PASS-THROUGH ENTITY TAX

HouseBill 215 (122" General Assembly) enacted
analternativemethodfor thecollection of tax onthe
distributivesharesof incomeearned by qualifying
investorsfromtheir investment in any qualifying
pass-through entity doing businessin Ohio. The
pass-through entity tax isnot so much aseparatetax
but rather amechanismdesignedtocollectindividua
incometax or corporatefranchisetax whichisoth-
erwisedueand payableby pass-through entity in-
vestorspursuant to Ohiotax law. A pass-through
entity isan Scorporation, partnership, or alimited
liability company treated asapartnershipfor federa
incometax purposes.

Many pass-throughentitiesarenot” qualifying” pass-
through entitiesand arethereforenot subjecttothis
tax. Pass-through entities not subject to the tax
includeentitieswhoseinvestorsareentirely com-
prised only of full-year Ohioresident individuals,
Ohioestates, and/or corporationsthat pay the Ohio
corporatefranchisetax. Inaddition, entitiesthat file
theOhioformIT-4708 onbehaf of al theirinvestors
who arenot full-year Ohioresident individual sor
Ohioresident estatesare not subject tothetax. (A
morecompl etelisting of exempt pass-through enti-
tiesisavailableintheExemptionsand Exclusions
section.)

For taxable years beginning after December 31,
1998, eachqualifying pass-through entity doingbusi-
nessin Ohio or otherwise having nexuswith Ohio
under the Constitution of theUnited Statesissubject
tothepass-through entity tax. (Qualifyingtrustsare
also subject tothetax - seethe Special Provisions
section). Thetax isa5.0 percent withholdingtax on
incomeof qualifyingindividual investorsandan 8.5
percent entity tax onincomeof qualifyinginvestors
that arenotindividual s, based upontheinvestors
shareof thequalifying pass-throughentity’ sprofits
apportionedto Ohio. Qualifyinginvestorscanclaim
an income tax or corporate franchise tax credit
based upontheinvestor’ sproportionate shareof the
pass-through entity tax.

In tax year 2000, there were 6,334 pass-through
entity tax returnsfiled. Theliability fromthe5.0
percent withholding tax component of the pass-

throughentity tax was$39.7 million. The8.5 percent
entity tax liability amountedto$4.2millionintax year
2000. Thus, the total tax year 2000 pass-through
entity tax liability was $43.9 million. In tax year
1999, thetotdl liability was$45.4million, resultingin
a3 percent decrease in 2000.

TAXBASE (R.C.5733.40,5747.40,5747.401):

Thetax baseisthesum of the* adjusted qualifying
amounts” of theentity’ squalifyinginvestors. The
“adjusted qualifying amount” isthe net sum of an
investor’ s distributive share of theincome, gain,
expense, or lossof apass-through entity multiplied
by the corporatefranchisetax apportionment frac-
tion.

RATES(R.C. 5733.41, 5747.41):

A 5.0 percent tax rate is applied to the sum of
adjusted qualifyingamountsfor thoseinvestorsthat
areindividuals. An8.5 percent tax rateisappliedto
the sum of adjusted qualifying amountsfor those
investorsthat arenotindividuals.

Notaxisdueif thetotal adjusted qualifyingamount
is$1,000 or below.

EXEMPTIONS AND EXCLUSIONS (R.C.
5733.40, 5733.401, 5733.402, 5747.401):

Pass-through entitiesnot subject totax:

1. Entitieshavingnoqualifyinginvestors(seebel ow
for non-qualifyinginvestors);

2. Pensionplansandcharities;

3. Publicly-traded partnerships,

4. Real estateinvestment trusts, regulated invest-
ment companies, and real estate mortgagein-
vestment conduits;

5. Anyentity treated asa*” disregarded entity” for
federal income tax purposes (see “ Check the
Box” U.S. Treasury regulations);

6. Qualified Subchapter Ssubsidiary corporations
(if theparent Scorporation hasqualifyinginves-
tors, theparent Scorporationisapass-through
entity which must computethetax onaconsoli-
dated basiswithall itsqualified sub-chapter S
subsidiaries).
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A qualifyinginvestor doesnotincludethefollowing:

1. Investorswhicharepensionplansor charities;

2. Investorswhichareelectingsmall businesstrusts

(ESBT's) but onlyiftheESBT doesnot qualify

asagrantor trust.

Investorswhicharepublicly-traded partnerships;

Investorswhicharecollegesor universities,

5. Investorswhicharepublicutilitiesin Ohioand
required to pay the Ohio grossreceiptsexcise
tax;

6. Investorswhichareinsurancecompanies, fra-

terna corporations, beneficia corporations, bond

Investment corporations, heal th mai ntenanceor-

ganizations, or any other corporationrequiredto

filean annual report with the Ohio superinten-
dent of insurance;

Investorswhicharedeal ersinintangibles;

8. Investorswhicharereal estateinvestment trusts,
regul ated i nvestment companies, andreal estate
mortgageinvestment conduits;

9. Investorswhoareindividualsandresidentsof
Ohiofor thepass-throughentity’ sentiretaxable
year,

10. Investorswhich areestatesthat areresi dentsof
Ohiofor thepass-throughentity’ sentiretaxable
year,

11. Nonresident individual s on whose behalf the
qualifying pass-throughentity filesOhioformIT-
4708, “ Annual CompositelncomeTax Return
for InvestorsinPass-Through Entities’;

12. Investorsthat arefinancial institutionsrequired
topay the Ohio corporationfranchisetax;

13. Investorswhicharethemselvesqualifying pass-
throughentitiesif thosequalifying pass-through
entities' investorsduringthethree-year period
beginning 12 monthsprior tothefirst day of the
taxableyear arelimitedtothoseinvestorslisted
initems1through 12 above;

14. Investorswhich are themsel ves pass-through
entitiesif theownersof thoseother pass-through
entitiesarelimitedto (i) individualswhoarefull-
year residentsof Ohio, (ii) estatesdomiciledin
Ohio, (iii) nonresident individual sonwhosebe-
half those other pass-through entitiesfile Ohio
form1T-4708, and (iv) nonresident estateson
whosebehalf those other pass-through entities
fileOhioform|T-4708;
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15. Investorswhich satisfy thefollowing threere-
quirements: (i) the investor submits awritten
statement to thequalifying pass-through entity
stating that theinvestor agreesthat theinvestor
hasnexuswith Ohioandisliablefor corporation
franchisetax withrespect totheinvestor’ sdis-
tributiveshareof incomeattributabletothepass-
throughentity, (ii) theinvestor makesagoodfaith
and reasonabl eeffort to comply withthe corpo-
ration franchisetax reporting and payment re-
guirements, and (iii) neither theinvestor nor the
qualifying pass-through entity carries out any
transactions with any related members where
suchtransactionswouldresultinareductionor
deferral of corporationfranchisetax;

16. Investorswhich are*investment pass-through
entities’;

17. Investorswhich are corporation franchisetax-
payersbut only if all the other investorsinthe
qualifying pass-throughentity arelimitedto: (i)
other corporationswhich arepayingthecorpora-
tionfranchisetax, and/or (ii) corporationswhich
wouldbepayingthecorporationfranchisetax if
they werenot eligiblefor anexemption setforth
in RC section5733.09.

CREDITS(R.C. 5733.0611, 5747.059):

A refundable Ohioindividual incometax creditis
availablefor qualifyinginvestorssubjecttothe tax. A
nonrefundabl e Ohio corporation franchisetax credit
isavailablefor qualifying investors subject to the
corporationfranchisetax. Certainqualifyinginves-
torswhicharecorporationsexempt from corporation
franchisetax areabletotakearefundablecredit. The
credit is based upon the investor’s proportionate
share of the 5 percent withholding tax or the 8.5
percent entity tax whichwas paid on the qualified
investor’ sinvestmentinthequalifying pass-through
entity. Inorder toclaimthesecredits, thequalifying
investor must provide a copy of IRS form K-1
indicating theamount of the 8.5 percent entity tax
paidand/or 5.0 percent withholdingtax paidwhichis
attributabletothequalifyinginvestor.

If theinvestor deductsitsproportionateshareof 5.0
percent withholdingtax or 8.5 percent entity tax from
its federal income, it must add back such tax as
incomeontheOhioindividual incometax returnor
corporationfranchisetax return.



SPECIAL PROVISIONS:

1. Qualifyingtrustsareal so subjecttotax. A quali-
fyingtrustisgeneraly any trust meetingall threeof
thefollowing requirements: it must filetheIRS
form 1041 (U.S. IncomeTax Returnfor Estates
and Trusts); it hasat | east onebeneficiary whois
neither afull-year Ohioresidentindividual nor an
Ohioresident estate; andit makesadistribution
toanonresident beneficiary; andthedistribution
relateseither toreal estatelocatedin Ohioor to
tangiblepersonal property locatedinOhio. Thus,
if an entity is atrust whose beneficiaries are
limitedtofull-year Ohioresidentindividual sand/
or Ohioresident estates, thenitisnotaqualifying
trust and not subject to the pass-through entity
tax. Qualifyingtrustsaresubject tothe5.0 per-
cent withholding tax ondistributionsof certain
typesof incometoindividual swho arenonresi-
dents of Ohio. Thefiling, payment and credit
provisionsthat apply to qualifying pass-through
entities and investors also apply to qualifying
trustsandbeneficiaries.

2. The 8.5 percent tax does not apply to any pass-
through entity to the extent the pass-through
entity’ sdistributive sharesof incomeandgain
pass through from that entity to another pass-
throughentity (referredtoasthe”investing en-
tity”) aslong asfour conditionsaremet: (i) the
investingentity isnot aninvestment pass-through
entity; (ii) theinvesting entity acknowledgesthat
ithasnexuswiththisstateduringthetaxableyear;
(iii) theinvesting entity makesagoodfaith effort
tocomply withthe8.5 percent entity tax and 5.0
percent withholding tax; and (iv) theinvesting
entity includesinitsapportionment factorsits
proportionate share of each lower-tiered pass-
throughentity’ sproperty, payroll and sales.

3. Neither the 8.5 percent entity tax nor the 5.0
percent withhol ding tax appliestoan* investment
pass-through entity” on certaintypesof income
listed bel ow. Aninvestment pass-throughentity is
defined ashaving at | east 90 percent of itsassets
represented by intangible assets and having at
|east 90 percent of itsgrossincomefromoneor
moreof thefollowing sources: dividendincome,
interestincome, net capital gainsfromthesaleor
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exchangeof intangibleproperty, designatedfees,
andall typesand classificationsof incomeattrib-
utabletodistributivesharesof incomefrom other
pass-throughentities.

4. Aninvestor (termedthe”deemedinvestor”)inan
Investment pass-through entity shall bedeemedto
beaninvestorinany other qualifyingpass-through
entity inwhichtheinvestment pass-throughentity
isadirectinvestor. Eachdeemedinvestor’ spor-
tionof suchqualifying pass-through entity’ sad-
justed qualifyingamount will be (i) theadjusted
qualifying amount whichwould otherwisepass-
throughtotheinvestment pass-throughentity, (ii)
multiplied by the percentage of the deemed
investor’ sdirect ownershipintheinvestment pass-
throughentity.

TAXPAYER (R.C.5733.40);

A qualifying pass-through entity isgenerallyan S
corporation, apartnership, or alimitedliability com-
pany treated asapartnershipfor federal incometax
purposes. See Exemptionsand Exclusionsfor a
list of pass-through entitiesexcludedfromthedefini-
tionof aqualifying pass-through entity.

FILING AND PAYMENT DATES (R.C.
5747.42, 5747.43, 5747.44):

Qualifying pass-through entitieswhosetotal “ad-
justed qualifying amounts” exceed $10,000 must
makeestimated quarterly tax payments.

Theannual pass-through entity tax return (1T-1140)
must be filed by the 15th day of the fourth month
following theend of theentity’ staxableyear. For
taxpayerswithaJanuary 1—December 31 taxable
year, thereturnisdueonApril 15. If theentity hasan
extension of timetofileitsfederal tax return (IRS
form 1065 or 1120S), then the qualifying pass-
through entity hasthe sameextension of timetofile
theOhiotax return.

DISPOSITION OF REVENUE:

Therevenuecollected fromthe5percent withholding
taxistreated asindividual incometax revenue, with
89.5 percent deposited in the General Revenue
Fund, 5.7 percent depositedinthe StateLLibrary and
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L ocal Government Support Fund, 4.2 percent de-
positedinthe StateL ocal Government Fund, and
0.6 percent deposited inthe State Local Govern-
ment Revenue A ssi stance Fund.

Revenuecollectedfromthe8.5 percent entity taxis
treated as corporate franchise tax revenue, with
95.2 percent deposited in the General Revenue
Fund, 4.2 percent deposited in the State L ocal
Government Fund, and 0.6 percent depositedinthe
StateL ocal Government RevenueAssi stanceFund.

OHIOREVISED CODECITATIONS:

Chapters 5733 and 5747

RECENTLEGISLATION

Am. Sub. HouseBill 94; Effective September 5, 2001.
R.C. 5733.401 - Disallows the exclusion of net
management feesfrom aninvestment pass-through
entity'swithholdingtax baseif they exceedfiveper-
cent of theentity'snetincome.

Table 56A
Pass-Through Entity Tax Liability (Form IT-1140)

Tax Years 1998 - 2000
(in million of dollars)

Withholding Entity Level Total Pass-Through
Tax Year Tax (5%) Tax (8.5%) Entity Tax Liability
2000 $39.7 $M.2 $43.9
1999 38.8 6.6 45.4
1998 35.8 39 39.7

Table 56B
Collections from the Composite Income Tax Paid on Behalf of

Nonresident Investors in Pass-Through Entities (Form IT-4708)

Fiscal Years 1999 - 2001
(in million of dollars)

Fiscal Revenue
Year Collected*
2001 $62.4
2000 53.1
1999 36.3

* |ncludesestimated tax payments(Form I T-4708ES)




