EXPLANATION OF THE BILL
A. Individual Tax Reform
PART I - TAX RATE REFORM
1. Temporary modification of rates (sec. 11001 of the bill and sec. 1 of the Code)
Present Law

In general

To determine regular tax liability, an individual taxpayer generally must apply the tax
rate schedules (or the tax tables) to his or her regular taxable income. The rate schedules are
broken into several ranges of income, known as income brackets, and the marginal tax rate
increases as a taxpayer’s income increases.

Tax rate schedules

Separate rate schedules apply based on an individual’s filing status. For 2017, the regular
individual income tax rate schedules are as follows:

Table 1.—Federal Individual Income Tax Rates for 2017

If taxable income is: Then income tax equals:
Single Individuals

Not over $9,325 10% of the taxable income
Over $9,325 but not over $37,950 $932.50 plus 15% of the excess over $9,325
Over $37,950 but not over $91,900 $5,226.25 plus 25% of the excess over $37,950
Over $91,900 but not over $191,650 $18,713.75 plus 28% of the excess over $91,900
Over $191,650 but not over $416,700 $46,643.75 plus 33% of the excess over $191,650
Over $416,700 but not over $418,400 $120,910.25 plus 35% of the excess over $416,700
Over $418,400 $121,505.25 plus 39.6% of the excess over $418,400

Heads of Households
Not over $13,350 10% of the taxable income
Over $13,350 but not over $50,800 $1,335 plus 15% of the excess over $13,350
Over $50,800 but not over $131,200 $6,952.50 plus 25% of the excess over $50,800
Over $131,200 but not over $212,500 $27,052.50 plus 28% of the excess over $131,200
Over $212,500 but not over $416,700 $49,816.50 plus 33% of the excess over $212,500



If taxable income is:

Then income tax equals:

Over $416,700 but not over $444,550
Over $444,550

$117,202.50 plus 35% of the excess over $416,700
$126,950 plus 39.6% of the excess over $444,550

Married Individuals Filing Joint Returns and Surviving Spouses

Not over $18,650

Over $18,650 but not over $75,900
Over $75,900 but not over $153,100
Over $153,100 but not over $233,350
Over $233,350 but not over $416,700
Over $416,700 but not over $470,700
Over $470,700

10% of the taxable income

$1,865 plus 15% of the excess over $18,650
$10,452.50 plus 25% of the excess over $75,900
$29,752.50 plus 28% of the excess over $153,100
$52,222.50 plus 33% of the excess over $233,350
$112,728 plus 35% of the excess over $416,700
$131,628 plus 39.6% of the excess over $470,700

Married Individuals Filing Separate Returns

Not over $9,325

Over $9,325 but not over $37,950
Over $37,950 but not over $76,550
Over $76,550 but not over $116,675
Over $116,675 but not over $208,350
Over $208,350 but not over $235,350
Over $235,350

10% of the taxable income

$932.50 plus 15% of the excess over $9,325
$5,226.25 plus 25% of the excess over $37,950
$14,876.25 plus 28% of the excess over $76,550
$26,111.25 plus 33% of the excess over $116,675
$56,364 plus 35% of the excess over $208,350
$65,814 plus 39.6% of the excess over $235,350

Not over $2,550

Over $2,550 but not over $6,000
Over $6,000 but not over $9,150
Over $9,150 but not over $12,500
Over $12,500

Estates and Trusts

15% of the taxable income

$382.50 plus 25% of the excess over $2,550
$1,245 plus 28% of the excess over $6,000
$2,127 plus 33% of the excess over $9,150
$3,232.50 plus 39.6% of the excess over $12,500

"Rev. Proc. 2016-55,2016-45 I.R.B. 707, sec. 3.01.

Unearned income of children

Special rules (generally referred to as the “kiddie tax”) apply to the net unearned income
of certain children.' Generally, the kiddie tax applies to a child if: (1) the child has not reached

! Sec. 1(g). Unless otherwise stated, all section references are to the Internal Revenue Code of 1986, as

amended (the “Code”).



the age of 19 by the close of the taxable year, or the child is a full-time student under the age of
24, and either of the child’s parents is alive at such time; (2) the child’s unearned income exceeds
$2,100 (for 2017); and (3) the child does not file a joint return.” The kiddie tax applies
regardless of whether the child may be claimed as a dependent by either or both parents. For
children above age 17, the kiddie tax applies only to children whose earned income does not
exceed one-half of the amount of their support.

Under these rules, the net unearned income of a child (for 2017, unearned income over
$2,100) is taxed at the parents’ tax rates if the parents’ tax rates are higher than the tax rates of
the child.> The remainder of a child’s taxable income (i.e., earned income, plus unearned income
up to $2,100 (for 2017), less the child’s standard deduction) is taxed at the child’s rates,
regardless of whether the kiddie tax applies to the child. For these purposes, unearned income is
income other than wages, salaries, professional fees, other amounts received as compensation for
personal services actually rendered, and distributions from qualified disability trusts.* In general,
a child is eligible to use the preferential tax rates for qualified dividends and capital gains.’

The kiddie tax is calculated by computing the “allocable parental tax.” This involves
adding the net unearned income of the child to the parent’s income and then applying the
parent’s tax rate. A child’s “net unearned income” is the child’s unearned income less the sum
of (1) the minimum standard deduction allowed to dependents ($1,050 for 2017°), and (2) the
greater of (a) such minimum standard deduction amount or (b) the amount of allowable itemized
deductions that are directly connected with the production of the unearned income.’

The allocable parental tax equals the hypothetical increase in tax to the parent that results
from adding the child’s net unearned income to the parent’s taxable income.® If the child has net
capital gains or qualified dividends, these items are allocated to the parent’s hypothetical taxable
income according to the ratio of net unearned income to the child’s total unearned income. If a
parent has more than one child subject to the kiddie tax, the net unearned income of all children
is combined, and a single kiddie tax is calculated. Each child is then allocated a proportionate
share of the hypothetical increase, based upon the child’s net unearned income relative to the
aggregate net unearned income of all of the parent’s children subject to the tax.

? Sec. 1(2)(2).

? Special rules apply for determining which parent’s rate applies where a joint return is not filed.
* Sec. 1(g)(4) and sec. 911(d)(2).

> Sec. 1(h).

Sec. 3.02 of Rev. Proc. 2016-55, supra.

7 Sec. 1(g)(4).

¥ Sec. 1(2)(3).



Generally, a child must file a separate return to report his or her income.” In such case,
items on the parents’ return are not affected by the child’s income, and the total tax due from the
child is the greater of:

1. The sum of (a) the tax payable by the child on the child’s earned income and unearned
income up to $2,100 (for 2017), plus (b) the allocable parental tax on the child’s
unearned income, or

2. The tax on the child’s income without regard to the kiddie tax provisions.'’

Under certain circumstances, a parent may elect to report a child’s unearned income on
the parent’s return."'

Capital gains rates

In general

In the case of an individual, estate, or trust, any adjusted net capital gain which otherwise
would be taxed at the 10- or 15-percent rate is not taxed. Any adjusted net capital gain which
otherwise would be taxed at rates over 15-percent and below 39.6 percent is taxed at a 15-
percent rate. Any adjusted net capital gain which otherwise would be taxed at a 39.6-percent rate
is taxed at a 20-percent rate.

The unrecaptured section 1250 gain is taxed at a maximum rate of 25 percent, and 28-
percent rate gain is taxed at a maximum rate of 28 percent. Any amount of unrecaptured section
1250 gain or 28-percent rate gain otherwise taxed at a 10- or 15-percent rate is taxed at the
otherwise applicable rate.

In addition, a tax is imposed on net investment income in the case of an individual, estate,
or trust. In the case of an individual, the tax is 3.8 percent of the lesser of net investment income,
which includes gains and dividends, or the excess of modified adjusted gross income over the
threshold amount. The threshold amount is $250,000 in the case of a joint return or surviving
spouse, $125,000 in the case of a married individual filing a separate return, and $200,000 in the
case of any other individual.

Definitions

Net capital gain

In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until a taxpayer disposes of the asset. On the sale or exchange of a capital asset, any

? Sec. 1(g)(6). See IRS Form 8615, Tax for Certain Children Who Have Unearned Income.
1 Sec. 1(g)(1).

1 Sec. 1(g)(7).



gain generally is included in income. Net capital gain is the excess of the net long-term capital
gain for the taxable year over the net short-term capital loss for the year. Gain or loss is treated
as long-term if the asset is held for more than one year.

A capital asset generally means any property except (1) inventory, stock in trade, or
property held primarily for sale to customers in the ordinary course of the taxpayer’s trade or
business, (2) depreciable or real property used in the taxpayer’s trade or business, (3) specified
literary or artistic property, (4) business accounts or notes receivable, (5) certain U.S.
publications, (6) certain commodity derivative financial instruments, (7) hedging transactions,
and (8) business supplies. In addition, the net gain from the disposition of certain property used
in the taxpayer’s trade or business is treated as long-term capital gain. Gain from the disposition
of depreciable personal property is not treated as capital gain to the extent of all previous
depreciation allowances. Gain from the disposition of depreciable real property is generally not
treated as capital gain to the extent of the depreciation allowances in excess of the allowances
available under the straight-line method of depreciation.

Adjusted net capital gain

The “adjusted net capital gain” of an individual is the net capital gain reduced (but not
below zero) by the sum of the 28-percent rate gain and the unrecaptured section 1250 gain. The
net capital gain is reduced by the amount of gain that the individual treats as investment income
for purposes of determining the investment interest limitation under section 163(d).

Qualified dividend income

Adjusted net capital gain is increased by the amount of qualified dividend income.

A dividend is the distribution of property made by a corporation to its shareholders out of
its after-tax earnings and profits. Qualified dividends generally includes dividends received from
domestic corporations and qualified foreign corporations. The term “qualified foreign
corporation” includes a foreign corporation that is eligible for the benefits of a comprehensive
income tax treaty with the United States which the Treasury Department determines to be
satisfactory and which includes an exchange of information program. In addition, a foreign
corporation is treated as a qualified foreign corporation for any dividend paid by the corporation
with respect to stock that is readily tradable on an established securities market in the United
States.

If a shareholder does not hold a share of stock for more than 60 days during the 121-day
period beginning 60 days before the ex-dividend date (as measured under section 246(c)),
dividends received on the stock are not eligible for the reduced rates. Also, the reduced rates are
not available for dividends to the extent that the taxpayer is obligated to make related payments
with respect to positions in substantially similar or related property.

Dividends received from a corporation that is a passive foreign investment company (as
defined in section 1297) in either the taxable year of the distribution, or the preceding taxable
year, are not qualified dividends.



A dividend is treated as investment income for purposes of determining the amount of
deductible investment interest only if the taxpayer elects to treat the dividend as not eligible for
the reduced rates.

The amount of dividends qualifying for reduced rates that may be paid by a regulated
investment company (“RIC”) for any taxable year in which the qualified dividend income
received by the RIC is less than 95 percent of its gross income (as specially computed) may not
exceed the sum of (1) the qualified dividend income of the RIC for the taxable year and (2) the
amount of earnings and profits accumulated in a non-RIC taxable year that were distributed by
the RIC during the taxable year.

The amount of qualified dividend income that may be paid by a real estate investment
trust (“REIT”) for any taxable year may not exceed the sum of (1) the qualified dividend income
of the REIT for the taxable year, (2) an amount equal to the excess of the income subject to the
taxes imposed by section 857(b)(1) and the regulations prescribed under section 337(d) for the
preceding taxable year over the amount of these taxes for the preceding taxable year, and (3) the
amount of earnings and profits accumulated in a non-REIT taxable year that were distributed by
the REIT during the taxable year.

Dividends received from an organization that was exempt from tax under section 501 or
was a tax-exempt farmers’ cooperative in either the taxable year of the distribution or the
preceding taxable year; dividends received from a mutual savings bank that received a deduction
under section 591; or deductible dividends paid on employer securities are not qualified dividend
income.

28-percent rate gain

The term “28-percent rate gain” means the excess of the sum of the amount of net gain
attributable to long-term capital gains and losses from the sale or exchange of collectibles (as
defined in section 408(m) without regard to paragraph (3) thereof) and the amount of gain equal
to the additional amount of gain that would be excluded from gross income under section 1202
(relating to certain small business stock) if the percentage limitations of section 1202(a) did not
apply, over the sum of the net short-term capital loss for the taxable year and any long-term
capital loss carryover to the taxable year.

Unrecaptured section 1250 gain

“Unrecaptured section 1250 gain” means any long-term capital gain from the sale or
exchange of section 1250 property (i.e., depreciable real estate) held more than one year to the
extent of the gain that would have been treated as ordinary income if section 1250 applied to all
depreciation, reduced by the net loss (if any) attributable to the items taken into account in
computing 28-percent rate gain. The amount of unrecaptured section 1250 gain (before the
reduction for the net loss) attributable to the disposition of property to which section 1231
(relating to certain property used in a trade or business) applies may not exceed the net section
1231 gain for the year.

Reasons for Change




The Committee believes that changing the individual rate structure by reducing certain
rates and modifying the size of certain rate brackets creates a fairer Federal income tax. The
Committee also aims to broaden the tax base to maintain necessary government revenues by
repealing many existing tax incentives. The Committee further believes that a tax system with
low rates will lead to efficient growth.

Under present law, the tax on the unearned income of children depends on the income of
the child, parents, and when applicable, siblings. The Committee aims to simplify the taxation of
unearned income of children, while continuing to minimize the benefit of tax-motivated income
shifting, by subjecting this unearned income to rates applicable to estates and trusts.

Explanation of Provision

Temporary modification of rates

The provision temporarily replaces the individual income tax rate structure with a new
rate structure.

Table 2.—Federal Individual Income Tax Rates for 2018 Under the Provision

If taxable income is: Then income tax equals:

Single Individuals

Not over $9,525 10% of the taxable income
Over $9,525 but not over $38,700 $952.50 plus 12% of the excess over $9,525
Over $38,700 but not over $70,000 $4,453.50 plus 22% of the excess over $38,700
Over $70,000 but not over $160,000 $11,339.50 plus 24% of the excess over $70,000
Over $160,000 but not over $200,000 $32,939.50 plus 32% of the excess over $160,000
Over $200,000 but not over $500,000 $45,739.50 plus 35% of the excess over $200,000
Over $500,000 $150,739.50 plus 38.5% of the excess over $500,000

Heads of Households
Not over $13,600 10% of the taxable income
Over $13,600 but not over $51,800 $1,360 plus 12% of the excess over $13,600
Over $51,800 but not over $70,000 $5,944 plus 22% of the excess over $51,800
Over $70,000 but not over $160,000 $9,948 plus 24% of the excess over $70,000
Over $160,000 but not over $200,000 $31,548 plus 32% of the excess over $160,000
Over $200,000 but not over $500,000 $44,348 plus 35% of the excess over $200,000
Over $500,000 $149,348 plus 38.5% of the excess over $500,000

Married Individuals Filing Joint Returns and Surviving Spouses



If taxable income is: Then income tax equals:

Not over $19,050

Over $19,050 but not over $77,400
Over $77,400 but not over $140,000
Over $140,000 but not over $320,000
Over $320,000 but not over $400,000

Over $400,000 but not over $1,000,000

Over $1,000,000

10% of the taxable income

$1,905 plus 12% of the excess over $19,050
$8,907 plus 22% of the excess over $77,400
$22,679 plus 24% of the excess over $140,000
$65,879 plus 32% of the excess over $320,000
$91,479 plus 35% of the excess over $400,000
$301,479 plus 38.5% of the excess over $1,000,000

Married Individuals Filing Separate Returns

Not over $9,525

Over $9,525 but not over $38,700
Over $38,700 but not over $70,000
Over $70,000 but not over $160,000
Over $160,000 but not over $200,000
Over $200,000 but not over $500,000
Over $500,000

10% of the taxable income

$952.50 plus 12% of the excess over $9,525
$4,453.50 plus 22% of the excess over $38,700
$11,339.50 plus 24% of the excess over $70,000
$32,939.50 plus 32% of the excess over $160,000
$45,739.50 plus 35% of the excess over $200,000
$150,739.50 plus 38.5% of the excess over $500,000

Not over $2,550

Over $2,550 but not over $9,150
Over $9,150 but not over $12,500
Over $12,500

Estates and Trusts

10% of the taxable income

$255 plus 24% of the excess over $2,550

$1,839 plus 35% of the excess over $9,150
$3,011.50 plus 38.5% of the excess over $12,500

Unlike present law (which uses a measure of the consumer price index for all-urban
consumers), the new inflation adjustment uses the chained consumer price index for all-urban
consumers.

The provision’s rate structure does not apply to taxable years beginning after December
31, 2025.

Temporary simplification of tax on unearned income of children

The provision temporarily simplifies the “kiddie tax” by effectively applying ordinary
and capital gains rates applicable to trusts and estates to the net unearned income of a child.
Thus, as under present law, taxable income attributable to earned income is taxed according to an
unmarried taxpayers’ brackets and rates. Taxable income attributable to net unearned income is
temporarily taxed according to the brackets applicable to trusts and estates, with respect to both
ordinary income and income taxed at preferential rates. Thus, under the temporary provision, the



child’s tax is unaffected by the tax situation of the child’s parent or the unearned income of any
siblings.

The simplification of tax on unearned income of children does not apply to taxable years
beginning after December 31, 2025.

Maximum rates on capital gains and qualified dividends

The provision generally retains the present-law maximum rates on net capital gain and
qualified dividends. The breakpoints between the zero- and 15-percent rates (“15-percent
breakpoint”) and the 15- and 20-percent rates (‘“20-percent breakpoint™) are based on the same
amounts as the breakpoints under present law, except the breakpoints are indexed using the C-
CPI-U in taxable years beginning after 2017. Thus, for 2018, the 15-percent breakpoint is
$77,200 for joint returns and surviving spouses (one-half of this amount for married taxpayers
filing separately), $51,700 for heads of household, $2,600 for estates and trusts, and $38,600 for
other unmarried individuals. The 20-percent breakpoint is $479,000 for joint returns and
surviving spouses (one-half of this amount for married taxpayers filing separately), $452,400 for
heads of household, $12,700 for estates and trusts, and $425,800 for other unmarried individuals.

Therefore, in the case of an individual (including an estate or trust) with adjusted net
capital gain, to the extent the gain would not result in taxable income exceeding the 15-percent
breakpoint, such gain is not taxed. Any adjusted net capital gain which would result in taxable
income exceeding the 15-percent breakpoint but not exceeding the 20-percent breakpoint is taxed
at 15 percent. The remaining adjusted net capital gain is taxed at 20 percent.

As under present law, unrecaptured section 1250 gain generally is taxed at a maximum
rate of 25 percent, and 28-percent rate gain is taxed at a maximum rate of 28 percent.

Paid preparer due diligence requirement for head of household status

The provision directs the Secretary of the Treasury to promulgate due diligence
requirements for paid preparers in determining eligibility for a taxpayer to file as head of
household. A penalty of $500 is imposed for each failure to meet these requirements.

The paid preparer due diligence requirement does not sunset.

Effective Date

The provision is effective for taxable years beginning after December 31, 2017.

2. Inflation adjustments based on a closer approximation of cost-of-living increases
(sec. 11002 of the bill and sec. 1 of the Code)



Present Law

Under present law, many parameters of the tax system are adjusted for inflation to protect
taxpayers from the effects of rising prices. Most of the adjustments are based on annual changes
in the level of the Consumer Price Index for all Urban Consumers (“CPI-U”)."* The CPI-U is an
index that measures prices paid by typical urban consumers on a broad range of products, and is
developed and published by the Department of Labor.

Among the inflation-indexed tax parameters are the following individual income tax
amounts: (1) the regular income tax brackets; (2) the basic standard deduction; (3) the additional
standard deduction for aged and blind; (4) the personal exemption amount; (5) the thresholds for
the overall limitation on itemized deductions and the personal exemption phase-out; (6) the
phase-in and phase-out thresholds of the earned income credit; (7) IRA contribution limits and
deductible amounts; and (8) the saver’s credit.

Reasons for Change

The Committee believes cost-of-living adjustments throughout the Code can be improved
by indexing with the chained Consumer Price Index (“C-CPI-U”), which is designed by the
Bureau of Labor Statistics to be a closer approximation to a cost-of-living index than other CPI
measures.

Explanation of Provision

The provision requires the use of the C-CPI-U to index tax parameters currently indexed
by the CPI-U. The C-CPI-U, like the CPI-U, is a measure of the average change over time in
prices paid by urban consumers. It is developed and published by the Department of Labor, but
differs from the CPI-U in accounting for the ability of individuals to alter their consumption
patterns in response to relative price changes. The C-CPI-U accomplishes this by allowing for
consumer substitution between item categories in the market basket of consumer goods and
services that make up the index, while the CPI-U only allows for modest substitution within item
categories.

Under the provision, indexed parameters in the Code switch from CPI-U indexing to C-
CPI-U indexing going forward in taxable years beginning after December 31, 2017. Therefore,
in the case of any existing tax parameters that are not temporarily reset for 2018, the provision
indexes parameters as if CPI-U applies through 2017 and C-CPI-U applies for years thereafter;
the provision does not index all existing tax parameters from their base years using the C-CPI-U.
Tax parameters with cost-of-living adjustment base years of 2016 and later are indexed solely
with C-CPI-U.

Tax values that are temporarily reset for 2018, such as bracket thresholds and the basic
standard deduction, are indexed by the C-CPI-U in taxable years beginning after December 31,
2018.

2 Sec. 1(f)(5).
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The provision requiring C-CPI-U indexing after 2017 is permanent. Thus, after certain
temporary tax parameters sunset, such as bracket thresholds and the increased basic standard
deduction, corresponding present law values in the Code are indexed appropriately with the C-
CPI-U.

Effective Date

The provision is effective for taxable years beginning after December 31, 2017.
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PART IT - DEDUCTION FOR QUALIFIED BUSINESS INCOME
OF PASS-THRU ENTITIES

1. Allow temporary 17.4-percent deduction to certain pass-through income (sec. 11011 of
the bill and new sec. 199A of the Code)

Present Law

Individual income tax rates

To determine regular tax liability, an individual taxpayer generally must apply the tax
rate schedules (or the tax tables) to his or her regular taxable income. The rate schedules are
broken into several ranges of income, known as income brackets, and the marginal tax rate
increases as a taxpayer’s income increases. Separate rate schedules apply based on an
individual’s filing status (i.e., single, head of household, married filing jointly, or married filing
separately). For 2017, the regular individual income tax rate schedule provides rates of 10, 15,
25, 28, 33, 35, and 39.6 percent.

Partnerships

Partnerships generally are treated for Federal income tax purposes as pass-through
entities not subject to tax at the entity level."” Items of income (including tax-exempt income),
gain, loss, deduction, and credit of the partnership are taken into account by the partners in
computing their income tax liability (based on the partnership’s method of accounting and
regardless of whether the income is distributed to the partners).'* A partner’s deduction for
partnership losses is limited to the partner’s adjusted basis in its partnership interest."> Losses
not allowed as a result of that limitation generally are carried forward to the next year. A
partner’s adjusted basis in the partnership interest generally equals the sum of (1) the partner’s
capital contributions to the partnership, (2) the partner’s distributive share of partnership income,
and (3) the partner’s share of partnership liabilities, less (1) the partner’s distributive share of
losses allowed as a deduction and certain nondeductible expenditures, and (2) any partnership
distributions to the partner.'® Partners generally may receive distributions of partnership
property without recognition of gain or loss, subject to some exceptions.'’

P Sec. 701.

" Sec. 702(a).

' Sec. 704(d). In addition, passive loss and at-risk limitations limit the extent to which certain types of
income can be offset by partnership deductions (sections 469 and 465). These limitations do not apply to corporate
partners (except certain closely-held corporations) and may not be important to individual partners who have
partner-level passive income from other investments.

' Sec. 705.

"7 Sec. 731. Gain or loss may nevertheless be recognized, for example, on the distribution of money or

marketable securities, distributions with respect to contributed property, or in the case of disproportionate
distributions (which can result in ordinary income).
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Partnerships may allocate items of income, gain, loss, deduction, and credit among the
partners, provided the allocations have substantial economic effect.'® In general, an allocation
has substantial economic effect to the extent the partner to which the allocation is made receives
the economic benefit or bears the economic burden of such allocation and the allocation
substantially affects the dollar amounts to be received by the partners from the partnership
independent of tax consequences.'’

State laws of every State provide for limited liability companies®® (“LLCs”), which are
neither partnerships nor corporations under applicable State law, but which are generally treated
as partnerships for Federal tax purposes.”'

Under present law, a publicly traded partnership generally is treated as a corporation for
Federal tax purposes.”” For this purpose, a publicly traded partnership means any partnership if
interests in the partnership are traded on an established securities market or interests in the
partnership are readily tradable on a secondary market (or the substantial equivalent thereof).”

An exception from corporate treatment is provided for certain publicly traded
partnerships, 90 percent or more of whose gross income is qualifying income.”

' Sec. 704(b)(2).
' Treas. Reg. sec. 1.704-1(b)(2).

%% The first LLC statute was enacted in Wyoming in 1977. All States (and the District of Columbia) now
have an LLC statute, though the tax treatment of LLCs for State tax purposes may differ.

*! Under Treasury regulations promulgated in 1996, any domestic nonpublicly traded unincorporated entity
with two or more members generally is treated as a partnership for federal income tax purposes, while any single-
member domestic unincorporated entity generally is treated as disregarded for Federal income tax purposes (i.e.,
treated as not separate from its owner). Instead of the applicable default treatment, however, an LLC may elect to be
treated as a corporation for Federal income tax purposes. Treas. Reg. sec. 301.7701-3. These are known as the
“check-the-box” regulations.

2 Sec. 7704(a).
2 Sec. 7704(b).

# Sec. 7704(c)(2). Qualifying income is defined to include interest, dividends, and gains from the
disposition of a capital asset (or of property described in section 1231(b)) that is held for the production of income
that is qualifying income. Sec. 7704(d). Qualifying income also includes rents from real property, gains from the
sale or other disposition of real property, and income and gains from the exploration, development, mining or
production, processing, refining, transportation (including pipelines transporting gas, oil, or products thereof), or the
marketing of any mineral or natural resource (including fertilizer, geothermal energy, and timber), industrial source
carbon dioxide, or the transportation or storage of certain fuel mixtures, alternative fuel, alcohol fuel, or biodiesel
fuel. It also includes income and gains from commodities (not described in section 1221(a)(1)) or futures, options,
or forward contracts with respect to such commodities (including foreign currency transactions of a commodity
pool) where a principal activity of the partnership is the buying and selling of such commodities, futures, options, or
forward contracts. However, the exception for partnerships with qualifying income does not apply to any
partnership resembling a mutual fund (i.e., that would be described in section 851(a) if it were a domestic
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S corporations

For Federal income tax purposes, an S corporation® generally is not subject to tax at the
corporate level.”® Ttems of income (including tax-exempt income), gain, loss, deduction, and
credit of the S corporation are taken into account by the S corporation shareholders in computing
their income tax liabilities (based on the S corporation’s method of accounting and regardless of
whether the income is distributed to the shareholders). A shareholder’s deduction for corporate
losses is limited to the sum of the shareholder’s adjusted basis in its S corporation stock and the
indebtedness of the S corporation to such shareholder. Losses not allowed as a result of that
limitation generally are carried forward to the next year. A shareholder’s adjusted basis in the
S corporation stock generally equals the sum of (1) the shareholder’s capital contributions to the
S corporation and (2) the shareholder’s pro rata share of S corporation income, less (1) the
shareholder’s pro rata share of losses allowed as a deduction and certain nondeductible
expenditures, and (2) any S corporation distributions to the shareholder.”’

In general, an S corporation shareholder is not subject to tax on corporate distributions
unless the distributions exceed the shareholder’s basis in the stock of the corporation.

Electing S corporation status

To be eligible to elect S corporation status, a corporation may not have more than
100 shareholders and may not have more than one class of stock.”® Only individuals (other than
nonresident aliens), certain tax-exempt organizations, and certain trusts and estates are permitted
shareholders of an S corporation.

Sole proprietorships

Unlike a C corporation, partnership, or S corporation, a business conducted as a sole
proprietorship is not treated as an entity distinct from its owner for Federal income tax

corporation), which includes a corporation registered under the Investment Company Act of 1940 (Pub. L. No. 76-
768 (1940)) as a management company or unit investment trust (sec. 7704(c)(3)).

> An 'S corporation is so named because its Federal tax treatment is governed by subchapter S of the Code.
*% Secs. 1363 and 1366.

" Sec. 1367. If any amount that would reduce the adjusted basis of a shareholder’s S corporation stock
exceeds the amount that would reduce that basis to zero, the excess is applied to reduce (but not below zero) the
shareholder’s basis in any indebtedness of the S corporation to the shareholder. If, after a reduction in the basis of
such indebtedness, there is an event that would increase the adjusted basis of the shareholder’s S corporation stock,
such increase is instead first applied to restore the reduction in the basis of the shareholder’s indebtedness.

Sec. 1367(b)(2).

¥ Sec. 1361. For this purpose, a husband and wife and all members of a family are treated as one
shareholder. Sec. 1361(c)(1).
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purposes.”’ Rather, the business owner is taxed directly on business income, and files

Schedule C (sole proprietorships generally), Schedule E (rental real estate and royalties), or
Schedule F (farms) with his or her individual tax return. Furthermore, transfer of a sole
proprietorship is treated as a transfer of each individual asset of the business. Nonetheless, a sole
proprietorship is treated as an entity separate from its owner for employment tax purposes,” for
certain excise taxes,’' and certain information reporting requirements.>

Reasons for Change

The Committee believes that a reduction in the corporate income tax rate to 20 percent
provided by the bill does not completely address the income tax rate on business income. Many
businesses are conducted in the form of pass-through entities, namely partnerships and S
corporations. Further, businesses are frequently conducted as sole proprietorships, rather than
through a legal entity that is treated for tax purposes as separate from the individual who owns
the business. The income of businesses conducted in pass-through form or in sole proprietorship
form is subject to tax in the hands of their individual owners at the income tax rates of
individuals. To treat corporate and noncorporate business income more similarly under the
income tax, the bill provides a 17.4-percent deduction for qualified business income of
individuals.

Explanation of Provision

In general

For taxable years beginning after December 31, 2017, and before January 1, 2026, an
individual taxpayer generally may deduct 17.4 percent of qualified business income from a
partnership, S corporation, or sole proprietorship, as well as 17.4 percent of aggregate qualified
REIT dividends and qualified cooperative dividends. A limitation based on W-2 wages paid is
phased in above a threshold amount of taxable income. A disallowance of the deduction with
respect to specified service trades or businesses is also phased in above the threshold amount of
taxable income.™

Qualified business income

¥ A single-member unincorporated entity is disregarded for Federal income tax purposes, unless its owner
elects to be treated as a C corporation. Treas. Reg. sec. 301.7701-3(b)(1)(ii). Sole proprietorships often are
conducted through legal entities for nontax reasons. While sole proprietorships generally may have no more than
one owner, a married couple that files a joint return and jointly owns and operates a business may elect to have that
business treated as a sole proprietorship under section 761(f).

% Treas. Reg. sec. 301.7701-2(c)(2)(iv).
1 Treas. Reg. sec. 301.7701-2(c)(2)(v).
32 Treas. Reg. sec. 301.7701-2(c)(2)(vi).

3 For purposes of this provision, taxable income is computed without regard to the 17.4 percent deduction.
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Qualified business income is determined for each qualified trade or business of the
taxpayer. For any taxable year, qualified business income means the net amount of qualified
items of income, gain, deduction, and loss with respect to the qualified trade or business of the
taxpayer. The determination of qualified items of income, gain, deduction, and loss takes into
account these items only to the extent included or allowed in the determination of taxable income
for the year. For example, if in a taxable year, a qualified business has $100,000 of ordinary
income from inventory sales, and makes an expenditure of $25,000 that is required to be
capitalized and amortized over 5 years under applicable tax rules, the qualified business income
is $100,000 minus $5,000 (current-year ordinary amortization deduction), or $95,000. The
qualified business income is not reduced by the entire amount of the capital expenditure, only by
the amount deductible in determining taxable income for the year.

If the net amount of qualified business income from all qualified trades or businesses
during the taxable year is a loss, it is carried forward as a loss from a qualified trade or business
in the next taxable year. Similar to a qualified trade or business that has a qualified business loss
for the current taxable year, any deduction allowed in a subsequent year is reduced (but not
below zero) by 17.4 percent of any carryover qualified business loss. For example, Taxpayer has
qualified business income of $20,000 from qualified business A and a qualified business loss of
$50,000 from qualified business B in Year 1. Taxpayer is not permitted a deduction for Year 1
and has a carryover qualified business loss of $30,000 to Year 2. In Year 2, Taxpayer has
qualified business income of $20,000 from qualified business A and qualified business income of
$50,000 from qualified business B. To determine the deduction for Year 2, Taxpayer reduces the
17.4 percent deductible amount determined for the qualified business income of $70,000 from
qualified businesses A and B by 17.4 percent of the $30,000 carryover qualified business loss.

Domestic business

Items are treated as qualified items of income, gain, deduction, and loss only to the extent
they are effectively connected with the conduct of a trade or business within the United States.>*
In the case of a taxpayer who is an individual with otherwise qualified business income from
sources within the commonwealth of Puerto Rico, if all the income is taxable under section 1
(income tax rates for individuals) for the taxable year, the “United States” is considered to
include Puerto Rico for purposes of determining the individual’s qualified business income.

Treatment of investment income

Qualified items do not include specified investment-related income, deductions, or loss.
Specifically, qualified items of income, gain, deduction and loss do not include (1) any item
taken into account in determining net long-term capital gain or net long-term capital loss, (2)
dividends, income equivalent to a dividend, or payments in lieu of dividends, (3) interest income
other than that which is properly allocable to a trade or business, (4) the excess of gain over loss
from commodities transactions, other than those entered into in the normal course of the trade or
business or with respect to stock in trade or property held primarily for sale to customers in the

** For this purpose, section 864(c) is applied substituting "qualified trade or business (within the meaning
of section 199A)" for "nonresident alien individual or a foreign corporation" or "a foreign corporation.”
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ordinary course of the trade or business, property used in the trade or business, or supplies
regularly used or consumed in the trade or business, (5) the excess of foreign currency gains over
foreign currency losses from section 988 transactions, other than transactions directly related to
the business needs of the business activity, (6) net income from notional principal contracts,
other than clearly identified hedging transactions that are treated as ordinary (i.e., not treated as
capital assets), and (7) any amount received from an annuity that is not used in the trade or
business of the business activity. Qualified items under this provision do not include any item of
deduction or loss properly allocable to such income.

Reasonable compensation and guaranteed payments

Qualified business income does not include any amount paid by an S corporation that is
treated as reasonable compensation of the taxpayer. Similarly, qualified business income does
not include any guaranteed payment for services rendered with respect to the trade or business,”
and to the extent provided in regulations, does not include any amount paid or incurred by a
partnership to a partner who is acting other than in his or her capacity as a partner for services.*®

Qualified trade or business

A qualified trade or business means any trade or business other than a specified service
trade or business.

Specified service business

A specified service trade or business means any trade or business involving the
. . 3 . . . .
performance of services in the fields of health, 7 law, engineering, architecture, accounting,
. . . . 39 . . . .
actuarial science, performing arts,”® consulting,” athletics, financial services, brokerage services,

% Described in sec. 707(c).
3 Described in sec. 707(a).

37" A similar list of service trades or business is provided in section 448(d)(2)(A) and Treas. Reg. sec.
1.448-1T(e)(4)(i). For purposes of section 448, Treasury regulations provide that the performance of services in the
field of health means the provision of medical services by physicians, nurses, dentists, and other similar healthcare
professionals. The performance of services in the field of health does not include the provision of services not
directly related to a medical field, even though the services may purportedly relate to the health of the service
recipient. For example, the performance of services in the field of health does not include the operation of health
clubs or health spas that provide physical exercise or conditioning to their customers. See Treas. Reg. sec. 1.448-

1T(e)(4)(ii).

*¥ For purposes of the similar list of services in section 448, Treasury regulations provide that the
performance of services in the field of the performing arts means the provision of services by actors, actresses,
singers, musicians, entertainers, and similar artists in their capacity as such. The performance of services in the field
of the performing arts does not include the provision of services by persons who themselves are not performing
artists (e.g., persons who may manage or promote such artists, and other persons in a trade or business that relates to
the performing arts). Similarly, the performance of services in the field of the performing arts does not include the
provision of services by persons who broadcast or otherwise disseminate the performance of such artists to members
of the public (e.g., employees of a radio station that broadcasts the performances of musicians and singers). See
Treas. Reg. sec. 1.448-1T(e)(4)(iii).
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including investing and investment management, trading, or dealing in securities, partnership
interests, or commodities, and any trade or business where the principal asset of such trade or
business is the reputation or skill of one or more of its employees. For this purpose a security
and a commodity have the meanings provided in the rules for the mark-to-market accounting
method for dealers in securities (sections 475(c)(2) and 475(¢e)(2), respectively).

Phase-in of specified service business limitation

The exclusion from the definition of a qualified business for specified service trades or
businesses phases in for a taxpayer with taxable income in excess of a threshold amount. The
threshold amount is $250,000 (200 percent of that amount, or $500,000, in the case of a joint
return) (the “threshold amount™). The threshold amount is indexed for inflation. The exclusion
from the definition of a qualified business for specified service trades or businesses is fully
phased in for a taxpayer with taxable income in excess of the threshold amount plus $50,000
($100,000 in the case of a joint return). For a taxpayer with taxable income within the phase-in
range, the exclusion applies as follows.

In computing the qualified business income with respect to a specified service trade or
business, the taxpayer takes into account only the applicable percentage of qualified items of
income, gain, deduction, or loss, and of allocable W-2 wages. The applicable percentage with
respect to any taxable year is 100 percent reduced by the percentage equal to the ratio of the
excess of the taxable income of the taxpayer over the threshold amount bears to $50,000
($100,000 in the case of a joint return).

For example, Taxpayer has taxable income of $280,000, of which $200,000 is
attributable to an accounting sole proprietorship after paying wages of $100,000 to employees.
Taxpayer has an applicable percentage of 40 percent.”’ In determining includible qualified
business income, Taxpayer takes into account 40 percent of $200,000, or $80,000. In
determining the includible W-2 wages, Taxpayer takes into account 40 percent of $100,000, or
$40,000. Taxpayer calculates the deduction by taking the lesser of 17.4 percent of $80,000
($13,920) or 50 percent of $40,000 ($20,000). Taxpayer takes a deduction for $13,920.

REIT dividends and cooperative dividends

%% For purposes of the similar list of services in section 448, Treasury regulations provide that the
performance of services in the field of consulting means the provision of advice and counsel. The performance of
services in the field of consulting does not include the performance of services other than advice and counsel, such
as sales or brokerage services, or economically similar services. For purposes of the preceding sentence, the
determination of whether a person’s services are sales or brokerage services, or economically similar services, shall
be based on all the facts and circumstances of that person’s business. Such facts and circumstances include, for
example, the manner in which the taxpayer is compensated for the services provided (e.g., whether the
compensation for the services is contingent upon the consummation of the transaction that the services were
intended to effect). See Treas. Reg. sec. 1.448-1T(e)(4)(iv).

401 - ($280,000 - $250,000)/($50,000) = 1 - 30,000/50,000 = 1 - .6 = 40 percent.
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A deduction is allowed under the provision for 17.4 percent of the taxpayer’s aggregate
amount of qualified REIT dividends and qualified cooperative dividends for the taxable year.
Qualified REIT dividends do not include any portion of a dividend received from a REIT that is
a capital gain dividend*' or a qualified dividend.** A qualified cooperative dividend means a
patronage dividend,* per-unit retain allocation,** qualified written notice of allocation,” or any
similar amount, provided it is includible in gross income and is received from either (1) a tax-
exempt benevolent life insurance association, mutual ditch or irrigation company, cooperative
telephone company, like cooperative organization,* or a taxable or tax-exempt cooperative that
is described in section 1381(a), or (2) a taxable cooperative governed by tax rules applicable to
cooperatives before the enactment of subchapter T of the Code in 1962.

Tentative deductible amount for a qualified trade or business

In general

For each qualified trade or business, the taxpayer is allowed a deductible amount equal to
the lesser of 17.4 percent of the qualified business income with respect to such trade or business
or 50 percent of the W-2 wages with respect to such business (the “wage limit””). However, if the
taxpayer’s taxable income is below the threshold amount, the deductible amount for each
qualified trade or business is equal to 17.4 percent of the qualified business income with respect
to each respective trade or business.

W-2 wages

W-2 wages are the total wages®’ subject to wage withholding, elective deferrals,* and
deferred compensation® paid by the qualified trade or business with respect to employment of its
employees during the calendar year ending during the taxable year of the taxpayer.”® W-2 wages

! Defined in sec. 857(b)(3).
* Defined in sec. 1(h)(11).

* Defined in sec. 1388(a).

* Defined in sec. 1388(f).

* Defined in sec. 1388(c).

* Described in sec. 501(c)(12).

*" Defined in sec. 3401(a).

* Within the meaning of sec. 402(g)(3).

* Deferred compensation includes compensation deferred under section 457, as well as the amount of any

designated Roth contributions (as defined in section 402A).

*% In the case of a taxpayer with a short taxable year that does not contain a calendar year ending during
such short taxable year, the Committee intends that the following amounts shall be treated as the W-2 wages of the
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do not include any amount which is not properly allocable to the qualified business income as a
qualified item of deduction. In addition, W-2 wages do not include any amount which was not
properly included in a return filed with the Social Security Administration on or before the 60™
day after the due date (including extensions) for such return.

In the case of a taxpayer who is an individual with otherwise qualified business income
from sources within the commonwealth of Puerto Rico, if all the income is taxable under section
1 (income tax rates for individuals) for the taxable year, the determination of W-2 wages with
respect to the taxpayer’s trade or business conducted in Puerto Rico is made without regard to
any exclusion under the wage withholding rules’' for remuneration paid for services in Puerto
Rico.

Phase-in of wage limit

The application of the wage limit phases in for a taxpayer with taxable income in excess
of the threshold amount. The wage limit applies fully for a taxpayer with taxable income in
excess of the threshold amount plus $50,000 ($100,000 in the case of a joint return). For a
taxpayer with taxable income within the phase-in range, the wage limit applies as follows.

With respect to any qualified trade or business, the taxpayer compares (1) 17.4 percent of
the taxpayer’s qualified business income with respect to the qualified trade or business with (2)
50 percent of the W-2 wages with respect to the qualified trade or business. If the amount
determined under (2) is less than the amount determined (1), (that is, if the wage limit is
binding), the taxpayer’s deductible amount is the amount determined under (1) reduced by the
same proportion of the difference between the two amounts as the excess of the taxable income
of the taxpayer over the threshold amount bears to $50,000 ($100,000 in the case of a joint
return).

For example, H and W file a joint return on which they report taxable income of
$520,000. W has a qualified trade or business that is not a specified service business, such that
17.4 percent of the qualified business income with respect to the business is $15,000. W’s share
of wages paid by the business is $20,000, such that 50 percent of the W-2 wages with respect to
the business is $10,000. The $15,000 amount is reduced by 20 percen‘[52 of the difference
between $15,000 and $10,000, or $1,000. H and W take a deduction for $14,000.

taxpayer for the short taxable year: (1) only those wages paid during the short taxable year to employees of the
qualified trade or business, (2) only those elective deferrals (within the meaning of section 402(g)(3)) made during
the short taxable year by employees of the qualified trade or business, and (3) only compensation actually deferred
under section 457 during the short taxable year with respect to employees of the qualified trade or business. The
Committee intends that amounts that are treated as W-2 wages for a taxable year shall not be treated as W-2 wages
of any other taxable year.

1 As provided in sec. 3401(a)(8).

32 ($520,000-$500,000)/$100,000 = 20 percent.
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Determination of the taxpayer’s deduction

The taxpayer’s deduction for qualified business income is equal to the lesser of the
combined qualified business income amount for the taxable year or an amount equal to 17.4
percent of the taxpayer’s taxable income (reduced by any net capital gain™) for the taxable year.
The combined qualified business income amount is the sum of the deductible amounts
determined for each qualified trade or business for the taxable year and 17.4 percent of the
qualified REIT dividends and qualified cooperative dividends received by the taxpayer for the
taxable year.

Special rules and definitions

For purposes of the provision, taxable income is determined without regard to the
deduction allowable under the provision.

In the case of a partnership or S corporation, the provision applies at the partner or
shareholder level. Each partner takes into account the partner’s allocable share of each qualified
item of income, gain, deduction, and loss, and is treated as having W-2 wages for the taxable
year equal to the partner’s allocable share of W-2 wages of the partnership. The partner’s
allocable share of W-2 wages is required to be determined in the same manner as the partner’s
share of wage expenses. For example, if a partner is allocated a deductible amount of 10 percent
of wages paid by the partnership to employees for the taxable year, the partner is required to be
allocated 10 percent of the W-2 wages of the partnership for purposes of calculating the wage
limit under this deduction. Similarly, each shareholder of an S corporation takes into account the
shareholder’s pro rata share of each qualified item of income, gain, deduction, and loss, and is
treated as having W-2 wages for the taxable year equal to the shareholder’s pro rata share of W-2
wages of the S corporation.

Qualified business income is determined without regard to any adjustments prescribed
under the rules of the alternative minimum tax.

The provision does not apply to a trust or estate.
The deduction under the provision is allowed only for Federal income tax purposes.

For purposes of determining a substantial underpayment of income tax under the
accuracy related penalty,’* a substantial underpayment exists if the amount of the understatement
exceeds the greater of five percent (not 10 percent) of the tax required to be shown on the return
or $5,000.

Authority is provided to promulgate regulations needed to carry out the purposes of the
provision, including regulations requiring, or restricting, the allocation of items of income, gain,

>3 Defined in sec. 1(h).

* Sec. 6662(d)(1)(A).
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loss, or deduction, or of wages under the provision. In addition, regulatory authority is provided
to address reporting requirements appropriate under the provision, and the application of the
provision in the case of tiered entities.

The provision does not apply to taxable years beginning after December 31, 2025.

Additional examples

The following examples provide a comprehensive illustration of the provision.

Example 1

H and W file a joint return on which they report taxable income of $520,000 (determined
without regard to this provision). H is a partner in a qualified trade or business that is not a
specified service business (“qualified business A”’). W has a sole proprietorship qualified trade
or business that is a specified service business (“qualified business B”). H and W also received
$10,000 in qualified REIT dividends during the tax year.

H’s allocable share of qualified business income from qualified business A is $300,000,
such that 17.4 percent of the qualified business income with respect to the business is $52,200.
H’s allocable share of wages paid by qualified business A is $100,000, such that 50 percent of
the W-2 wages with respect to the business is $50,000.>° As H and W’s taxable income is above
the threshold amount for a joint return, the application of the wage limit for qualified business A
is phased in. Accordingly, the $52,200 amount is reduced by 20 percent’’ of the difference
between ;%52,200 and $50,000, or $440.>® H’s deductible amount for qualified business A is
$51,760.

W’s qualified business income and W-2 wages from qualified business B, which is a
specified service business, are $325,000 and $150,000, respectively. H and W’s taxable income
is above the threshold amount for a joint return. Thus, the exclusion of qualified business
income and W-2 wages from the specified service business are phased in. W has an applicable
percentage of 80 percent.”” In determining includible qualified business income, W takes into
account 80 percent of $325,000, or $260,000. In determining includible W-2 wages, W takes
into account 80 percent of $150,000, or $120,000. W calculates the deductible amount for
qualified business B by taking the lesser of 17.4 percent of $260,000 ($45,240) or 50 percent of

%5 $300,000%.174 = $52,200.

36 $100,000%.5 = $50,000.

*7 ($520,000-$500,000)/$100,000 = 20 percent.
3% (852,200 - $50,000)* .2 = $440.

%9 $52,200 - $440 = $51,760.

01 - ($520,000-$500,000)/$100,000 = 1 - $20,000/$100,000 = 1 - .2 = 80 percent.
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includible W-2 wages of $120,000 ($60,000).°" W’s deductible amount for qualified business B
is $45,240.

H and W’s combined qualified business income amount of $96,980 is comprised of the
deductible amount for qualified business A of $51,760, the deductible amount for qualified
business B of $45,240, and 17.4 percent of the $10,000 qualified REIT dividends ($1,740). H
and W’s deduction is limited to 17.4 percent of their taxable income for the year ($520,000), or
$90,480. Accordingly, H and W’s deduction for the taxable year is $90,480.

Example 2

H and W file a joint return on which they report taxable income of $200,000 (determined
without regard to this provision). H has a sole proprietorship qualified trade or business that is
not a specified service business (“qualified business A”’). W is a partner in a qualified trade or
business that is not a specified service business (“qualified business B”). H and W have a
carryover qualified business loss of $50,000.

H’s qualified business income from qualified business A is $150,000, such that 17.4
percent of the qualified business income with respect to the business is $26,100. As H and W’s
taxable income is below the threshold amount for a joint return, the wage limit does not apply to
qualified business A. H’s deductible amount for qualified business A is $26,100.

W’s allocable share of qualified business loss is $40,000, such that 17.4 percent of the
qualified business loss with respect to the business is $6,960. As H and W’s taxable income is
below the threshold amount for a joint return, the wage limit does not apply to qualified business
B. W’s deductible amount for qualified business B is a reduction to the deduction of $6,960.

H and W’s combined qualified business income amount of $10,440 is comprised of the
deductible amount for qualified business A of $26,100, the reduction to the deduction for
qualified business B of $6,960, and the reduction to the deduction of $8,700 attributable to the
carryover qualified business loss. H and W’s deduction is limited to 17.4 percent of their taxable
income for the year ($200,000), or $34,800. Accordingly, H and W’s deduction for the taxable
year is $10,440.

Effective Date

The provision is effective for taxable years beginning after December 31, 2017.

2. Temporary limitation on losses for taxpayers other than corporations (sec. 11012 of the
bill and sec. 461 of the Code)

Present Law

61" Although H and W’s taxable income is above the threshold amount for a joint return, the wage limit is
not binding as the 17.4 percent of includible qualified business income of qualified business B (§45,240) is less than
50 percent of includible W-2 wages of qualified business B ($60,000).
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Loss limitation rules applicable to individuals

Passive loss rules

The passive loss rules limit deductions and credits from passive trade or business
activities.”” The passive loss rules apply to individuals, estates and trusts, and closely held
corporations. A passive activity for this purpose is a trade or business activity in which the
taxpayer owns an interest, but in which the taxpayer does not materially participate. A taxpayer
is treated as materially participating in an activity only if the taxpayer is involved in the
operation of the activity on a basis that is regular, continuous, and substantial.”> Deductions
attributable to passive activities, to the extent they exceed income from passive activities,
generally may not be deducted against other income. Deductions and credits that are suspended
under these rules are carried forward and treated as deductions and credits from passive activities
in the next year. The suspended losses from a passive activity are allowed in full when a
taxpayer makes a taxable disposition of his entire interest in the passive activity to an unrelated
person.

Excess farm loss rules

A limitation on excess farm losses applies to taxpayers other than C corporations.®® If a
taxpayer other than a C corporation receives an applicable subsidy for the taxable year, the
amount of the excess farm loss is not allowed for the taxable year, and is carried forward and
treated as a deduction attributable to farming businesses in the next taxable year. An excess farm
loss for a taxable year means the excess of aggregate deductions that are attributable to farming
businesses over the sum of aggregate gross income or gain attributable to farming businesses
plus the threshold amount. The threshold amount is the greater of (1) $300,000 ($150,000 for
married individuals filing separately), or (2) for the five-consecutive-year period preceding the
taxable year, the excess of the aggregate gross income or gain attributable to the taxpayer’s
farming businesses over the aggregate deductions attributable to the taxpayer’s farming
businesses.

Reasons for Change

The Committee notes the net operating loss rules for C corporations have been
significantly limited under this bill. Carrybacks would be eliminated and the taxable income
limitation on carryforwards would be tightened. In addition, non-business losses of individuals
have been reformed with respect to personal casualty losses. The Committee believes that
excess business losses of taxpayers other than corporations should be carried forward rather than

62 Sec. 469.

6 Regulations provide more detailed standards for material participation. See Treas. Reg. sec. 1.469-5
and -5T.

4 Sec. 461(j).
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bunched in the year of loss. The provision is based on, and operates in a manner that is
somewhat similar to, the current rule for excess farm losses.

Explanation of Provision

For taxable years beginning after December 31, 2017, and before January 1, 2026, excess
business losses of a taxpayer other than a corporation are not allowed for the taxable year. Such
losses are carried forward and treated as part of the taxpayer’s net operating loss (“NOL”)
carryforward in subsequent taxable years. Under the bill, NOL carryovers generally are allowed
for a taxable year up to the lesser of the carryover amount or 90 percent (80 percent for taxable
years beginning after December 31, 2022) of taxable income determined without regard to the
deduction for NOLs.

An excess business loss for the taxable year is the excess of aggregate deductions of the
taxpayer attributable to trades or businesses of the taxpayer (determined without regard to the
limitation of the provision), over the sum of aggregate gross income or gain of the taxpayer plus
a threshold amount. The threshold amount for a taxable year is $250,000 (or twice the otherwise
applicable threshold amount in the case of a joint return). The threshold amount is indexed for
inflation.

In the case of a partnership or S corporation, the provision applies at the partner or
shareholder level. Each partner’s distributive share and each S corporation shareholder’s pro rata
share of items of income, gain, deduction, or loss of the partnership or S corporation are taken
into account in applying the limitation under the provision for the taxable year of the partner or S
corporation shareholder. Regulatory authority is provided to apply the provision to any other
pass-through entity to the extent necessary to carry out the provision. Regulatory authority is
also provided to require any additional reporting as the Secretary determines is appropriate to
carry out the purposes of the provision.

The provision applies after the application of the passive loss rules.®”’

For taxable years beginning after December 31, 2017 and before January 1, 2026, the
present-law limitation relating to excess farm losses does not apply.

Effective Date

The provision is effective for taxable years beginning after December 31, 2017.

85 Sec. 469.
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PART III - TAX BENEFITS FOR FAMILIES AND INDIVIDUALS

1. Temporary increase in standard deduction (sec. 11021 of the bill and sec. 63 of the
Code)

Present Law

Under present law, an individual who does not elect to itemize deductions may reduce his
adjusted gross income (“AGI”) by the amount of the applicable standard deduction in arriving at
his taxable income. The standard deduction is the sum of the basic standard deduction and, if
applicable, the additional standard deduction. The basic standard deduction varies depending
upon a taxpayer’s filing status. For 2017, the amount of the basic standard deduction is $6,350
for single individuals and married individuals filing separate returns, $9,350 for heads of
households, and $12,700 for married individuals filing a joint return and surviving spouses. An
additional standard deduction is allowed with respect to any individual who is elderly or blind.*®
The amount of the standard deduction is indexed annually for inflation.

In the case of a dependent for whom a deduction for a personal exemption is allowed to
another taxpayer, the standard deduction may not exceed the greater of (i) $1,050 (in 2017) or
(i1) the sum of $350 (in 2017) plus the individual’s earned income.

Reasons for Change

The Committee believes that consolidating the basic standard deduction and personal
exemptions for a taxpayer and his or her spouse into a larger standard deduction simplifies the
Code while still allowing a minimum level of income to be exempt from Federal income
taxation.

Explanation of Provision

The provision temporarily increases the basic standard deduction for individuals across
all filing statuses. Under the provision, the amount of the standard deduction is temporarily
increased to $24,000 for married individuals filing a joint return, $18,000 for head-of-household
filers, and $12,000 for all other individuals. The amount of the standard deduction is indexed for
inflation using the chained consumer price index for all-urban consumers for taxable years
beginning after December 31, 2018.

The additional standard deduction for the elderly and the blind is not changed by the
provision.

% For 2017, the additional amount is $1,250 for married taxpayers (for each spouse meeting the applicable
criterion) and surviving spouses. The additional amount for single individuals and heads of households is $1,550.
An individual who qualifies as both blind and elderly is entitled to two additional standard deductions, for a total
additional amount (for 2017) of $2,500 or $3,100, as applicable.

26



The increase of the basic standard deduction does not apply to taxable years beginning
after December 31, 2025.%

Effective Date

The provision is effective for taxable years beginning after December 31, 2017.

2. Temporary increase in and modification of child tax credit (sec. 11022 of the bill and
sec. 24 of the Code)

Present Law

An individual may claim a tax credit for each qualifying child under the age of 17. The
amount of the credit per child is $1,000. A child who is not a citizen, national, or resident of the
United States cannot be a qualifying child.

The aggregate amount of child credits that may be claimed is phased out for individuals
with income over certain threshold amounts. Specifically, the otherwise allowable child tax
credit is reduced by $50 for each $1,000 (or fraction thereof) of modified adjusted gross income
(“AGI”) over $75,000 for single individuals or heads of households, $110,000 for married
individuals filing joint returns, and $55,000 for married individuals filing separate returns. For
purposes of this limitation, modified AGI includes certain otherwise excludable income earned
by U.S. citizens or residents living abroad or in certain U.S. territories.

The credit is allowable against both the regular tax and the alternative minimum tax
(“AMT”). To the extent the child credit exceeds the taxpayer’s tax liability, the taxpayer is
eligible for a refundable credit® (the “additional child tax credit”) equal to 15 percent of earned
income in excess of $3,000 (the “earned income” formula).

Families with three or more children may determine the additional child tax credit using
the “alternative formula,” if this results in a larger credit than determined under the earned
income formula. Under the alternative formula, the additional child tax credit equals the amount
by which the taxpayer’s Social Security taxes exceed the taxpayer’s earned income credit
(“EIC”).

Earned income is defined as the sum of wages, salaries, tips, and other taxable employee
compensation plus net self-employment earnings. At the taxpayer’s election, combat pay may be
treated as earned income for these purposes. Unlike the EIC, which also includes the preceding
items in its definition of earned income, the additional child tax credit is based only on earned
income to the extent it is included in computing taxable income. For example, some ministers’
parsonage allowances are considered self-employment income, and thus are considered earned
income for purposes of computing the EIC, but the allowances are excluded from gross income

7 The standard deduction continues to be indexed with the C-CPI-U after this sunset.

% The refundable credit may not exceed the maximum credit per child of $1,000.
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for individual income tax purposes, and thus are not considered earned income for purposes of
the additional child tax credit since the income is not included in taxable income.

Any credit or refund allowed or made to an individual under this provision (including to
any resident of a U.S. possession) is not taken into account as income and is not be taken into
account as resources for the month of receipt and the following two months for purposes of
determining eligibility of such individual or any other individual for benefits or assistance, or the
amount or extent of benefits or assistance, under any Federal program or under any State or local
program financed in whole or in part with Federal funds.

Reasons for Change

The Committee believes that it is important to provide an increased tax benefit for
families with children, as well as to ensure that all dependents of a household are accounted for
in determining families’ ability to pay income tax. The Committee believes that an expanded
child tax credit is the most equitable means of achieving this goal.

Explanation of Provision

The provision temporarily increases the child tax credit to $2,000 per qualifying child.
Additionally, the age limit for a qualifying child is temporarily increased by one year, such that a
taxpayer may claim the credit with respect to any qualifying child under the age of 18.

The credit is further modified to temporarily provide for a $500 nonrefundable credit for
qualifying dependents other than qualifying children. The provision generally retains the
present-law definition of dependent.

Under the temporary provision, beginning in 2018, the threshold at which the credit
begins to phase out is increased to $500,000 for all taxpayers. These amounts are not indexed
for inflation.

The provision temporarily lowers the earned income threshold for the refundable child
tax credit to $2,500. As under present law, the maximum amount refundable may not exceed
$1,000 per qualifying child. Under the provision, this $1,000 threshold is indexed for inflation
with a base year of 2017, rounding up to the nearest $100 (such that the threshold is $1,100 in
2018). A temporary rule provides that, for the taxable years for which the above-described
changes are in effect, in order to receive the refundable portion of the child tax credit, a taxpayer
must include a Social Security number for each qualifying child for whom the credit is claimed
on the tax return.

The temporary provision expires for taxable years beginning after December 31, 2025.

Effective Date

The provision is effective for taxable years beginning after December 31, 2017.
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3. Temporary increase in percentage limit for charitable contributions of cash to public
charities (sec. 11023 of the bill and sec. 170 of the Code)

Present Law

In general

The Internal Revenue Code allows taxpayers to reduce their income tax liability by
taking deductions for contributions to certain organizations, including charities, Federal, State,
local and Indian tribal governments, and certain other organizations.

To be deductible, a charitable contribution generally must meet several threshold
requirements. First, the recipient of the transfer must be eligible to receive charitable
contributions (i.e., an organization or entity described in section 170(c)). Second, the transfer
must be made with gratuitous intent and without the expectation of a benefit of substantial
economic value in return. Third, the transfer must be complete and generally must be a transfer
of a donor’s entire interest in the contributed property (i.e., not a contingent or partial interest
contribution). To qualify for a current year charitable deduction, payment of the contribution
must be made within the taxable year.”” Fourth, the transfer must be of money or property—
contributions of services are not deductible. Finally, the transfer must be substantiated and in the
proper form.

As discussed below, special rules limit the deductibility of a taxpayer’s charitable
contributions in a given year to a percentage of income, and those rules, in part, turn on whether
the organization receiving the contributions is a public charity or a private foundation. Other
special rules determine the deductible value of contributed property for each type of property.

Percentage limits on charitable contributions

Individual taxpayers

Charitable contributions by individual taxpayers are limited to a specified percentage of
the individual’s contribution base. The contribution base is the taxpayer’s adjusted gross income
(“AGI”) for a taxable year, disregarding any net operating loss carryback to the year under
section 172.”° In general, more favorable (higher) percentage limits apply to contributions of
cash and ordinary income property than to contributions of capital gain property. More
favorable limits also generally apply to contributions to public charities (and certain operating
foundations) than to contributions to nonoperating private foundations.

More specifically, the deduction for charitable contributions by an individual taxpayer of
cash and property that is not appreciated to a charitable organization described in section
170(b)(1)(A) (public charities, private foundations other than nonoperating private foundations,

8 Sec. 170(a)(1).

0 Sec. 170(b)(1)(G).
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and certain governmental units) may not exceed 50 percent of the taxpayer’s contribution base.
Contributions of this type of property to nonoperating private foundations generally may be
deducted up to the lesser of 30 percent of the taxpayer’s contribution base or the excess of (i) 50
percent of the contribution base over (ii) the amount of contributions subject to the 50 percent
limitation.

Contributions of appreciated capital gain property to public charities and other
organizations described in section 170(b)(1)(A) generally are deductible up to 30 percent of the
taxpayer’s contribution base (after taking into account contributions other than contributions of
capital gain property). An individual may elect, however, to bring all these contributions of
appreciated capital gain property for a taxable year within the 50-percent limitation category by
reducing the amount of the contribution deduction by the amount of the appreciation in the
capital gain property. Contributions of appreciated capital gain property to nonoperating private
foundations are deductible up to the lesser of 20 percent of the taxpayer’s contribution base or
the excess of (i) 30 percent of the contribution base over (ii) the amount of contributions subject
to the 30 percent limitation.

Finally, contributions that are for the use of (not to) the donee charity get less favorable
percentage limits. Contributions of capital gain property for the use of public charities and other
organizations described in section 170(b)(1)(A) also are limited to 20 percent of the taxpayer’s
contribution base. Property contributed for the use of an organization generally has been
interpreted to mean property contributed in trust for the organization.”' Charitable contributions
of income interests (where deductible) also generally are treated as contributions for the use of
the donee organization.

" Rockefeller v. Commissioner, 676 F.2d 35, 39 (2d Cir. 1982).

30



Table 3.—Charitable Contribution Percentage Limits For Individual Taxpayers1

Capital Gain
Capital Gain Property for the

Ordinary Income Property to the use of the
Property and Cash Recipient’ Recipient

Public Charities, Private
Operating Foundations, and
Private Distributing
Foundations

50% 30%° 20%

Nonoperating Private
Foundations 30% 20% 20%

' Percentages shown are the percentage of an individual’s contribution base.

*  Capital gain property contributed to public charities, private operating foundations, or private distributing
foundations will be subject to the 50-percent limitation if the donor elects to reduce the fair market value of the
property by the amount that would have been long-term capital gain if the property had been sold.

Certain qualified conservation contributions to public charities (generally, conservation easements), qualify for
more generous contribution limits. In general, the 30-percent limit applicable to contributions of capital gain
property is increased to 100 percent if the individual making the qualified conservation contribution is a qualified
farmer or rancher or to 50 percent if the individual is not a qualified farmer or rancher.

Corporate taxpayers

A corporation generally may deduct charitable contributions up to 10 percent of the
corporation’s taxable income for the year.”> For this purpose, taxable income is determined
without regard to: (1) the charitable contributions deduction; (2) any net operating loss
carryback to the taxable year; (3) deductions for dividends received; (4) deductions for dividends
paid on certain preferred stock of public utilities; and (5) any capital loss carryback to the taxable

year.”

Carryforwards of excess contributions

Charitable contributions that exceed the applicable percentage limit generally may be
carried forward for up to five years.”* In general, contributions carried over from a prior year are
taken into account after contributions for the current year that are subject to the same percentage
limit. Excess contributions made for the use of (rather than to) an organization generally may
not be carried forward.

2 Sec. 170(b)(2)(A).
7 Sec. 170(b)(2)(C).

™ Sec. 170(d).
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Qualified conservation contributions

Preferential percentage limits and carryforward rules apply for qualified conservation
contributions.” In general, the 30-percent contribution base limitation on contributions of
capital gain property by individuals does not apply to qualified conservation contributions.
Instead, individuals may deduct the fair market value of any qualified conservation contribution
to an organization described in section 170(b)(1)(A) (generally, public charities) to the extent of
the excess of 50 percent of the contribution base over the amount of all other allowable
charitable contributions. These contributions are not taken into account in determining the
amount of other allowable charitable contributions. Individuals are allowed to carry forward any
qualified conservation contributions that exceed the 50-percent limitation for up to 15 years. In
the case of an individual who is a qualified farmer or rancher for the taxable year in which the
contribution is made, a qualified conservation contribution is allowable up to 100 percent of the
excess of the taxpayer’s contribution base over the amount of all other allowable charitable
contributions.

In the case of a corporation (other than a publicly traded corporation) that is a qualified
farmer or rancher for the taxabl