-through  

informational return based on the federal income tax return.

• In some states, S corporations and partnerships file on the same return.  In 
others, each entity type has its own form.

• States with informational returns may require or allow one of two types of 
filings with regard to the non-resident owners of the entity.

• Composite return filings and payments
• Non-resident withholding forms and payments

• A composite return is an income tax filing on behalf of the pass-through 
entity owners. There is often confusion around the difference between a 
composite return and non-resident withholding.

• Ex. Florida only requires a pass-through informational return when there is a 
C corporation owner.



What are a pass-through entity’s income tax 
compliance responsibilities?

• Ex. Acme Partnership has nexus in Georgia and files a GA Form 700 Partnership 
Return.  Acme has three partners - two C corporations and one partnership.  All 
are nonresidents of Georgia. 

• Georgia permits pass-through entities to file composite returns and pay 
income tax for non-resident owners that are corporations and partnerships.  
Acme files a GA Form IT-CR composite return and includes all three 
partners. 

• Ex. Power Partnership has nexus in North Carolina and files a NC Form D-403 
Partnership return. Power has three partners – one S corporation, one C 
corporation and one partnership.  All are nonresidents of NC. 

• In NC, composite filing is only available to S corporations and their 
shareholders.  NC requires a pass-through entity to withhold tax from the 
distributive or pro rata share of a nonresident owner that is a corporation, S 
corporation or partnership.

• Payment of the tax due by the managing partner on behalf of a non-resident 
corporate partner does not relieve the partner from filing a NC income tax 
return. The non-resident partner may claim a credit for the tax paid by the 
managing partner.



What are a pass-through entity’s income tax 
compliance responsibilities?

• Some states require an entity-level tax filing which includes the computation 
and remittance of tax on the entity’s state taxable income, in lieu of an 
informational return.

• States that impose tax at the entity level include Texas (margin tax), 
Tennessee, New Hampshire and District of Columbia.

• Ex. Tennessee Franchise and Excise Tax Return - Limited partnerships and 
LLCs taxed as partnerships for federal purposes are subject to Tennessee 
franchise and excise tax. A limited liability company is disregarded for 
franchise and excise tax purposes only if it is disregarded for federal income 
tax purposes and its single member is classified as a corporation.

• S corporations are also subject to Tennessee franchise and excise tax. A 
qualified Sub Chapter S subsidiary (QSSS) that is disregarded for federal 
income tax purposes and included in the federal return filed by its S 
corporation owner is not disregarded for Tennessee excise tax purposes.



What are a pass-through entity’s income tax 
compliance responsibilities?

• Some states require an entity-level tax filing which includes the computation 
and remittance of tax on the entity’s state taxable income when the entity 
does not make an applicable state S corporation election. This is applicable in 
New York and New Jersey.

• Ex. Golden Corporation is an S corporation that files a Federal Form 1120S.  
Golden has nexus in New Jersey, but it did not file a NJ Form CBT-2553 to 
elect S corporation status in NJ.  Golden must file as a C corporation in NJ.



What are a pass-through entity’s income tax 
compliance responsibilities?

• A non-resident owner’s filing responsibilities will vary from no filing necessary 
to an individual/corporate return filing requirement depending on the 
jurisdiction, the type of filing methodology of the pass-through entity, and the 
type of owner.

• Tiered pass-through structures (pass-through entity owns one or more pass-
through entities) create a particularly challenging state income tax  filing 
burden.

• Operating pass-through entity may not know all of the investors up the chain 
of ownership.

• There may be a significant number of owners in a pass-through entity, 
residing in multiple states.

• Merely owning an indirect interest in a pass-through entity doing business in 
a state can create nexus.





What are these new state elective 
pass-through entity taxes?



Elective Pass-Through Entity Tax Regimes 

• Growing in popularity. 

• Why are states enacting them. 

• Considerations for electing into a pass-through entity tax regime. 

• What the future holds. 



The $10,000 SALT Deduction Limitation

• TCJA capped the total SALT deduction at $10,000 for 2018-2025 tax years. 

• Average state and local taxes paid are over $25,000 in many parts of the 
country. 

• Recognized as immediate political problem.  

• Lawsuit filed – NY, CT, MD, NJ argue it is unconstitutional.  NY v Mnuchin. 

• Federal amendment or repeal at the federal level considered. 

• Various workarounds considered (especially charitable contribution 
workaround). 

• Workarounds generally problematic (see Notice 2018-54 in connection with 
charitable contribution workaround). 



Pass-Through Entity Tax Regimes

• Designed as workaround to $10,000 SALT Deduction Limitation

How they work: 

• Elective tax at partnership level. 

• Partners receive credit for the tax paid by the partnership. 

Why they work: 

• The partnership can deduct in full the entity level tax paid by the partnership 
for federal income tax purposes. 

• So effectively a tax paid by a partner that could only be deducted to the extent 
of $10K is deductible without limitation. 

• Moving the tax from the individual partner to the partnership entity. 

Treasury Department Seal of Approval 

• Notice 2020-75. 



Should Partnerships Elect to Pay the Tax?

The Resident Credit Issue. 

• States allow residents a credit for taxes paid to other states. 

• Will states allow a credit for pass-through entity taxes? 

• Potential problem: partner not paying the tax, tax paid by partnership. 

• Could create a double tax problem – tax paid at partnership level, but no credit 
at the partner level (at least for some out-of-state partners). 

The Apportionment Issue. 

• Business entities only taxed on in-state sources. 

• What if partnership has low in-state apportionment?  Wouldn’t that reduce the 
credit?  

• NY pass-through entity tax has mechanism to solve this problem, but only for 
certain pass-through entities (not for S corps specifically). 



Other Considerations 

Size of partnership. 

Multi-state or concentrated in several states. 

Election and estimated payments.  

What are competitors doing?

State specific trade-offs and computational issues.  Example: GA partners lose 
certain credits and deductions if the election is made. 



Pass-Through Entity Tax States

Alabama

Arizona

Arkansas

California

Colorado

Connecticut (mandatory)

Georgia

Idaho

Illinois

Kansas

Louisiana 

Maryland

Massachusetts

Michigan

Minnesota

Mississippi

Missouri

New Jersey

New Mexico

New York (+NYC)

North Carolina

Ohio

Oklahoma

Oregon

Rhode Island

South Carolina

Utah

Virginia

Wisconsin



What are the state requirements for 
the remittance of nonresident 

withholding and other entity-level 
payments?



What are the state requirements for the remittance of 
nonresident withholding and other entity-level payments?

• Withholding on income of non-resident owners is mandatory in over half of the  
states unless one of the following alternatives is available: 

• File nonresident return

• Elect composite state filing on behalf of non-resident owners

• Estimated tax payment requirements

• Some states have withholding thresholds. ex. In Wisconsin, non-resident 
withholding is not required if a non-resident’s share of income attributable to 
Wisconsin is less than $1,000.  In California, non-resident withholding is not 
required if the total distribution to a shareholder is $1,500 or less.

• Some states require withholding only on behalf of certain types of 
partners/shareholders (e.g. individuals).  

• The income tax base for withholding will be either pass-through income and/or 
actual distributions.



What are the state requirements for the remittance of 
nonresident withholding and other entity-level payments?

• Withholding rates are generally a fixed percentage and may mirror the 
individual tax rate in a jurisdiction.  However, the rate doesn’t have to be the 
same as the income tax rate.

• Withholding rates may vary by type of owner.

• Ex. Missouri imposes withholding on non-resident individual owners of a pass-
through entity at a rate of 5.4% effective January 1, 2020. Missouri does not 
permit a pass-through entity to withhold tax from the distributive share of a 
non-resident owner that is a corporation or partnership.

• Ex. Ohio imposes withholding on non-resident individual owners of a pass-
through entity at a rate of 5% (3% beginning January 1, 2023) and on qualifying 
investors who are not individuals at 8.5% (3% beginning January 1, 2023).  Ohio 
non-resident individuals may file an Ohio personal income tax return to claim 
the Ohio Business Income Deduction and utilize the 3% business income rate.



What are the state requirements for the remittance of 
nonresident withholding and other entity-level payments?

• Ex. Michigan no longer has a pass-through entity filing or withholding 
requirement. Flow-through withholding was repealed in 2016. Individual or 
corporate members with a Michigan filing requirement are responsible for filing 
and remitting their own estimated taxes when they expect to owe Michigan 
tax.  Pass-through entities can also choose to file a composite return.  



Composite Returns – Overview 

• Overview – Conceptual Basis for Requiring Composite returns

• A composite return is an income tax group filing made by the pass-through 
entity on behalf of one or more non-resident owners to pay tax on the pass-
through entity income. 

• Composite returns may be elective or required.  

• The goal of composite returns is for the entity to facilities the jurisdiction’s 
income tax filing obligation for the entity’s owners. 

• This eliminates administrative hassle as the state does not need to 
chase after out-of-state owners – the tax is already paid. 

• This also eliminates tax returns that otherwise would need to be filed 
by entity owners.



Composite Returns and Nonresident Withholding

• Almost all states that impose income taxes require some form of nonresident 
withholding of income tax for out-of-state owners.  

• Idea is to ensure that states get paid their tax, don’t have to chase after 
dozens, hundreds, or thousands of nonresident owners. 

• Some states give nonresident owners an option: 

• State income tax withholding OR 

• Elect into composite return. 

• Key Difference 

• Nonresident withholding still requires a tax return to be filed; composite 
returns do not. 

• Thus, composite returns shift the burden to entity to handle any issues 
associated with the return.



Composite Returns – Eligibility to Make a Composite 
Return Election

• In states that allow for a composite return election, generally only certain 
categories of persons can make the election: 

• Corporations generally cannot be included.  

• Other types of entities (e.g., trusts, S corporations) may or may not be 
eligible to make the election depending on the state.  

• Owner and spouse cannot have any other source income from the state.  

• Must have been nonresident for the entire year.  

• Some states will not allow nonresident owners to make a composite return 
election at all (instead, nonresident withholding is required – e.g., in Illinois).  

• Some states will only allow composite return election if there are over a 
certain number of eligible electing owners (e.g., New York requires 11 or 
more).



Composite Returns – Mechanics of Making a 
Composite Return Election 

• A qualified nonresident owner must elect (or “opt-in” to the composite 
return). 

• Typically, this is done by informing the group agent for the pass-through entity 
that the owner wishes to be included in the composite return.  

• The pass-through entity then must ordinarily list the owner in a schedule of all 
the nonresident owners included in the composite return. 

• Owner must generally make an affirmative election to “opt out” of a 
composite return in a different year once the owner makes the initial election 
to be included in the composite return (e.g., the election in most states is 
considered perpetual).

• Some states require that owners complete a form to make the composite 
return election (e.g., New Jersey Form 1080E).  





Composite Returns – Improper Elections

• Ineligible Partner Elects to Be Included in the Composite Return

• Suppose it is determined that a nonresident individual owner who made a 
composite return election was not eligible to be included in the composite 
return (e.g., in-state income from sources other than from the pass-through 
entity). 

• Typical fix is that owner must file an amended return on an individual basis. 



Composite Returns – Administrative Burdens

• Administrative Burdens at Pass-Through Entity Level 

• Pass-through entities need to track which owners elected in to the 
composite return.  

• For the composite return, will need to compute estimated tax payments. 

• May need to make two separate sets of payments for each state: (1) 
composite return payments; and (2) nonresident withholding payments. 

• There can be state timing differences regarding when the returns are due, 
etc. 

• Pass-through entities may need to retain owner elections for years, etc., 
which can be difficult if owners regularly enter and exit the partnership. 



Composite Returns – Sales of Ownership Interests in 
Pass-through Entities

• If a nonresident owner sells an interest in a pass-through entity: 

• For nonresident individuals, not generally taxed, as gain is sourced to state 
of the nonresident individual’s domicile. 

• For nonresident corporations, depends on whether business income and 
whether the gain is unitary or non-unitary. 

• States have increasingly been taking the position that a nonresident individual 
is taxed on the sale of a pass-through interest based on the pass-through 
entity’s in-state apportionment %. 

• For which year?  The year of the sale?  What if that is not representative?  

• Is this treatment correct? 

• Recent case law.  

• Apportionment / Sales Factor 

• In some states, the gain from the sale of the partner’s interest is excluded 
from the receipts factor.



Composite Returns – Communications with Owners

• Owners will need to know about amounts included in composite return for 
purposes of taking state tax credits if allowed. 

• What if there is an overpayment? 

• What if there is an underpayment or liability or an audit?  How should that be 
communicated?  



Partnership Audits and Reporting Federal Audit 
Adjustments



Partnership Audits - Overview of TEFRA

• General Approach to Federal Audits of Partnerships Under TEFRA 

• Audit was handled at the partnership level.  

• Partnership audited.  

• Once adjustments were made, the adjustments flowed through to the 
partners.  

• Then individual partners were assessed.  

• Individual partners could opt out of the partnership level proceeding.  

• Example: 

• IRS audits XYZ Partnership for the 2015 tax year.  The audit begins in 2017 
and concludes with adjustments in 2019.  The adjustments flow through to 
the partners and the partners receive individual assessments in 2019.   In the 
example, a partnership that was a partner in 2015 but has left the 
partnership by 2019 receives an assessment and is responsible for 2015 tax, 
interest, and penalties. 



Partnership Audits –Bipartisan Budget Act of 2015 
(“BBA”)

• BBA Audit Regime Effective as of 2018

• Assessments are now made at the entity level rather than assessing 
individual partners.  

• Partnership Representative (“PR”) makes decisions on behalf of the 
partnership as a whole.  

• Effect is that current-year partners have tax liability for adjustments 
pertaining to earlier tax years.  Partnership representative calling the shots 
for the partnership as a whole.  

• Example: 

• IRS audits XYZ Partnership for the 2015 tax year.  The audit begins in 2017 
and concludes with adjustments in 2019.  The adjustments are borne by XYZ 
Partnership in 2019.   So the XYZ Partnership receives an assessment in 2019 
for the 2015 tax year and must pay it.  Unless..



Partnership Audits –Bipartisan Budget Act of 2015 
(“BBA”)

• BBA Push Out Election: partnership can elect under IRC 6226 to shift 
underpayments to partners.  Must be made within 45 days of the date on which 
the notice of adjustment is mailed by the IRS.



States – Reporting Federal Audit Adjustments at the 
State Level

• How to report federal partnership adjustments at the state level? 

• Under BBA default regime (no push out election): 

• Some states may not allow for entity-level pass-through entity payments. 

• States may not allow a credit by partners for partnership-level payment. 



States – Reporting Federal Audit Adjustments at the 
State Level

• How to report federal partnership adjustments at the state level? 

• If push out election is made at federal level so that adjustment will be borne 
by reviewed-year partners

• 1.  Follow it at state level? 

• Or 2. report at the entity level for state purposes for the sake of 
administrative convenience?



State Tax Audits of State Composite Returns and 
Partnership Returns 

• Adjustments made at entity level or owner level?   Current year partners or 
partners for the tax year at issue?  

• Experiences.



Corporate Partners / Corporate Owners



Corporate Partners – Unique Issues

• Corporate partners cannot be included in a composite return in almost all 
states. 

• They also are not subject to nonresident withholding in most states. 

• Resulting corporate partner issues: 

• Has to determine how to account for partnership income

• Income from the partnership unitary or non-unitary 

• Access to apportionment information from partnership may be difficult to 
obtain (See Florida Technical Assistance Advisement 11(C)1-001 (February 2, 
2011).



Remedying Noncompliance at the State Level and 
Accounting for Errors

• Amended returns. 

• Voluntary disclosure programs 

• Disclosure the liability, pay tax, plus interest, penalties usually waived. 

• A few states do not offer voluntary disclosure programs for entities that 
already are filing in the state. 

• Power of attorney issues 

• Require Power of Attorney for each partner in the partnership or is just the 
partnership sufficient?



Conclusion

• Questions? 

• Call or email Sara or Jeff if we did not get to your question.
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