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For the first time in many years, there is little happening at the federal level with respect to taxes. The 
proposed Build Back Better legislation has been stalled in Congress and the outlook for passage in its current 
form is murky at best. As a CPA having to deal with multiple rounds of tax law changes in the last four years, 

it is a welcome relief. 

However, there is one change ahead that will affect real estate investors. Bonus depreciation which has been 
widely used by the real estate industry to accelerate tax depreciation, will be reduced from 100% to 80% in 2023. 
Therefore, some investors might want to push closings of real estate purchases before year-end. Further, tax-saving 
cost segregation studies should be performed sooner rather than later.

Lower Arizona Individual Income Tax Rates

Many states, flush with cash from the federal government, 
have been busy enacting legislation this Spring trying to 
outdo each other by cutting taxes. While Congress has been 
generous with state funding, Arizona’s budget surplus is 
comprised from additional factors including Cannabis taxes 
(since January 2021), higher transaction privilege (sales) 
taxes from the taxation of online sales, and from a growing 
and robust economy.

While Arizona has never been considered a high tax state, 
the State legislature enacted a series of laws over the past 
two years, first to counteract the now invalidated Proposition 208 tax rate of 8.00%, to achieve the distinction of 
becoming the state with, perhaps, the lowest income tax rate among those that impose an income tax. In 2020, the 
highest tax rate on individual taxpayers was 4.50% and in 2022, the highest tax rate is 2.98% with some paying tax 
at a reduced 2.55% rate. Further, if Arizona achieves targeted revenue projections, the 2024 tax rate will be a flat 
2.50% on all income. 

This reduction is especially significant to small-business owners and investors who get “Schedule K-1” income 
from S Corporations and partnerships (LLCs) as their income is taxed at the individual level. The flat tax for 
Arizona C Corporations remains at a flat 4.90%.

Other Tax-Friendly Deductions

Arizona also has a series of deductions that reduce taxable income to even lower levels. For example, Arizona 
allows a full deduction for medical insurance and expenses, a partial deduction for contributions to Sect 529 plans, 
and full exclusions for military pay, social security benefits, and U.S. government interest.
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In addition, Arizona allows a 25% deduction on capital gains for assets that were acquired after 2011 and held for 
more than one year. Once the 2.50% flat tax is in place, Arizona residents will face a meager 1.875% rate of tax on 
long-term capital gains. Assets subject to the special provision include gains from the sale of real estate.

Arizona’s Pass-Through Entity Tax (PTET)

New for the 2022 tax year is a pass-through entity tax. At first glance, one might question why Arizona and 28 other 
states adopted such a tax provision. Going back to former President Trump’s signature legislation, the Tax Cuts 
& Jobs Act of 2017, tax rates were reduced but in exchange many deductions were eliminated or lowered, chief 
among them was the state tax deduction. Commonly called the SALT deduction, state and local income, sales, 
and property taxes were limited to a maximum $10,000 deduction starting in 2018, which enraged many affected 
clients and especially those living in high tax states.

Creatively, a SALT workaround was created by a couple of states and was sanctioned by the IRS in Notice 2020-75 
on 11/9/2020. Arizona joined the pack through passage of HB 2832 on 7/9/21.

How Does The PTET Work?

State tax is imposed and paid by the electing pass-through entity (S Corp, LLC) at the entity level on behalf of its 
individual owners. The tax is fully deductible by the entity at the federal level. The state tax paid is credited to each 
individual owner to offset their personal state income tax. As a result, the state income tax paid via the PTET is not 
subject to the $10,000 SALT limit. If the credit exceeds one’s tax liability, the excess is carried forward for five years.

The PTET is elective, and each eligible partner can decide whether to participate. Ideal candidates for this election 
are closely held businesses or real estate companies whereby all the investors are Arizona individual residents.

The legislation also imposes an estimated tax payment requirement on electing entities with more than $150,000 
in net income, starting 9/15/22. As of mid-July, the Arizona Department of Revenues has not yet published any 
instructions, guidance, or tax forms. It is important to note that to comply with IRS Notice, the tax must be paid in 
the same year of the deduction. Put another way, for the tax to be deductible in 2022, the tax must be paid by the 
pass-through entity by 12/31/22.

While this creates an additional burden for those with S Corps and partnerships/LLCs, including possible changes 
to legal documents, the tax benefits of using this new state tax provision can be significant.
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