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Treasury Limits State Plans To Fight SALT Deduction Cap 

Law360, (August 28, 2018)   

Since the passage of the Tax Cuts and Jobs Act (P.L. 115-97), several 
states have tried to circumvent the $10,000 cap on state and local tax 
deductions by enacting legislation to allow individuals to make payments in 
lieu of taxes to various charitable funds. Under the state programs, 
taxpayers could then deduct these payments as charitable contributions for 
federal income tax purposes, while simultaneously satisfying their state and 
local tax obligations. 
 
On Aug. 23, 2018, the U.S. Department of the Treasury and the Internal 
Revenue Service issued proposed regulations under Section 170 of the 
Internal Revenue Code addressing the federal income tax treatment and 
characterization of newly enacted state legislation. The proposed regulations 
generally disallow all state attempts to use the federal charitable contribution 
deduction to work around the TCJA’s state and local tax deduction cap. 
 
Background on the TCJA’s SALT Deduction Limit 
 
The TCJA amended Section 164(b)(6) to limit the deduction for the 
aggregate amount of state and local taxes paid during the calendar year to 
$10,000 for individuals and $5,000 for married individuals filing separately. 
Corporations and owners of pass-through entities may still fully deduct their 
business-related SALT liability. Prior to the passage of the TCJA, deduction 
for state and local taxes was unlimited for individuals who itemized their 
deductions. The new cap applies for tax years beginning after Jan. 1, 2018, 
and sunsets for tax years after Dec. 31, 2025. 
 
Recently Passed State Legislation  
 
As one of the TCJA’s more politically controversial provisions, the limitation on the 
deductibility of state and local taxes has been criticized for disproportionately impacting 
taxpayers in high-tax states. Several state legislatures, including Connecticut, New York 
and New Jersey, have passed laws allowing taxpayers to circumvent the cap by making 
alternative payments in lieu of state and local taxes in exchange for a credit that can be 
used to offset state tax liability. Other states, including Arkansas, California and Illinois are 
currently debating similar legislation. 
 
Charitable Contribution for Credit Model 
 
The charitable contribution approach allows localities to provide a property tax credit to 
individuals donating to select community organizations. The credit is generally equal to the 
lesser of the amount of property tax owed or a certain percentage of the donation to the 
community organization. The intent of these programs is to provide taxpayers with not only 
a state credit for their donation, but also a federal tax deduction for the charitable 
contribution. 
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States have defined community organizations differently: some specify that the funds must 
be set up by municipalities or school districts to finance public projects, while others are 
purposefully vague and do not specify the types of organizations that qualify for the 
deduction. 
 
Three states, including New York, Connecticut and New Jersey have passed legislation 
adopting this approach. 
 
Charitable Contribution Model Prior to the Passage of the TCJA 
 
The charitable contribution approach predates the TCJA. Starting in 1986, Congress 
disallowed the SALT deduction for taxpayers subject to the federal alternative minimum tax, 
while preserving the charitable contribution deduction. As a result, states enacted tax credit 
programs that followed a similar structure to the current proposals: Taxpayers who made 
charitable donations to approved organizations or funds would receive a state income tax 
credit to offset the cost of the donation. The amount of the state credit was generally a set 
percentage of the donation amount. For example, if a taxpayer made a $100 donation in a 
state providing a 70 percent credit, the taxpayer would receive a state income tax credit of 
$70. 
 
About 33 states had charitable contribution for credit programs prior to the enactment of the 
TCJA. The IRS had not published official guidance addressing the question of whether a 
state or local tax credit was a quid pro quo benefit that would affect the amount of a 
taxpayer’s deduction under Section 170(a). However, this issue had been discussed in 
several Chief Counsel Advice memoranda, which are not precedential. In these 
memoranda, the IRS took the position that the amount of the taxpayer’s charitable 
contribution deduction is not reduced by the amount of the state tax credit. 
 
Pass-Through Model 
 
Under this approach, states create a new entity-level state tax on a pass-through’s taxable 
income (e.g., 6.99 percent tax in Connecticut). Since state and local taxes paid by 
businesses are still deductible at the federal level, members and owners of participating 
pass-throughs may lower their federal tax liability by claiming the new tax as a business 
deduction. Individual members of the pass-through entity subsequently receive a 
corresponding refundable individual income tax credit to offset the taxes paid at the entity 
level. This approach is based on the fact that pass-through income is taxed at the individual 
level and not taxed at the entity level. By imposing a tax at the entity level, the proposal 
shifts the tax liability from a nondeductible source to a deductible source. 
 
Connecticut is currently the only state that has passed legislation enacting this approach. 
The proposed regulations do not address the pass-through model. 
 
Payroll Tax Model 
 
States that employ this approach have designed a voluntary employer payroll tax program 
that allows participating employers to assume an employee’s state tax liability (e.g., New 
York’s employer compensation expense program, or ECEP). Participating employers would 
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pay a set percentage payroll tax on wages in excess of a threshold amount per employee. 
The employee would then receive a tax credit equal to the payroll tax paid by the employer, 
which could be used to reduce the employee’s own SALT liability. The employer would 
subsequently deduct that voluntary payroll tax expense from its own tax bill since the TCJA 
does not prevent corporations from taking such deductions. 
 
The proposed regulations do not address the payroll tax model and it is unclear whether the 
IRS and Treasury will release further guidance on the validity of this approach. 
 
New York is currently the only state that has passed legislation enacting this approach. 
Since the passage of state legislation in April, employers have not enrolled in ECEP, though 
they have until Dec. 1 to make a decision for 2019. 
 
Prior Guidance on SALT Cap 
 
On May 23, the IRS issued Notice 2018-54, stating its intent to propose regulations 
addressing the federal income tax treatment of legislation that gives taxpayers a state tax 
credit against their state and local taxes. The proposed regulations issued on Aug. 23 
follows Notice 2018-54. 
 
Overview of the Proposed Regulations 
 
The proposed regulations provide clarification on the relationship between the federal 
charitable contribution deduction, the availability of corresponding state or local tax credits 
and deductions, and the recently enacted SALT cap. 
 
Although some states had charitable contribution for credit programs prior to the 
amendment of Section 164(b)(6), the regulations note that the enactment of TCJA’s SALT 
cap changes the analysis of what constitutes donative intent and whether payments to 
charitable organizations in exchange for a reduction in state tax liability are considered the 
receipt of a quid pro quo benefit, which would ultimately negate donative intent to the extent 
of the benefit. The regulations further state that the passage of the TCJA also requires the 
IRS and Treasury to consider congressional intent in amending Section 164(b)(6) and 
introducing the SALT cap. Sanctioning both pre- and post-TCJA charitable-contribution-for-
credit legislation would result in revenue losses that would undermine the intent behind 
implementing the SALT cap. Additionally, as discussed in the examples of the proposed 
regulations, the IRS and Treasury state that they believe that both pre- and post- TCJA 
contribution-for-credit programs resulted in economic distortions. Accordingly, the proposed 
regulations seek to disincentivize taxpayers from making charitable contributions based on 
potential tax benefits and, therefore, make the federal tax system more neutral to taxpayers’ 
decisions regarding donations. 
 
The proposed regulations address the following issues: (1) the treatment of payments in 
exchange for deductions versus credits; (2) a de minimis exception; and (3) an opt-out 
mechanism. 
 
Treatment of Payments in Exchange for Deductions vs. Credits 
 
The proposed regulations discuss the proper federal income tax treatment of payments to 
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charitable organizations under Section 170(c) in exchange for (1) a corresponding state or 
local tax credit; or (2) a state or local tax deduction. 
 
The IRS and Treasury state that if a taxpayer makes a payment or transfers property to an 
organization eligible to receive tax-deductible contributions, and the taxpayer receives or 
expects to receive a state or local tax credit in return for the payment, then the tax credit 
constitutes a quid pro quo. As a result, the amount otherwise deductible as a charitable 
contribution must be reduced by the value of the state or local tax credit received or 
expected to be received. Therefore, taxpayers who make payments to organizations eligible 
to receive tax deductible contributions must reduce their charitable deduction by the amount 
of any state or local tax credit received, just as they would with any other benefit. However, 
the regulations do provide a de minimis exception (see below). 
 
The proposed regulations draw a distinction between state or local tax credits and state or 
local deductions claimed in connection with a taxpayer’s charitable contribution or transfer. 
Specifically, the proposed regulations allow taxpayers to disregard dollar-for-dollar state or 
local tax deductions received in exchange for payments or property transfers to a charitable 
organization. However, if the taxpayer receives a state or local tax deduction that exceeds 
the amount of the taxpayer’s payment or property transfer, the taxpayer’s charitable 
contribution deduction must be reduced. The proposed regulations do not specify how to 
determine the amount of this reduction. 
 
The IRS and Treasury justify the distinction between state or local credits and deductions 
on the grounds that the benefit of a dollar-for-dollar deduction is limited to the taxpayer’s 
state and local marginal rate. As a result, the risk of a deduction being used to circumvent 
the new SALT cap is comparatively low. 
 
Additionally, the proposed regulations note that the treatment of state or local tax 
deductions for charitable contributions as a quid pro quo benefit would pose an 
administrative burden for both taxpayers and the IRS by making the calculation of federal 
and state and local taxes difficult. This is because the value of a deduction varies based on 
the taxpayer’s marginal or effective state and local tax rates. 
 
The examples below illustrate the difference between how state or local credits and state or 
local deductions are treated under the proposed regulations. 
 
Example A: State X grants taxpayers a 70 percent state tax credit for payment of 
contributions to an eligible entity under Section 170(c). The taxpayer contributes $1,000 to 
an eligible entity and the taxpayer receives a $700 state or local tax credit. The taxpayer 
must reduce the $1,000 contribution by the $700 state tax credit, leaving an allowable 
contribution deduction of $300 on the taxpayer’s federal income tax return. The proposed 
regulations also apply to payments made by trusts or decedents’ estates in determining the 
amount of their contribution deduction. 
 
Example B: An individual contributes $1,000 to an eligible charitable entity and in exchange 
receives a state tax deduction equal to the amount contributed to the entity. The individual 
is not required to reduce the federal charitable contribution deduction on account of the 
state tax deduction because it is not a quid pro quo transaction. 
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De Minimis Exception 
 
The proposed regulations also discuss a de minimis exception to the general disallowance 
rule. 
 
Taxpayers may disregard a state or local tax credit if the credit does not exceed 15 percent 
of the taxpayer’s payment or fair market value of the property transferred by the taxpayer to 
a charitable organization. As a result, if a state or local tax credit is not greater than 15 
percent, it will not reduce the taxpayer’s federal deduction for a charitable contribution. 
 
The de minimis exception is intended to provide consistent treatment between state or local 
tax credits that provide a benefit equivalent to state or local tax deductions. 
 
For example, if a taxpayer makes a $1,000 contribution to an eligible entity and is entitled to 
a 10 percent state tax credit ($100), the taxpayer is not required to reduce the $1,000 
deduction by the value of the credit because it is less than 15 percent of the fair market 
value of the contribution. The taxpayer may include the full $1,000 contribution as a 
charitable deduction on the taxpayer’s federal income tax return. 
 
An “Opt-Out” Mechanism 
 
The proposed regulations also consider a potential rule that would allow a taxpayer to 
decline the receipt or anticipated receipt of a state or local tax credit at the time of the 
taxpayer’s payment or transfer to a charitable organization. While the proposed regulations 
do not include any details on such an opt-out mechanism, the intent behind this proposal 
would be to allow taxpayers to choose to receive the full benefits of a charitable contribution 
deduction if they refuse the value of a state or local tax credit. 
 
Request for Comments 
 
The IRS and Treasury have asked for written comments on the published guidance within 
45 days of the date the proposed regulations are published in the Federal Register. 
Comments will likely be due in early October. A public hearing has also been scheduled for 
Nov. 5, 2018, at 10 a.m. 
 
Red State, Blue State — Impact and Next Steps 
 
The proposed regulations will have a significant impact on tax-exempt organizations, state 
and local government credit programs, and charitable giving decisions. As a result, several 
states affected by the proposed regulations are currently regrouping to figure out their next 
steps. 
 
Politically, the proposed regulations have already set off a firestorm on Capitol Hill. On the 
Democratic side, several members, including Richard Neal, D-Mass., ranking member of 
the Ways and Means Committee, have criticized the proposed regulations as the 
administration doubling down its attack on the middle class, especially in blue states, where 
property taxes are higher than most red states. This will serve as further ammunition for 
several blue state Democrats to criticize the TCJA on the campaign trail this fall. 
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Members of the GOP on the other hand, including House Ways and Means Committee 
Chairman Kevin Brady, R-Texas, have praised the proposed regulations, noting that the 
rules close the door on improper tax evasion schemes. Chairman Brady instead called for 
politicians in blue states to lower local taxes on families. 
 
Of course, Chairman Brady faces a conundrum given that the proposed regulations also 
impact state tax credit programs that were in place in several red states prior to the 
enactment of the TCJA. Chairman Brady promised that Treasury was making an effort to 
preserve pre-TCJA state credit programs, encouraging affected organizations to submit 
comments on the impact of the proposed regulations. 
 
Treasury Secretary Steven Mnuchin also issued his own statement noting that the IRS and 
Treasury appreciate the value of state tax credit programs, particularly those focused on 
school choice initiatives. Secretary Mnuchin further noted that the proposed regulations 
would have no impact on federal tax benefits for donations to school choice programs for 99 
percent of taxpayers, as compared to prior law. 
 
In the coming months, several nonprofits are likely to enter the fray and submit comments 
on various issues left unresolved by the proposed regulations. As of now, the National 
Council of Nonprofits has taken a neutral stance. While the group noted that the creation of 
nonprofit-like organizations by state and local governments results in blurred lines between 
governments and nonprofits, it also recognized that arguments exist both for and 
against providing favored tax treatment for such government-created foundations. 
 
The proposed regulations may ultimately make for strange bedfellows in the fight against 
the TCJA’s SALT cap. Private school and voucher programs, traditionally the biggest 
beneficiaries of pre-TCJA state credit programs may find themselves allied with Democrats 
on this issue, pushing to preserve state workarounds. However, groups like the National 
Coalition for Public Education have given the Trump administration rare praise over the 
proposed regulations. 
 
Radha Mohan is a policy adviser and Harold Hancock is a shareholder at Brownstein Hyatt 
Farber Schreck LLP. 
 
 The opinions expressed are those of the author(s) and do not necessarily reflect the views 
of the firm, its clients, or Portfolio Media Inc., or any of its or their respective affiliates. This 
article is for general information purposes and is not intended to be and should not be taken 
as legal advice. 
 
 

https://www.bhfs.com/people/policy/rmohan
https://www.bhfs.com/people/attorneys/g-k/hhancock
https://www.law360.com/firms/brownstein-hyatt
https://www.law360.com/firms/brownstein-hyatt

