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I. INTRODUCTION

A. In General

The purpose of this article is to introduce major provisions of the 2017 Tax Cuts and Jobs 
Act (TCAJA) impacting the domestic and international operations of the four principal ways 
of operating a business: (1) sole proprietorship, including a single member LLC; (2) partner-
ship, including a multimember LLC; (3) S corporation; and (4) C corporation. The article also 
introduces the TCAJA’s general tax treatment of individuals, principally as it relates to the rate 
structure and the business-related activities of individuals.

Unless otherwise indicated, all references to “Section” or “§” followed by a number are 
references to a section of the Internal Revenue Code as amended by the TCAJA. For ease of 
reference, many of the defined terms in the TCAJA are capitalized here and, in some cases, are 
given an abbreviated name, such as Qualified Business Income (QBI).

The references in this article to the legislative history of the TCAJA are to the Joint Ex-
planatory Text of the Committee of Conference (H.R. Rep. No. 115-466 (Dec. 15, 2017)) [the 
“Conference Report”], and the page references in this article to the Conference Report are to 
the provisions of the Wolters Kluwer, Explanation of the TCAJA1 that contain the Conference 
Report.

The article proceeds as follows:
• Section II examines the individual rate structure changes for both ordinary income 

and capital gains;
• Section III looks at the corporate rate structure changes, including the individual tax 

on dividends and the dividends received deduction;
• Section IV explores new Section 199A, which provides for a deduction for certain 

flow-through business income of sole proprietorships, partnerships, and S corpora-
tions;

• Section V provides a “First Take” on the impact of the TCAJA on the choice of form 
decision for domestic operations: C corporation, or flow-through entity;

• Section VI examines the new limitation on the deduction for business interest;
• Section VII discusses the treatment under the TCAJA of carried interests, that is, 

profits interest earned by certain hedge fund and private equity managers; 
• Section VIII introduces several significant changes impacting both individuals and 

corporations: (1) the depreciation rules, (2) the Section 179 deduction, (3) changes 
to the net operating loss deduction, (4) the limitation on excess business losses of an 
individual, and (5) changes to the like kind exchange provision, Section 1031; 

• Section IX looks at several changes in the international tax arena, including (1) the 
adoption of a territorial system, (2) the tax on the elimination of the deferral benefit, 

1. Wolters Kluwer, The Tax Cuts and Jobs Act, Law, Explanation and Analysis (Dec. 2017) [hereinafter 
Wolters Kluwer, Explanation of the TCAJA]. For a general discussion of business tax concepts before 
the enactment of the TCAJA, see, e.g., chapters 9, 21, 22, and 24 of Samuel C. Thompson, Jr., Merg-
ers, Acquisitions, and Tender Offers (PLI, 2017, updated twice a year). These chapters are being 
revised to reflect the impact of the TCAJA.
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(3) the taxation of foreign high return amounts, (4) the anti-base erosion rules, and 
(5) restrictions on income shifting through transfers of intangibles; 

• Section X provides a “First Take” on the TCAJA’s impact on domestic M&A, that 
is, (1) taxable asset acquisitions, (2) taxable stock acquisitions, and (3) acquisitive 
reorganizations; and 

• Section XI provides a brief conclusion. 

B. Effective Dates

The provisions of the TCAJA discussed in this article are generally effective for taxable 
years beginning after December 31, 2017. Thus, if the taxpayer is on the calendar year, the 
provisions of the TCAJA are generally already applicable. Some of the provisions are perma-
nent, others are not.

C. Some of the Business-Related Provisions of the TCAJA Not 
Discussed Here

In addition to the business-related provisions of the TCAJA discussed in this article, the 
Act made numerous other business- (and individual-) related changes to the Code that are 
not discussed here. The following is a list, taken from the Conference Report to the TCAJA, of 
many of these other business-related changes:

• Small business accounting method reform and simplification (sec. 3202 of the House 
bill, secs. 13102 through 13105 of the Senate amendment, and secs. 263A, 448, 460, 
and 471 of the Code).

• Modification of treatment of S corporation conversions to C corporations (sec. 3204 
of the House bill, sec. 13543 of the Senate amendment, and secs. 481 and 1371 of the 
Code).

• Revision of treatment of contributions to capital (sec. 3304 of the House bill and 
sec. 118 of the Code).

• Repeal of rollover of publicly traded securities gain into specialized small business 
investment companies (sec. 3310 of the House bill and sec. 1044 of the Code).

• Amortization of research and experimental expenditures (sec. 3315 of the House 
bill, sec. 13206 of the Senate amendment, and sec. 174 of the Code). 

• Treatment of gain or loss of foreign persons from sale or exchange of interests in 
partnerships engaged in trade or business within the United States (sec. 13501 of the 
Senate amendment and secs. 864(c) and 1446 of the Code). 

• Modification of the definition of substantial built-in loss in the case of transfer of 
partnership interest (sec. 13502 of the Senate amendment and sec. 743 of the Code). 

• Expansion of qualifying beneficiaries of an electing small business trust (sec. 13541 
of the Senate amendment and sec. 1361 of the Code). 

• Charitable contribution deduction for electing small business trusts (sec. 13542 of 
the Senate amendment and sec. 642(c) of the Code).
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• Modification of subpart F inclusion for increased investments in U.S. property 
(sec. 4002 of the House bill, sec. 14218 of the Senate amendment, and sec. 956 of 
the Code).

• Special rules relating to sales or transfers involving specified 10% owned foreign 
corporations (sec. 4003 of the House bill, sec. 14102 of the Senate Amendment and 
secs. 367(a)(3)(C), 961, 1248 and new sec. 91 of the Code). [Among other things, 
this provision amends Section 367(a) to provide for full gain recognition on the 
transfer, in an otherwise tax-free Section 351 transaction, by a domestic corporation 
to a foreign sub of property used in the active conduct of a trade or business.] 

• Election to increase percentage of domestic taxable income offset by overall do-
mestic loss treated as foreign source (sec. 14305 of the Senate amendment and sec. 
904(g) of the Code). 

• Repeal of section 902 indirect foreign tax credits; determination of section 960 credit 
on current year basis (sec. 4101 of the House bill, sec. 14301 of the Senate amend-
ment, and secs. 902 and 960 of the Code).

• Source of income from sales of inventory determined solely on basis of production 
activities (sec. 4102 of the House bill, sec. 14304 of the Senate amendment, and sec. 
863(b) of the Code). 

• Separate foreign tax credit limitation basket for foreign branch income (sec. 14302 of 
the Senate amendment and sec. 904 of the Code). 

• Acceleration of election to allocate interest, etc., on a worldwide basis (sec. 14303 of 
the Senate amendment and sec. 864 of the Code). 

• Repeal of inclusion based on withdrawal of previously excluded subpart F income 
from qualified investment (sec. 4201 of the House bill, sec. 14213 of the Senate 
amendment, and sec. 955 of the Code).

• Modification of stock attribution rules for determining CFC status (sec. 4205 of the 
House bill, sec. 14214 of the Senate amendment, and secs. 318 and 958 of the Code). 

• Modification of definition of U.S. shareholder (sec. 14215 of the Senate amendment 
and sec. 951 of the Code). 

• Elimination of requirement that corporation must be controlled for thirty days be-
fore subpart F inclusions apply (sec. 4206 of the House bill, sec. 14216 of the Senate 
amendment, and sec. 951(a)(1) of the Code).

• Limitation on deduction of interest by domestic corporations which are members of 
an international group (sec. 4302 of the House bill, sec. 14221 of the Senate amend-
ment, and new sec. 163(n) of the Code).

• Shareholders of surrogate foreign corporations not eligible for reduced rate on divi-
dends (sec. 14225 of the Senate amendment and sec. 1 of the Code).
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II. THE TCAJA’S INDIVIDUAL RATE STRUCTURE

A. Tax Rates on Ordinary Income of a Married Taxpayer Filing 
a Joint Return: The Rate Structure Changes and the Child 
Tax Credit

1. Introduction

The TCAJA made across-the-board reductions in the individual rate structure on ordinary 
income (the “Rate Structure Changes”) and increased the “Child Tax Credit” under Section 24 
from $1,000 to $2,000 per child. The TCAJA also increased the threshold for the phase-out of 
the Child Tax Credit to $400,000 for a married couple filing jointly. 

This section discusses the impact of the Rate Structure Changes and Child Tax Credit 
on the three hypothetical married taxpayers introduced below. It is assumed that all of the 
income of these taxpayers is ordinary income from employment, and consequently, for ex-
ample, the deduction under Section 199A, added by the TCAJA, for pass-through business 
income (see section IV below) is not applicable. In each situation, the Rate Structure Changes 
are examined first and then the impact of the Child Tax Credit is examined. 

Although most of the references here are to “the taxpayer,” in all cases the assumption is that 
the taxpayer is married and files a joint return. In the first part of the analysis (sections II.A.2-
II.A.7 below), the taxpayer has three children; thereby giving the taxpayer five deductions for 
the personal exemption (DPEs) in 2017.2 In the second part of the analysis (section II.A.8 
below), it is assumed that the taxpayer has, in the alternative, zero, 1, 2, and 3 children. 

Before working through the examples of the three hypothetical taxpayers, we start with 
the rate structure for ordinary taxable income for 2017 and then consider the results of the 
Rate Structure Changes for 2018. 

The computation of a taxpayer’s tax liability involves a complex process, and the compu-
tations here use simplifying assumptions that are designed to illustrate the basic principles 
underlying the Rate Structure Changes and Child Tax Credit implemented by the TCAJA. 

2. Comparing the 2017 and 2018 Rate Structures for 
Ordinary Taxable Income of a Married Taxpayer Filing 
Jointly

Table A sets out the rate structures for 2017 and for 2018, reflecting the Rate Structure 
Changes implemented by the TCAJA on the ordinary taxable income of a married taxpayer 
filing jointly.3

2. A husband and wife filing jointly have two DPEs (see Treas. Reg. § 1.151-1(b)), and there is a DPE for 
each child. See § 151.

3. See Wolters Kluwer, Explanation of the TCAJA, supra note 1, at page 756 for the 2017 rate tables, and 
at page 762 for the 2018 rate tables. The 2018 rate tables are in Section 1(j)(2).
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SECTION II.A, TABLE A

Rate Structures for 2017 and 2018 on 
Ordinary Taxable Income of a Married Taxpayer Filing Jointly

Rates and  
Ranges/
Brackets

2017, 
Rate on 
Taxable 
Income

2017, 
Beginning 
Amount 
of Taxable 
Income

2017, 
Ending 
Amount 
of Taxable 
Income

2018, 
Rate on 
Taxable 
Income

2018, 
Beginning 
Amount 
of Taxable 
Income

2018, Ending 
Amount 
of Taxable 
Income

1 10% -0- $18,650 10% -0- $19,050

2 15% 18,651 75,900 12% 19,051 77,400

3 25% 75,901 153,100 22% 77,401 165,000

4 28% 153,101 233,350 24% 165,001 315,000

5 33% 233,351 416,700 32% 315,001 400,000

6 35% 416,701 470,700 35% 400,001 600,000

7 39.6% 470,701 Unlimited 37% 600,001 Unlimited

The following are a couple of observations about these rate structures. First, both 2017 and 
2018 have seven rate brackets. Second, except for the 10% bracket and the 35% bracket, which 
are the same for 2017 and 2018, each of the 2018 brackets is lower than its comparable 2017 
bracket. For example, the seventh and highest bracket for 2017 is 39.6%, whereas the seventh 
and highest bracket for 2018 is 37%, 2.6 percentage points lower. 

Third, the ranges of incomes that are subject to a particular bracket are wider in 2018 
than in 2017. For example, in 2017, the 35% bracket applied to taxable income ranging from 
$416,701 to $470,700. On the other hand, for 2018, the 35% bracket applies to taxable income 
ranging from $400,001 to $600,000. 

Fourth, this analysis demonstrates that the Rate Structure Changes enacted by the TCAJA 
are implemented by (1) except for the 10% and 35% brackets, reductions in the rates from 
2017 to 2018, and (2) a broadening of the income ranges that are subject to the bracket, 
thereby making more income subject to tax at a lower rate. 

3. Comparing the Changes in Tax Liability from 2017 to 
2018

In comparing the tax treatment of our three hypothetical taxpayers in 2017 with the treat-
ment in 2018, we cannot simply use the same taxable income in 2018 as we use in 2017. This 
is because, although the three hypothetical taxpayers have the same taxable incomes in 2017, 
they have different gross incomes in 2017, and the TCAJA made several changes to the com-
putation of an individual’s taxable income. Thus, although each of the taxpayers had the same 
taxable income in 2017, as a result of the TCAJA, the taxpayers have different taxable incomes 
in 2018. 

For purposes of the analysis here, the focus is on the two most significant changes to the 
individual deductions implemented by the TCAJA: (1) the $10,000 limit on the deduction for 
state and local taxes (the “SALT Limitation”) (see § 164(b)), and (2) the elimination of the 
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deduction for the personal exemption (the “DPE Elimination”) (see § 151(d)(5)). As noted, 
it is assumed that each of the taxpayers has three children, and that, therefore, for 2017, each 
taxpayer had 5 DPEs, before phase-out. (See § 151 for 2017.) 

After focusing on the computation of the potential tax liabilities of the taxpayers before 
the Child Tax Credit, the analysis shows the computation of tax liability after the Child Tax 
Credit. 

Although the TCAJA also significantly expanded the standard deduction (see § 63(c)(7)), 
the assumption here is that each of our hypothetical taxpayers would continue to itemize and 
not utilize the expanded standard deduction. The principal reason for this is the continued 
deduction for home mortgage interest on mortgages of up to $750,000. (See § 163(h)(3).) 

4. Base Levels of Taxable Income for 2017 and 2018 
Before TCAJA Adjustments for 2018 for the Three 
Hypothetical Taxpayers: Moderate Income, Above-
Average Income, and High Income Taxpayers

Table B sets out the levels of taxable income for our three hypothetical taxpayers for 2017 
and 2018, before the adjustments discussed below for 2018. 

SECTION II.A, TABLE B

Taxable Incomes in 2017 and 2018, Before Adjustments for 2018

Illustrative Taxpayer’s 
Taxable Incomes 

Moderate Income  
Taxpayer

Above-Average Income  
Taxpayer

High Income  
Taxpayer 

$100,000 of Taxable 
Income

$225,000 of Taxable 
Income

$1,000,000 of 
Taxable Income

As noted, the taxable income for 2018 is before the adjustments, discussed below, for 
changes resulting from the SALT Limitation and the DPE Elimination.

5. The Adjustments to the 2018 Taxable Income Required 
by the TCAJA: The SALT Limitation and the DPE 
Elimination

a. Introduction

This section first looks at the impact on the 2018 taxable incomes, as compared with the 
2017 taxable incomes, of the three hypothetical taxpayers as a result of the enactment by the 
TCAJA of (1) the SALT Limitation, and (2) the DPE Elimination.
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b. The SALT Deduction for 2017 and 2018

Prior to the enactment of the SALT Limitation, the median of the SALT deduction as a 
percentage of AGI was 4.5%.4 For purposes of simplifying the analysis here, it is assumed, for 
each of the hypothetical taxpayers, that the SALT payments for 2017 and 2018 would have 
been 5% of their 2017 taxable incomes. Thus, Table C sets out the SALT payments made by 
each of the hypothetical taxpayers and the deductible SALT payments for both 2017 and 2018. 

SECTION II.A, TABLE C

SALT Payments in 2017 and 2018, Before and After Limitation for 2018

Illustrative Taxpayer/
SALT Treatment

Moderate 
Income Taxpayer: 
$100,000 of Taxable 
Income

Above-Average 
Income Taxpayer: 
$225,000 of Taxable 
Income

High 
Income Taxpayer: 
$1,000,000 of Taxable 
Income

SALT Payments = 5% 
of Taxable Income

$5,000 $11,250 $50,000

SALT Deduction in 
2017

$5,000 $11,250 $50,000

SALT Deduction in 
2018, SALT Limitation 
= $10,000

$5,000 $10,000 $10,000

Disallowed SALT 
Deductions for 2018; 
Resulting in Increase 
in 2018 Taxable 
Income

-0- $1,250 $40,000

Thus, under the assumptions here, as a result of the enactment of the SALT Limitation, the 
2018 taxable incomes (as compared to the taxable incomes in 2017) would change as follows: 
(1) the taxable income of the Above-Average Income Taxpayer would increase by $1,250, and 
(2) the taxable income of the High Income Taxpayer would increase by $40,000. The taxable 
income of the Moderate Income Taxpayer would not change.

c. The DPE in 2017 and 2018

As noted above, the assumption here is that each of the hypothetical taxpayers is married 
and each has three children, thus giving five deductions for the DPE for 2017 before phase-
out. For 2017, the DPE was $4,050, and assuming the same amount of DPE for 2018, five of 
these deductions equals $20,250. The DPE was phased out beginning at $313,800 of AGI for 

4. Jared Walczak, The State and Local Tax Deduction: A Primer, Tax Foundation (Mar. 15, 2017),  
https://taxfoundation.org/state-and-local-tax-deduction-primer/.

https://taxfoundation.org/staff/jared-walczak/
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2017, and it is assumed here that only the High Income Taxpayer is subject to the phase-out. 
Thus, for 2017, the Moderate Income Taxpayer and the Above-Average Income Taxpayer re-
ceived the full deduction for the DPE, but the deduction was completely phased out for the 
High Income Taxpayer. 

For 2018, the DPE Elimination applies, and consequently, the Moderate Income Taxpayer 
and the Above-Average Income Taxpayer will have a higher taxable income for 2018, com-
pared to taxable income in 2017, in the amount of the DPE Elimination. 

Table D sets out the DPE for 2017 and 2018, and also shows the impact on taxable income 
for 2018 for each of the taxpayers from the DPE Elimination for 2018. 

 SECTION II.A, TABLE D

Deduction for the 
Personal Exemption for 2017 That Is Not Allowed in 2018

Illustrative 
Taxpayer/DPE

Moderate 
Income Taxpayer: 
$100,000 of Taxable 
Income

Above-Average 
Income Taxpayer: 
$225,000 of Taxable 
Income

High  
Income Taxpayer: 
$1,000,000 of Taxable 
Income

Deduction for the 
Personal Exemption, 
Allowed for 2017

$20,250 $20,250 -0- Because of the 
Phase-Out

Deduction for the 
Personal Exemption, 
Allowed for 2018

-0- -0- -0-

Disallowed 
Deduction for the 
Personal Exemption 
for 2018; Resulting 
in Increase in 2018 
Taxable Income

$20,250 $20,250 -0-

Thus, under the assumption here, as a result of the DPE Elimination for 2018, as compared 
to the taxable income in 2017, the taxable income in 2018 of both the Moderate Income Tax-
payer and the Above-Average Income Taxpayer would increase by $20,250. However, as a re-
sult of the phase-out, there is no impact on the taxable income of the High Income Taxpayer.

d. Summary of Adjustments to Taxable Incomes for 
2018

Table E summarizes the impact for 2018 on the taxable incomes of the three hypothetical 
taxpayers as a result of (1) the enactment of the SALT Limitation, and (2) the DPE Elimina-
tion. 
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SECTION II.A, TABLE E

Summary of Increases in Taxable Income in 2018 Compared to 2017 
Under the Assumption That for 2018 the Only Changes (Deltas) 

Are the Enactment of the (1) SALT Limitation, and (2) DPE Elimination

Illustrative Taxpayer/DPE Moderate 
Income Taxpayer: 
$100,000 of 
Taxable Income

Above-Average 
Income Taxpayer: 
$225,000 of 
Taxable Income

High 
Income Taxpayer: 
$1,000,000 of 
Taxable Income

[1] Disallowed SALT 
Payment for 2018; Resulting 
in Increase in 2018 Taxable 
Income

-0- $1,250 $40,000

[2] Disallowed Deduction 
for the Personal Exemption 
for 2018; Resulting in 
Increase in 2018 Taxable 
Income

$20,250 $20,250 -0-

[3] Total Change (Delta) in 
Taxable Income for 2018 As 
Compared to 2017

$20,250 $21,500 $40,000

[4] Taxable Income for 2018 
Before the Delta

$100,000 $225,000 $1,000,000

[5] Taxable Income for 2018 
After the Delta for the SALT 
Limitation and the DPE 
Elimination: [4] + [3]

$120,250 $246,500 $1,040,000

To summarize, as a result of the SALT Limitation and the DPE Elimination, the taxable 
incomes of our three hypothetical taxpayers as shown on the last row in Table E are as follows: 

• Moderate Income Taxpayer: $120,250,
• Above-Average Income Taxpayer: $246,500, and 
• High Income Taxpayer: $1,040,000. 
We now turn to the computation of the 2017 and 2018 tax liabilities, before the Child Tax 

Credit, of our three hypothetical taxpayers.

6. Summary of the Effects of the Rate Structure Changes 
and the SALT Limitation and the DPE Elimination

The Rate Structure Changes, on the one hand, and the SALT Limitation and DPE Elim-
ination, on the other, have opposite effects. The Rate Structure Changes have a tax reducing 
effect, while the SALT Limitation and DPE Elimination have a tax increasing effect. The ques-
tion for taxpayers is: Which effect dominates? As will be seen from the analysis below, the 
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answer to this question depends on the unique situation of each taxpayer. After focusing on 
these two changes, we will consider the impact of the Child Tax Credit.

7. Computation of Tax Liability of the Three Hypothetical 
Taxpayers for 2017 and 2018

a. Tax Liabilities Before the Child Tax Credit

With the above information, it is possible to compute the tax liabilities for our three hy-
pothetical taxpayers (prior to the reductions, if any, resulting from the Child Tax Credit) for 
both 2017 and 2018. Table F shows the computation of the pre-credit tax liabilities and the 
tax reductions/increases for the three hypothetical taxpayers for 2017 and 2018 taking into 
account for 2018 the TCAJA’s (1) Rate Structure Changes, (2) SALT Limitation, and (3) DPE 
Elimination.

SECTION II.A, TABLE F

Computation of Pre-Credit Tax Liabilities 
and Tax Reduction/Increase for the Three Hypothetical Taxpayers 

for 2017 and 2018 Taking into Account for 2018 the TCAJA’s: 
(1) Rate Structure Changes, (2) SALT Limitation, and (3) DPE Elimination

Taxpayer/
Tax 
Reduction, 
Increase

2017 
Moderate 
Income 
Taxpayer 

2018  
Moderate 
Income 
Taxpayer

2017 
Above-
Average 
Income 
Taxpayer

2018 
Above-
Average 
Income 
Taxpayer

2017 
High 
Income 
Taxpayer

2018 
High 
Income 
Taxpayer

[1] Taxable 
Income

$100,000 $120,250 $225,000 $246,500 $1,000,000 $1,040,000

[2] Minus

[3] Top 
Marginal 
Bracket 
Starting 
Point on 
Taxpayer’s 
Taxable 
Income 

75,900 77,400 153,100 165,000 470,700 600,000

[4] Equals 
Marginal 
Taxable 
Income: 
[1] – [3]

24,100 42,850 71,900 81,500 529,300 440,000
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Taxpayer/
Tax 
Reduction, 
Increase

2017 
Moderate 
Income 
Taxpayer 

2018  
Moderate 
Income 
Taxpayer

2017 
Above-
Average 
Income 
Taxpayer

2018 
Above-
Average 
Income 
Taxpayer

2017 
High 
Income 
Taxpayer

2018 
High 
Income 
Taxpayer

[5] 
Multiplied 
by: 

[6] 
Marginal 
Tax Rate, 
From Table 
A

.25 .22 .28 .24 .396 .37

[7] Equals: 
Marginal 
Tax 
Liability: 
[6] × [4]

6,025 9,427 20,132 19,560 209,602 162,800

[8] Base 
Tax on 
Taxable 
Income 
Below Top 
Marginal 
Bracket 
Starting 
Point on 
Taxpayer’s 
Taxable 
Income, 
from § 1, 
Table

10,452 8,907 29,752 28,179 131,628 161,379

[9] Pre-
Credit Tax 
Liability: 
[7] + [8]

16,477 18,334 49,884 47,739 341,230 324,179

[10] Tax 
Reduction 
or Increase 
from 2017 
to 2018

$1,857 Tax 
Increase, 
an 11% Tax 
Increase 

$2,145 Tax 
Decrease, 
a 4% Tax 
Decrease

$17,051 
Tax 
Decrease, 
a 5% Tax 
Decrease

To summarize the results prior to the Child Tax Credit: First, the Moderate Income Tax-
payer with $100,000 of taxable income in 2017 has an 11% pre-credit tax increase in 2018. 
The principal reason for this is that, as a result of the DPE Elimination, the taxpayer’s taxable 
income for 2018 is $20,250 higher than her taxable income in 2017. This results in an 11% pre-
credit tax increase for this taxpayer even though there is no impact from the SALT Limitation. 
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Second, the Above-Average Income Taxpayer with $225,000 of taxable income in 2017 
has a 4% pre-credit tax decrease in 2018. This is the case even though her income for 2018 
is $21,500 higher than in 2017. This increase in her taxable income is attributable to the (1) 
$1,250 increase resulting from the SALT Limitation, and (2) a $20,250 increase attributable 
to the DPE Elimination. However, the combination of the wider brackets and the lower rates 
prevented this taxpayer from having a pre-credit tax increase like the Moderate Income Tax-
payer. 

Third, the High Income Taxpayer has a 5% tax reduction, even though her taxable income 
was $40,000 higher in 2018 than in 2017. The reason for this result is that the combination of 
the wider brackets and the lower rates (that is, 37% rather than 39.6%) prevented this taxpayer 
from having a tax increase like the Moderate Income Taxpayer. Also, because of the phase-out 
this taxpayer does not get the benefit of the Child Tax Credit. 

b. Tax Liabilities After the Child Tax Credit

Table G provides a computation of tax liability of the three hypothetical taxpayers after 
the Child Tax Credit. As indicated, prior to 2018, this credit was $1,000 per child; for taxable 
years beginning in 2018, this credit is $2,000 per child before phase-out. Table G shows the 
tax liability and tax reduction/increase for the three hypothetical taxpayers for 2017 and 2018 
taking into account for 2018 the TCAJA’s: (1) Rate Structure Changes, (2) SALT Limitation, 
(3) DPE Elimination, and (3) the Child Tax Credit.

SECTION II.A, TABLE G

Computation of After-Credit Tax Liability and Tax Reduction/Increase 
for the Three Hypothetical Taxpayers for 2017 and 2018 

Taking Into Account for 2018 the TCAJA’s: (1) Rate Structure Changes, 
(2) SALT Limitation, (3) DPE Elimination, and (4) the Child Tax Credit

Taxpayer/
Tax 
Reduction, 
Increase

2017 
Moderate 
Income 
Taxpayer 

2018 
Moderate 
Income 
Taxpayer

2017 
Above-
Average 
Income 
Taxpayer

2018 
Above-
Average 
Income 
Taxpayer

2017 High 
Income 
Taxpayer

2018 High 
Income 
Taxpayer

[1] Pre-
Credit Tax 
Liability, 
from Table 
F, Row [9] 

$16,477 $18,334 $49,884 $47,739 $341,230 $324,179
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Taxpayer/
Tax 
Reduction, 
Increase

2017 
Moderate 
Income 
Taxpayer 

2018 
Moderate 
Income 
Taxpayer

2017 
Above-
Average 
Income 
Taxpayer

2018 
Above-
Average 
Income 
Taxpayer

2017 High 
Income 
Taxpayer

2018 High 
Income 
Taxpayer

[2] Pre-
Credit Tax 
Reduction 
or Increase 
from 2017 
to 2018, 
from Table 
F, Row [10]

$1,857 Tax 
Increase, 
an 11% Tax 
Increase 

$2,145 Tax 
Decrease, 
a 4% Tax 
Decrease

$17,051 
Tax 
Decrease, 
a 5% Tax 
Decrease

[3] Child 
Tax Credit

$3,000 $6,000 -0- 
Because of 
Phase-Out

$6,000 -0- -0-

[4] After 
Child Tax 
Credit Tax 
Liability: 
[1] – [3]

$13,477 $12,334 $49,884 $41,739 $341,230 $324,179

[5] After-
Credit Tax 
Reduction 
or Increase 
from 2017 
to 2018

$1,143 Tax 
Decrease, 
an 8% Tax 
Decrease 

$8,145 Tax 
Decrease, 
a 16% Tax 
Decrease 
(Because 
He Did 
Not Get 
the Child 
Tax Credit 
in 2017 
due to the 
Phase-Out, 
But Gets It 
in 2018)

$17,051 
Tax 
Decrease, 
a 5% Tax 
Decrease

Thus, as shown on Row [5], with the Child Tax Credit, all of the taxpayers receive tax 
decreases ranging from 8% for the Moderate Income Taxpayer to 16% for the Above-Average 
Income Taxpayer, and then back down to 5% for the High Income Taxpayer.
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8. Illustration of the Pre-Credit and Post-Credit Effects 
on Moderate Income Families ($100,000 of Taxable 
Incomes) with from Zero to Three Children

a. Introduction

This section analyzes the impact on the following four Moderate Income Taxpayers of 
the DPE Elimination and the Child Tax Credit provisions of the TCAJA: Taxpayers A, B, C, 
and D, each with $100,000 of taxable income before the DPE Elimination. As noted in Table 
E above, these taxpayers are not impacted by the SALT Limitation. For 2017, each had the 
number of DPEs (from 2 to 5) indicated in Table H below.

SECTION II.A, TABLE H

Number One Dollar Amount of DPEs for 
Moderate Income Taxpayers (A, B, C, and D) for 2017

Taxpayer/
Number of DPEs 
for 2017

Moderate 
Income 
Taxpayer A

Moderate 
Income 
Taxpayer B

Moderate 
Income 
Taxpayer C

Moderate 
Income 
Taxpayer D

2 DPEs Married, No 
Children, 2 
DPEs in 2017, 
$8,100

3 DPEs Married, One 
Child, 3 DPEs in 
2017, $12,150

4 DPEs Married, Two 
Children, 4 
DPEs in 2017, 
$16,200 

5 DPEs Married, Three 
Children, 5 
DPEs in 2017, 
$20,250

b. Impact of the DPE Elimination

Table I computes for 2018, the pre-credit tax increase or decrease in taxable income for 
each of these Moderate Income Taxpayers resulting from the DPE Elimination. For 2018, each 
Taxpayer has the taxable income noted in Row [1] of Table I below, which reflects the impact 
of DPE Elimination shown in Table H above. Note that the taxable incomes increase as the 
number of the DPE Eliminations increase. 
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SECTION II.A, TABLE I

Computation of Pre-Credit Tax Liabilities and 
Tax Reduction/Increase for Moderate Income Taxpayers 

Filing Joint Returns in 2017 and 2018 with 0, 1, 2, and 3 Children

Taxpayer/Tax 
Reduction, 
Increase

2017 
Moderate 
Income 
Taxpayer, 
Regardless of 
Number of 
Children 

2018 
Moderate 
Income 
Taxpayer 
A with No 
Children, 
and without 
2 DPEs of 
$8,100

2018 
Moderate 
Income 
Taxpayer B 
with 1 Child, 
and without 
3 DPEs of 
$12,150

2018 
Moderate 
Income 
Taxpayer 
C with 2 
Children, 
and without 
4 DPEs of 
$16,200

2018 
Moderate 
Income 
Taxpayer 
D with 3 
Children 
and without 
5 DPEs of 
$20,250

[1] Taxable 
Income

$100,000 $108,100 $112,150 $116,200 $120,250

[2] Minus:

[3] Top 
Marginal 
Bracket 
Starting Point 
on Taxpayer’s 
Taxable 
Income 

75,900 77,400 77,400 77,400 77,400

[4] Equals 
Marginal 
Taxable 
Income 
[1] – [3]

24,100 30,700 34,750 38,800 42,850

[5] 
Multiplied 
by: 

[6] Marginal 
Tax Rate, 
from Table A

.25 .22 .22 .22 .22

[7] Equals: 
Marginal Tax 
Liability: 
[6] × [4]

6,025 6,754 7,645 8,536 9,427
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Taxpayer/Tax 
Reduction, 
Increase

2017 
Moderate 
Income 
Taxpayer, 
Regardless of 
Number of 
Children 

2018 
Moderate 
Income 
Taxpayer 
A with No 
Children, 
and without 
2 DPEs of 
$8,100

2018 
Moderate 
Income 
Taxpayer B 
with 1 Child, 
and without 
3 DPEs of 
$12,150

2018 
Moderate 
Income 
Taxpayer 
C with 2 
Children, 
and without 
4 DPEs of 
$16,200

2018 
Moderate 
Income 
Taxpayer 
D with 3 
Children 
and without 
5 DPEs of 
$20,250

[8] Base Tax 
on Taxable 
Income 
Below Top 
Marginal 
Bracket 
Starting Point 
on Taxpayer’s 
Taxable 
Income, from 
§ 1, Table

10,452 8,907 8,907 8,907 8,907

[9] Pre-
Credit Tax 
Liability: 
[7] + [8]

16,477 15,661 16,552 17,443 18,334

[10] Pre-
Credit Tax 
Decrease 
or Increase 
from 2017 to 
2018

$816 Tax 
Decrease, 
which is 
a 5% Tax 
Decrease

$75 Tax 
Increase, 
which is a 
0.5% Tax 
Increase

$966 Tax 
Increase, 
which is 
a 5% Tax 
Increase

$1,857 Tax 
Increase, 
which is an 
11% Tax 
Increase 

Row [10] of Table I shows that Moderate Income Taxpayer A, who is married without 
children receives a 5% pre-credit tax decrease under the TCAJA, whereas, Moderate Income 
Taxpayers B, C, and D experience pre-credit tax increases of 0.5%, 5%, and 11%, respectively. 
In other words, the more children these Moderate Income Taxpayers have, the higher their 
pre-credit tax increases. This is because the more children a family has, the more the tax 
increasing effect from the DPE Elimination exceeds the tax reducing effect from the Rate 
Structure Changes. 

c. Impact of the Child Tax Credit

This brings us to the computation in Table J of the impact on these Moderate Income 
Taxpayers of the TCAJA’s expansion of the Child Tax Credit. Row [1] of Table J shows the 
Pre-Credit Tax Liability of each of these taxpayers for 2017 and 2018, and Row [2] shows the 
Pre-Credit Tax Reduction or Increase from 2017 to 2018. 

The Post-Child Tax Credit Tax Reduction or Increase from 2017 to 2018 for each of these 
Taxpayers is shown as follows:
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• Column [B], Row [2] for the taxpayer who has no children, 
• Column [C], Row [5] for the taxpayer with one child, 
• Column [D], Row [8] for the taxpayer with two children, and 
• Column [E], Row [11] for the taxpayer with three children. 

SECTION II.A, TABLE J

Computation of After-Credit Tax Liabilities and 
Tax Reduction/Increase for the Moderate Income Taxpayers 

Filing Joint Returns in 2017 and 2018 with 0, 1, 2, and 3 Children

Taxpayer/Tax 
Reduction, 
Increase

[A] 2017 
Moderate 
Income 
Taxpayer

[B] 2018 
Moderate 
Income 
Taxpayer 
A with No 
Children, 
and without 
2 DPEs of 
$8,100

[C] 2018 
Moderate 
Income 
Taxpayer B 
with 1 Child, 
and without 
3 DPEs of 
$12,150

[D] 2018 
Moderate 
Income 
Taxpayer 
C with 2 
Children, 
and without 
4 DPEs of 
$16,200

[E] 2018 
Moderate 
Income 
Taxpayer 
D with 3 
Children 
and without 
5 DPEs of 
$20,250

[1] Pre-Credit 
Tax Liability, 
Table I Row 
[9] 

$16,477 
(without 
respect to the 
number of 
children)

$15,661 $16,552 $17,443 $18,334

[2] Pre-
Credit Tax 
Reduction 
or Increase 
from 2017 to 
2018

$816 Tax 
Decrease, 
which is 
a 5% Tax 
Decrease 
[A][1] –  
[B][1]

$75 Tax 
Increase, 
which is a 
0.5% Tax 
Increase 
[A][1] –  
[C][1]

$966 Tax 
Increase, 
which is 
a 5% Tax 
Increase 
[A][1] –  
[D][1]

$1,857 Tax 
Increase, 
which is an 
11% Tax 
Increase 
[A][1] –  
[E][1]

[3] Child Tax 
Credit, One 
Child

1,000 NA 2,000 NA NA

[4] Post-
Credit Tax 
Liability: 
[1] – [3]

15,477 NA $14,552 NA NA
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Taxpayer/Tax 
Reduction, 
Increase

[A] 2017 
Moderate 
Income 
Taxpayer

[B] 2018 
Moderate 
Income 
Taxpayer 
A with No 
Children, 
and without 
2 DPEs of 
$8,100

[C] 2018 
Moderate 
Income 
Taxpayer B 
with 1 Child, 
and without 
3 DPEs of 
$12,150

[D] 2018 
Moderate 
Income 
Taxpayer 
C with 2 
Children, 
and without 
4 DPEs of 
$16,200

[E] 2018 
Moderate 
Income 
Taxpayer 
D with 3 
Children 
and without 
5 DPEs of 
$20,250

[5] Post-
Credit Tax 
Reduction 
or Increase 
from 2017 to 
2018

NA NA $925 Tax 
Decrease, 
which is 
a 5% Tax 
Decrease 
[A][4] –  
[C][4]

NA NA

[6] Child  
Tax Credit,  
2 Children

2,000 NA NA 4,000 NA

[7] Post-
Credit Tax 
Liability: 
[1] – [6]

14,477 NA NA 13,443 NA

[8] Post-
Credit Tax 
Reduction 
or Increase 
from 2017 to 
2018

NA NA NA $1,034 Tax 
Decrease, 
which is 
a 7% Tax 
Decrease 
[A][7] –  
[D][7]

NA

[9] Child  
Tax Credit,  
3 Children

3,000 NA NA NA 6,000

[10] Post-
Credit Tax 
Liability: 
[1] – [9]

13,477 NA NA NA 12,334

[11] Post-
Credit Tax 
Reduction 
or Increase 
from 2017 to 
2018

NA NA NA NA $1,143 Tax 
Decrease, 
which is 
an 8% Tax 
Decrease 
[A][10] – 
[D][10]

Table K presents a summary comparison from Table J of the pre- and post-Child Tax Credit 
reductions or increases in tax liability. 
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SECTION II.A, TABLE K

Summary Comparison of Pre- and Post-Credit 
Tax Reduction/Increase for Moderate Income Taxpayers 

Filing Joint Returns in 2017 and 2018 with 0, 1, 2, and 3 Children

Taxpayer/Tax 
Reduction, 
Increase

2018 Moderate 
Income Taxpayer 
A with No 
Children, and 
without 2 DPEs 
of $8,100

2018 Moderate 
Income Taxpayer 
B with 1 Child, 
and without 3 
DPEs of $12,150

2018 Moderate 
Income Taxpayer 
C with 2 
Children, and 
without 4 DPEs 
of $16,200

2018 Moderate 
Income 
Taxpayer D with 
3 Children and 
without 5 DPEs 
of $20,250

[1] Pre-Credit 
Tax Reduction 
or Increase from 
2017 to 2018

$816 Tax 
Decrease, which 
is a 5% Tax 
Decrease 

$75 Tax 
Increase, which 
is a 0.5% Tax 
Increase

$966 Tax 
Increase, which 
is a 5% Tax 
Increase 

$1,857 Tax 
Increase, which 
is an 11% Tax 
Increase 

[2] Post-Credit 
Tax Reduction 
or Increase from 
2017 to 2018

NA $925 Tax 
Decrease, which 
is a 5% Tax 
Decrease 

NA NA

[3] Post-Credit 
Tax Reduction 
or Increase from 
2017 to 2018

NA NA $1,034 Tax 
Decrease, which 
is a 7% Tax 
Decrease 

NA

[4] Post-Credit 
Tax Reduction 
or Increase from 
2017 to 2018

NA NA NA $1,143 Tax 
Decrease, which 
is a 8% Tax 
Decrease 

Table K shows that, although pre-credit, three of the four Moderate Income Taxpayers 
experience a tax increase; after taking into account the expanded Child Tax Credit, all of the 
taxpayers realize a tax decrease, ranging from 5% to 8%. The percentage tax decrease generally 
gets larger the more children the taxpayer has. 

B. Tax Rates on Net Capital Gain of a Married Taxpayer Filing 
a Joint Return, Including Impact of Obamacare Tax on Net 
Investment Income 

The TCAJA did not significantly change the rate structure for the taxation of capital gains 
earned by individuals, thus net capital gain (generally the excess of long-term capital gain over 
capital losses) is generally taxed at one of the following three rates: Zero, 15%, or 20%. For 
married taxpayers filing joint returns, for 2018, the breakpoint between the Zero Rate and the 
15% Rate is $77,200 of taxable income, and the breakpoint between the 15% Rate and the 20% 
Rate is $479,000 of taxable income. These breakpoints are indexed for inflation.

Thus, as a general matter, with respect to the taxation of net capital gain for married tax-
payers filing joint returns (1) taxpayers with less than $77,200 of taxable income will not be 
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taxed on such gains, (2) taxpayers with between $77,200 and $479,000 of taxable income will 
be taxed at a 15% Rate on such gains, and (3) taxpayers with more than $479,000 of taxable 
income will be taxed at a 20% Rate on such gains. 

In addition to the tax on capital gains, Obamacare imposes a 3.8% tax on net investment 
income of high income taxpayers. Therefore, the combined capital gains and Obamacare tax is 
23.38%. For example, if an entrepreneur sells her long-held business for a $100 million capital 
gain, she will be taxed at a 23.8% rate, that is, her tax will be $23.8 million. 

III. THE TCAJA’S CORPORATE RATE STRUCTURE AND 
TAXATION OF DIVIDENDS PAID TO INDIVIDUALS AND TO 
CORPORATIONS

A. The Corporate Rate

For corporations taxed under Subchapter C of the Internal Revenue Code, Sections 301 
et seq., the TCAJA replaces the prior graduated rate structure under Section 11, which had a 
maximum 35% rate. The replacement rate is a flat, across-the-board, 21% rate on the taxable 
income of C corporations; thus, the 21% rate applies without respect to the taxable income of 
the corporation. (See § 11.) The 21% rate applies equally to (1) the local C corporation with 
$100,000 of taxable income, and (2) a large publicly held C corporation with $100,000,000 of 
taxable income.

B. The Rate on Dividends Received by Individuals

The TCAJA continues the general treatment of dividends received by individual share-
holders from (1) domestic C corporations, and (2) foreign corporations that are publicly 
traded on a U.S. market. (See § 1(h)(11).) These dividends are referred to as “Qualified Div-
idend Income,” and they are treated as part of Net Capital Gain, which, as discussed above, 
is taxed at one of the following three rates: Zero, 15%, or 20%, depending on the level of the 
taxpayer’s taxable income. Thus, for example, as a general matter, high income taxpayers will 
be subject to a 20% rate on Qualified Dividend Income, plus the Obamacare rate of 3.8% on 
net investment income, for a combined rate of 23.8%.

C. The Combined Corporate and Individual Rates Before and 
After the TCAJA

Table A sets out the computation of the combined corporate and individual shareholder 
rates on dividends distributed by a domestic C corporation to an individual shareholder in 
the highest bracket, which is 23.8% for such dividends. As demonstrated in the Table, pre-
TCAJA, the combined rate was approximately 50% and after the TCAJA, the combined rate 
is approximately 40%.
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SECTION III.C, TABLE A

Comparing the Combined Corporate and 
Shareholder Rates on Dividends Prior to and After the TCAJA

PRE- AND POST-TCAJA/ 
CORPORATE AND 
SHAREHOLDER LEVEL 
TAXES

TREATMENT PRE-TCAJA TREATMENT AFTER TCAJA

[1] Corporate Taxable 
Income

$10,000,000 $10,000,000

[2] Maximum Corporate Tax 
Rate 

35% 21%

[3] Corporate Tax Liability: 
[2] × [1]

3,500,000 2,100,000

[4] After Tax Cash, which is 
Assumed to be Distributed 
to the Shareholder: [1] – [3] 

6,500,000 7,900,000

[5] Maximum Shareholder 
Rate on Dividends

23.8% 23.8%

[6] Shareholder Tax on 
Dividends: [5] × [4]

1,547,000 1,880,200

[7] Total of Corporate and 
Shareholder Taxes: [3] + [6]

$5,047,000 or 50% of the 
Corporation’s Taxable Income

$3,980,200 or 40% of the 
Corporation’s Taxable Income

Of course, there generally is no requirement that corporations distribute dividends, so the 
shareholder tax could be deferred indefinitely in the absence of the applicability of one of the 
anti-deferral provisions discussed next.

D. The Benefit of Deferral and the Anti-Deferral Provisions

1. Introduction

The 21% corporate rate will be an enhanced incentive for corporations to retain earnings 
in order to defer the tax on dividends, which would be taxed at a maximum 23.8% rate, or 
salaries to owners, which would be taxed at a maximum 37% rate. At least three provisions are 
designed to prevent this type of deferral: (1) the Accumulated Earnings Tax (§ 531 et seq.), (2) 
the Personal Holding Company Tax (§ 541 et seq.), and (3) the IRS’s reasonable compensation 
requirement. Each of these anti-deferral provisions is examined briefly in this section.
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2. Purposes of the Accumulated Earnings Tax and 
Personal Holding Company Tax and Why the IRS Would 
Be Concerned with Them 

The purpose of the Accumulated Earnings Tax and the Personal Holding Company Tax is 
to prevent the accumulation of earnings in a corporation for the purpose of tax avoidance.5 
Both taxes are penalty taxes imposed at the corporate level and can be avoided if the corpora-
tion distributes its earnings. Neither of these taxes applies to S corporations. (See § 1363(a).) 

A Tax Notes article reports as follows that the IRS may give increased attention to these 
two long-standing, but not frequently imposed, taxes: 

Brett York, attorney-adviser, Treasury Office of Tax Legislative Counsel, said . . . the in-
teraction between . . . the lowered 21 percent corporate tax rate and the unchanged ac-
cumulated earnings and undistributed personal holding company taxes under sections 
531 and 541 would be an example of pressure placed on older provisions that Treasury is 
considering.

Those taxes could apply when taxpayers try to shelter income through corporations to take 
advantage of the lower rate. The personal holding company and accumulated earnings tax 
rules impose additional taxes on some C corporations that inappropriately retain rather 
than distribute earnings to avoid individual income tax for their shareholders.6

3. Basic Operation of the Accumulated Earnings Tax

Section 531 imposes an Accumulated Earnings Tax (AET) for each taxable year on the 
Accumulated Taxable Income (ATI) of every corporation described in Section 532. The rate 
of the tax is 20%.

Pursuant to Section 532, the tax applies to “every corporation [other than, for example, S 
corporations and personal holding companies] formed or availed of for the purpose of avoid-
ing the income tax with respect to its shareholders . . . by permitting earnings and profits to 
accumulate instead of being divided or distributed.” Thus, the AET does not apply unless “the 
purpose” of the accumulation is tax avoidance.

There is significant complexity, not discussed here, in the AET. It is not a self-assessed tax, 
and will only apply when the IRS successfully imposes it.

4. Basic Operation of the Personal Holding Company Tax

The Personal Holding Company Tax (PHCT) is a penalty tax imposed on certain closely 
held corporations that are engaged in passive investment activities. Pursuant to Section 541, 
the tax is equal to 20% of the “undistributed personal holding company income,” which is 
generally passive income, such as dividends and interest, retained in the corporation. 

5. For a general introduction to the Accumulated Earnings Tax and the Personal Holding Company Tax, 
see, e.g., Samuel C. Thompson, Jr., Taxation of Business Entities, ch. 12 (2d ed. 2001). 

6. Jonathan Curry & Nathan Richman, Treasury Weighing Impact of New Law as Guidance Plan Awaits, 
Tax Notes Weekly (Jan. 29, 2018). 

https://advance.lexis.com/documentprint/documentprintclick/?pdmfid=1000516&crid=8874548a-85c7-4b09-b42a-40048b0c847d&ecomp=_g85k&prid=14592496-996d-4e34-9125-01e09b7dfccc
https://advance.lexis.com/documentprint/documentprintclick/?pdmfid=1000516&crid=8874548a-85c7-4b09-b42a-40048b0c847d&ecomp=_g85k&prid=14592496-996d-4e34-9125-01e09b7dfccc
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For the tax to apply, the corporation must meet the definition of a “Personal Holding 
Company” (PHC). To be classified as a PHC two elements must be satisfied: (1) a passive 
income element, requiring that a large amount of the income be passive, and (2) a stock own-
ership requirement, requiring that the stock of the corporation be closely held.

5. Constructive Dividends and the Reasonable 
Compensation Requirement

Section 162 limits a taxpayer’s ordinary and necessary expense deductions to a “reason-
able” allowance for compensation. A significant amount of case law under Section 162 ad-
dresses attempts by C corporations to pay what the IRS believes to be unreasonably large sala-
ries to employee/shareholders in order to have the income taxed at the employee/shareholder 
level and not at the corporate level. If the IRS is successful, the excess salary is treated as (1) 
a non-deductible payment at the corporate level, thus raising the corporation’s tax liability, 
and (2) a constructive dividend (see, for example, Treas. Reg. § 1.301-1(j)) to the shareholder. 

Thus, in the past, there has been an incentive for a C corporation to pay an unreasonably 
high salary to an employee/shareholder. However, with the 21% corporate rate enacted by the 
TCAJA, there may be an incentive for C corporations to pay an unreasonably low salary to an 
employee/shareholder, thus deferring the shareholder level tax.

The IRS has been successful in requiring S corporations to pay reasonable salaries in order 
to prevent such corporations from avoiding Social Security taxes on wages. The position of 
the IRS is set out in Revenue Ruling 74-44,7 which provides: 

[T]he “dividends” paid [by the S corporation] to the shareholders in 1972 were in lieu of 
reasonable compensation for their services. Accordingly, the 100x dollars paid to each of 
the shareholders was reasonable compensation for services performed by him, rather than 
a distribution of the corporation’s earnings and profits. Such compensation was “wages” 
and liability was incurred for [Social Security taxes[.]]

It can be expected that the IRS will attempt to apply similar principles to C corporations 
that pay unreasonably low salaries (or for example, make loans) to shareholders.

E. The Most Tax Efficient Mix Between Salary and Dividends

A March 2018 article in Tax Notes examines the post-TCAJA “most tax-efficient mix of 
salary and dividends payable to the sole shareholder-employee of a C corporation.” 8 The ar-
ticle concludes that “after the enactment of the [TCAJA], the mix shifts substantially to divi-
dends.”

F. The Rate on Inter-Corporate Dividends

The TCAJA modified the treatment of certain inter-corporate dividends from domestic C 
corporations to domestic C corporations. (See § 243.) Table A summarizes the treatment of 
inter-corporate dividends both prior to and after the enactment of the TCAJA.

7. Rev. Rul. 74-44, 1974-1 C.B. 287.
8. Peter Rivera, Donald Williamson & A. Blair Staley, Optimizing Salary and Dividends of a C Corpora-

tion After TCJA, 158 Tax Notes 1335.

https://advance.lexis.com/api/document?collection=legalnews&id=urn:contentItem:5RSK-4JM0-02S8-H2YG-00000-00&context=
https://advance.lexis.com/api/document?collection=legalnews&id=urn:contentItem:5RSK-4JM0-02S8-H2YG-00000-00&context=
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SECTION III.F, TABLE A

Comparing the Treatment of 
Inter-Corporate Dividends Prior to and After the TCAJA

PRE- AND POST-TCAJA/ 
TYPE OF INTER-
CORPORATE DIVIDENDS

TREATMENT PRE-TCAJA TREATMENT AFTER TCAJA

Dividends from an at least 
80% owned sub

Fully deductible by parent; 
therefore, not subject to tax; 
this is the case particularly 
with corporations filing 
consolidated returns

Same as Pre-TCAJA

Dividends from a 
corporation that is owned 
(1) less than 80%, but (2) at 
least 20% by the corporate 
recipient of the dividends 

80% deductible 65% deductible

Dividends from a 
corporation that is owned 
less than 20% by the 
corporate recipient of the 
dividends 

70% deductible 50% deductible

IV. THE TCAJA’S DEDUCTION FOR CERTAIN PASS-THROUGH 
INCOME OF INDIVIDUALS, SECTION 199A9

A. Introduction and the Assumptions

1. In General

Section 199A, which was added to the Code by the TCAJA, introduces a deduction that 
has never before been available in the Code: a deduction for certain pass-through business 
income (that is, QBI, defined below) earned by owners of (1) sole proprietorships, including 
single member LLCs; (2) partnerships, including multimember LLCs; and (3) S corporations. 
As would be expected, there are many twists and turns in this legislation, and before examin-
ing the basic operation of Section 199A, it is important to set out what is not discussed here 
and some basic assumptions.

9. See generally Tony Nitti, Tax Geek Tuesday: Making Sense Of The New ‘20% Qualified Business Income 
Deduction’, Forbes (Dec. 26, 2017), https://www.forbes.com/sites/anthonynitti/2017/12/26/tax-
geek-tuesday-making-sense-of-the-new-20-qualified-business-income-deduction/#29e05bd644fd. 
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2. What Is Not Covered Here and the Assumptions

First, in certain cases, the deduction is also available to the owners of REITS, cooperatives, 
publicly traded partnerships, and specified agricultural or horticultural cooperatives, but this 
article does not address the deduction for any of these specialized entities. Second, this article 
assumes that (1) the taxpayer has only one job or one flow-through business, (2) the only 
income that is applicable is ordinary income from employment or the business, (3) all income 
is earned in the United States, and (4) the taxpayer has no capital gain or loss, operating loss, 
interest income or expense, or dividend income. Third, although Section 199A applies to indi-
viduals, trusts, and estates, only its applicability to individuals is considered here. Fourth, the 
article does not address the special rules applicable to “acquisitions, dispositions, and short 
taxable years.” (See § 199A(b)(5).) Fifth, all of the illustrations are based on the assumption 
that the taxpayer is married and files a joint return. Sixth, a change in any of these assump-
tions could result in a change in the analysis and outcome.

Before discussing the complex technical aspects of Section 199A, it is helpful to focus on 
the big picture, which is discussed next.

B. The Big Picture: The Origin of Section 199A and Basic 
Illustration of the Tax Stakes Under It

1. The Origin of Section 199A

The apparent origin of Section 199A is a tax proposal made by President Trump when he 
was a candidate for president. Specifically, his “Business Tax” proposal said:

• Business Tax

• The Trump Plan will lower the business tax rate from 35 percent to 15 
percent, and eliminate the corporate alternative minimum tax. This rate 
is available to all businesses, both small and large, that want to retain the 
profits within the business[.]10

As discussed below, while the proposal was for a 15% rate, the rate adopted by the TCAJA 
is effectively around 29%. Also, under the original proposal, shareholders of S corporations, 
and owners of partnerships and LLCs presumably would have received the benefit of the 15% 
rate only on retained earnings but not on income distributed to the shareholders or owners. 
As will be seen below, this is not the case with Section 199A, which applies whether the appli-
cable income is retained or distributed.

10. See, e.g., Samuel C. Thompson, Jr., The Clinton vs. Trump Debate on Economic Growth: A Citizen’s 
Guide to the Issues (Dec. 2016) [hereinafter Thompson, The Clinton vs. Trump Debate], ch. 23, sec. N, 
https://pennstatelaw.psu.edu/citizens%E2%80%99-guide-clinton-vs-trump-debate-economic-
growth. Long after the proposal by Trump during the campaign, the provision became known as the 
“Corker-Kickback.” The name is in response to an alleged personal benefit Senator Corker received 
from an amendment to the provision. See, e.g., David Leonhardt, The Corker Handout (not Kickback), 
N.Y. Times (Dec. 19, 2017), https://www.nytimes.com/2017/12/19/opinion/bob-corker-tax-bill.html

https://pennstatelaw.psu.edu/citizens%E2%80%99-guide-clinton-vs-trump-debate-economic-growth
https://pennstatelaw.psu.edu/citizens%E2%80%99-guide-clinton-vs-trump-debate-economic-growth
https://www.nytimes.com/column/david-leonhardt


Business-Related Provisions of the 2017 Tax Cuts and Jobs Act

26April 2018

2. Illustration of the Tax Stakes Under Section 199A

As discussed more fully below, Section 199A provides a deduction of 20% of QBI, which 
is generally certain flow-through active business income. Given the maximum individual rate 
under the TCAJA of 37% (see section II.A.2), if all of a taxpayer’s income is QBI, after giving 
effect to the Section 199A deduction, a taxpayer in the 37% bracket would be subject to a rate 
of approximately 29% on her taxable income.

This general reduction from a top marginal rate of 37% to a top marginal rate of approxi-
mately 29% can be illustrated as follows: Assume a taxpayer has $1,000,000 in taxable income 
all of which is QBI. After taking account of the 20%, or $200,000, Section 199A deduction, the 
taxable income is reduced to $800,000. With a maximum rate of approximately 37% on the 
$800,000 of taxable income, the tax would be $296,000 (that is, .37 X $800,000 = $296,000), 
which is an approximately 29% rate on the taxable income before the Section 199A deduction. 

C. The Four Illustrative Taxpayers and Baskets of Income

1. The Four Illustrative Taxpayers: Curry, Steve, Trump, 
and Trump’s Lawyer

In attempting to grasp the basic contours of Section 199A, it is helpful to look at the treat-
ment under the provision of the following four married taxpayers, who file jointly, and their 
hypothetical three different baskets of ordinary income:

(1) Stephen Curry, the famous basketball player for the NBA champion Golden State 
Warriors, who earns all of his income as an employee (“Curry’s Employment In-
come”);

(2) Steve of Steve’s Bike Shop, a sole proprietorship, who earns all of his income from the 
sale and repair of bikes (“Steve’s Flow-Through Active Income”);11

(3) Donald Trump, who earns all of his income from the holding of real estate properties 
through a sole proprietorship in which he is not actively engaged (“Trump’s Flow-
Through Passive Real Estate Income”); and

(4) Donald Trump’s Lawyer who earns all of his income from the practice of law through 
his sole proprietorship (“Lawyer’s Flow-Through Professional Services Income”).

I chose Curry and Steve, because they were singled out in the House Committee Report 
on its version of the TCAJA, with the Report stating that although Steve would receive a de-
duction, Curry would not.12 I chose Trump because it is important to compare his treatment, 

11. In this article the term “flow-through” entity encompasses sole proprietorships, partnerships, and S 
corporations.

12. Samuel C. Thompson, Jr., The Curry/Trump Split in Tax Reform, Tax Notes 151 (Jan. 1, 2018) and 
Samuel C. Thompson, Jr., Taxing Trump and Curry under the Republican Plan, 157 Tax Notes 1149 
(Nov. 20, 2017). Specifically, the House Republicans said: “Our legislation will ensure this much-
needed tax relief goes to the local job creators it’s designed to help by distinguishing between the 
individual wage income of NBA All-Star Stephen Curry and the pass-through business income of 
Steve’s Bike Shop.” The apparent reason the House Republicans chose Curry to indicate a taxpayer 
who would not get the deduction is because Curry has refused to go to the White House for a cele-
bration with President Trump of the Warriors’ NBA victory. I point out in Taxing Trump and Curry 
under the House Plan that a more meaningful comparison under the proposal is (1) the treatment of 
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which will give him a significant deduction, with that of Curry, who will not get the deduc-
tion. Finally, I chose Trump’s lawyer to illustrate how certain professional service providers 
can, under certain circumstances, receive the benefit of the deduction.

2. The Three Levels of Income of Our Four Illustrative 
Taxpayers

For each of these four taxpayers, it is assumed that each taxpayer has the following three 
mutually exclusive levels of taxable income, all of which is ordinary income earned as employ-
ment income or business income within the United States:

• Moderate Income: $100,000;
• High Income: $1,000,000; and
• Super-High Income: $30,000,000.
Thus, for purposes of this analysis, we assume that each of our taxpayers (Curry, Steve, 

Trump, and Trump’s Lawyer) each has, in the alternative, these three levels of income: 
$100,000, $1,000,000, and $30,000,000.

As will be discussed below, Section 199A has two phase-outs. While these two phase-outs 
are discussed generally below, they are not illustrated with the assumptions here regarding the 
levels of income earned by our four illustrative taxpayers, because the Moderate Income as-
sumption of $100,000 is below both phase-outs and the High Income and Super-High Income 
assumptions are above both phase-outs.

3. Discussion of the Illustrative Taxpayers After a 
Discussion of the Basic Operation of Section 199A

The discussion of the impact of Section 199A on our four illustrative taxpayers is pre-
sented in section IV.H, after a discussion of the basic operation of Section 199A in sections 
IV.D through G.

D. Application of Section 199A to Partnerships and 
S Corporations

1. In General

Although the examples here are based on the assumption that the QBI is earned through 
a sole proprietorship, similar principles apply to partnerships and S corporations. Section 
199A(f)(1)(A) provides: “In the case of a partnership or S corporation—this section shall be 
applied at the partner or shareholder level[.]” Further, each partner or shareholder is allocated 
“such person’s allocable share” of (1) “Qualified Items,” (2) “W-2 Wages,” and (3) “unadjusted 
basis immediately after acquisition of Qualified Property.” The terms Qualified Items, W-2 

President Trump compared to the treatment of Curry, rather than (2) the treatment of Steve’s Bike 
Shop compared to the treatment of Curry. And, I go on to show that under the House provision Pres-
ident Trump would get a “huge” tax cut compared to Curry. As demonstrated here, this is also true 
under the final TCAJA, which followed the Senate Bill.
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Wages, and Qualified Property are explored below. Section 199A(f)(1)(A) provides guidance 
on the manner for computing an owner’s allocable share of such items.

2. Reasonable Compensation, Guaranteed Payments, 
and Section 707(a) Payments

a. In General

While Section 199A applies to QBI allocated to partners and shareholders of S corpora-
tions, it does not apply to (1) reasonable compensation paid to shareholders of S corporations, 
and (2) guaranteed payments and Section 707(a) payments made to partners. (See § 199A(c)
(4).) Guaranteed payments under Section 707(c) are payments to a partner that are “deter-
mined without regard to the income of the partnership,” and Section 707(a) payments include 
payments to a partner made pursuant to “transactions with a partnership other than [the 
partner’s] capacity as [a partner].”

In describing the Senate Amendment, which generally was followed in the Conference, 
the Conference Report explains: 

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, [§ 707(c)] 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. [§ 707(a)] 

Section 199A does not seem to require a (1) payment of reasonable compensation, or (2) 
Section 707(a) or (c) payment, but rather simply provides that QBI does not include such 
payments. This approach is different from the approach of the House bill, which treated only 
the “capital percentage” of business income, generally 30%, as QBI. However, for the reasons 
stated in section III.D.5, it is clear that in the case of an S corporation, the IRS can require a 
payment of reasonable compensation.

It would appear that the Treasury does not have the authority under Section 199A to treat 
any portion of the compensation of a partner or proprietor as reasonable compensation. 

b. Is There a Policy Justification for Treating 
S Corporations Differently from Sole 
Proprietorships and Partnerships?

There would seem to be no tax policy justification under Section 199A for the application 
of the reasonable compensation concept to an S corporation, but not to its sister pass-through 
entities, that is, a sole proprietorship and a partnership. This is particularly the case given 
that a sole proprietorship and a partnership can be organized as an LLC. From a policy per-
spective, amounts that are in economic substance attributable to services rendered should be 
excluded from the QBI concept without respect to the form of the entity: sole proprietorship, 
partnership, or S corporation. 
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 For certainty on the treatment of reasonable compensation under Section 199A, we will 
have to await regulations.

E. Brief Introduction to a Specified Service Trade or Business 
(SSTorB) and a Non-SSTorB

Special rules are applicable to a Specified Service Trade or Business (SSTorB), which is 
generally a professional services flow-through business like, for example, a law firm or ac-
counting firm. These rules are explored in section IV.E, and section IV.H illustrates the appli-
cation of these rules to the Lawyer’s Flow-Through Professional Services Income. 

Section IV.F discusses the general operation of Section 199A in the context of a Non-SS-
TorB, such as Steve’s Bike Shop and Trump’s real estate business. 

F. Introduction to Section 199A, QBI of a Non-SSTorB

1. In General

Section 199A(a) provides that “a taxpayer other than a corporation [that is, an individual, 
including an individual partner or S shareholder] [is] allowed as a deduction for any taxable 
year an amount equal to the sum of ” the amounts specified in (1) Section 199A(a)(1) (the 
“Section 199A(a)(1) Deduction Amount”), and (2) Section 199A(a)(2) (the “Section 199A(a)
(2) Deduction Amount”). 

The Section 199A(a)(2) Deduction Amount is zero if there are no cooperative dividends, 
which is the assumption here. Consequently, the balance of the analysis addresses the compu-
tation of the Section 199A(a)(1) Deduction Amount, which is the amount of the deduction 
allowed under Section 199A(a)(1). 

2. The Section 199A(a)(1) Deduction Amount and the 
Section 199A(b)(2) Combined Qualified Business 
Income Amount (C-QBIA) Deduction Amount for a 
Non-SSTorB

a. Introduction

The Section 199A(a)(1) Deduction Amount is equal to the “lesser of—(A) the Combined 
Qualified Business Income Amount [the C-QBIA] of the taxpayer or (B) an amount equal to 20 
percent of the . . . taxable income of the taxpayer for the taxable year[.]” (See § 199A(a)(1)(A) 
and (B).) As discussed below, unless limited, the C-QBIA is 20% of the QBI. For purposes 
of the discussion here, it is assumed that the C-QBIA is not more than 20% of the taxpayer’s 
taxable income, which would normally be the case. Thus, in all the situations analyzed here, 
the Section 199A(a)(1) Deduction Amount is equal to the C-QBIA, which is defined in Sec-
tion 199A(b) and is referred to here as the “Section 199A(b)(2) C-QBIA Deduction Amount,” 
discussed next.
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b. The C-QBIA for a Non-SSTorB,  
Section 199A(b)(2)

i. C-QBIA in General

Section 199A(b)(1) defines C-QBIA as an amount equal to the “sum of (1) the amounts 
determined under paragraph (2) for each Qualified Trade Or Business [QTorB] carried on by 
the taxpayer,” plus (2) certain amounts related to REITs and publicly traded partnerships, not 
discussed here. 

The term QTorB is defined in the next subsection, and as noted, the assumption here 
is that there is just one QTorB; thus, the C-QBIA for each of the taxpayers considered here 
is the amount determined under Section 199A(b)(2) for the taxpayer’s QTorB (the “Section 
199A(b)(2) C-QBIA Deduction Amount”). 

To summarize, in the discussion here, the Section 199A(a)(1) Deduction Amount is the 
same as the Section 199A(b)(2) C-QBIA Deduction Amount, which is the term used hereafter 
in describing the deduction under Section 199A. Before determining the Section 199A(b)
(2) C-QBIA Deduction Amount, it is necessary to look at the definition of QTorB, which is 
examined next. 

ii. Definition of QTorB—a Non-SSTorB

The term QTorB is defined in Section 199A(d)(1) to mean “any trade or business other 
than—(A) a Specified Service Trade or Business [SSTorB], or (B) the trade or business of 
performing services as an employee [the “Employee Exception”].” It first should be noted that 
the statute does not define the term “trade or business,” and consequently, in interpreting that 
term, advisers must look be general principles such as Revenue Ruling 73-522, 1973-2 C.B. 
226, which held that net leasing does not constitute a trade or business. 

Under the “Employee Exception” under Section 199A(d)(1)(B), Curry’s activities as an 
employee do not constitute a QTorB. And, under the “SSTorB Exception” to the QTorB con-
cept in Section 199A(d)(1)(A), the income earned in an SSTorB, such as the Lawyer’s Flow-
Through Professional Services Income, will not qualify for the Section 199A(a) deduction. 
However, as will be seen below, there is a big exception to this exception for certain income 
from an SSTorB (the “Exception to the SSTorB Exception”). However, before considering (1) 
the SSTorB Exception, and (2) the Exception to the SSTorB Exception, we first determine the 
Section 199A(b)(2) C-QBIA Deduction Amount for a QTorB that is a Non-SSTorB. 

Two illustrations of QTorBs that are Non-SSTorB are (1) Steve’s Bike shop, and (2) Trump’s 
real estate business. To summarize these general conclusions with respect to our four illustra-
tive taxpayers: 

• Curry’s employment income does not qualify for the C-QBIA Deduction, 
• Steve’s and Trump’s flow-through Non-SSTorB business income does qualify for the 

C-QBIA Deduction, and
• The Lawyer’s flow-through SSTorB business income qualifies, as will be seen below, 

only to a limited extent. 
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iii. Computation of the Section 199A(b)(2) C-QBIA 
Deduction Amount for a Non-SSTorB

(a) In General

This section examines the computation of the Section 199A(b)(2) C-QBIA Deduction 
Amount for a Non-SSTorB such as Steve’s Bike Shop and Trump’s real estate business. Section 
199A(b)(2), which sets out the amount of the C-QBIA deduction, provides: 

(2) Determination of deductible amount for each trade or business.—The amount deter-
mined under this paragraph with respect to any Qualified Trade Or Business is the lesser 
of—

(A) 20 percent of the taxpayer’s Qualified Business Income [QBI] with respect to the 
Qualified Trade Or Business [the “20% of QBI Limitation”], or 

(B) the greater of—(i) 50 percent of the W–2 wages with respect to the Quali-
fied Trade Or Business [the “50% of W-2 Wages Limitation”], or (ii) the sum of 
25 percent of the W-2 wages with respect to the Qualified Trade Or Business [the 
“25% of W-2 Wages”], plus 2.5 percent of the unadjusted basis immediately after 
acquisition of all Qualified Property [“QP” and “2.5% of QP” and the “25% of W-2 
Wages—2.5% of QP Limitation”].

Before considering the definitions of (1) QBI, which is the flow-through business income 
that qualifies for the deduction, (2) W-2 Wages, and (3) QP, it is helpful to summarize this 
provision. 

The Section 199A(b)(2) C-QBIA Deduction Amount for a Non-SSTorB is the lesser of (1) 
the 20% of QBI Limitation, and (2) the greater of (a) the 50% of W-2 Wages Limitation, and 
(b) the 25% of W-2 Wages—2.5% of QP Limitation. One way of making sense of this formula 
is to say there are in essence two limitations that matter, and the Section 199A(b)(2) C-QBIA 
Deduction Amount is the lesser of these two. The first limitation is the 20% of QBI Limitation. 
The second limitation is either (1) the 50% of W-2 Wages Limitation, or (2) the 25% of W-2 
Wages—2.5% of QP Limitation, whichever is larger. And, the Section 199A(b)(2) C-QBIA 
Deduction Amount is the lesser of the two limitations.

The greater of (1) the 50% of W-2 Wages Limitation, and (2) the 25% of W-2 Wages—2.5% 
of QP Limitation, is referred to here as the “Potential Cutback on the 20% C-QBIA Deduc-
tion.” As long as this Potential Cutback on the 20% C-QBIA Deduction is larger than 20% 
of QBI, there is no cutback. It would appear that in every case taxpayers will prefer that the 
Potential Cutback on the 20% C-QBIA Deduction exceed the 20% of QBI Limitation. In such 
case, the taxpayer will receive the maximum Section 199A(b)(2) C-QBIA Deduction Amount. 

We next (1) examine the definitions of QBI, W-2 Wages, and QP, (2) illustrate the compu-
tation of the Section 199A(b)(2) C-QBIA Deduction Amount for a Non-SSTorB, and (3) look 
at the phase-in rule that applies to the Potential Cutback on the 20% C-QBIA Deduction, that 
is, the greater of the 50% of W-2 Wages Limitation and the 25% of W-2 Wages—2.5% of QP 
Limitation. 
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(b) Definition of Qualified Business Income, 
QBI and Qualified Items of Income Etc., QI

QBI is defined in Section 199A(c) as “for any taxable year, the net amount of Qualified 
Items Of Income, Gain, Deduction, And Loss [QI] with respect to any qualified trade or busi-
ness [QTorB] of the taxpayer.” 

QI is defined in Section 199A(c)(3)(A) as the “items of income, gain, deduction, and loss 
to the extent such items are—(i) effectively connected with the conduct of a trade or business 
within the United States . . ., and (ii) included or allowed in determining taxable income for 
the taxable year.” As indicated, the assumption here is that all of the income is U.S. business 
income and, therefore, qualifies as QI. 

Passive income, such as dividends and investment interest, are not included in QI (see 
§ 199A(c)(3)(B)) and a special rule applies to the carryover of a QBI loss (see § 199A(c)(2)). 
These concepts are not discussed further here. 

To simplify the analysis, the assumption here is that all of the taxable income earned by 
Steve, Trump, and the lawyer is QBI and that they have no other income. As indicated, all of 
Curry’s income is employment income and, therefore, is not earned in a QTorB. 

(c) Definition of W-2 Wages in the 50% of W-2 
Wages Limitation 

W-2 Wages are defined, in essence, as the wages that are (1) attributable to a QBI, (2) sub-
ject to withholding, and (3) paid “with respect to employment of employees by such person 
during the calendar year ending during such taxable year.” (See § 199A(b)(4).) Thus, the W-2 
Wages are all of wages paid by a QTorB with respect to QBI. Obviously, the larger the wages, 
the larger the 50% of W-2 Wages Limitation.

As noted in section IV.D.2, payments made to a partner under Section 707(c) (that is, 
guaranteed payments) and Section 707(a) (that is, transactions other than in the capacity 
of partner) are treated the same as reasonable compensation in determining what does not 
constitute QBI. However, such payments to partners presumably do not constitute W-2 Wages 
for purposes of computing the limitations on the deduction for QBI. If these payments were 
treated like W-2 Wages for purposes of the limitation, there could be a larger C-QBIA Deduc-
tion Amount. 

(d) Definition of Qualified Property, QP, in the 
W-2 Wages—2.5% of QP Limitation 

Qualified Property (QP) means “with respect to any Qualified Trade Or Business [QTorB] 
for a taxable year, tangible property of a character subject to the allowance for depreciation 
under section 167” that satisfies the following three conditions: (1) the property is “held by, 
and available for use in, the Qualified Trade Or Business at the close of the taxable year,” (2) 
the property is “used at any point during the taxable year in the production of Qualified Busi-
ness Income,” and (3) the “depreciable period [generally 10 years] for [the property] has not 
ended before the close of the taxable year.” (See § 199A(b)(6).) Thus, QP generally will be most 
of the depreciable property held by the QTorB. 

Note that in the 25% of W-2 Wages—2.5% of QP Limitation, if, for example, the QP is 100, 
then 2.5 would enter into the computation of the Limitation. Obviously, the larger the capital 
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base (that is, the depreciable base) of the QTorB, the larger the Limitation and the more likely 
there would be no limitation on the deduction of 20% of QBI. 

(e) Illustration of the Computation of the 
Section 199A(b)(2) C-QBIA Deduction 
Amount

As discussed above, the Section 199A(b)(2) C-QBIA Deduction Amount for a Non-SS-
TorB is the lesser of two limitations. The first limitation is the 20% of QBI Limitation. The 
second limitation is either (1) the 50% of W-2 Wages Limitation, or (2) the 25% of W-2 
Wages—2.5% of QP Limitation, whichever is larger. As noted these latter two limitations are 
referred to jointly as the Potential Cutback on the 20% C-QBIA Deduction. 

These limitations can be illustrated as follows: Assume that QBI is 100, W-2 Wages is 60, 
and QP is 100. In such case, the three limitations are as follows: 

(1) the 20% of QBI Limitation is 20 (that is, 20% of 100 = 20),
(2) the 50% of W-2 Wages Limitation is 30 (that is, 50% of 60 = 30), and
(3) the 25% of W-2 Wages—2.5% of QP Limitation is 17.5 (that is, (25% of 60 = 15) + 

(2.5% of 100 = 2.5), (15 + 2.5 = 17.5)). 
Thus, (1) the 50% of W-2 Wages Limitation of 30 exceeds that 20% of QBI Limitation, and 

(2) the 25% of W-2 Wages—2.5% of QP Limitation of 17.5 is less than the 20% of QBI Lim-
itation. Since the greater of these Potential Cutbacks on the 20% C-QBIA Deduction (that is, 
30) exceeds 20% of the QBI (that is, 20), the Section 199A(b)(2) C-QBIA Deduction Amount 
is 20.

(f) No Carryover of Excess Limitation 

For a taxable year, the 20% of QBI Limitation will likely be either higher or lower than the 
higher of (1) the 50% of W-2 Wages Limitation, or (2) the 25% of W-2 Wages—2.5% of QP 
Limitation. These latter two limitations are referred to as the “Wage or Wage-QP Limitation.” 
In any event, either an excess of (1) the 20% of QBI Limitation, over (2) the Wage or Wage-QP 
Limitation, or an excess of (1) the Wage or Wage-QP Limitation, over (2) the 20% of QBI 
Limitation will not be carried back or forward to another year. Thus the C-QBIA Deduction 
Amount is determined on a year by year basis.

(g) Discussion of the Principles Behind the 
Three Limitations

The computation of the 20% of QBI Limitation is straightforward once the amount of QBI 
has been determined. The 50% of W-2 Wages Limitation is also straightforward once the W-2 
Wages of the QTorB has been determined. Notice that the greater the W-2 Wages paid by the 
QTorB, the larger the 50% of W-2 Wages Limitation. As long as 50% of the W-2 Wages of a 
QTorB exceeds the 20% of QBI Limitation, the taxpayer will be able to deduct 20% of QBI. 
Thus, if a QTorB has substantial W-2 Wages, it is likely that 50% of such wages will exceed 
the 20% of QBI Limitation, and consequently, the taxpayer will receive a deduction for 20% 
of QBI.
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On the other hand, if a QTorB has (1) a large amount of QBI, and (2) a small amount of 
W-2 Wages, there could be a significant restraint on the ability to deduct 20% of QBI. The 
confluence of these two factors likely will occur with QTorBs that are successful real estate 
developers like Trump. As I understand it, these real estate developers generally have large 
amounts of income and capital, but because of the use of independent contractors, they have 
small numbers of employees. Thus, under the Senate Bill, real estate developers were unlikely 
to receive the full benefit of the 20% of QBI deduction. 

The Conference addressed this conundrum by adding to the Code the 25% of W-2 
Wages—2.5% of QP Limitation. The Conference Report explains: 

The conference agreement modifies the wage limit applicable to taxpayers with taxable 
income above the threshold amount to provide a limit based either on wages paid or on 
wages paid plus a capital element. Under the conference agreement, the limitation is the 
greater of (a) 50 percent of the W-2 wages paid with respect to the qualified trade or busi-
ness, or (b) the sum of 25 of percent of the W-2 wages with respect to the qualified trade 
or business plus 2.5 percent of the unadjusted basis, immediately after acquisition, of all 
qualified property.

For purposes of the provision, qualified property means tangible property of a character 
subject to depreciation that is held by, and available for use in, the qualified trade or busi-
ness at the close of the taxable year, and which is used in the production of qualified busi-
ness income, and for which the depreciable period has not ended before the close of the 
taxable year. The depreciable period with respect to qualified property of a taxpayer means 
the period beginning on the date the property is first placed in service by the taxpayer and 
ending on the later of (a) the date 10 years after that date, or (b) the last day of the last full 
year in the applicable recovery period that would apply to the property under section 168 
(without regard to section 168(g)).

For example, a taxpayer (who is subject to the limit) does business as a sole proprietorship 
conducting a widget-making business. The business buys a widget-making machine for 
$100,000 and places it in service in 2020. The business has no employees in 2020. The 
limitation in 2020 is the greater of (a) 50 percent of W-2 wages, or $0, or (b) the sum of 25 
percent of W-2 wages ($0) plus 2.5 percent of the unadjusted basis of the machine imme-
diately after its acquisition: $100,000 x .025 = $2,500. The amount of the limitation on the 
taxpayer’s deduction is $2,500.13

It is certainly conceivable that Trump’s tax lawyer or other tax advisor could have been 
instrumental in having the Conference Committee adopt this provision, because it seems to 
be targeted to benefit taxpayers like Trump whose businesses have large capital bases.

(h) Quick Rule of Thumb Regarding the 
Applicability of the Three Limitations

As a quick rule of thumb for determining whether there is likely to be a limitation on the 
deduction for 20% of QBI, the following four-step process could be followed.

(1) First, determine the amount of the QBI, say 100.

13. Wolters Kluwer, Explanation of the TCAJA, supra note 1, at 775.
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(2) Second, determine if the W-2 Wages of the QBI are at least 40% of the QBI, that is, 
40. If so, the taxpayer will be allowed the full deduction for 20% of QBI because the 
50% of W-2 Wages Limitation (20) is equal to the 20% of QBI Limitation.

(3) Third, assuming there are no W-2 Wages, determine if the QI is at least 800% of the 
QBI, that is, 800. If so, the taxpayer will be allowed the full deduction for 20% of QBI 
because 2.5% of 800, the 800 capital base, is 20.

(4) Fourth, if the Second and Third Steps do not result in the full deduction of 20% of 
QBI, determine if the computation of 25% of W-2 Wages plus 2.5% of QP are at least 
equal to 20% of QBI. If so, there is no limitation.

(i) Phase-in of the (1) 50% of W-2 Wages 
Limitation, and (2) the 25% of W-2 
Wages—2.5% of QP Limitation: The 
Ratable Reduction Concept

(1) General Principles

The 50% of W-2 Wages Limitation and the 25% of W-2 Wages—2.5% of QP Limitation 
(the “Potential Cutback on the 20% C-QBIA Deduction”) for Non-SSTorB QBI are phased in 
pursuant to Section 199A(b)(3), which sets out the following three rules: 

• Potential Cutback on the 20% C-QBIA Deduction Not Applicable,
• Potential Cutback on the 20% C-QBIA Deduction Fully Applicable, and
• Ratable Reduction Concept.

These rules are addressed next.

(2) First Rule, Potential Cutback on the 
20% C-QBIA Deduction Not Applicable 

Pursuant to Section 199A(b)(3)(A), the Potential Cutback on the 20% C-QBIA Deduction 
does not apply if the taxpayer’s taxable income does not exceed the “Threshold Amount,” 
which is $157,500 for single taxpayers and $315,000 for taxpayers filing joint returns, adjusted 
for inflation. (See § 199A(b)(3)(A) and § 199A(e)(2).) (As noted, only the joint return is dis-
cussed here.) 

In such case, the Section 199A(b)(2) C-QBIA Deduction Amount for a Non-SSTorB is 
equal to 20% of QBI. Thus, for example, if taxable income and QBI are $300,000, the Section 
199A(b)(2) C-QBIA Deduction Amount is $60,000 (that is, 20% of $300,000).

(3) Second Rule, Potential Cutback on 
the 20% C-QBIA Deduction Fully 
Applicable

If the taxpayer’s taxable income exceeds the Threshold Amount, plus “$100,000 in the case 
of a joint return,” the Potential Cutback on the 20% C-QBIA Deduction is fully applicable. 
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Thus, if the taxpayer filing a joint return has, for 2018, taxable income exceeding $415,000 
(that is, $315,000 plus $100,000), the Potential Cutback on the 20% C-QBIA Deduction is 
fully applicable. For example, assume that the taxpayer has (1) $500,000 of taxable income and 
QBI, (2) W-2 Wages of $100,000, and (3) no QP. In such case, (1) the 20% of QBI Limitation 
is $100,000 (that is, 20% of $500,000), and (2) the 50% of W-2 Wages Limitation is $50,000 
(that is, 50% of $100,000). Consequently, the Section 199A(b)(2) C-QBIA Deduction Amount 
is $50,000, which is the lesser of (1) the 20% of QBI Limitation (that is, $100,000) and (2) the 
50% of W-2 Wages Limitation (that is, $50,000).

(4) Third Rule, the Ratable Reduction 
Concept

In a very complex provision, Section 199A(b)(3)(B), which is titled “Phase-In of Limit for 
Certain Taxpayers,” sets out what is referred to here as the “Ratable Reduction Concept.” This 
concept applies if the following two conditions are satisfied.

(1) First, the taxpayer’s taxable income is between the (a) Threshold Amount (that is, 
$315,000), and (b) the Threshold Amount plus $100,000 (that is, $415,000). This 
range of taxable incomes is referred to here as the “Ratable Reduction Concept 
Range.” Note that (a) where taxable income is less than the Threshold Amount, the 
Potential Cutback on the 20% C-QBIA Deduction Is Not Applicable, and (b) where 
taxable income is more than the Threshold Amount plus $100,000, the Potential 
Cutback on the 20% C-QBIA Deduction Is Fully Applicable.

(2) Second, “[t]he amount determined under paragraph (2)(B) [that is, the Potential 
Cutback on the 20% C-QBIA Deduction] . . . is less than the amount determined 
under paragraph (2)(A) [that is, the 20% of QBI Limitation][.]” Note that when the 
Potential Cutback on the 20% C-QBIA Deduction Is Fully Applicable, the Section 
199A(b)(2) C-QBIA Deduction Amount is the lesser of (a) the 20% of QBI Limita-
tion, and (b) the Potential Cutback on the 20% C-QBIA Deduction.

Where these two conditions are satisfied (that is, (1) income is within the Ratable Reduc-
tion Concept Range, and (2) the Potential Cutback on the 20% C-QBIA Deduction is less than 
the 20% of QBI Limitation), the Section 199A(b)(2) C-QBIA Deduction Amount “shall be 
applied . . . [1] without regard to subparagraph (B) [that is, the Potential Cutback on the 20% 
C-QBIA Deduction] thereof and [2] by reducing the amount determined under subparagraph 
(A) [that is, the 20% of QBI Limitation] . . . by the amount determined under clause (ii) [that 
is, the “Ratable Reduction Concept”].” Thus, the 20% of QBI Limitation continues to apply, 
but subject to the Ratable Reduction Concept.

To summarize, if (1) the taxpayer’s taxable income is within the Ratable Reduction Con-
cept Range (that is, for 2018, between $315,000 and $415,000), and (2) the Potential Cutback 
on the 20% C-QBIA Deduction is less than the 20% of the QBI Limitation, then under the 
Ratable Reduction Concept there is a Ratable Reduction in the amount of the Section 199A(b)
(2) C-QBIA Deduction Amount.

This leads us to the Ratable Reduction Concept in Section 199A(b)(3)(B)(ii); it provides 
that the “[a]mount of reduction . . . is the amount which bears the same ratio to the Excess 
Amount as—(I) the amount by which the taxpayer’s taxable income for the taxable year ex-
ceeds the threshold amount, bears to (II) . . . $100,000 in the case of a joint return[.]”
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The “Excess Amount” is defined in Section 199A(b)(3)(B)(iii) as “the excess of—(I) the 
amount determined under paragraph (2)(A) [that is, the 20% of QBI Limitation], over (II) 
the amount determined under paragraph (2)(B) [that is, the Potential Cutback on the 20% 
C-QBIA Deduction].

This Ratable Reduction Concept can be expressed mathematically as follows:

Amount of Reduction = X, where:

X/Excess Amount = [Taxable Income-Threshold Amount]/$100,000

(5) Illustration of Ratable Reduction 
Concept

This Ratable Reduction Concept is best illustrated by an example, which is based on the 
following three factual assumptions: 

(1) First, assume that the taxpayer has taxable income is $365,000, which means that the 
taxable income exceeds the Threshold Amount (that is, $315,000) by $50,000 and is 
within the Ratable Reduction Concept Range.

(2) Second, assume that all of the taxable income is QBI, and consequently the 20% 
QBI Limitation is $73,000 (that is, 20% of $365,000). Note that in the absence of the 
Ratable Reduction Concept, the taxpayer would have a $73,000 Section 199A(b)(2) 
C-QBIA Deduction Amount. However, because the taxpayer’s taxable income (that 
is, $365,000) exceeds the Threshold Amount (that is, $315,000), but does not ex-
ceed the Threshold Amount plus $100,000 (that is, $415,000), the Ratable Reduction 
Concept applies.

(3) Third, assume that the 50% Wage Limitation applies for purposes of the Potential 
Cutback on the 20% C-QBIA Deduction (that is, the 50% Wage Limitation exceeds 
the 25% of W-2 Wages—2.5% of QP Limitation), and there is $100,000 of W-2 Wag-
es. Consequently, this gives rise to a 50% W-2 Wage Limitation of $50,000. Thus, 
if the Potential Cutback on the 20% C-QBIA Deduction were fully applicable, the 
Section 199A(b)(2) C-QBIA Deduction Amount would be limited to $50,000.

(4) Fourth, since the $73,000 20% of QBI Limitation exceeds the $50,000 50% Wage Lim-
itation, there is an Excess Amount in the amount of $23,000. This Excess Amount is 
subject to reduction by the Ratable Reduction Concept.

To summarize these assumptions (1) taxable income is $365,000, (2) the 20% QBI Lim-
itation is $73,000, (3) the 50% Wage Limitation, which is applicable, is $50,000, and (4) the 
Excess Amount is $23,000.

With the above data we can now turn to the formula for determining the amount of the 
reduction (X) in the Ratable Reduction Concept: 
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Amount of Reduction = X, where:

X/Excess Amount = [Taxable Income-Threshold Amount]/$100,000 =

X/Excess Amount ($23,000) = [Taxable Income ($365,000) – Threshold Amount 
($315,000)]/$100,000 =

X/$23,000 = $50,000/$100,000

X = $11,500

Thus, the Section 199A(b)(2) C-QBIA Deduction Amount is $73,000 – $11,500 or $61,500. As 
noted, the $11,500 disallowed amount is not carried over. 

(6) Summary of the Ratable Reduction 
Concept

To summarize: The Ratable Reduction Concept applies when (1) the taxpayer’s taxable 
income is within the Ratable Reduction Range, and (2) the Potential Cutback on the 20% 
C-QBIA Deduction Amount is less than the 20% of QBI Limitation. In such case, there is a 
Ratable Reduction in the Section 199A(b)(2) C-QBIA Deduction Amount. For the balance of 
the discussion it is assumed that the Ratable Reduction Concept is not applicable.

G. The “SSTorB Exception” and the “Exception to the SSTorB 
Exception”

1. In General

This section addresses the “SSTorB Exception” to the QTorB concept, and the “Exception 
to the SSTorB Exception.” Recall that under the assumptions here, each taxpayer is conducting 
only one trade or business.

2. The SSTorB, Exception to QTorB 

 As discussed above, C-QBIA includes income from a taxpayer’s QTorB, and pursuant to 
the SSTorB Exception, an SSTorB is not a QTorB. As the first principle in defining the term 
SSTorB, Section 199A(d)(2)(A) defines it to mean “any trade or business [of an employee or 
owner]—(A) which is described in section 1202(e)(3)(A)[.]” Section 1202(e)(3)(A) encom-
passes “any trade or business involving the performance of services in the fields of health, law, 
engineering, architecture, accounting, actuarial science, performing arts, consulting, athlet-
ics, financial services, brokerage services, or any trade or business where the principal asset of 
such trade or business is the reputation or skill of 1 or more of its employees.”14

As the second principle, Section 199A(d)(2)(A) provides that the trades or businesses 
described in Section 1202(e)(3)(A) are to be “applied without regard to the words ‘engineer-
ing [and] architecture[.]’” Thus, while, for example, law and accounting fall within the term 

14. For an exploration of this “reputation or skill” concept, see, e.g., Martin A. Sullivan, Economic Analy-
sis: Do Skills and Reputation Nix the Passthrough Deduction?, 158 Tax Notes 1320 (Mar. 5, 2018).

https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-223729503-2018757202&term_occur=453&term_src=title:26:subtitle:A:chapter:1:subchapter:P:part:I:section:1202
https://advance.lexis.com/api/document?collection=legalnews&id=urn:contentItem:5RSK-4JM0-02S8-H2YC-00000-00&context=
https://advance.lexis.com/api/document?collection=legalnews&id=urn:contentItem:5RSK-4JM0-02S8-H2YC-00000-00&context=
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SSTorB, engineering and architecture do not. Consequently, income earned by, for example, 
Trump’s Lawyer is SSTorB, but the income earned by Trump’s architect is not.

Under the third principle, under Section 199A(d)(2)(B), SSTorB includes any trade or 
business “(B) which involves the performance of services that consist of investing and invest-
ment management, trading, or dealing in securities . . ., partnership interests, or commodi-
ties[.]” Thus, investment advisory and investment banking services are included within the 
term SSTorB. 

To reiterate, under this SSTorB Exception, income from SSTorB generally will not qualify 
for the Section 199A deduction. Now we turn to the exception to the exception.

3. The Exception to the SSTorB Exception

Under Section 199A(d)(3), an “Exception to the SSTorB Exception” applies “[i]f, for any 
taxable year, the taxable income of any taxpayer is less than the sum of the threshold amount 
[$157,500 for single taxpayers and $315,000 for joint returns, adjusted for inflation, see 
§ 199A(e)(2)] plus $50,000 ($100,000 in the case of a joint return)[.]” 

If the taxable income is less than the threshold amount, the SSTorB Exception is not ap-
plicable. Thus, for example, if a married lawyer or accountant who files a joint return has less 
than $315,000 in taxable income for 2018, the SSTorB Exception is not applicable. On the 
other hand, if the same lawyer or accountant has more than $415,000 of taxable income in 
2018, the SSTorB Exception is fully applicable, and the taxpayer gets no benefit from Section 
199A. And, if the taxpayer’s income is between $315,000 and $415,000 (the “SSTorB Excep-
tion Phase-Out Range”), pursuant to Section 199A(d)(3), the SSTorB Exception is phased out 
over that range pursuant to a complex formula, not examined here. As indicated, the thresh-
old amounts are indexed for inflation. 

The application of this Exception to the SSTorB Exception is illustrated below when con-
sidering the taxation of the Lawyer’s Professional Services Income. 

H. Application of Section 199A to the Four Illustrative 
Taxpayers: Curry, Steve, Trump, and Trump’s Lawyer

This section discusses the impact on each of the four illustrative taxpayers (that is, Curry, 
Steve, Trump, and Trump’s Lawyer) of the standard rates of tax for 2018 under Section 1, as 
enacted by the TCAJA. There are three different levels of assumed taxable income adjusted, 
where applicable, for the Section 199A deduction. It is also assumed that (1) all of the taxable 
income of Steve and Trump is QBI, and (2) because Steve, Trump, and Trump’s Lawyer are 
active in the business, none of the income is subject to the Obamacare 3.8% tax on Net Invest-
ment Income (see § 1411). 

The computations are made on the assumption that these four taxpayers have, in the alter-
native, the following amounts of taxable income, before taking into account the deduction, if 
any, under Section 199A: $100,000, $1,000,000, and $30,000,000. None of these levels of tax-
able income are within (1) the Ratable Reduction Concept Range, or (2) the SSTorB Exception 
Phase-Out Range. For 2018, both ranges are $315,000 to $415,000. 

In each case, it is assumed that the Potential Cutback on the 20% C-QBIA Deduction 
exceeds 20% of the QBI, and therefore, the Section 199A(b)(2) C-QBIA Deduction Amount, 
if applicable, is equal to 20% of the Taxable Income/QBI. As a back-of-the-hand reality check 
on this conclusion, in the case of Steve’s Bike Shop, it is likely that 50% of his firm’s W-2 Wages 
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would equal at least 20% of his QBI. And, in the case of Trump, who presumably does not 
have significant W-2 Wages, it seems reasonable to assume that 2.5% of his QP, that is, de-
preciable base, is likely to be more than the 20% of QBI Limitation. Thus, for Trump, where 
the taxable income and QBI is assumed to be $1,000,000, 20% of QBI is $200,000, and his 
QP would have to be 800% of his taxable income or $8,000,000. If this were so, the Section 
199A(b)(2) C-QBIA Deduction Amount would equal 20% of QBI, because 2.5% of $8,000,000 
= $200,000. In general, with Trump, it seems safe to assume that his QP would likely be at least 
800% of his taxable income and QBI. 

As noted previously, QBI does not include reasonable compensation paid by an S corpora-
tion or 707(a) or (c) payments made by a partnership to a partner. The assumption here is that 
all of the income is earned as an employee in the case of Curry and as sole proprietors in the 
case of Steve, Trump and Trump’s Lawyer. The payment of a $1 of reasonable compensation, 
would reduce the Section 199A(b)(2) C-QBIA Deduction Amount by $.20.

These computations are made on the following tables: Table A, Curry; Table B, Steve; Ta-
ble C, Trump; Table D, Trump’s Lawyer; and Table E, Summary. As previously indicated, the 
computations are made on the assumption that each taxpayer has taxable income of $100,000, 
$1,000,000, or $30,000,000. 

SECTION IV.H, TABLE A

Computation of Tax Liability for Curry

ILLUSTRATIVE 
TAXPAYER: CURRY

Moderate Income 
Taxpayer: $100,000 
of Taxable Income/
QBI

High Income 
Taxpayer: 
$1,000,000 of 
Taxable Income/QBI

Super-High 
Income Taxpayer: 
$30,000,000 of 
Taxable Income/QBI

Curry’s Employment 
Income. Note that 
this income does not 
qualify in any respect 
for the Section 199A 
deduction 

Taxed on Full 
$100,000 of Taxable 
Income under 
Section 1, at (1) 
$8,907, plus (2) 
22% of the Excess 
Over $77,400 (that 
is, 22% of $22,600 
= $4,972), which 
is a Tax Liability of 
$13,879 or 13.8% of 
Taxable Income

Taxed on Full 
$1,000,000 of 
Taxable Income 
under Section 1, at 
(1) $161,379, plus 
(2) 37% of the Excess 
Over $600,000 (that 
is, 37% of $400,000 
= $148,000), which 
is a Tax Liability of 
$309,379 or 31% of 
Taxable Income

Taxed on Full 
$30,000,000 of 
Taxable Income 
under Section 1, at 
$161,379 plus 37% 
of the Excess Over 
$600,000 (that is, 
37% of $29,400,000 
= $10,878,000); 
thus, tax liability 
is $161,379 + 
$10,878,000, which 
is $11,039,379 or 
36% of Taxable 
Income
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SECTION IV.H, TABLE B

Computation of Tax Liability for Steve

ILLUSTRATIVE 
TAXPAYER: STEVE 

Moderate Income 
Taxpayer: $100,000 
of Taxable Income/
QBI

High Income 
Taxpayer: $1,000,000 
of Taxable Income/
QBI

Super-High 
Income Taxpayer: 
$30,000,000 of 
Taxable Income/QBI

Steve’s Flow-Through 
Active Income

Receives the 
Deduction for 20% 
of QBI and, therefore, 
has $80,000 of 
Taxable Income 
subject to tax under 
§ 1 at (1) $8,907, 
plus (2) 22% of 
the Excess Over 
$77,400 (that is, 
22% of $2,600 = 
$572), which is a Tax 
Liability of $9,479 
or 9.5% of Taxable 
Income before 
the Section 199A 
Deduction. Note that 
if Steve operated as 
an S corporation or 
partnership and there 
were reasonable 
compensation or 
Section 707(a) or (c) 
payments to Steve, 
there would be a 
reduction in the 
amount of QBI. 

Receives the 
Deduction for 
20% of QBI and, 
therefore, has 
$800,000 of Taxable 
Income subject to 
tax under § 1 at (1) 
$161,379, plus (2) 
37% of the Excess 
Over $600,000 (that 
is, 37% of $200,000 
= $74,000), which 
is a Tax Liability of 
$235,379 or 24% 
of Taxable Income 
before the Section 
199A Deduction. 
Note that if Steve 
operated as an 
S corporation or 
partnership and there 
were reasonable 
compensation or 
Section 707(a) or (c) 
payments to Steve, 
there would be a 
reduction in the 
amount of QBI. 

Receives the 
Deduction for 20% 
of QBI and, therefore, 
has $24,000,000 
of Taxable Income 
subject to tax under 
§ 1 at (1) $161,379, 
plus (2) 37% of 
the Excess Over 
$600,000 (that is, 
37% of $23,400,000 
= $8,658,000), which 
is a Tax Liability of 
$8,819,379 or 29% 
of Taxable Income 
before the Section 
199A Deduction. 
Note that if Steve 
operated as an 
S corporation or 
partnership and there 
were reasonable 
compensation or 
Section 707(a) or (c) 
payments to Steve, 
there would be a 
reduction in the 
amount of QBI. 
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SECTION IV.H, TABLE C

Computation of Tax Liability for Trump

ILLUSTRATIVE 
TAXPAYER: TRUMP 

Moderate Income 
Taxpayer: $100,000 
of Taxable Income/
QBI

High Income 
Taxpayer: 
$1,000,000 of 
Taxable Income/QBI

Super-High 
Income Taxpayer: 
$30,000,000 of 
Taxable Income/QBI

Trump’s Flow-
Through Passive Real 
Estate Income

Receives the 
Deduction for 
20% of QBI and, 
therefore, has 
$80,000 of Taxable 
Income subject to tax 
under § 1 at 
(1) $8,907, plus 
(2) 22% of the Excess 
Over $77,400 (that 
is, 22% of $2,600 = 
$572), which is a Tax 
Liability of $9,479 
or 9.5% of Taxable 
Income before 
the Section 199A 
Deduction. Note, 
President Trump 
has a full-time job, 
and consequently, 
there would be 
no reasonable 
compensation or 
Section 707(a) or 
(c) payments if he 
operated as an 
S corporation or 
partnership.

Receives the 
Deduction for 
20% of QBI and, 
therefore, has 
$800,000 of Taxable 
Income subject to tax 
under § 1 at 
(1) $161,379, plus 
(2) 37% of the Excess 
Over $600,000 (that 
is, 37% of $200,000 
= $74,000), which 
is a Tax Liability 
of $235,379 or 
24% of Taxable 
Income before 
the Section 199A 
Deduction. Note, 
President Trump 
has a full-time job, 
and consequently, 
there would be 
no reasonable 
compensation or 
Section 707(a) or 
(c) payments if he 
operated as an 
S corporation or 
partnership.

Receives the 
Deduction for 
20% of QBI and, 
therefore, has 
$24,000,000 of 
Taxable Income 
subject to tax 
under § 1 at (1) 
$161,379, plus (2) 
37% of the Excess 
Over $600,000 
(that is, 37% of 
$23,400,000 = 
$8,658,000), which 
is a Tax Liability 
of $8,819,379 or 
29% of Taxable 
Income before 
the Section 199A 
Deduction. Note, 
President Trump 
has a full-time job, 
and consequently, 
there would be 
no reasonable 
compensation or 
Section 707(a) or 
(c) payments if he 
operated as an 
S corporation or 
partnership.
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SECTION IV.H, TABLE D

Computation of Tax Liability for Trump’s Lawyer

ILLUSTRATIVE 
TAXPAYER: TRUMP’S 
LAWYER 

Moderate Income 
Taxpayer: $100,000 
of Taxable Income/
QBI

High Income 
Taxpayer: 
$1,000,000 of 
Taxable Income/QBI

Super-High 
Income Taxpayer: 
$30,000,000 of 
Taxable Income/QBI

Lawyer’s Flow-
Through Professional 
Services Income

Even though this 
taxpayer has 
an SSTorB, the 
SSTorB Exception 
applies and the 
taxpayer receives 
the Deduction for 
20% of QBI and, 
therefore, has 
$80,000 of Taxable 
Income subject to tax 
under § 1 at 
(1) $8,907, plus 
(2) 22% of the Excess 
Over $77,400 (that 
is, 22% of $2,600 = 
$572), which is a Tax 
Liability of $9,479 
or 9.5% of Taxable 
Income before 
the Section 199A 
Deduction. Same 
Treatment as Steve 
and Trump. Note that 
if Lawyer operated as 
an S corporation or 
partnership and there 
were reasonable 
compensation or 
Section 707(a) or (c) 
payments to Lawyer, 
there would be a 
reduction in the 
amount of QBI. 

Because the benefit 
of the SSTorB 
Exception is 
completely Phased 
Out, Taxed on Full 
$1,000,000 of 
Taxable Income 
under Section 1, at 
(1) $161,379, plus 
(2) 37% of the Excess 
Over $600,000 (that 
is, 37% of $400,000 
= $148,000), which 
is a Tax Liability of 
$309,379 or 31% 
of Taxable Income. 
Same treatment as 
Curry. 

Because the benefit 
of the SSTorB 
Exception is 
completely Phased 
Out, Taxed on Full 
$30,000,000 of 
Taxable Income 
under Section 1, at 
$161,379 plus 37% 
of the Excess Over 
$600,000 (that is, 
37% of $29,400,000 
= $10,878,000; 
thus, tax liability 
is $161,379 plus 
$10,878,000, which 
is $11,039,379, 
or 36% of Taxable 
Income. Same as 
Curry. 

The above information is summarized in the following Table E.
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SECTION IV.H, TABLE E

Summary of Tax Liabilities for 
Curry, Steve, Trump, and Trump’s Lawyer

ILLUSTRATIVE 
TAXPAYER/CURRY, 
STEVE, TRUMP, 
TRUMP’S LAWYER 

Moderate Income 
Taxpayer: $100,000 
of Taxable Income/
QBI

High Income 
Taxpayer: 
$1,000,000 of 
Taxable Income/QBI

Super-High 
Income Taxpayer: 
$30,000,000 of 
Taxable Income/QBI

Curry’s Employment 
Income. Note that 
this income does not 
qualify in any respect 
for the Section 199A 
deduction

Tax Liability of 
$13,879 or 13.8% of 
Taxable Income.

Tax Liability of 
$309,379 or 31% of 
Taxable Income.

Tax Liability of 
$10,878,000 or 36% 
of Taxable Income.

Steve’s Flow-Through 
Active Income

Tax Liability of 
$9,479 or 9.5% of 
Taxable Income 
before the Section 
199A Deduction. 

Tax Liability of 
$235,379 or 24% 
of Taxable Income 
before the Section 
199A Deduction.

Tax Liability of 
$8,819,379 or 29% 
of Taxable Income 
before the Section 
199A Deduction. 

Trump’s Flow-
Through Passive Real 
Estate Income

Tax Liability of 
$9,479 or 9.5% of 
Taxable Income 
before the Section 
199A Deduction. 

Tax Liability of 
$235,379 or 24% 
of Taxable Income 
before the Section 
199A Deduction. 

Tax Liability of 
$8,819,379 or 29% 
of Taxable Income 
before the Section 
199A Deduction. 

Lawyer’s Flow-
Through Professional 
Services Income

Tax Liability of 
$9,479 or 9.5% of 
Taxable Income 
before the Section 
199A Deduction. 

Tax Liability of 
$309,379 or 31% 
of Taxable Income. 
Same treatment as 
Curry. 

Tax Liability of 
$11,039,379 or 36% 
of Taxable Income. 
Same treatment as 
Curry. 

I. Determination of the Most Tax Efficient Salary Where Sole 
Shareholder of S-Corp Is Also Sole Employee of S-Corp 
and S-Corp Does Not Have Significant Qualified Property: 
A First Model

This section seeks to set out a basic model for determining the most tax efficient salary to 
be paid to a sole employee/shareholder (“Sole Employee/Shareholder”) of an S corporation 
(“S-Corp”). It can be expected that models similar to this one will be developed to help guide 
taxpayers to the most tax efficient manner of structuring businesses that qualify for the Sec-
tion 199A deduction. This section addresses the following factual situation: 

(1) Sole Employee/Shareholder is in the 37% marginal bracket on ordinary income and 
as a consequence, Sole Employee/Shareholder’s effective tax rate on QBI is 29.6%; 
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(2) S-Corp has very little Qualified Property (QP), and as a consequence, the 25% of 
W-2 Wages—2.5% of QP Limitation is less than the 50% of W-2 Wages Limitation; 
and 

(3) For the 2018 taxable year, S-Corp has $1 million of taxable income before salary paid 
to Sole Employee/Shareholder all of which is QBI and none of which is attributable 
to an SSTorB. 

These facts could easily be present in a situation in which an S-Corp was engaged in an archi-
tectural or engineering business, because such a business is not an SSTorB. 

The issue addressed here is: Taking into account Sole Employee/Shareholder’s 37% mar-
ginal rate on ordinary income and 29.6% effective rate on QBI, what is the most tax efficient 
salary for S-Corp to pay to Sole Employee/Shareholder? 

This is a complex question, and for purposes of the analysis here, it is assumed that the 
salary is $100,000, $300,000, or $500,000. As will be seen, of these three salaries, the most 
tax efficient salary is $300,000, because a higher effective tax rate is associated with both the 
$100,000 salary and the $500,000 salary. It is assumed that each of these salaries is reasonable. 

Table A presents an analysis of the tax rate imposed on Sole Employee/Shareholder under 
the above assumptions. In the table, M = million and K = thousand. 

SECTION IV.I, TABLE A

Determining the Most Tax Efficient Salary 
to Be Paid to Sole Employee/Shareholder

Salary/Item $100K Salary $300K Salary $500K Salary

[1] Taxable Income/QBI Before Salary $1M $1M $1M

[2] W-2 Salary to Employee/Shareholder 100K 300K 500K

[3]After Salary Taxable Income/QBI: 
[1] – [2]

900K $700K $500K

[4] 50% of W-2 Wages Limitation: 50% of 
[2]

50K 150K 250K

[5] 20% C-QBIA Deduction: 20% of [3] 180K 140K 100K

[6] Excess, if any, of (1) 50% of W-2 
Wages Limitation, over (2) 20% C-QBIA 
Deduction: [4] – [5] 

NA 10K 150K

[7] Excess, if any, of (1) 20% C-QBIA 
Deduction, over (2) 50% of W-2 Wages 
Limitation: [5] – [4] 

130K NA NA

[8] Allowed C-QBIA Deduction Amount: 
[4] ≤ [5]

50K 140K 100K

[9] Taxable Income After Salary and C-QBIA 
Deduction Amount: [3] – [8] 

850K 560K 400K

[10] Tax Liability on Salary: 37% of [2] 37K 111K 185K
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Salary/Item $100K Salary $300K Salary $500K Salary

[11] Tax Liability on Taxable Income After 
Salary and C-QBIA Deduction Amount: 
37% of [9] 

314.5K 207.2K 148K

[12] Tax Liability: [10] + [11] 351.5K 318K 333K

[13] Effective Tax Rate 35.1% 31.8% 33.3%

Table A demonstrates that under the assumptions here, the most tax efficient salary is 
$300,000, because with this salary, Sole Employee/Shareholder has a 31.8% effective rate of 
tax on her $1 million of taxable income, whereas with the $100,000 salary the effective rate is 
35.1% and with the $500,000 salary, the effective rate is 33.3%. 

J. Some “First Take” Policy Observations

There are many tax policy questions with Section 199A, and this section presents some 
“First Take” policy observations. First, the provision violates the fundamental tax principle of 
horizontal equity by taxing similarly situated taxpayers differently. For example, in focusing 
just on the case of $1 million of taxable income in Table E in section IV.H, what could be the 
policy justification for taxing Curry at a 31% rate, Steve at a 24% rate, Trump at a 24% rate, 
and Trump’s Lawyer at a 31% rate?

Second, the provision violates the principle of vertical equity by, in some cases, taxing 
higher income taxpayers at a lower rate than lower income taxpayers. For example, as shown 
in Table E, with $30M of taxable income, Trump would be taxed at a 29% rate, while Trump’s 
Lawyer with $1M of taxable income would be taxed at a 31% rate. 

Third, as noted above, it is not sensible to treat the three flow-through forms (that is, sole 
proprietorship, S corporation, and partnership) differently with respect to reasonable com-
pensation, which does not qualify for the Section 199A(a)(1) Deduction. The standard should 
be the same across all flow-through entities. This was apparently the case with the House ver-
sion of the TCAJA, which employed a rule distinguishing between, in essence, equity returns 
and compensation returns.

Fourth, the reasonable compensation exception has a perverse incentive for leisure over 
work, because with respect to taxable income that is all QBI, the higher the taxpayer’s sal-
ary, the higher the taxpayer’s effective tax rate. For example, assume that after his presidency, 
(1) Trump returns to work in his business, which is organized as an S corporation, (2) all of 
the corporation’s taxable income is QBI, and (3) the corporation pays him a reasonable salary. 
In such case, Trump’s after-presidency/working effective tax rate would be higher than his 
presidency/non-working effective tax rate. I refer to this incentive as the “Kick-Back at Mar-
a-Lago Rule.” 

Fifth, as originally proposed by Trump during the campaign (see section IV.B.1), the re-
duced tax would only apply to retained earnings of the business, but the TCAJA does not con-
tain such a provision. A strong policy argument could be made for taxing earnings retained 
in the active conduct of a business at a lower rate than distributed earnings, but this is not the 
case with Section 199A. 
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V. THE TCAJA’S IMPACT ON THE CHOICE OF FORM DECISION 
FOR DOMESTIC OPERATIONS: A “FIRST TAKE”15

A. Introduction

The individual and corporate rate structures (see sections II and III) and the deduction for 
QBI (see section IV) adopted by the TCAJA require a reconsideration of the choice of form 
(that is, entity) decision for domestic business operations: (1) C corporation, or (2) “Flow-
through Entity” (that is, sole proprietorship, including single member LLC, partnership, in-
cluding multiple member LLC, and S corporation).

Before the TCAJA, it generally was the case that a Flow-through Entity was preferred over 
a C corporation. This was largely because of the 35% maximum rate on corporations and the 
50% combined corporation-shareholder maximum rate when taking into the account the im-
pact on shareholders of dividends and capital gains on sale of the corporation. (See Table A in 
section III.C.) As indicated in this Table A, dividends are taxed at a maximum rate of 23.8%, 
and the same maximum rate applies to capital gains.

Specifically, reconsideration of the choice of form issue is required in view of the TCAJA’s 
(1) retention of the maximum 23.8% rate on dividends and capital gains of individuals (see 
section II.B and section III.C), and (2) adoption of (a) a 21% rate for C corporations (see 
section III.A), (b) a maximum 37% rate on ordinary income (see section II.A), and (c) a 29% 
maximum rate on QBI (see section IV.F).

B. Assumptions

1. The C-Corp and S-Corp

Choice of form decisions can be very difficult and must be based on the specific facts. 
However, for the purposes of this “First Take,” the choice of form will be between a C corpo-
ration (“C-Corp” or “CC”) and an S corporation (“S-Corp” or “SC”), and the following are the 
basic assumptions:

• A single shareholder (“Sole Shareholder”) forms C-Corp and, in the alternative, 
S-Corp.

• Sole Shareholder initially contributes to the entity property with a fair market value 
of $10 million.

• The adjusted basis to Sole Shareholder of the initial investment is, in the alternative, 
$10 million and zero. Consequently, the entity’s initial adjusted basis for the initial 
investment will be either $10 million or zero (see § 362), and Sole Shareholder’s 
basis for her stock will be either $10 million or zero (see § 358). During the period 

15. See generally Jessica Cory, Stuart Odell, Liz Stieff, & Mark Wilensky, C Corporation or Pass Through? 
Analyzing the Decision in the Wake of the Tax Act of 2017, Slide Deck for ABA Tax Section Webi-
nar (Feb. 28, 2018); Steven B. Gorin, Choice of Entity In Light of 2017 Tax Law Changes, Thompson 
Coburn LLP (a slide deck, contact sgorin@thompsoncoburn.com; D. Larry Crumbley & James R. 
Hasselback, Attractiveness of S Corporations After 2017, 158 Tax Notes 1207 (Feb. 26, 2018)); and 
Bradley T. Borden, Choice-of-Entity Decisions Under the New Tax Act (Feb. 2018), http://ssrn.com/
abstract=3119829. 

mailto:sgorin@thompsoncoburn.com
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of business operations, it is assumed that the basis is not reduced by depreciation, 
amortization or otherwise. This could happen, for example, if the property was land. 

• The entity’s taxable income before a salary is paid to Sole Shareholder is 10% of the 
invested capital at the beginning of the particular year, starting with $10 million in 
the first year. 

• Sole Shareholder’s salary is 20% of taxable income before such salary, and it is as-
sumed that this is a reasonable salary. It is not clear under Section 199A whether 
there is a requirement for an S corporation to pay a reasonable salary, but here a 
reasonable salary is paid. 

• Sole Shareholder’s tax rate on the salary is the maximum 37% rate.
• The SALT Limitation is not applicable to property taxes paid by S-Corp because they 

relate to S-Corp’s trade or business. (See § 164(b)(6) (flush language).)
• C-Corp’s tax rate is 21%.
• The after-tax income is retained in the business; however, with S-Corp, it is assumed 

that the corporation distributes to Sole Shareholder an amount equal to Sole Share-
holder’s tax liability. 

• All of the taxable income of S-Corp is QBI, and the phase-outs under Section 199A 
are not applicable. Therefore, Sole Shareholder receives the QBI Deduction with re-
spect to all of S-Corp’s taxable income, resulting in a maximum 29.6% rate. The tax-
able income of C-Corp does not qualify as QBI. 

• Each year, the year-end capital base of the entity (after taking into account all profits 
and salaries) experiences a 5% increase in value. Thus, the fair market value of the 
assets grows beyond the retained earnings. 

• After operating under these assumptions for five years, the entity is sold in an asset 
sale for the fair market value of the assets, which is assumed to be the amount of the 
year-end capital base for the fifth year. The proceeds of the asset sale are immediately 
distributed to Sole Shareholder in liquidation of the corporation. On the liquidation 
of C-Corp, Sole Shareholder is subject to a 23.8% capital gains tax. (See § 331 (receipt 
by shareholder of proceeds in a liquidation is a capital gain transaction to the share-
holder) and § 1(h) (maximum capital gains rate).) On the liquidation of S-Corp, Sole 
Shareholder has no gain or loss, because of the basis increase in her stock resulting 
from the operations and sale of assets. (See § 1367.) It is assumed that the sale of 
assets by S-Corp produces capital gain that is imputed to Sole Shareholder and taxed 
at a 23.8% rate. 

• This analysis does not focus on the salary paid to Sole Shareholder because the salary 
arrangements are similar for both C-Corp and S-Corp. 

• The analysis focuses only on the impact of the federal income tax and does not take 
into account the potential effects of state and local taxes, Social Security Taxes, or 
the Medicare Tax. However, in computing the tax on capital gains, consideration 
is given to the Obamacare 3.8% tax on net investment income, which increases the 
maximum tax rate on capital gains and dividends to 23.8%. 
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• Although the analysis does not take account of the impact of a step-up in basis after 
death under Section 1014, at the end of the basic analysis, there is a brief discussion 
of the impact of Section 1014. (See section V.C.8.) 

• For purposes of this analysis, it is assumed that the corporation is not a “Qualified 
Small Business” (QSB) under Section 1202. A QSB is a C corporation that meets an 
active trade or business requirement and has aggregate gross assets of less than $50 
million. A 50% or 100% exclusion for income from the sale of stock of a QSB applies 
for such stock “acquired by the taxpayer at its original issue.”

• No consideration is given here to the Personal Holding Company or the Accumu-
lated Earnings Tax rules, which are introduced in section III.D. However, as indi-
cated in section III.D, given the 21% corporate rate, more issues with these taxes are 
likely to arise.

• No consideration is given to the impact of the Alternative Minimum Tax (AMT), 
which after the TCAJA continues to apply to individuals, but no longer applies to 
corporations. 

• All amounts are in either millions (“M”) of dollars or thousands (“K”) of dollars.

2. The Partnership and Sole Proprietorship

Although the analysis here compares the operations of a C Corp with the operations of an 
S Corp, the results for a partner or sole proprietor generally will be similar to the results for a 
shareholder of an S Corp.

C. The Analysis

1. Introduction

The analysis proceeds, under the above assumptions, as follows. First, the section dis-
cusses the results if the entity is organized as C-Corp (Table A) and then the results if the 
entity is organized as S-Corp (Table B). Second, the section discusses the impact of a sale of 
assets followed by a liquidation at the end of the fifth year on C-Corp and Sole Shareholder 
(Table C) and S-Corp and Sole Shareholder (Table D). The section compares the results for 
C-Corp with those for S-Corp (Table E), makes some observations about the choice of form 
under the TCAJA, and addresses the impact of the Section 1014 step-up in basis rule. Because 
choice of form issues are essentially fact driven, there is significant detail set out in the fol-
lowing analysis. 

2. C-Corp Operating Results for Five Years

Table A presents the results on C-Corp (CC) and Sole Shareholder (SS) under the above 
assumptions for five years of operations of C-Corp. The Table is set out over several pages and 
has twenty rows. 
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SECTION V.C, TABLE A

Choice of Form, C-Corp: Five Years of Operations

TABLE A, ROWS [1]–[16] OF [20] Year/Item Year 1 Year 2 Year 3 Year 4 Year 5

[1] FMV of Capital Available to CC at the 
Beginning of the Year, that is, For Year 1 
$10M; For Years 2–5, Row: [16] from the 
preceding Year 

$10M $11.1M $12.2M $13.6M $15M

[2] CC’s Profit Rate 10% 10% 10% 10% 10%

[3] CC’s Taxable Income Before SS’s Salary: 
[2] × [1]

1M 1.1M 1.2M 1.3M 1.5M

[4] SS’s Salary As a Percentage of CC’s 
Taxable Income Before Such Salary

20% 20% 20% 20% 20%

[5] SS’s Salary: [4] × [3] 200K 220K 240K 260K 300K

[6] SS’s Tax Rate on Salary 37% 37% 37% 37% 37%

[7] SS’s Tax on Salary: [6] × [5] 74K 81K 88K 96K 111K

[8] SS’s Salary After Tax: [5] – [7] 126K 139K 151K 164K 189K

[9] CC’s Taxable Income: [3] – [5] 800K 880K 960K 1M 1.2M

[10] CC’s Tax Rate 21% 21% 21% 21% 21%

[11] CC’s Tax Liability: [10] × [9] 168K 184K 201K 210K 252K

[12] CC’s After-Tax Retained Earnings: [9] – 
[11]

632K 696K 759K 790K 948K

[13] CC’s Preliminary (that is, Before 
Appreciation) End-of-Year Capital Base: [1] 
+ [12]

10.6M 11.7M 13M 14.3M 15.9M

[14] Rate of Appreciation on Preliminary 
End of Year Capital Base 

5% 5% 5% 5% 5%

[15] Appreciation in Capital Base: 
[14] × [13]

530K 585K 650K 715K 795K

[16] CC’s Final Capital Base at the End of 
the Year: [13] + [15]; Presumed FMV of CC’s 
End-of-Year Assets

11.1M 12.2M 13.6M 15M 16.6M
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TABLE A, ROWS [17]–[20] OF [20] Year/Item Year 1 Year 2 Year 3 Year 4 Year 5

[17] Adjusted Basis of CC’s Assets Assuming 
Zero Basis for Initial Capital: [12] For Year 1; for 
Subsequent Years, [17] from Preceding Year + 
[12] from Current Year

632K 1.3M 2M 2.7M 3.6M

[18] Adjusted Basis of CC’s Assets Assuming 
FMV Basis for Initial Capital: Year 1: [1] + [12]; 
Years 2–5: [18] from preceding year + [12]

10.6M 11.2M 12M 12.7M 13.6M

[19] SS’s End-of-Year Basis of Stock in CC When 
Adjusted Basis of Assets Contributed Was Zero

-0- -0- -0- -0- -0-

[20] SS’s End-of-Year Basis of Stock in CC When 
Adjusted Basis of Assets Contributed Was $10M 

10M 10M 10M 10M 10M

3. S-Corp Operating Results for Five Years

Table B presents the results on S-Corp (SC) and Sole Shareholder (SS) under the above 
assumptions for five years of operations of S-Corp. The Table has 21 rows and, like Table A, is 
set out over several pages.

SECTION V.C, TABLE B

Choice of Form, S-Corp: Five Years of Operations

TABLE B, ROWS [1]–[7] OF [21] Year/Item Year 1 Year 2 Year 3 Year 4 Year 5

[1] FMV of Capital Available to SC at the 
Beginning of the Year, that is, for Year 1 
$10M; for Years 2–5, Row: [17] from the 
preceding Year 

$10M $11M $12.1M $13.3M $14.7M

[2] SC’s Profit Rate 10% 10% 10% 10% 10%

[3] SC’s Taxable Income (QBI) Before SS’s 
Salary [2] × [1]

1M 1.1M 1.2M 1.3M 1.4M

[4] SS’s Salary As a Percentage of CC’s 
Taxable Income Before Such Salary

20% 20% 20% 20% 20%

[5] SS’s Salary: [4] × [3] 200K 220K 240K 260K 280K

[6] SS’s Tax Rate on Salary 37% 37% 37% 37% 37%

[7] SS’s Tax on Salary: [6] × [5] 74K 81K 88K 96K 103K
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TABLE B, ROWS [8]–[21] OF [21] Year/Item Year 1 Year 2 Year 3 Year 4 Year 5

[8] SS’s Salary After Tax: [5] – [7] 126K 139K 152K 164K 177K

[9] SC’s Taxable Income Imputed to SS as QBI: 
[3] – [5]

800K 880K 960K 1M 1.1M

[10] SS’s Tax Rate on QBI 29% 29% 29% 29% 29%

[11] SS’s Tax Liability on Imputed QBI: 
[10] × [9]

232K 255K 278K 290K 319K

[12] SC’s Distribution to SS of Cash to Cover 
Tax Liability from Imputed QBI: [11]

232K 255K 278K 290K 319K

[13] SC’s Retained Earnings After the Tax 
Distribution: [9] – [12]

568K 625K 682K 710K 781K

[14] SC’s Preliminary End of the Year Capital 
Base: [1] + [13]

10.5M 11.6M 12.7M 14M 15.4M

[15] Rate of Appreciation on Preliminary End 
of Year Capital Base 

5% 5% 5% 5% 5%

[16] Appreciation Amount in Capital Base: 
[15] × [14]

525K 580K 635K 700K 770K

[17] SC’s Final Capital Base at the End of the 
Year: [14] + [16]; Presumed FMV of CC’s End 
of Year Assets

11M 12.1M 13.3M 14.7M 16.1M

[18] Adjusted Basis of SC’s Assets Assuming 
Zero Basis for Initial Capital: [13] For Year 1; 
for Subsequent Years, [18] from Preceding Year 
+ [13] from Current Year 

568K 1.1M 1.7M 2.4M 3.1M

[19] Adjusted Basis of SC’s Assets Assuming 
FMV Basis for Initial Capital: Year 1: [1] + [13]; 
Years 2–5: [19] from Preceding Year + [13] 
from Current Year 

10.5M 11.1M 11.7M 12.4M 13.1M

[20] SS’s End of Year Basis of S-Corp’s Stock 
when Assets Contributed Had an Adjusted 
Basis of Zero; For Year 1: Zero + [13]; for Years 
2–5: [20] from Prior Year + [13] for Current 
Year [See § 1367]

568K 1.1M 1.7M 2.4M 3.1M

[21] SS’s End of Year Basis of S-Corp’s Stock 
when Assets Contributed Had an Adjusted 
Basis of $10M For Year 1: $10M + [13]; for 
Years 2–5: [21] from Prior Year + [13] for 
Current Year [See § 1367]

10.5M 11.1M 11.7M 12.4M 13.1M

4. Similar Aggregate Salaries

The above analysis demonstrates that under the assumptions here, the aggregate salaries 
paid by C-Corp and S-Corp are similar in amount. (See for C-Corp Table A, Row 5, and for 
S-Corp, Table B, Row 5.) Thus, during the five-year period of operations the money taken out 
of the corporation is about the same.
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5. Assumed Sale of C-Corp and S-Corp at the End of Year 
5 Followed by Distribution of After-Tax Proceeds in a 
Liquidating Distribution

a. Introduction

This section computes the results that would be obtained if, at the end of year 5, the corpo-
ration’s assets were sold for the amount of the “Final Capital Base,” which is the amount shown 
on (1) row [16] of Table A, Choice of Form C-Corp, and (2) row [17] of Table B, Choice of 
Form S-Corp. As demonstrated, the Final Capital Base includes an assumed annual 5% rate 
of appreciation in the year-end Capital Base. (See Table A, Rows [13]–[16], and Table B, Rows 
[14]–[17].) It is reasonable to assume that in many businesses there will be an increase in 
value beyond retained earnings. 

These Final Capital Base amounts are shown on row [1] of, respectively, (1) Table C, Sale 
of C-Corp’s Assets, and (2) Table D, Sale of S-Corp’s Assets.

b. Sale of C-Corp

Table C shows the impact on C-Corp (CC) and Sole Shareholder (SS) from the sale of 
C-Corp’s assets for fair market value at the end of the five-year period and the distribution at 
the end of such year of the after-tax proceeds to Sole Shareholder in a liquidating distribution. 

 SECTION V.C, TABLE C

Sale of C-Corp’s Assets at the End of Year 5, with 
Alternative Assumptions of a Zero and $10M Basis of Initial Assets

Basis Assumptions/Computation of Gains [A] Zero Basis 
for Initial Capital 
Contribution

[B] $10M 
Basis for Initial 
Contribution

[1] CC’s Final Capital Base at the End of Year 5, 
Presumed FMV of CC’s End-of-Year Assets (from 
Table A, Row [16])

$16.6M $16.6M

[2] Adjusted Basis of CC’s Assets at the End of Year 5, 
Assuming Zero Basis for Initial Capital (from Table A, 
Row [17])

3.6M NA

[3] Adjusted Basis of CC’s Assets Assuming FMV Basis 
for Initial Capital (from Table A, Row [18])

NA 13.6M

[4] CC’s Gain Realized on Sale of Assets: 
[A][1] – [A][2]; and [B][1] – [B][3] 

13M 3M

[5] CC’s Tax Rate 21% 21%

[6] CC’s Tax Liability: [A][5] × [A][4] and 
[B][5] × [B][4]

2.7M 630K
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Basis Assumptions/Computation of Gains [A] Zero Basis 
for Initial Capital 
Contribution

[B] $10M 
Basis for Initial 
Contribution

[7] CC’s After Tax Cash: [A][1] – [A][6] and 
[B][1] – [B][6]

13.9M 16M

[8] Amount Distributed to Shareholder in 
Liquidation: [7]

13.9M 16M

[9] SS’s Adjusted Basis for Stock: (from Table A, Rows 
[19] and [20])

-0- 10M

[10] SS’s Capital Gain on the Liquidation: [8] – [9] 13.9M 6M

[11] SS’s Tax Rate on the Capital Gain from the 
Liquidation

23.8% 23.8%

[12] SS’s Tax Liability: [11] × [10] 3.3M 1.4M

[13] SS’s After-Tax Cash: [8] – [12] 10.5M 14.5M

Row 13 in Table C shows that after the five years of operations and the sale followed by 
liquidation with (1) a zero basis for the contributed property, Sole Shareholder will have $10.5 
million after the corporate and shareholder level taxes, and (2) with a $10 million fair market 
value basis for the contributed property, the Sole Shareholder would have $14.5 million after 
such taxes.

c. Sale of S-Corp

Table D shows the impact on Sole Shareholder (SS) from (1) the sale of S-Corp’s (SC) as-
sets for fair market value at the end of the five-year period, and (2) the distribution of the sale 
proceeds to Sole Shareholder. S-Corp is not taxed on the sale, and all of the gain realized by 
S-Corp is imputed to Sole Shareholder, who has a correlative increase in basis of her shares.

 SECTION V.C, TABLE D

Sale of S-Corp’s Assets at the End of Year 5, with 
Alternative Assumptions of a Zero and $10M Basis of Initial Assets

Basis Assumptions/Computation of Gains [A] Zero Basis 
for Initial Capital 
Contribution

[B] $10M 
Basis for Initial 
Contribution

[1] SC’s Final Capital Base at the End of the Year: 
Presumed FMV of SC’s End of Year Assets and Sale 
Price (from Table B, Row [17])

$16.1M $16.1M

[2] Adjusted Basis of SC’s Assets Assuming Zero Basis 
for Initial Capital (from Table B, Row [18])

3.1M NA
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Basis Assumptions/Computation of Gains [A] Zero Basis 
for Initial Capital 
Contribution

[B] $10M 
Basis for Initial 
Contribution

[3] Adjusted Basis of SC’s Assets Assuming FMV Basis 
for Initial Capital (from Table B, Row [19])

NA 13.1M

[4] Gain Realized: [A][1] – [A][2]; and [B][1] – [B][3] 13M 3M

[5] Amount of Capital Gain Imputed to SS: [4] 13M 3M

[6] SS’s Tax Rate 23.8% 23.8%

[7] SS’s Tax Liability: [6] × [5] 3M 700K

[8] SS’s After-Tax Cash: [1] – [7] 13.1M 15.3M

Row 8 in Table D shows that after five years of operation and the sale with (1) a zero basis 
for the contributed property, Sole Shareholder will have $13.1M after the single level of share-
holder tax, and (2) with a $10M fair market value basis for the contributed property, the Sole 
Shareholder will have $15.3M after such taxes.

6. Comparing the Results C-Corp Versus S-Corp: Five 
Years of Operations Followed by Sale of Assets and 
Liquidation

Table E summarizes the bottom line of the comparative analysis. It shows that under the 
assumptions here, with both a zero and fair market value of the contributed property, Sole 
Shareholder has more after-tax income with S-Corp than with C-Corp.

SECTION V.C, TABLE E

Comparing After-Tax Impact on 
Sole Shareholder from Five Years of Operating As 

C-Corp or S-Corp Followed by Sale of Assets and Liquidation

Basis Assumptions/C-Corp 
and S-Corp

[A] After-Tax Cash Flow with 
Zero Basis for Initial Capital 
Contribution

[B] After-Tax Cash Flow 
with $10M Basis for Initial 
Contribution

C-Corp, Row [13] of Table C $10.5M $14.5M

S-Corp, Row [8] of Table D 13.1M 15.3M

7. Some Preliminary Observations

The above analysis was prepared without any preconceived view on what the outcome 
would be. Further, as noted, the analysis would change under different factual assumptions. 
However, on the basis of this analysis, the following points should be considered when con-
fronting any choice of form issue:
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• Point 1: As demonstrated in Table E, even with the 21% corporate rate, the after-tax 
results of operating in a flow-through entity may be more beneficial than the af-
ter-tax results of operating as a C corporation. 

• Point 2: Even with the 21% corporate rate, as demonstrated in section III.B, the 
combined corporate and shareholder rate on dividends is approximately 40%. This 
combined rate exceeds (1) the 29.6% maximum rate on QBI, which is only available 
to owners of flow-through entities, and (2) the 37% maximum rate on ordinary in-
come, such as salaries. 

• Point 3: Notwithstanding the 21% corporate rate, if appreciated property is contrib-
uted to a C corporation or property held by a C corporation appreciates in value, it 
will be virtually impossible to avoid taxable gain at the corporate level on the sale of 
the property or on the distribution of the property to the shareholders in liquidation 
or otherwise. (See §§ 311 and 336.) As a general matter, once appreciated property 
gets into a C corporation, it cannot get out without triggering a taxable gain. Even if 
the C corporation is acquired in a tax free reorganization, the acquiring firm would 
still have appreciated property and would be taxed on the sale of the property. (See, 
e.g., § 362.) 

• Point 4: If appreciated property is contributed to an S corporation or property of an 
S corporation appreciates in value, there will be taxable income if the S corporation 
either sells the property or distributes the property to the shareholders. (See §§ 311 
and 336.) Generally, the corporation would not be subject to tax on the gain and the 
gain would flow through to the shareholder. For example, assume that Sole Share-
holder contributes to S-Corp property with an FMV of $10M and a basis of zero. 
After the contribution, Sole Shareholder has a zero basis for her stock (see § 358), 
and S-Corp has a zero basis for the property (see § 362). Assume further that Sole 
Shareholder determines that it was a bad idea to contribute the property to S-Corp 
and, therefore, decides to liquidate S-Corp the next day. In such case, as a result of 
the liquidation in which Sole Shareholder gets her $10M of contributed property 
back, S-Corp has a taxable gain of $10M that flows through to Sole Shareholder. 
Thus, Sole Shareholder has effectively triggered a gain in a deemed sale to herself. 

• Point 5: As indicated by Points 3 and 4, carefully consider whether it is tax efficient 
to contribute appreciated property to a C or an S corporation. One alternative may 
be to lease the property to the corporation.

• Point 6: If a C corporation converts to an S corporation, there may be a corporate 
level tax at the time of disposition by the S corporation of property that had a built-
in-gain at the time of the conversion. (See § 1374.) 

• Point 7: Generally, for partnerships, it is possible to get appreciated property both 
into (§ 721) and out of (§ 731) the partnership on a tax free basis. 
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8. What Is the Impact of Section 1014 on the Analysis 
Assuming Sole Shareholder Dies Immediately Before 
the Sale?

a. Introduction

If Sole Shareholder dies immediately before the sale, pursuant to Section 1014, the basis of 
her stock will be stepped up to fair market value of such stock as of the date of death. For pur-
poses of this analysis, (1) consideration is given only to the situation in which Sole Sharehold-
er’s initial basis of the contributed property was zero (the “Zero Initial Basis Assumption”), 
and (2) it is assumed that the fair market value of the stock would be equal to the fair market 
value of the assets of C-Corp and S-Corp at the time of her death. 

b. Fair Market Value of Assets of C-Corp and S-Corp 
at the End of Year 5

On the basis of the previous analysis, Table F shows the fair market value of the assets of 
C-Corp and S-Corp at the end of year 5.

SECTION V.C, TABLE F

Fair Market Value of Assets of C-Corp and S-Corp at the End of Year 5

Corp/FMV of Assets C-Corp S-Corp

Fair Market Value of Assets 
as of December 31, Year 5

$16.6M, from Table C, [A][1] $16.1M, from Table D, [A][1]

Table F shows that after (1) the corporate tax rate of 21% on C-Corp, (2) the tax distribu-
tion by S-Corp to Sole Shareholder to cover her 29% tax rate on the QBI, and (3) the assumed 
5% appreciation in assets, the fair market value of the assets of C-Corp exceeds the fair market 
value of the assets of S-Corp by $500K. Given the tax distribution by S-Corp, this difference is 
principally attributable to the 8% difference between the 21% rate on C-Corp and the 29% rate 
on the QBI of Sole Shareholder of S-Corp. This difference can be shown directly by comparing 
the aggregate over the five years of (1) the retained earnings of C-Corp, which is $3.6M (see 
the total of Row [12] of Table A), with (2) the retained earnings of S-Corp, which $3.1M (see 
the total of Row [13] of Table B). To reiterate, C-Corp’s retained earnings are higher because 
it is subject to a 21% corporate rate, whereas Sole Shareholder is subject to a 29% rate on QBI. 
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c. Tax Consequences at the End of Year 5 to C-Corp 
and Estate of Sole Shareholder from the Sale by 
C-Corp of Its Assets Followed by Distribution of 
the After-Tax Proceeds in Liquidation

Now we turn to the results upon the death of Sole Shareholder, which is immediately fol-
lowed by (1) the sale by C-Corp of its assets, and (2) a liquidating distribution by C-Corp of 
the after-tax proceeds to “Estate” of Sole Shareholder.

In this case, because of the step-up in basis of Sole Shareholder’s stock to fair market val-
ue,16 the Estate has no gain or loss on the receipt of the liquidating distribution. The amount of 
the distribution is the excess of (1) the fair market value of C-Corp’s assets, which is presumed 
to be the selling price, over (2) C-Corp’s tax liability from the sale of the assets. This excess is 
shown in Row [A][7] of Table C as $13.9M. Thus, with a C-Corp, Estate has $13.9M after the 
payment by C-Corp of its tax from the sale.

d. Tax Consequences at the End of Year 5 to S-Corp 
and Estate of Sole Shareholder from the Sale by 
S-Corp of Its Assets Followed by Distribution of 
the After-Tax Proceeds in Liquidation

Now, we turn to the results from the death of Sole Shareholder, which is immediately fol-
lowed by (1) the sale by S-Corp of its assets, and (2) a liquidating distribution by S-Corp of the 
after-tax proceeds to the “Estate” of Sole Shareholder.

Although the Estate gets a step-up in the basis of S-Corp’s stock, there is no step-up in the 
basis of S-Corp’s assets. On the other hand, if S-Corp were a partnership and a proper election 
were made under Section 754, then under Section 743, there also would be a step-up to fair 
market value in the basis of the partnership’s asset to the extent those assets were allocable to 
the Estate.

However, all is not loss for S-Corp and the non-electing partnership. In each case as a 
result of the liquidation there could be a shareholder/partner loss that offsets the entity level 
gain that is allocated to the shareholder. (See § 331 in the case of S-Corp and § 731(a)(2) in 
the case of a partnership.)

For example, when S-Corp sells its assets for $16.1M (see Row [A][1], Table D), it will have 
a taxable gain of $13M (see Row [A][4], Table D). This gain will be allocated to the Estate and 
will increase the basis of the Estate’s stock, which by reason of Section 1014 will have been 
stepped up to fair market value. Consequently, immediately before the liquidation of S-Corp, 
the Estate’s basis for the stock of S-Corp will be $13M higher than the fair market value of the 
cash that is distributed in liquidation. As a consequence, Estate will have a $13M capital loss as 
a result of the liquidation. Assuming that S-Corp’s gain is capital gain, the capital loss realized 
by Estate should completely offset S-Corp’s gain.

16. In determining the fair market value of the stock, consideration would be given to the corporate tax 
liability paid on the sale. 



Business-Related Provisions of the 2017 Tax Cuts and Jobs Act

59 April 2018

e. Comparing the Impact of the Section 1014 Basis 
Step-Up in Stock of C-Corp and S-Corp

The above analysis shows that, under the above circumstances, including the Zero Initial 
Basis Assumption, if the sale of the corporation’s assets and liquidating distribution take place 
after the death of Sole Shareholder, then Estate will have after-tax cash of:

• $13.9M from C-Corp, and
• $16.1M from S-Corp.
The reason for this dramatic difference is that under the assumptions here (1) C-Corp is 

fully taxed on the sale of its appreciated assets (which includes the built-in-gain at the time of 
contribution), and (2) because of the offsetting loss on the liquidation, Sole Shareholder is not 
taxed on the sale by S-Corp of its assets.

f. The Bottom Line on Choice of Form

While this sale after death of owner analysis further tips the scales in favor of a flow-
through entity, it must be emphasized that the choice of form decision is highly sensitive to 
the facts of the particular situation.

VI. THE TCAJA’S LIMITATION ON THE DEDUCTION FOR 
BUSINESS INTEREST17

A. Introduction

1. In General

The TCAJA replaced the former Section 163(j), which addressed earnings stripping, with 
new Section 163(j), which is titled “Limitation on Business Interest.” Standard earnings strip-
ping transactions involved, for example, a U.S. parent corporation becoming indebted to its 
foreign sub located in a low tax jurisdiction. In such case, in the absence of a disallowance of 
the interest deduction under, inter alia, either (1) Section 163(j),18 or (2) the debt to equity 
regulations under Section 385,19 the interest paid by the U.S. parent to the foreign sub would 
be (1) deductible in the United States, where after the TCAJA, the deduction would save 21% 
in taxes, and (2) taxable in the sub’s country, where the tax would be lower than 21% and 
possibly zero.

The Section 163(j) limitation applies, inter alia, to (1) sole proprietors, including the 
owner of a single member LLC that is treated as a sole proprietorship, (2) partners, including 

17. For a discussion of various aspects of the interest limitation, see generally Tony Nitti, Tax Geek Tues-
day: How Does The New Limitation On Deducting Business Interest Expense Work?, Forbes (Feb. 6, 
2018), https://www.forbes.com/sites/anthonynitti/2018/02/06/tax-geek-tuesday-how-does-the-new-
limitation-on-deducting-business-interest-expense-work/#1c796b2b7abb. 

18. The former Section 163(j) is discussed generally in Thompson, Mergers, Acquisitions, and Ten-
der Offers, supra note 1, at ch. 22.

19. Section 385 and the regulations thereunder are discussed generally in Thompson, Mergers, Acqui-
sitions, and Tender Offers, supra note 1, at chs. 9 and 22.

https://www.forbes.com/sites/anthonynitti/
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members in a multi-member LLC that is treated as a partnership, (3) shareholders of S corpo-
rations, and (4) C corporations.

Section 163(j) is a broad, and likely effective, new limitation on the deductibility of interest 
that should take pressure off the necessity, from a tax perspective, to distinguish between debt 
and equity, which is the focus of the very complex regulations under Section 385.

2. What Is Not Covered Here and the Assumptions

Special rules and exceptions, not discussed here, apply to (1) an electing real property 
trade or business (for example, real estate development companies) (see § 163(j)(7)(A)(ii)); 
(2) an electing farming business (see § 163(j)(7)(A)(iii)); (3) certain public utilities (see 
§ 163(j)(7)(A)(iv)); and (4) floor plan financing interest, which relates to the financing of 
motor vehicles (see § 163(j)(9)).

Special rules apply to partnerships and S corporations, and for that reason, section VI.B 
discusses the applicability of Section 163(j) to C corporations and sole proprietors, and sec-
tion VI.D discusses the applicability of the section to partnerships and S corporations.

3. Exemption for Certain Small Businesses

Pursuant to Section 163(j)(3), the limitation is generally not applicable to a taxpayer in 
a taxable year in which “the average annual gross receipts of [the taxpayer] for the 3-tax-
able-year period ending with the taxable year which precedes such taxable year does not ex-
ceed $25,000,000.” The assumption here is that this exemption does not apply.

B. The General Interest Limitation Applicable to 
C Corporations and Sole Proprietors

1. Reason for Focusing on C Corporations and Sole 
Proprietors

As indicated, special and highly complex rules apply to partnerships and S corporations, 
and consequently, this section VI.B discusses the applicability of Section 163(j) to a C corpo-
ration (Corporation X). Generally, the rules applicable to a C corporation would also apply 
to a sole proprietor.

2. The Basic Rule and Preliminary Illustration

Section 163(j)(1), which sets out the general limitation, provides that the “amount allowed 
as a deduction . . . for any taxable year for Business Interest shall not exceed the sum of—
(A) the Business Interest Income of such taxpayer for such taxable year [the “Business Interest 
Income Limitation”], [plus] (B) 30 percent of the Adjusted Taxable Income of such taxpayer 
for such taxable year [the “30% of Adjusted Taxable Income Limitation”][.]”20 These limita-
tions are referred to here as the “Section 163(j)(1) Interest Limitation” and are illustrated in 
the following example: 

20. The general limitation also includes floor plan financing interest, which is not discussed here. 
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Assume that for the taxable year, a C corporation’s (1) Adjusted Taxable Income is $100 
million, (2) Business Interest is $55 million, and (3) Business Interest Income is $5 million. 
In such case, the $55 million of Business Interest is deductible only to the extent of the 
sum of (1) the Business Interest Income Limitation (that is, $5 million), plus (2) the 30% 
of Adjusted Taxable Income Limitation (that is, 30% of $100 million or $30 million). Thus, 
only $35 million of the Business Interest is deductible. As discussed below, the disallowed 
$20 million of Business Interest can be carried over to the next year. 

Note that taxpayers will want their Adjusted Taxable Income to be as high as possible, 
because the higher the Adjusted Taxable Income, the higher the Section 163(j)(1) Interest 
Limitation, meaning more interest can be deducted. 

The definitions of the terms Business Interest, Business Interest Income, and Adjusted 
Taxable Income are discussed next. 

3. “Business Interest” and the Exception for a “Preferred 
Trade or Business”

Section 163(j)(5) defines the term Business Interest to mean “any interest paid or accrued 
on indebtedness properly allocable to a Trade or Business.” This provision also states that 
Business Interest does not include investment interest (for example, margin interest incurred 
in the purchase of stock with credit). Investment interest is subject to the previously enacted 
Section 163(d), which generally limits the deduction for investment interest to the taxpayer’s 
net investment income for the taxable year. 

Section 163(j)(7) provides that, inter alia, the following trades or businesses do not con-
stitute a Trade or Business for purposes of Section 163(j): (1) “the trade or business of per-
forming services as an employee,” (2) “any electing real property trade or business,” (3) any 
“electing farming business,” and (3) certain utilities. These trades or businesses are referred to 
here as “Preferred Trades or Businesses.” They are preferred because they are not subject to the 
Section 163(j)(1) Interest Limitation. 

For example, Section 163(j) does not apply to an employee because a trade or business 
conducted by an employee is a Preferred Trade or Business, and therefore, an employee is not 
subject to the Section 163(j)(1) Interest Limitation. On the other hand, the Section 163(j)(1) 
Interest Limitation does apply to a sole proprietor, a partnership, an S corporation, and a C 
corporation to the extent these businesses are not engaged in a Preferred Trade or Business. 

For purposes of the analysis here, it is assumed that the business conducted is not a Pre-
ferred Trade or Business, and consequently “any interest paid or accrued on indebtedness 
properly allocable to [such] Trade or Business” is Business Interest. 

4. “Business Interest Income” 

Section 163(j)(6) defines “Business Interest Income” to mean “the amount of interest in-
cludible in the gross income of the taxpayer for the taxable year which is properly allocable 
to a Trade or Business that is not a [Preferred Trade or Business].” Thus, for example, Busi-
ness Interest Income includes the interest earned by a C corporation on the investment of its 
working capital.
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5. “Net Business Interest Expense”

The only possible way for the Section 163(j)(1) Limitation to apply is for the taxpayer’s 
Business Interest to exceed its Business Interest Income. In other words, there must be a “Net 
Business Interest Expense.” Consequently, to simplify the analysis here, it is assumed that the 
taxpayer has Net Business Interest Expense.

6. “Adjusted Taxable Income”

a. Introduction to Corporation X’s EBIT and EBITDA

Before exploring the concept of Adjusted Taxable Income, it is helpful to focus on the sim-
ilar accounting concepts of (1) Earnings Before Interest and Taxes (EBIT), and (2) Earnings 
Before Interest, Taxes, Depreciation, and Amortization (EBITDA). As will be seen, Adjusted 
Taxable Income is for taxable years (1) beginning before January 1, 2022, similar to EBITDA, 
and (2) beginning after December 31, 2021, similar to EBIT.

b. Why EBIT and EBITDA?

Both EBIT and EBITDA are broader measures of income than taxable income, and they 
are often used in (1) credit analysis (that is, when a bank or other lender is evaluating a po-
tential loan to a company), and (2) valuation, such as in determining the value of a target 
company. As an example of the use of these concepts in credit analysis, a leading book on 
corporate finance explains: “Banks prefer to lend to firms whose earnings cover interest pay-
ments with room to spare. Interest coverage is measured by the ratio of [EBIT] to interest 
payments.”21 The formula for determining interest coverage is:

Interest Coverage (that is, Times Interest Earned) = EBIT [Divided by] Interest Payments

And, the book goes on to explain: “[D]epreciation [and amortization] is deducted when cal-
culating the firm’s earnings, even though no cash goes out the door.”22 Consequently, in com-
puting the Cash Coverage Ratio, “we add back depreciation [and amortization] to EBIT to 
calculate operating cash flow [that is, EBITDA].”23 The Cash Coverage Ratio is therefore:

Cash Coverage = [EBITDA] [Divided by] Interest Payments

It is completely logical for Section 163(j), which is determining whether a taxpayer can 
take a deduction for interest that in many cases is paid to a related party, to rely on the EBIT 
and EBITDA concepts.

EBIT and EBITDA are best illustrated by examples, and Tables A–C below illustrate the 
concepts.

21. Richard A. Brealey, Stewart C. Myers, & Franklin Allen, Principles of Corporate Fi-
nance, 745 (12th ed. 2017).

22. Id. at 746. 
23. Id. 
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c. Table A, Net Income—After Tax Income

Table A sets out the income statement for Corporation X, displaying the amounts of (1) 
Revenues, (2) Cost of Goods Sold, (3) Expenses, including interest, depreciation and amor-
tization, (4) Net Income Before Tax/Taxable Income, (5) Tax Liability, and (6) Net Income 
After-Tax. For reasons that will become apparent, the assumption here is that the computed 
amounts are the same for both the pre-2022 period and the post-2021 period. 

SECTION VI.B, TABLE A

Corporations X’s Income Statement 

Income Statement Amounts/Items Amounts Amounts

[1] Revenues $200M

Minus:

[2] Cost of Goods Sold $100M

Equals:

[3] Gross Profit [1] – [2] $100M

Minus:

[4] Expenses

[a] Selling and General Administrative Expenses $20M

[b] Interest Expense $40M

[c] Depreciation $10M

[d] Amortization Under Section 197 $5M

[e] Total Expenses [4a + 4b + 4c + 4d] $75M

Equals:

[5] Net Income Before Tax and Taxable Income $25M

Minus:

[6] Taxes at 20% $5M

Equals:

[7] Net Income After-Tax $20M

Note that for ease of analysis the Net Income Before Tax and the Taxable Income are the same. 

d. Table B, EBIT 

Rows [8][a] and [8][b] of Table B show that the adjustments to Table A to compute Cor-
poration X’s EBIT require that the Interest Expense and Taxes be added back to Net Income 
After-Tax. 
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SECTION VI.B, TABLE B

Corporation X’s EBIT

Income Statement Amounts/Items Amounts Amounts

[1] Revenues $200M

Minus:

[2] Cost of Goods Sold $100M

Equals:

[3] Gross Profit [1] – [2] $100M

Minus:

[4] Expenses

[a] Selling and General Administrative Expenses $20M

[b] Interest Expense $40M

[c] Depreciation $10M

[d] Amortization Under Section 197 $5M

[e] Total Expenses [4a + 4b + 4c + 4d] $75M

Equals:

[5] Net Income Before Tax/Taxable Income $25M

Minus:

[6] Taxes at 20% $5M

Equals:

[7] Net Income After-Tax $20M

Plus:

[8] The EBIT Add-Backs

[a] Interest Expense $40M

[b] Taxes $5M

[c] Total EBIT Add-Backs [8a + 8b] $45M

Equals:

[9] EBIT $65M

Thus, while Net Income After Tax is $20 million, EBIT is $65 million, more than twice 
the amount of Net Income After Tax. Note that in computing EBIT, the two add-backs (that 
is, interest and taxes) are both cash expenditures; as seen below, this is not the case with the 
additional EBITDA add-backs. 

e. Table C, EBITDA

Table C shows the computation of Corporation X’s EBITDA. 
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SECTION VI.B, TABLE C

Corporation X’s EBITDA

Income Statement Amounts/Items Amounts Amounts

[1] Revenues $200M

Minus:

[2] Cost of Goods Sold $100M

Equals:

[3] Gross Profit [1] – [2] $100M

Minus:

[4] Expenses

[a] Selling and General Administrative Expenses $20M

[b] Interest Expense $40M

[c] Depreciation $10M

[d] Amortization Under Section 197 $5M

[e] Total Expenses [4a + 4b + 4c + 4d] $75M

Equals:

[5] Net Income Before Tax/Taxable Income $25M

Minus:

[6] Taxes at 20% $5M

Equals:

[7] Net Income After-Tax $20M

Plus:

[8] The EBIT Add-Backs

[a] Interest Expense $40M

[b] Taxes $5M

[c] Total EBIT Add-Backs [8a + 8b] $45M

Equals:

[9] EBIT $65M

Plus:

[10] The Additional EBITDA Add-Backs

[a] Depreciation $10M

[b] Amortization $5M

[c] Total of the Additional EBITDA Add-Backs [10a + 10b] $15M

Equals:

[11] EBITDA $80M
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Thus, at $80 million, EBITDA is higher than EBIT by $15 million. Note that both of the 
add-backs in computing EBITDA (that is, depreciation and amortization) are non-cash ex-
penses, while the two add-backs in computing EBIT (that is, interest and taxes) are cash ex-
penses.

f. Definition of Adjusted Taxable Income

i. General Principles

Finally, we get to the definition of Adjusted Taxable Income. In looking at this concept, 
keep in mind that the higher the Adjusted Taxable Income, the higher the Section 163(j)(1) 
Interest Limitation, which is good for the taxpayer. 

Section 163(j)(8) defines Adjusted Taxable Income as the taxable income of the taxpayer 
that is computed without regard to (that is, by not taking into account) several items discussed 
below. Thus, the starting point in computing Adjusted Taxable Income is taxable income, 
which is similar to the accounting concept of “Earnings Before Taxes.” Corporation X’s tax-
able income (Earnings Before Taxes) of $25 million is set out on Row [5] of Tables A, B, and C; 
it can also be derived by starting with Net Income After Tax, which is $20 million (Row [7]), 
and adding back the taxes, which is $5 million (Row [6]). 

After starting with taxable income, Section 163(j)(8)(A) provides that the following items 
are not taken into account in computing Adjusted Taxable Income: 

(i) any item of income, gain, deduction, or loss which is not properly allocable to a 
Trade Or Business [“Non-TorB Items”],

(ii) any Business Interest or Business Interest Income [“Net Business Interest Expense”],
(iii) the amount of any net operating loss deduction under section 172 [“NOL Carry-

overs”],
(iv) “the amount of any deduction allowed under section 199A” [“QBI Deduction”],
(v) in the case of taxable years beginning before January 1, 2022, any deduction allow-

able for Depreciation, Amortization, Or Depletion” [“DAD Deductions” and “Pre-
2022 EBITDA-Adjusted Taxable Income” and “Post-2021 EBIT-Adjusted Taxable 
Income”].

ii. Elaboration on Items of Income Not Taken 
into Account in Computing Adjusted Taxable 
Income

Non-TorB Items, § 163(j)(8)(A)(i). These Items are allocable to Preferred Trades or Busi-
ness, which are not taken into account in computing Adjusted Taxable Income. Thus, the 
income of such a business is not subject to the Section 163(j)(1) Interest Limitation. The as-
sumption here is that all of the income (Revenues) discussed, including on Row [1] of Tables 
B and C, is allocable to a Trade or Business.

file:///T:/PUBL/BOOKSERVER/2018%20Books/Intro%20to%20the%20Business%20Related%20Provisions%20of%20the%202017%20Tax%20Cuts%20and%20Jobs%20Acts/MS/javascript:void(0)
file:///T:/PUBL/BOOKSERVER/2018%20Books/Intro%20to%20the%20Business%20Related%20Provisions%20of%20the%202017%20Tax%20Cuts%20and%20Jobs%20Acts/MS/javascript:void(0)
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Net Business Interest Expense, § 163(j)(8)(A)(ii). Net Business Interest Expense24 is not 
taken into account, that is, it is added back to taxable income in computing Adjusted Taxable 
Income. This is the same with the computation of both EBIT and EBITDA. (See the adding 
back of Net Business Interest Expense on Row 8[a] of Tables A and B.) In any case in which 
the Section 163(j)(1) Interest Limitation could apply, the Net Business Interest Expense is 
added back to taxable income in computing Adjusted Taxable Income.

NOL Carryovers, § 163(j)(8)(A)(iii). In computing Adjusted Taxable Income, the loss giv-
ing rise to an NOL Carryover will have occurred in, and been taken account of, in a prior year; 
therefore, it should have no impact in computing Adjusted Taxable Income in the current 
year. 

QBI Deduction, § 163(j)(8)(A)(iv). The QBI Deduction under Section 199A, which applies 
only to individuals and is discussed in section IV, is a non-cash deduction like depreciation or 
amortization and, therefore, is properly added back in computing Adjusted Taxable Income. 

Pre-2022 EBITDA-Adjusted Taxable Income and Post-2021 EBIT-Adjusted Taxable Income, 
§ 163(j)(8)(A)(v). In the case of calendar year taxpayers, for tax years 2018–2021, such tax-
payers compute Adjusted Taxable Income by not taking into account the DAD Deductions, 
thereby resulting for such period in an Adjusted Taxable Income concept that is similar to 
EBITDA (that is, “Pre-2022 EBITDA-Adjusted Taxable Income”). This is shown as $80 mil-
lion on Row [11] of Table C.

On the other hand, for tax years beginning in 2022, the taxpayer is required to take the 
DAD deductions in computing Adjusted Taxable Income, thereby resulting, for such period, 
in an Adjusted Taxable Income concept that is similar to EBIT (that is, “Post-2021 EBIT-Ad-
justed Taxable Income”). This is shown as $65 million on Row [9] of Table B.

7. Computation of Corporation X’s Section 163(j) Interest 
Limitation

Table D summarizes the application of the Section 163(j)(1) Interest Limitation to Cor-
poration X’s $40 million of interest (see Row [4][b] on Tables B and C) on the basis of the 
(1) Pre-2022 EBITDA-Adjusted Taxable Income, and (2) Post-2021 EBIT-Adjusted Taxable 
Income. The assumption is that there is $40 million of interest expense.

24. If the taxpayer had Net Business Income and no carryovers of Business Interest, there would be no 
issue under Section 163(j).
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SECTION VI.B, TABLE D

Corporation X’s 
Section 163(j) Interest Limitation Pre-2022 and Post-2021

Adjusted Taxable 
Income and 
Limitation/The 
Periods

Adjusted Taxable 
Income

The Section 163(j)(1) 
Interest Limitation: 
30% of Adjusted 
Taxable Income

Non-Deductible 
Interest

Pre-2022 EBITDA-
Adjusted Taxable 
Income Period

$80M $24M $16M of $40M of 
Interest

Post-2021 EBIT-
Adjusted Taxable 
Income Period

$65M $19.5M $20.5M of $40M of 
Interest

Thus, for years 2018 through 2021, $16 million of the $40 million of interest is not deduct-
ible, and for year 2022, $20.5 million of the $40 million of interest is not deductible. We turn 
now to the treatment of the non-deductible interest. 

C. Two Common Situations: (1) Net Business Interest Expense 
Exceeds 30% Adjusted Taxable Income, and (2) 30% of 
Adjusted Taxable Income Exceeds Net Business Expense

1. Introduction

In virtually every case one of two situations will occur in each taxable year of Corporation 
X: 

First, Net Business Interest Expense will exceed 30% of Adjusted Taxable Income, and as a 
result of the Section 163(j)(1) Interest Limitation, there will be a “Disallowed Net Business 
Interest Expense”; or 

Second, 30% of Adjusted Taxable Income will exceed Net Business Interest Expense, and 
there will be “Excess 30%-Adjusted Taxable Income.” 

This section addresses these two situations for Corporation X, under the assumptions that 
Corporation X has (1) $100 million in Adjusted Taxable Income, and (2) Net Business Interest 
Expense of either (a) $20 million or $40 million.

Table A shows that under the above assumptions, when Corporation X has $20 million of 
Net Business Interest, it has a $10 million Excess 30%-Adjusted Taxable Income, and when 
Corporation X has $40 million of Net Business Interest, it has a $10 million Disallowed Net 
Business Interest Expense. The treatment of these amounts is discussed next.
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SECTION VI.C, TABLE A

Computation of Corporation X’s (1) Disallowed Net Business 
Interest Expense, and (2) Excess 30%-Adjusted Taxable Income

Disallowed Interest/Excess 
30%-Adjusted Taxable Income

[A] Disallowed Net 
Business Interest Expense

[B] Excess 30% of 
Adjusted Taxable Income

[1] Adjusted Taxable Income $100M $100M

[2] 30% Adjusted Taxable Income $30M $30M

[3] Alternative Net Business Interest 
Expense: $20M or $40M

$20M $40M

[4] Disallowed Net Business Interest 
Expense: [3] – [2], but Not Below 
Zero

-0- $10M

[5] Excess 30%-Adjusted Taxable 
Income: [2] – [3], but Not Below 
Zero

$10M -0-

2. The Treatment of Corporation X’s Disallowed Net 
Business Interest Expense

This section addresses the treatment of interest that is not deductible in a taxable year 
because of the Section 163(j)(1) Interest Limitation, such as the $10 million in Table A above. 

Under Section 163(j)(2), “the amount of any Business Interest not allowed as a deduc-
tion for any taxable year by reason of [the Section 163(j)(1) Interest Limitation] [is] treated 
as business interest paid or accrued in the succeeding taxable year.” There is no limit to the 
ability to carry forward interest that is not deductible because of the Section 163(j)(1) Interest 
Limitation. Thus, Corporation X can carry forward indefinitely its Disallowed Net Business 
Interest Expense.

3. The Treatment of Corporation X’s Excess 
30%-Adjusted Taxable Income 

This section addresses the treatment of the $10 million of Excess 30%-Adjusted Taxable 
Income in Table A above, which arises because the Section 163(j)(1) Interest Limitation ex-
ceeds the Net Business Interest Expense. In this situation, Section 163(j) has nothing in it to 
give Corporation X any relief. Thus, in this situation Section 163(j) is saying to Corporation 
X: “Use all of your Section 163(j)(1) Interest Limitation in the tax year it arises, or lose any Ex-
cess 30%-Adjusted Taxable Income.” As will be seen below in the discussion of partnerships, 
a slightly different rule applies there.
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D. The General Interest Limitation Applicable to Partnerships 
and S Corporations

1. Introduction

While the above principles generally apply to partnerships and S corporations at the entity 
level, special rules apply for these two entities for both (1) Disallowed Net Business Interest 
Expense, and (2) Excess 30%-Adjusted Taxable Income. This section discusses the general 
applicability of the partnership and S corporation rules to each of these cases. As will be seen, 
the partnership and S corporation rules are the same with respect to the treatment of Excess 
30%-Adjusted Taxable Income, but different with respect to the treatment of Disallowed Net 
Business Interest Expense. This section works through these very complicated rules by break-
ing the statutory structure into general principles. 

2. The Statutory Structure

a. In General

Sections 163(j)(4)(A)–(C) set out rules governing partnerships and Section 163(j)(4)(D) 
provides: “Rules similar to the rules of subparagraphs (A) and (C) shall apply with respect to 
any S corporation and its shareholders.” Thus, the rules of Section 163(j)(4)(A) (“In General”) 
and Section 163(j)(4)(C) (“Excess Taxable Income”) apply to both S corporations and part-
nerships. On the other hand, the rules in Section 163(j)(4)(B) (“Special Rules for Carryfor-
wards”) apply only to partnerships. 

b. First Principle, Section 163(j) Applies at the Entity 
Level for Both Partnerships and S Corporations

Section 163(j)(4)(A)(i) provides that for partnerships and S corporations, Section 163(j)(4) 
applies at “the partnership [and S corporation] level and any deduction for Business Interest 
[is] taken into account in determining the non-separately stated taxable income or loss of the 
partnership [§ 702(a)(8)] [or S corporation, § 1366(a)(1)(B))].” Thus, the first principle is that 
for both partnerships and S corporations, the Section 163(j)(1) Interest Limitation applies at 
the entity level. 

c. Second Principle: No Double Counting of 
Adjusted Taxable Income for Partnerships and S 
Corporations

Section 163(j)(4)(A)(ii)(I) provides that the Adjusted Taxable Income of each partner or 
S corporation shareholder is “determined without regard to such partner’s [or shareholder’s] 
distributive share of any items of income, gain, deduction, or loss of such partnership [or S 
corporation].” Thus, instead of flowing through to the partner or S corporation shareholder, 
which is the normal case for tax items under Sections 702 and 1366, the Adjusted Taxable 
Income stays at the entity level. This second principle is referred to here as the “No Double 
Counting of Adjusted Taxable Income Rule.” As seen next in the discussion of the third prin-
ciple, there is an exception to this rule. 
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d. Third Principle: Flow Through of “Excess Taxable 
Income” for Partnerships and S Corporations That 
Have Excess 30%-Adjusted Taxable Income

This section addresses the situation where the partnership or S corporation has Excess 
30%-Adjusted Taxable Income. This is the situation in column A of Table A in section VI.C, 
where (1) the 30% Adjusted Taxable Income of $30 million, exceeds (2) the Net Business In-
terest Expense of $20 million, by $10 million. 

As an exception to the No Double Counting of Adjusted Taxable Income Rule, Section 
163(j)(4)(A)(i)(II) provides that the Adjusted Taxable Income of a partner or shareholder of 
an S corporation is “increased by such partner’s [or shareholder’s] distributive share of such 
partnership’s [or S corporation’s] Excess Taxable Income.” 

This section goes on to say that “a partner’s distributive share of partnership Excess Tax-
able Income shall be determined in the same manner as the partner’s distributive share of 
non-separately stated taxable income or loss of the partnership.” In the case of a shareholder 
of an S corporation, the distributive share is determined by the percentage of stock ownership 
held by the shareholder. 

The term “Excess Taxable Income” is defined as follows in the very complex Section 
163(j)(4)(C): 

The term “Excess Taxable Income” means, with respect to any partnership [or S corpo-
ration], the amount which bears the same ratio to the partnership’s [or S corporation’s] 
Adjusted Taxable Income as—

(i) the excess (if any) of—

(I) [30% Adjusted Taxable Income] . . . , over
(II) [Net Business Interest Expense] . . . , bears to

(ii) [30% Adjusted Taxable Income] . . . .

Note that the amount in paragraph (i) is what is referred to here as Excess-30% Adjusted 
Taxable Income, that is, the excess of (1) 30% Adjusted Taxable Income, over (2) Net Business 
Interest Expense. 

Using the Excess 30%-Adjusted Taxable Income concept, Section 163(j)(4)(C) can be ex-
pressed mathematically as follows, where X equals Excess Taxable Income:

X [Divided by] [Adjusted Taxable Income] = 

[Excess 30%-Adjusted Taxable Income] [Divided by] [30% Adjusted Taxable Income]

To illustrate: Assume that a partnership or S corporation (“Flow-through Entity”) has 
(1) $100 million of Adjusted Taxable Income, and (2) $20 million of Net Business Interest 
Expense. As seen in section VI.C, Table A, Computation of Corporation X’s (1) Disallowed 
Net Business Interest Expense, and (2) Excess 30%-Adjusted Taxable Income, under these as-
sumptions the Flow-through Entity would have Excess 30%-Adjusted Taxable Income in the 
amount of $10 million, because the Section 163(j)(1) Interest Limitation of $30 million would 
exceed the interest expense in such amount. 
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Thus, we know all of the terms in the equation except X, Excess Taxable Income, which 
can be calculated as follows: 

X [Divided by] [Adjusted Taxable Income ($100 million) = 

[Excess 30%-Adjusted Taxable Income ($10 million] [Divided by] [30% Adjusted Taxable 
Income ($30 million)] =

X/$100 million = $10 million/$30 million =

X = $100 million × $10 million/$30 million =

X = $33 million

In this example, the Excess Taxable Income of the Flow-through Entity is $33 million, 
and this amount is allocated among the owners of the entity. Thus, if, for example, the Flow-
through Entity were held 50-50 by two owners, each would have additional Adjusted Taxable 
Income of $16.5 million. There is no double counting because the Excess Taxable Income of 
the Flow-through Entity does not stay with the entity but is imputed up to the owners. As a re-
sult of the additional Adjusted Taxable Income of $16.5 million, each owner would be allowed 
additional interest deductions of $4.95 million (that is, .3 × $16.5 million). The combined 
potential interest deduction is $9.9 million, which is 30% of the $33 million of Excess Taxable 
Income (that is, .3 × $33 million = $9.9 million). 

e. Fourth Principle: Flow Through for Partnerships, 
But Not for S Corporations, of Disallowed Net 
Business Interest Expense That Would Otherwise 
Be Carried Forward by the Partnership

i. Introduction

This section addresses the situation where the partnership or S corporation has Disal-
lowed Net Business Interest Expense. This is the situation in column B of Table A in Section 
VI.C, where (1) the Net Business Interest Expense of $40 million, exceeds (2) the 30% of Ad-
justed Taxable Income of $30 million, by $10 million. 

ii. Treatment of Disallowed Net Business Interest 
Expense of an S Corporation

For S corporations, the treatment of Disallowed Net Business Interest Expense is simple: 
under the general rule of Section 163(j)(4)(A)(i), the section “applie[s] at the [S corporation] 
level[.]” This means that the S corporation’s Disallowed Net Business Interest Expense is car-
ried forward by the S corporation under Section 163(j)(2), just as it is carried forward by a C 
corporation. 
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iii. Treatment of Disallowed Net Business Interest 
Expense of a Partnership

For partnerships, the treatment of Disallowed Net Business Interest Expense is as complex 
as it is simple for S corporations. The rules are set out in Section 163(j)(4), which is entitled: 
“Special Rules for Carryforwards.” Section 163(j)(4)(D) makes it clear that these rules do not 
apply to S corporations. 

The best way to examine these rules is to start with the Conference Report, which de-
scribes the rules as follows: 

The Senate amendment provides a special rule for carryforward of disallowed partner-
ship interest [i.e., Disallowed Net Business Interest Expense]. In the case of a partnership, 
. . . any business interest that is not allowed as a deduction to the partnership for the 
taxable year [i.e., Disallowed Net Business Interest Expense] is allocated to each partner 
in the same manner as nonseparately stated taxable income or loss of the partnership. 
[§ 163(j)(4)(B)(i).] The partner may deduct its share of the partnership’s excess business 
interest in any future year, but only against excess taxable income attributed to the partner 
by the partnership the activities of which gave rise to the excess business interest carry-
forward. [§ 163(j)(4)(B)(ii).] Any such deduction requires a corresponding reduction in 
excess taxable income. Additionally, when excess business interest is allocated to a partner, 
the partner’s basis in its partnership interest is reduced (but not below zero) by the amount 
of such allocation, even though the carryforward does not give rise to a partner deduction 
in the year of the basis reduction. [§ 163(j)(4)(B)(iii)(I).] However, the partner’s deduc-
tion in a future year for interest carried forward does not reduce the partner’s basis in the 
partnership interest. In the event the partner disposes of a partnership interest the basis of 
which has been so reduced, the partner’s basis in such interest shall be increased, imme-
diately before such disposition, by the amount that any such basis reductions exceed any 
amount of excess interest expense that has been treated as paid by the partner (i.e., excess 
interest expense that has been deducted by the partner against excess taxable income of the 
same partnership). [§ 163(j)(4)(B)(iii)(I).]25

The Conference Report makes it clear that “this special rule does not apply to S corpo-
rations and their shareholders.”26 Obviously, this carryforward rule will require significant 
record-keeping. 

3. Impact of the Interest Limitation on Banks

Under Section 163(j)(8), Adjusted Taxable Income is computed “without respect to . . . 
Business Interest and Business Interest Income[.]” Consequently, the Adjusted Taxable In-
come of a bank will not include either Business Interest or Business Interest Income. Thus, 
for a bank that is only engaged in the business of banking, Adjusted Taxable Income is zero 
because of the exclusion for both Business Interest and Business Interest Income.

If the limitation in Section 163(j) were only based on the 30% of Adjusted Taxable Income 
Limitation, a bank could not deduct any interest. However, as discussed above, the Section 
163(j)(1) Interest Limitation is the aggregate of both (1) the Business Interest Income Limita-

25. Wolters Kluwer, Explanation of the TCAJA, supra note 1, at 869.
26. Id. 
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tion, and (2) the 30% of Adjusted Taxable Income Limitation. Thus, even though a bank may 
have zero Adjusted Taxable Income, it will still be able to deduct interest to the extent of the 
Business Interest Income Limitation.

To the extent a bank is engaged in a profitable non-banking business, such as investment 
banking, the bank will have positive Adjusted Taxable Income, and the Section 163(j)(1) In-
terest Limitation will be higher than the Limitation without the non-banking business.

VII. THE TCAJA’S TREATMENT OF CARRIED INTERESTS,  
SECTION 1061

A. What Are Carried Interests?

A carried interest is the share of profits (that is, a performance fee based on profitability) 
paid to the manager of certain private equity and hedge funds. Private equity funds generally 
raise equity from limited partners or the limited members of an LLC (that is, generally accred-
ited investors under the SEC rules) and borrow from financial institutions for the purpose of 
investing in leveraged buyouts (LBOs). In an LBO, the private equity fund generally acquires 
100% of the equity of a target corporation, which could be a publicly held target.27 Although 
hedge funds also raise equity from limited partners and invest in the securities of a firm, they 
generally do not take a controlling interest in the firm.

Carried interests are generally the share of profits paid to the managers of private equity 
and hedge funds to the extent the share of profits exceeds the profits attributable to the capital 
contributed to the fund by the manager. For example, private equity managers often receive 
annual fees of 2% and 20%, meaning (1) 2% of the capital under management, and (2) 20% 
of the profits from the sale of the portfolio firms (that is, the original target). The 2% man-
agement fee is ordinary income and is generally taxed at the taxpayer’s highest marginal rate, 
which under the TCAJA is 37%. On the other hand, the 20% profits interest (the carry) is 
taxed as long-term capital gains. Under both the TCAJA and prior law, taking account of the 
Obamacare 3.8% tax on net investment income, the maximum rate on capital gains is 23.8%. 

B. Candidate Trump’s Proposed Treatment of Carried 
Interests

During the presidential campaign, President Trump proposed the elimination of the spe-
cial treatment of “carried interests.”28 However, in the run up to the TCAJA during his pres-
idency, he seemed to back off this campaign proposal. In any event, the TCAJA does not 
eliminate the capital gains treatment of carried interests, but as seen in the next section, it 
lengthens the holding period before a carried interest can qualify for the long-term capital 
gains rate of 23.8%.

27. See, e.g., Thompson, Mergers, Acquisitions and Tender Offers, supra note 1, at ch. 14, which 
deals with LBOs.

28. See, e.g., Thompson, The Clinton vs. Trump Debate, supra note 10, ch. 23. sec. V. 
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C. The TCAJA’s Treatment of Carried Interest Under  
Section 1061: Three-Year Holding Period

This section discusses the basic principles in Section 1061, which is titled, “Partnership 
Interests Held in Connection with Performance of Services.” This section applies to an “Ap-
plicable Partnership Interest,” which is defined in Section 1061(c) generally as “any interest 
in a partnership which, directly or indirectly, is transferred to (or is held by) the taxpayer in 
connection with the performance of substantial services by the taxpayer . . . in any Applicable 
Trade or Business[.]” An interest in a partnership includes an interest in an LLC that is treated 
as a partnership for Federal income tax purposes, which is normally the case for a domestic 
LLC.29

An Applicable Trade or Business is defined in Section 1061(c)(2) as “any activity con-
ducted on a regular, continuous, and substantial basis which . . . consists, in whole or in 
part, of—(A) raising or returning capital, and (B) either—(i) investing in (or disposing of) 
Specified Assets [e.g., securities, commodities, and real estate] . . ., or (ii) developing specified 
assets.” This definition of Applicable Trade or Business encompasses traditional private equity 
firms and hedge funds, and consequently, the partnership interests of the organizers of such 
firms and funds who provide “substantial services” to such firms and funds constitute Appli-
cable Partnership Interests.

Notwithstanding this broad definition of Applicable Partnership Interest, Section 1061(c)
(4) provides the concept does not include “(A) any interest in a partnership directly or indi-
rectly held by a corporation,” or “(B) any capital interest in the partnership[.]” However, the 
excepted capital interests are only those that provide “the taxpayer with a right to share in 
partnership capital commensurate with—(i) the amount of capital contributed (determined 
at the time of receipt of such partnership interest), or (ii) the value of such interest subject to 
tax under section 83 [that is, generally requiring inclusion in income of property received for 
services] upon the receipt or vesting of such interest.”

In this event, if the taxpayer has received an Applicable Partnership Interest, then under 
Section 1061(a)(1), the taxpayer has short-term capital gains to the extent of:

the excess (if any) of—(1) the taxpayer’s net long-term capital gain with respect to such in-
terests for such taxable year, over (2) the taxpayer’s net long-term capital gain with respect 
to such interests for such taxable year computed by [in computing long-term capital gain, 
substituting “3 years” for “1 year[.]]”,

Thus, for example, assume that during the 2018 taxable year, (1) a private equity man-
agement firm (“PE Management”) disposes of one of its portfolio firms, which has been held 
for 2.5 years, for a gain of $100 million, (2) this is the only capital gain or loss transaction for 
PE Management in 2018, (3) PE Management is allocated $5 million of the gain attributable 
to its capital interest and $20 million with respect to its carried interest, and (4) the Limited 
Partners are allocated $75 million with respect to their capital interests. In such case, the 
treatment of PE Management and the Limited Partners with respect to their allocable shares 
is as follows:

29. See, e.g., Thompson, Mergers, Acquisitions and Tender Offers, supra note 1, at chs. 9 and 24. 
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• The Limited Partners have long-term capital gains of $75 million,
• PE Management has long-term capital gains on the $5 million attributable to its 

capital interest, and
• PE Management has short-term capital gains on the $20 million carried interest.
Obviously, other things being equal, it is to PE Management’s benefit to defer the sale until 

the three-year holding period has run.

D. The IRS Addresses the S Corporation Issue with Carried 
Interests

As noted above, notwithstanding the broad definition of Applicable Partnership Interest, 
Section 1061(c)(4) provides that the concept does not include “(A) any interest in a partner-
ship directly or indirectly held by a corporation[.]” It has been reported that some hedge fund 
managers have been taking the position that an interest held by an S corporation is not an Ap-
plicable Partnership Interest. The transactions are reportedly structured with the formation 
of a single member LLC that elects to be a corporation and then elects to be an S corporation. 

This position motivated the Treasury and IRS to issue Notice 2018-18 (March 1, 2018), 
which provides in part: “The regulations will provide that the term ‘corporation’ in section 
1061(c)(4)(A) does not include an S corporation.” Questions have been raised concerning the 
Treasury’s authority to issue this interpretation.30

VIII. THE TCAJA’S OTHER SIGNIFICANT CHANGES IMPACTING 
BOTH INDIVIDUALS AND CORPORATIONS

A. Changes to the Depreciation Rules31

The TCAJA significantly liberalized the bonus depreciation rules for “Qualified Property,” 
which generally is equipment and certain other non-real property. (See § 168(k)(2).) While 
the pre-TCAJA bonus depreciation rules only applied to acquisitions of new property, the 
TCAJA rules generally apply as well to acquisitions of used property acquired in an arm’s 
length transaction. 

Section 168(k)(6) provides that the “Applicable Percentage” (that is, the depreciation per-
centage) for Qualified Property is:

(i) in the case of property placed in service after September 27, 2017, and before 
January 1, 2023, 100 percent,
(ii) in the case of property placed in service after December 31, 2022, and before 
January 1, 2024, 80 percent,
(iii) in the case of property placed in service after December 31, 2023, and before 
January 1, 2025, 60 percent,

30. Miles Weiss, Mnuchin’s Move to End Hedge Fund Loophole Seen Facing Challenge, Daily Tax Rep. 
(BNA) (Mar. 6, 2018).

31. For a more complete discussion of this rule see Tony Nitti, Tax Geek Tuesday: Changes To Depreciation 
In The New Tax Law, Forbes (Jan. 2, 2018), https://www.forbes.com/sites/anthonynitti/2018/01/02/
tax-geek-tuesday-changes-to-depreciation-in-the-new-tax-law/#5a471bfa2c4b.

https://www.forbes.com/sites/anthonynitti/
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(iv) in the case of property placed in service after December 31, 2024, and before 
January 1, 2026, 40 percent, and
(v) in the case of property placed in service after December 31, 2025, and before 
January 1, 2027, 20 percent.

Thus, for calendar year taxpayers, for taxable years 2018–2022, the taxpayer is allowed a 100% 
immediate write-off of the cost of Qualified Property. 

B. Increase In the Section 179 Deduction

Under Section 179, in computing taxable income, a taxpayer may elect to deduct, within 
limits, the cost of certain qualifying depreciable business property (generally depreciable 
equipment used in the active conduct of a trade or business) that would otherwise have to be 
capitalized and subject to an allowance for depreciation. The deduction, if any, under Section 
179 is taken before the deduction for depreciation in Section 168. 

There is a “Maximum Amount” that can be deducted under Section 179, and the benefit of 
the deduction is phased out beginning at a “Phase-Out Threshold Amount.” Under the phase-
out, the Maximum Amount is reduced (but not below zero) on a dollar-for-dollar basis by 
the amount by which the cost of qualifying property placed in service during the taxable year 
exceeds the Phase-Out Threshold Amount. (See § 179(b)(2).) Section 179 also has a taxable 
income limitation that limits the deduction to the amount of the taxpayer’s taxable income 
from the active conduct of a trade or business. (See § 179(b)(3).)

Among other changes to Section 179, the TCAJA increased both the Maximum Amount 
and Phase-Out Threshold Amount and indexed them for inflation beginning after 2018. The 
pre- and post-TCAJA Maximum Amounts and Phase-Out Threshold Amounts for 2018 are 
set out in Table A: 

SECTION VIII.B, TABLE A

Pre- and Post-TCAJA Maximum Amount and 
Phase-Out Thresholds Amounts Under Section 179

Pre-/Post-TCAJA/Deduction Pre-TCAJA Post-TCAJA

Maximum § 179 Amount (Deduction) $500,000 $1,000,000

Phase-Out Threshold Amount $2,000,000 $2,500,000

Thus, for example, after the TCAJA, if an individual taxpayer, for her business, purchases 
during the taxable year a new machine that cost $1,000,000 and this is the only Section 179 
property purchased during the year, the taxpayer would be allowed a deduction for the full 
$1,000,000. On the other hand, if the new machine cost $3,500,000, the taxpayer would not 
be allowed a deduction under Section 179, because the cost of the equipment exceeds the 
Threshold Amount by $1,000,000. However, the excess could qualify for a 100% write-off as 
bonus depreciation under Section 168(k).
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C. Changes to the Net Operating Loss Deduction, Section 172

The TCAJA amended Section 172, which previously allowed net operating losses (NOLs) 
to be carried back two years and forward twenty years. Under the amendment, as a general 
matter, NOLs are not carried back and are carried forward indefinitely. However, NOLs car-
ried forward can only offset 80% of taxable income in a taxable year. 

D. Limitation on Excess Business Losses of Noncorporate 
Taxpayers

The TCAJA added Section 461(l), which is entitled “Limitation on excess business losses 
of noncorporate taxpayers.” Under this provision, individuals are generally not allowed a de-
duction for “any Excess Business Loss . . . for the taxable year.” The term Excess Business Loss 
is defined as follows in Section 461(l)(3):

[T]he excess (if any) of—

(i) the aggregate deductions of the taxpayer for the taxable year which are attributable to 
trades or businesses of such taxpayer . . . over 

(ii) the sum of—(I) the aggregate gross income or gain of such taxpayer for the taxable year 
which is attributable to such trades or businesses, plus (II) $250,000 (200 percent of such 
amount in the case of a joint return). 

The dollar limitations are indexed for inflation (see § 461(l)(3)(B)), and disallowed loss is 
“treated as a net operating loss carryover to the following taxable year under section 172” (see 
§ 461(l)(2)). 

E. Changes to Section 1031, Like Kind Exchanges

Prior to the TCAJA, Section 1031 provided for non-recognition treatment on the ex-
change of non-inventory business property for like kind, non-inventory business property. 
Thus, it applied to exchanges of both (1) business equipment for other business equipment, 
and (2) business real property for other business real property. In general, taxpayers engaging 
in a like kind exchange take a substituted basis (that is, the basis of the old property plus the 
cash paid) for the new property. 

For example, assume that (1) a taxpayer owns non-inventory business property A with an 
adjusted basis of $10K and a fair market value of $80K, which means the taxpayer has a $70K 
built-in gain in this property, and (2) the taxpayer exchanges business property A plus $20K 
in cash for “like-kind” business property B that has a fair market value of $100K. In such case, 
under Section 1031, the taxpayer has non-recognition on the exchange and takes an adjusted 
basis of $30K for business property B (that is, the $10K basis of property A plus the $20 cash 
paid for business property B). Thus, the taxpayer has property B with a built-in gain of $70K 
and has deferred the recognition of gain on property A. 

The TCAJA amended Section 1031 to provide that it only applies to exchanges of real 
estate not held primarily for sale. (See § 1031(a).) Thus, Section 1031 no longer applies, for 
example, to an exchange of one piece of machinery for another.

https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-1307977704-624350163&term_occur=1&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-1307977704-624350163&term_occur=1&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-261978486-1079079412&term_occur=1181&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-1529535480-1197466203&term_occur=2378&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-314622203-1388976112&term_occur=372&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-492637574-1199109661&term_occur=53&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-3327779-252778533&term_occur=145&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=26-USC-1529535480-1197466203&term_occur=2377&term_src=title:26:subtitle:A:chapter:1:subchapter:E:part:II:subpart:C:section:461
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IX. THE TCAJA’S INTERNATIONAL PROVISIONS:  
AN INTRODUCTION TO THE TERRITORIAL AND  
RELATED PROVISIONS

A. Introduction

Sections 14101 to 14502 of the TCAJA amended numerous provisions of the Code that 
deal in various respects with international business transactions. Many of the changes are 
highly technical in nature and are not discussed here. However, several of the changes relating 
to the adoption of a territorial system for taxing foreign business income move the United 
States in a completely different direction with respect to the taxation of such income, and this 
section briefly introduces these provisions as follows: 

• Section IX.B introduces the pre-TCAJA deferral system, and discusses the basic 
rules governing the newly adopted territorial system;

• In view of the transition to a territorial system and the end of the deferral system, 
Section IX.C briefly outlines the basic rules governing the taxation of previously 
deferred income; and

• As noted in Section IX.B.3, territorial systems are particularly susceptible to base 
erosion, and Section IX.D discusses four anti-base erosion provisions in the TCAJA. 

B. Adoption of a Territorial System: The Participation 
Exemption

1. Background on the Prior Deferral System and the 
Newly Adopted Territorial (That Is, Participation 
Exemption) System

The TCAJA adopted a proposal, which has been around for a long time, to move the 
United States from its pre-TCAJA deferral system for taxing active foreign business income 
(“Active Foreign Income”) of a foreign sub (“Foreign Sub”) of a U.S. parent corporation (“U.S. 
Parent”) to a territorial system for taxing such income. Most of the trading partners of the 
United States have territorial systems. 

In the prior deferral system, the Active Foreign Income of a Foreign Sub was generally 
deferred from U.S. tax until the income was repatriated to the U.S. Parent in the form of div-
idends or otherwise, and at the time of the repatriation, the U.S. parent generally received a 
foreign tax credit with respect to foreign taxes paid on the repatriated income.

Under the newly adopted territorial system under Section 245A, the Active Foreign In-
come of the Foreign Sub is not subject to U.S. tax at the time of earning or at the time of repa-
triation, and on repatriation, the foreign tax credit with respect to the Active Foreign Income 
is not allowed. 

The differences between the prior deferral system and the newly adopted territorial sys-
tem can be illustrated as follows. Assume that under the prior deferral system, (1) in year 1, 
a newly formed Foreign Sub had $100M of Active Foreign Income on which it paid a 10% 
foreign tax of $10M and reinvested the $90M balance, (2) in year 2, Foreign Sub had no in-
come or loss, and (3) on January 1 of year 3, Foreign Sub distributed to U.S. Parent, the $90M 
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of retained Active Foreign Income. Under the former deferral system, the $100M of Active 
Foreign Income would have been (1) deferred from U.S. tax in years 1 and 2, and (2) subject 
to U.S. tax in year 3. In addition, in year 3, U.S. Parent would have received a foreign tax credit 
for the $10M foreign tax paid by Foreign Sub. Thus, in year 3, U.S. Parent would have (1) 
included the full $100M in its taxable income, (2) been taxed at the 35% U.S. rate, or $35M, 
and (3) taken a foreign tax credit of $10M. Thus, the net tax owed to the United States in year 
3 would have been $25M.

Under the territorial system (otherwise known as a participation exemption system) ad-
opted by Section 245A, the Active Foreign Income of Foreign Sub is not subject to U.S. tax at 
the time it is earned, or at the time it is repatriated in year 3. However, the TCAJA retained the 
very complex subpart F and related rules for subjecting U.S. Parent to immediate U.S. taxation 
on certain Passive Foreign Income (for example, dividends and interest) earned by Foreign 
Sub. The discussion here assumes that Foreign Sub has only Active Foreign Income.

2. Brief Introduction to Section 245A

Even though Section 245A applies to certain partially owned foreign corporations, the 
discussion here focuses only on wholly owned Foreign Subs, which is the normal situation. 
Section 245A(a) sets out the following general rule: “In the case of any dividend received 
from . . . [Foreign Sub] by a domestic corporation [U.S. Parent] . . . there shall be allowed as a 
deduction an amount equal to the Foreign-Source Portion of Such Dividend [Foreign-Source 
Portion].” Under Section 245A(c)(1), the Foreign-Source Portion is “an amount which bears 
the same ratio to [the] dividend as—(A) Undistributed Foreign Earnings of [Foreign Sub], 
bears to (B) the total undistributed earnings of such foreign corporation.” Section 245A(c)(3) 
defines Undistributed Foreign Earnings to mean, essentially, Active Foreign Income. Thus, as 
a general matter, under Section 245A, if all of Foreign Sub’s retained earnings are attributable 
to Active Foreign Income, then 100% of any dividend paid by Foreign Sub to Foreign Parent 
is deductible by Foreign Parent.

Section 245A(d) denies U.S. Parent both the foreign tax credit and the deduction for for-
eign taxes with respect to dividends that qualify for the Section 245A deduction.

3. Base Erosion Tax Abuse with a Territorial System

As indicated by the OECD’s Base Erosion and Profits Shifting (BEPS) project,32 territorial 
tax systems, which predominate among OECD countries, are subject to significant base ero-
sion, which involves, for example, payments by U.S. Parent to Foreign Sub that are deductible 
to U.S. Parent and not taxable (or subject to a low tax) to Foreign Sub. If this part of the trans-
action is successful (that is, deduction in the United States and no or low tax in the foreign 
country), which is often referred to as “double non-taxation,” then with a territorial system, 
the income could be repatriated to the United States without tax. This type of transaction is 
sometimes referred to as “round tripping.” As seen below, in view of the adoption of the terri-
torial system, the TCAJA adopts several anti-base erosion provisions.

32. See, e.g., OECD/G20, Base Erosion and Profit Shifting Project (2013).
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C. Taxation of Pre-TCAJA Deferred Income

In view of the adoption of the territorial system (that is, participation exemption system) 
in Section 245A, Section 965, which was added by the TCAJA, addresses the taxation of a 
Foreign Sub’s pre-TCAJA deferred Active Foreign Income. It is generally believed that there 
may be as much as $3 trillion of such deferred Active Foreign Income. Section 965 taxes this 
deferred Active Foreign Income, but at reduced rates, with a taxpayer election to defer the tax. 

While there are many complexities with Section 965, this section focuses only on the basic 
principles regarding (1) the mechanics for implementing the tax, (2) the rate of the tax, and 
(3) the election to defer the payment of the tax. 

From a mechanical perspective, Section 965(a) generally increases the “Subpart F Income” 
of a “Deferred Foreign Income Corporation,” such as Foreign Sub, by its “Accumulated Post-
1986 Deferred Foreign Income,” that is, its deferred Active Foreign Income. As a result of in-
creasing the Subpart F Income of Foreign Sub, the deferred Active Foreign Income is imputed 
up to U.S. Parent under Section 951 of the rules governing a Controlled Foreign Corporation 
(CFC). Thus, Section 965 operates through the current CFC provisions.

Turning to the rate of the tax, notwithstanding the inclusion of deferred Active Business 
Income in U.S. Parent’s income, Section 965(c) provides a “Participation Exemption” deduc-
tion for U.S. Parent. This deduction, which is extremely complex, basically results in taxing 
U.S. Parent on Foreign Sub’s deferred, but now imputed, Active Business Income at one of the 
following two rates. 

(1) First, to the extent the deferred Active Foreign Income is held by Foreign Sub in an 
“Aggregate Foreign Cash Position” (i.e., a liquid position), the tax rate is 15.5%, and

(2) Second, to the extent that such income is held in a non-Aggregate Foreign Cash 
Position, the tax rate is 8%. 

Finally, with respect to the payment of the tax, Section 965(h) generally permits U.S. Par-
ent to elect to pay the Section 965 tax in eight annual installments in the following amounts: 

(A) 8 percent of the net tax liability in the case of each of the first 5 of such installments,
(B) 15 percent of the net tax liability in the case of the 6th such installment,
(C) 20 percent of the net tax liability in the case of the 7th such installment, and
(D) 25 percent of the net tax liability in the case of the 8th such installment.

The Conference Committee Report makes it clear that interest is not due on the deferred 
payments. The Report states: “The timely payment of an installment does not incur interest.”33

D. Introduction to the TCAJA’s Anti-Base Erosion Provisions

1. Introduction

This section provides brief introductions to the following anti-base erosion provisions that 
were enacted by the TCAJA:

• Section 59A, Tax on Base Erosion Payments of Taxpayers with Substantial Gross 
Receipts (section IX.D.2); 

33. Wolters Kluwer, Explanation of the TCAJA, supra note 1, page 999.
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• Section 951A, Current Inclusion of Global Intangible Low-Taxed Income (GILTI) 
and the related deduction under Section 250 (section IX.D.3); 

• The new deduction in Section 250 for Foreign-Derived Intangible Income (FDII) 
(section IX.D.4); and

• The new definition of intangible property for purposes of both Section 482, which 
deals with transfer pricing, and Section 367, which deals with cross-border reorga-
nizations and incorporations (section IX.D.5). 

To simplify the presentation, the focus is generally on U.S. Parent and its wholly owned 
Foreign Sub. 

2. Basic Principles of Section 59A, the Base Erosion and 
Anti-Abuse (BEAT) Tax 

a. Base Erosion: Hypothetical Facts

Section 59A is entitled “Tax on Base Erosion Payments of Taxpayers with Substantial 
Gross Receipts” and is commonly referred to as the BEAT tax. It is loaded with defined terms 
and complexity, and therefore, it is easy to get lost in the weeds. To help illustrate the general 
principles throughout this discussion we will refer to the following hypothetical facts: 

• As indicated above, U.S. Parent, a C corporation, owns all of the stock of Foreign 
Sub; 

• Before making deductible payments to Foreign Sub, U.S. parent had $100M of tax-
able income; 

• U.S. Parent made (1) $60M of royalty payments to Foreign Sub for the use by U.S. 
Parent of intangible property owned by Foreign Sub, and (2) $15M of interest pay-
ments to Foreign Sub with respect to intercompany debt U.S. Parent owed to Foreign 
Sub. Both amounts were fully deductible in computing U.S. Parent’s taxable income, 
which was $25M (that is, $100M – $60M – $15M);

• U.S. Parent’s tax liability was $5.25M (that is, $25M × .21); 
• None of the interest is subject to limitation under Section 163(j), as enacted by 

TCAJA (see section VI) or any other provision, including Section 385, and the $15M 
of interest is U.S. Parent’s only interest expense;

• Because of a tax treaty, neither the royalty payments nor the interest is subject to 
tax under Sections 881 and 882 or correlative withholding under Sections 1441 and 
1442;

• The royalty and interest are not subject to tax in Foreign Sub’s country; and 
• Note that the royalty and the interest are what would normally be considered base 

erosion payments, because they (1) reduce U.S. tax liability, and (2) are not subject 
to tax when received by Foreign Sub. 
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b. In General and Corporations Subject to the Tax 

Section 59A imposes a tax on base erosion payments made by a C corporation, like U.S. 
Parent, to a related foreign party, like Foreign Sub. However, the provision only applies to an 
“Applicable Taxpayer,” which is defined in Section 59A(e) as a domestic C corporation that, 
inter alia, has “average annual gross receipts . . . for the 3-taxable-year period ending with the 
preceding taxable year [of] at least $500,000,000[.]” For purposes of the discussion here, it is 
assumed that U.S. Parent is an Applicable Taxpayer.

c. Section 59A(a)’s Imposition of the Base Erosion 
Minimum Tax Amount

The tax is imposed by Section 59A(a), which provides (from the perspective of U.S. Par-
ent), that “for any taxable year [U.S. Parent is subject to an additional] tax equal to the Base 
Erosion Minimum Tax Amount for the taxable year.”

d. Definition of Base Erosion Minimum Tax Amount

i. In General and Illustration

Under Section 59A(a), the Base Erosion Minimum Tax Amount is defined generally as 
“the excess (if any) of—(A) an amount equal to 10 percent . . . of the Modified Taxable Income 
of [U.S. Parent] for the taxable year, over (B) [U.S. Parent’s adjusted] Regular Tax Liability[.]” 
For purposes of this discussion, it is assumed that there are no adjustments in computing U.S. 
Parent’s Regular Tax Liability, and consequently, its Regular Tax Liability is the $5.25M tax 
liability set out above in the Hypothetical Facts.

Thus, if U.S. Parent’s (1) Modified Taxable Income is $100M, and (2) Regular Tax Liability 
is $5.25M, then the Base Erosion Minimum Tax Amount would be $4.75M (that is, 10% of 
$100M = $10M – $5.25M = $4.75M).

For 2018, the tax rate is 5% rather than 10%, and beginning in 2026, the tax rate is stepped 
up to 12.5% from 10%. (See §§ 59A(b)(1)(A) and (2).) We now turn to the definition of Mod-
ified Taxable Income.

ii. Definition of Modified Taxable Income

(a) In General

Section 59A(c) defines Modified Taxable Income generally to mean “the taxable income of 
[U.S. Parent] . . . for the taxable year, determined without regard to . . . any Base Erosion Tax 
Benefit with respect to any Base Erosion Payment[.]” Thus, in order to determine Modified 
Taxable Income, we must first determine the Base Erosion Payments, if any, and the Base 
Erosion Tax Benefits, which are considered next.

(b) Base Erosion Payment

Pursuant to Section 59A(d)(1) the term Base Erosion Payment “means any amount paid 
or accrued by the taxpayer [that is, U.S. Parent] to a foreign person [that is, Foreign Sub] 
which is a Related Party [defined broadly] of the taxpayer and with respect to which a de-
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duction is allowable under this chapter.” Thus, (1) the $15M of interest paid by U.S. Parent 
to Foreign Sub on inter-company debt, and (2) the $60M of royalties paid by U.S. Parent to 
Foreign Sub for use of intangible property, are classic examples of Base Erosion Payments. A 
special exception applies under Section 59A(d)(5) for “services which meet the requirements 
for eligibility for use of the services cost method under section 482[.]”34

Also, Section 59A(d)(2) makes it clear that the provision can apply to the purchase by U.S. 
Parent of depreciable or amortizable property from Foreign Sub.

(c) Base Erosion Tax Benefit

The term Base Erosion Tax Benefit is defined (it appears, rather awkwardly) in Section 
59A(c)(2) as “any deduction described in subsection (d)(1) [relating to Base Erosion Pay-
ments] which is allowed under this chapter for the taxable year with respect to any Base Ero-
sion Payment.” This presumably means that any deductible Base Erosion Payment is a Base 
Erosion Tax Benefit. Thus, if, for example, U.S. Parent pays to Foreign Sub interest on debt, 
and the interest is otherwise deductible, then the interest is a Base Erosion Tax Benefit. 

Pursuant to Section 59A(c)(2)(B), as a general matter, an item is not a Base Erosion Tax 
Benefit, if it is subject to tax under Sections 871 or 881 (relating to tax on outbound payments 
of interest, dividends, etc.) and to withholding for such tax under Sections 1441 or 1442. As 
indicated, for purposes of the discussion here, it is assumed that this exception is not applica-
ble because, as a result of a tax treaty, there is no withholding on the payments. 

(d) Summary of the Definition of Modified 
Taxable Income 

Basically, Modified Taxable Income is taxable income without the deductions for any Base 
Erosion Tax Benefit. For example, since in the Hypothetical Facts, U.S. Parent made deduct-
ible payments to Foreign Sub in amounts of $75M, these payments get added back to U.S. 
Parent’s taxable income of $25M to get Modified Taxable Income of $100M. 

iii. Impact of Related Party and Non-Related 
Party Interest Payments

Although in the Hypothetical Facts here, there is no non-Related Party interest payments, 
Section 59A(c)(3) sets out the following rule for “determining interest for which [a] deduction 
[is] allowed:”

For purposes of applying paragraph (1) [relating to Modified Taxable Income], in the case 
of a taxpayer to which section 163(j) applies [i.e., generally large businesses, see § 163(j)
(3)] for the taxable year, the reduction in the amount of interest for which a deduction is 
allowed by reason of such subsection shall be treated as allocable first to interest paid or 
accrued to persons who are not related parties with respect to the taxpayer and then to 
such related parties.

34. See, e.g., Stephen R.A. Bates, Mike McDonald & Thomas A. Vidano, BEAT and Low-Margin Services: 
Much Ado About No Markup, Daily Tax Rep. (BNA) (Feb. 23, 2018).
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e. Illustration of the Computation of U.S. Parent’s 
Base Erosion Minimum Tax Amount

With the above definitions, we can now compute U.S. Parent’s Base Erosion Minimum Tax 
Amount. Pursuant to Section 59A(a), U.S. Parent’s Base Erosion Minimum Tax Amount is 
“the excess (if any) of—(A) an amount equal to 10 percent . . . of the Modified Taxable Income 
of [U.S. Parent] for the taxable year [that is, $100M], over (B) [U.S. Parent’s adjusted] Regular 
Tax Liability [that is, $5.25M][.]” Thus, U.S. Parent’s Base Erosion Minimum Tax Amount is 
$4.75M.

f. Rule of Thumb As to the Circumstances in Which 
There Is Likely to Be a Base Erosion Minimum Tax 
Amount

As a general matter, given the 10% rate on the tax, if the Base Erosion Tax Benefit is a 
little more than taxable income, then there may be a Base Erosion Minimum Tax Amount. 
For example, assume that U.S. Parent has (1) taxable income of $50M, and (2) Base Erosion 
Tax Benefits of $50M. In such case, (1) U.S. Parent’s tax liability is $10.5 (that is, $50M × .21 
= $10.5); (2) its Modified Taxable Income is $100M, and (3) its Base Erosion Minimum Tax 
Amount is $10M (that is, $100M × .1 = $10M). As a result, there is no Base Erosion Minimum 
Tax Amount.

3. GILTI 35 and the Related Deduction

Pursuant to Section 951A(a) of the CFC provisions, U.S. Parent is required to “include 
in gross income [its] Global Intangible Low-Taxed Income for [the] taxable year.” The term 
GILTI is defined in Section 951A(b) to mean the “excess (if any) of—(A) [U.S. Parent’s] Net 
CFC Tested Income [that is, a broad measure of Foreign Sub’s income for such taxable year], 
over (B) [U.S. Parent’s] Net Deemed Tangible Income Return [that is, a 10% return on tangible 
(hard) assets held by Foreign Sub] for such taxable year.”

Thus, GILTI is the income of Foreign Sub that Section 951A presumes is not attributable to 
hard assets. For example, assume that (1) U.S. Parent’s Net CFC Tested Income from Foreign 
Sub is $100M, (2) Foreign Sub had no foreign tax liability, and (3) U.S. Parent’s Net Deemed 
Tangible Income Return is $60M. In such case, U.S. Parent’s GILTI would be $40M (that is, 
$100M – $60M). And, the $40M would be included in U.S. Parent’s subpart F income for the 
year, thus subjecting such income to U.S. tax.

Pursuant to Sections 960(d) and 78 (that is, the gross up for foreign taxes), U.S. Parent 
would receive a deemed paid credit for any foreign taxes paid by Foreign Sub on the GILTI, 
but only to the extent of 80% of such taxes.

Notwithstanding the inclusion in income under Section 951A, pursuant to Section 
250(a)(1)(B), U.S. Parent is “allowed as a deduction an amount equal [to] . . . (B) 50 percent 
of—(i) [the GILTI], and (ii) the amount treated as a dividend received by such corporation 
under section 78 [that is, the gross-up for foreign taxes paid on the GILTI] which is attribut-

35. See, e.g., Elizabeth J. Stevens & H. David Rosenbloom, GILTI Pleasures, Tax Notes Int’l Magazine 
(Feb. 12, 2018), http://www.capdale.com/gilti-pleasures.
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able to the amount described in clause (i).” For tax years beginning after December 31, 2025, 
the deduction is reduced to 37.5%.

With a 21% corporate rate and a 50% deduction through 2025, the effective tax rate on 
GILTI is 10.5%.

4. Current Year Deduction of Foreign High Return 
Amounts: Foreign-Derived Intangible Income (FDII)

In addition to giving a deduction for 50% of GILTI, Section 250 also gives domestic corpo-
rations a deduction in the amount of 37.5% of [the corporation’s] Foreign-Derived Intangible 
Income [FDII]. This provision is an incentive for U.S. corporations to locate their intangibles 
in the United States. It is not discussed further here.

5. Amendments to the Definition of Intangible Property

In an effort to make it more difficult for U.S. corporations to transfer their intangibles into 
foreign subs without the receipt of arm’s length compensation, the TCAJA amended several 
provisions of the Code. These amendments are particularly important in view of the adoption 
of the territorial system, with its potential for base erosion.

First, the TCAJA amended the definition of intangible in Section 936(h)(3)(B), which is 
the operative provision defining intangible for purposes of Sections 482 and 367. As a result 
of the amendment, in addition to including in the definition of the term intangible such items 
as patents, trademarks, and other similar property, the term intangible now includes the fol-
lowing:

(vi) any goodwill, going concern value, or workforce in place (including its composi-
tion and terms and conditions (contractual or otherwise) of its employment); or 

(vii) any other item the value or potential value of which is not attributable to tangible 
property or the services of any individual.

Second, the TCAJA amended Section 482, which deals with transfer pricing between re-
lated parties (for example, the sale by U.S. Parent of property to Foreign Sub) by adding the 
following:

For purposes of this section, the Secretary shall require the valuation of transfers of intan-
gible property [as defined in § 936(h)(3)(B)] (including intangible property transferred 
with other property or services) on an aggregate basis or the valuation of such a transfer 
on the basis of the realistic alternatives to such a transfer, if the Secretary determines that 
such basis is the most reliable means of valuation of such transfers.

Third, the TCAJA amended Section 367(d), which deals with transfers of intangibles in 
cross-border reorganizations and incorporations (for example, the transfer by U.S. Parent of 
its intangibles to Foreign Sub in exchange for stock of Foreign Sub). The TCAJA added the 
following language to Section 367(d), which is similar to the above language added to Section 
482:
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(D) Regulatory authority.—For purposes of the last sentence of subparagraph (A) [i.e., 
treating a sale of intangibles as a sale for a contingent payment], the Secretary shall re-
quire—

(i) the valuation of transfers of intangible property, including intangible property 
transferred with other property or services, on an aggregate basis, or

(ii) the valuation of such a transfer on the basis of the realistic alternatives to such 
a transfer,

if the Secretary determines that such basis is the most reliable means of valuation of such 
transfers.

Taken together, these amendments should have the effect of reducing base erosion transac-
tions involving intangibles. 

X. A “FIRST TAKE” ON THE IMPACT OF THE TCAJA ON 
DOMESTIC M&A

A. Introduction

The TCAJA will have a significant impact on M&A, and this section presents a “First Take” 
on some of the issues that transactional planners on both the buy side (“Acquiror”) and the 
sell side (“Target” and “Target-Shareholder”) will be required to consider for domestic deals.36 
The changes to the international rules, including the territorial provision and the related base 
erosion provisions discussed in section IX, will have an impact on cross-border deals, but this 
section focuses only on domestic M&A.

Section X.B starts the analysis by introducing (1) the three principal acquisition structures 
from a federal income tax standpoint, and (2) the principal provisions of the TCAJA that will 
impact these transactions. Section X.C focuses on whether the Acquiror should be organized 
as a C corporation (“C-Corp”) or S corporation (“S-Corp”). In general, the results for a part-
nership will be similar to the results for S-Corp. After addressing this issue, section X.D sets 
out the Hypothetical M&A Facts that are the basis of the analysis here. A key assumption is 
that both Acquiror and Target are C corporations. The results would change if either or both 
were S corporations or partnerships.

In the final four sections, “First Take” comments are provided on the impact of the TCAJA 
on (1) taxable asset acquisitions (see section X.E), (2) taxable stock acquisitions (see section 
X.F), and (3) acquisitive reorganizations (see section X.H). Also, a comparison of the results 
under the two taxable structures is provided (see section X.G).

B. The Impact of the TCAJA on Acquisition Structures

Although there are numerous potential acquisition structures from a federal income tax 
standpoint, from a broad perspective these structures fall into the following basic categories: 

36. For an analysis of pre-TCAJA domestic tax issues with mergers and acquisitions, see, e.g., Thompson, 
Mergers, Acquisitions and Tender Offers, supra note 1, at ch. 9. 
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(1) taxable asset acquisitions, (2) taxable stock acquisitions, and (3) tax free acquisitive reor-
ganizations, including stock, asset and merger reorganizations.

In determining which form to utilize for a particular transaction, it is necessary to 
take into account, inter alia, the impact, if any, of the TCAJA’s (1) 21% corporate rate (see  
section III.A), (2) 100% bonus depreciation (see section VIII.A), (3) interest limitation (see 
section VI), and (4) retention of the maximum 23.8% rate on the long-term capital gains of a 
high income individual, which reflects the combination of the 20% maximum rate on capital 
gains and the Obamacare 3.8% rate on Net Investment Income (see section II.B). The interest 
limitation in Section 163(j) clearly will cut back on the use of debt in acquisitions, particularly 
leveraged buyouts.37 However, for the purpose of the analysis here, it is assumed that the ac-
quisitions of Target are made with cash that Acquiror has on its balance sheet.

C. Should Acquiror Be Organized As a Flow-Through Entity?

Determining if Acquiror should be organized as a flow-through entity is, of course, a dif-
ficult question, and the answer is dependent upon the unique facts. However, as a general 
matter this issue was addressed in section V, which deals with choice of form. There, the 
analysis looked at the after-tax cash flow to the owner of the business under the following 
assumptions: 

(1) The business was organized initially as C-Corp or, in the alternative, S-Corp; 
(2) The initial basis of the assets was either zero or $10M, which was the fair market 

value of the assets; 
(3) The initial basis of the owner’s interest was either zero or $10M; 
(4) The business operated profitably for five years; and 
(5) At the end of the fifth year, the business was sold in an asset sale followed by a distri-

bution of the after-tax proceeds to the shareholder in liquidation. 
Table A below, which is the same as Table E in section V.C, summarizes the after-tax cash 

flows to the owner under the above facts.

37. For a discussion of tax and non-tax aspects of LBOs see, e.g., Thompson, Mergers, Acquisitions 
and Tender Offers, supra note 1, at Ch. 14. 
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SECTION X, TABLE A

Comparing After-Tax Impact on Sole Shareholder 
from Five Years of Operating As C-Corp or S-Corp Followed by 
Sale of Assets and Liquidation (Same As Table E, Section V.C)

Basis Assumptions/C and 
S-Corp

[A] After-Tax Cash Flow with 
Zero Basis for Initial Capital 
Contribution

[B] After-Tax Cash Flow 
with $10M Basis for Initial 
Contribution

C-Corp, Row [13] of Table C, 
Section V.C

$10.5M $14.5M

S-Corp, Row [8] of Table D, 
Section V.C

$13.1M $15.3M

As pointed out in section V.C, this comparison shows that under the assumptions here, 
with both a zero and fair market value basis for the contributed property, Sole Shareholder has 
more after-tax income with S-Corp than with C-Corp. Also, as the analysis in section V.C.8.e 
demonstrates, the advantages in favor of a pass-through entity over a C corporation can be 
even more dramatic as a result of the step-up in Sole Shareholder’s basis at her death. 

Of course, these analyses do not mean that Acquiror should necessarily be organized as 
an S corporation or a partnership, but it cautions against jumping to the conclusion that all 
Acquirors should be organized as C corporations or converted to C corporations. It should be 
noted that if a flow-through entity acquires stock of Target, a C corporation, Target’s taxable 
income would still be subject to the corporate tax; consequently, a flow-through entity would 
mainly be used as Acquiror in a taxable asset acquisition. 

The balance of the analysis here assumes that both Acquiror and Target are C corporations. 
Although the assumption is that Target has one shareholder (that is, Target-Shareholder), as 
a general matter, the same tax results would occur with a similarly situated publicly held C 
corporation and shareholder. 

D. Hypothetical M&A Facts

To reiterate, with respect to the two taxable acquisitions, the goal is to get a “First Take” on 
the different tax results to Acquiror, Target, and Target-Shareholder in the following two alter-
native transactions: (1) an acquisition by Acquiror of Target’s assets followed by a liquidation 
of Target, and (2) the acquisition by Acquiror of Target’s stock. The analysis is based on the 
following Hypothetical M&A Facts, which require certain simplifying assumptions:

(1) Both Acquiror and Target are profitable C corporations.
(2) Acquiror is publicly held; Target is owned by Target-Shareholder.
(3) Target has assets with a fair market value of $100M and a basis of zero. 
(4) All of Target’s earnings and profits have been previously distributed. 
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(5) On purchase, all Target’s assets would qualify for bonus depreciation of 100%. Al-
though this is an unrealistic assumption, it will illustrate the most beneficial position 
from Acquiror’s standpoint. 

(6) Target has no NOLs. 
(7) Target-Shareholder has a zero basis for her stock.
(8) A transaction will be structured as an acquisition by Acquiror of Target’s assets or 

stock in either a taxable acquisition or tax free reorganization.
(9) In the case of a taxable acquisition, Acquiror will use cash on its balance sheet; thus 

there is no interest limitation under the newly enacted Section 163(j). 
(10) In the case of an acquisition of assets, Target will be liquidated immediately after the 

sale. 
(11) In the case of an acquisition of stock, Acquiror will not make a Section 338 election 

to step up the basis of Target’s assets. The discussion below explains why. 
(12) After the acquisition of stock, Target will be included in Acquiror’s consolidated tax 

return so the income and loss of all members of the consolidated group will be in-
cluded in a single return.

E. Taxable Asset Acquisitions Under the TCAJA: “First Take” 
Thoughts

1. The Impact of 100% Bonus Depreciation

As noted, under the TCAJA, both used and new property can qualify for bonus depre-
ciation. (See § 168(k)(2).) Therefore, in a taxable asset acquisition, Acquiror will be allowed 
bonus depreciation on any qualifying property (for example, equipment) it purchases from 
Target. Thus, 100% bonus depreciation will give Acquiror an enhanced incentive to allocate 
as much of the purchase price as possible to assets that will qualify for bonus depreciation. 
Target will generally be indifferent on the allocation issue, because all of Target’s taxable gain, 
without respect to character, will be taxed at a rate of 21%. Thus, it is likely that more pressure 
will be put on Section 1060, which deals with the allocation of purchase price. 

For example, if Acquiror acquires Target’s assets for $100M and all of the assets qualify for 
bonus depreciation, then Acquiror would get an immediate tax savings of $21M, thus, reduc-
ing the cash needed to make the purchase from $100M to $79M. Of course, after the bonus 
depreciation, Acquiror would have a zero basis for the property acquired from Target. Conse-
quently, if, for example, Acquiror were to later sell Target’s assets in a taxable transaction for 
$100M, Acquiror would have a $100M taxable gain. 

A collateral question with bonus depreciation is whether it will cause Acquiror to be will-
ing to pay more than fair market value for Target’s assets. For example, in the case of the 
$100M acquisition discussed above, will the $21M tax savings cause Acquiror to be willing 
to pay more than $100M? Will a market develop where Target begins to market itself for the 
bonus depreciation it can bring to Acquiror? Will Acquiror have an advantage over a potential 
competing acquiror that did not have sufficient taxable income to take advantage of the bonus 
depreciation? 
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It would appear that, in general, a private equity firm that acquires Target in an LBO would 
be able to pass the bonus depreciation through to its investors.

2. After-Tax Impact on Target-Shareholder from Target’s 
Asset Sale Followed by Liquidation 

This section computes the after-tax cash position of both Target-Shareholder and Acquiror 
resulting from (1) the acquisition by Acquiror for cash of Target’s assets for $100M, the fair 
market value of such assets, (2) the immediate deduction of the $100M as bonus depreciation, 
and (3) the immediate liquidation of Target after paying its corporate tax liability. The results 
are set out in Table B. 

SECTION X, TABLE B

Combined Target and Target-Shareholder Tax Rate 
on Target’s Asset Sale Followed by Liquidation

Amount/Item Dollar Amount

[1] Sale Price $100M

[2] Target’s Adjusted Basis of Assets -0-

[3] Target’s Gain Realized 100M

[4] Target’s Corporate Tax Rate 21%

[5] Target’s Tax Liability: [4] × [3] 21M

[6] Target’s After-Tax Cash and Amount Distributed to Target-Shareholder 
in Liquidation: [1] – [5]

79M

[7] Target-Shareholder’s Adjusted Basis for Target Stock -0-

[8] Target-Shareholder’s Taxable Capital Gain 79M

[9] Target-Shareholder’s Tax Rate on Capital Gain 23.8%

[10] Target-Shareholder’s Tax Liability from Liquidation: [9] × [8] 18.8M

[11] Target Shareholder’s After-Tax Cash: [6] – [10] 60.1M

[12] Combined Target and Target-Shareholder Tax Liabilities: [5] + [10] 39.8M

[13] Combined Target and Target-Shareholder Tax Rate 39.8%

Thus, under the above assumptions, the combined corporate-level and shareholder-level tax 
is 39.8%. 

3. After-Tax Impact on Acquiror from Acquisition of 
Target’s Assets 

Even though Acquiror paid $100M for Target’s assets, under the above assumptions, Ac-
quiror is allowed a deduction of 100% of the cost as bonus depreciation. As a consequence, 
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Acquiror’s initial cost of $100M is immediately reduced by the $21M tax savings from the 
bonus depreciation. Therefore, Acquiror has acquired Target’s assets with a fair market value 
of $100M for a net cash payment of $79M. 

However, as noted above, Acquiror will have a zero basis for the acquired assets. Con-
sequently, if, for example, the assets are in the future sold by Acquiror for $100M, Acquiror 
would have a $100M gain on which it would be taxed at $21M, thus reversing the benefit of 
the tax savings from the bonus depreciation. This shows that in this situation, from an eco-
nomic perspective, the benefit of the bonus depreciation is the time value of money between 
(1) the year the Acquiror acquires the assets, and (2) the year the Acquiror sells the assets. 

The after-tax benefit from depreciation and amortization (hereinafter referred to as de-
preciation) can range from (1) the 21% tax savings from bonus depreciation on all of Tar-
get’s assets acquired in the acquisition, which in the example here is $21M, to (2) zero in the 
situation, for example, where all of the purchase price is allocated to non-depreciable and 
non-amortizable assets like land. 

F. Taxable Stock Acquisitions Under the TCAJA: “First Take” 
Thoughts

1. Introduction

In a taxable stock acquisition of Target, three significant issues are (1) the impact the 
TCAJA will have on whether or not Acquiror will make a Section 338 election to step up the 
basis for Target’s assets, (2) the price Target will pay for the stock, and (3) the after-tax cash 
position of both Target-Shareholder and Acquiror. These issues are addressed in this section. 

2. Should Acquiror Make a “Unilateral Section 338 
Election” to Step Up the Basis of Target’s Stock

a. General Principles Under Section 338

This section addresses the “Unilateral Section 338 Election” by Acquiror under Section 
338(g), which is a possibility in a situation like this where Target is a free-standing corpora-
tion. A “Joint Section 338 Election” by both Acquiror and the Parent of Target may be made 
under Section 338(h)(10) where Target is a subsidiary, which is not the case here. Thus, except 
for a brief note below on the potential impact of a Joint Section 338 Election on bonus depre-
ciation, this article does not address the Joint Section 338 Election. 

A Unilateral Section 338 Election applies where the stock of a corporation (Target) (see 
§ 338(d)(2)) is acquired by another corporation (Acquiror) (see § 338(d)(1)) in a “Qualified 
Stock Purchase” (that is, a purchase of at least 80% of Target’s stock, see § 338(d)(3)). In such 
case, Acquiror may unilaterally elect under Section 338(g) to have the Target treated as if 
it had sold all of its assets (as “Old Target”) and then purchased those assets at fair market 
value (as “New Target”). (See § 338(a).) The deemed sale of assets by Old Target takes place 
at the close of the day on which the Qualified Stock Purchase occurs (Acquisition Date). (See  
§§ 338(a)(1) and (h)(2).) New Target is deemed to have purchased those assets (Acquisition 
Date Assets) at the beginning of the day after the Acquisition Date. (See § 338(a)(2).) Thus, the 
election has the effect of both (1) triggering taxable gain in Target’s appreciated assets, and (2) 
stepping up the basis of those assets to fair market value. 
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Pursuant to Treasury Regulations section 1.338-10(a), the “deemed sale consequences are 
reported on the final return of Old Target filed for Old Target’s taxable year that ends at the 
close of the acquisition date.” Thus, the deemed sale items are included in the return with all 
of Old Target’s other items of income and loss for the taxable year that ends on the Acquisition 
Date. New Target’s first taxable year starts the day after the Acquisition Date, and none of Old 
Target’s tax attributes, such as NOLs, pass over to New Target. 

Acquiror owns all of the stock of Target at the time of the Unilateral Section 338 Elec-
tion and the resulting deemed sale and deemed repurchase. This has both a detriment and a 
benefit for Acquiror and its shareholders because: (1) Acquiror and its shareholders bear the 
economic burden of the “Section 338 Tax Liability” from the deemed sale of Target’s assets, 
and (2) Acquiror and its shareholders receive the economic benefit of the step-up in the basis 
of Target’s assets. 

b. Unilateral Section 338 Elections: Before and After 
the TCAJA

As a general matter, prior to the TCAJA, Acquiror would not make a Unilateral Section 
338(g) election unless Target had significant NOLs that could offset the gain and associated 
tax liability from the deemed sale. 

This would appear still to be the case under the TCAJA. For example, assume that this 
year Acquiror purchased (for an amount discussed below) Target’s stock and made a Uni-
lateral Section 338 Election. In such case, Target would be deemed to have (1) sold its assets 
for $100M, thereby triggering an immediate $21M tax liability, and (2) repurchased its assets 
for $100M. Assuming the assets are all depreciable property, on a going forward basis, Ac-
quiror’s consolidated group, which would include Target, would get a $21M tax benefit from 
the $100M of depreciation over the period the depreciation is taken. Thus, the election would 
produce a $21M tax today in exchange for $21M of tax savings over the coming years, which, 
given the time value of money, would be a very bad deal for Acquiror. Consequently, Acquiror 
generally will not make a Unilateral Section 338 Election. 

Even if the regulations under Section 338 were amended to give Acquiror’s consolidated 
group the ability to take 100% bonus depreciation with respect to the deemed repurchased 
assets, a Unilateral Section 338 Election would not be sensible for Acquiror. This is because, 
assuming the election were made and Acquiror were allowed 100% bonus depreciation, the 
$100M gain would be completely offset by the $100M of bonus depreciation, so Acquiror 
would be back to a zero basis for Target’s assets. 

This leads to the bottom line: like the pre-TCAJA period, under the TCAJA, Acquiror 
generally will not make a Unilateral Section 338 Election unless Target has significant NOLs.

c. How Much Should Acquiror Pay for Target’s 
Stock?

We know from above that Acquiror would likely purchase Target’s assets for the fair mar-
ket value of those assets, which is $100M. When instead of buying assets, Acquiror purchases 
Target’s stock, Acquiror will be gaining control of Target’s $100M of assets. Thus, it may ap-
pear the Acquiror should be willing to pay for the stock of Target the same $100M it paid for 
the assets of Target. However, in making the stock acquisition, Acquiror must stay cognizant 
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of the fact that Target will continue to have a zero basis for its assets, unless Acquiror makes 
a Unilateral Section 338 Election, which for the reasons discussed above, Acquiror is unlikely 
to make. Thus, while in the asset acquisition, Acquiror pays $100M for assets that will have 
a $100M basis, in the stock acquisition, Acquiror is, in essence, buying assets that, after the 
acquisition, will continue to have a zero basis. 

With the zero basis for Target’s assets, Acquiror does not get the benefit of the $21M tax 
savings it would have received with an asset acquisition. Thus, in the stock acquisition, it may 
appear that Acquiror should be willing to pay only $79M (that is, $100M – $21M). 

The amount Acquiror should be willing to pay is a function of the present value, deter-
mined at the Acquiror’s cost of capital, of the tax savings that would otherwise have been 
available in an asset acquisition. As a general matter, the sooner the depreciation deduction 
would have been taken and the tax savings realized in an asset acquisition, the greater the 
present value of the tax savings. Thus, in this situation the range of present values of the po-
tential tax savings in an asset acquisition is from (1) $21M when all of the $100M purchase 
price in an asset acquisition would have been immediately deductible as bonus depreciation, 
to (2) zero when in an asset acquisition none of the $100M purchase price would have been 
deductible as depreciation. It must be noted, however, that even when none of the $100M 
purchase price would have been deductible as depreciation, Acquiror would have had $100M 
basis in the asset that would have been recovered on sale of the asset. 

d. In a Stock Acquisition, What Is the Impact on 
Target Shareholder When Acquiror Offers the 
Following Discounts from the Fair Market Value of 
Target’s Assets: $21M, $10.5M, and -0-?

This section computes the after-tax impact on Target Shareholder where, because of the 
analysis immediately above, in a stock acquisition, Acquiror offers the following discounts 
from the fair market value of target’s assets:

(1) $21M, because 100% of the assets would have been deductible in an asset acquisi-
tion;

(2) $10.5M, which is the present value of the loss, over time, of the $21M in tax benefits; 
and

(3) Zero, because none of the cost of the assets would have been deductible.
These discounts are referred to here as the “Present Value of the Lost Tax Benefits.” Table 

C computes the after-tax impact on Target-Shareholder from the sale of her stock in Target 
under each of these three assumptions regarding Present Value of the Lost Tax Benefits. 
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SECTION X, TABLE C

After-Tax Effect on Target-Shareholder in 
Stock Acquisition Under Three Different Assumptions 

Regarding the Present Value of Lost Tax Benefits

Present Values/Item [A] Present Value 
of the Tax Savings 
from Forgone Bonus 
Depreciation of 
the $100M Cost 
of Target’s Assets 
Equals: $21M

[B] Present Value 
of the Tax Savings 
from Forgone 
Depreciation of 
the $100M Cost 
of Target’s Assets 
Equals: One-Half the 
Tax Savings Received 
Over Time: $10.5M

[C] Present Value 
of the Tax Savings 
from Forgone 
Depreciation of the 
$100M Cost Equals: 
Zero, because None 
of Target’s Assets 
Would Have Been 
Depreciable

[1] Fair Market Value 
of Target’s Assets

$100M $100M $100M

[2] Discount from 
Fair Market Value of 
Assets Resulting from 
Loss of Depreciation

21M 10.5M -0-

[3] Purchase Price 
of Stock of Target: 
[1] – [2]

79M 89.5M 100M

[4] Target-
Shareholder’s Basis 
for Stock of Target

-0- -0- -0-

[5] Target 
Shareholder’s Capital 
Gain from Sale of 
Stock: [3] – [4]

79M 89.5M 100M

[6] Target-
Shareholder’s Tax 
Rate on Capital Gain

23.8% 23.8% 23.8%

[7] Target 
Shareholder’s Tax 
Liability from Sale of 
Stock: [6] × [5] 

18.8M 21.3M 23.8M

[8] Target-
Shareholder’s After-
Tax Cash Flow from 
Sale: [3] – [7]

60.2M 68.2M 76.2M

Row [8] of Table C shows that Target-Shareholder’s after-tax cash position ranges from (1) 
$60.2M with the assumption that all of the purchase price of Target’s assets would have been 
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immediately deductible as bonus depreciation, to (2) $76.2M with the assumption that none 
of the purchase price of Target’s assets would have been deductible at any point. While both 
assumptions are unreasonable, they show the range of what Target-Shareholder could expect 
to receive, under the assumed facts, for the sale of the stock of Target. This brings us to the 
comparison in section X.G of the after-tax results of the taxable asset acquisition with such 
results for a taxable stock acquisition. 

e. Potential Bonus Depreciation in a Joint Section 
338(h)(10) Election and a Spin-Off 

There may be a possibility of getting bonus depreciation when making a Joint Section 
338(h)(10) Election and in certain spin-off transactions.38

G. Comparison of Taxable Asset Acquisitions with Taxable 
Stock Acquisitions Under the TCAJA

To summarize, in a taxable asset acquisition, Target’s assets are sold for their fair market 
value and then Target distributes the after-tax proceeds to Target-Shareholder in liquidation. 
Row [11] of Table B shows that in this transaction, Target-Shareholder has after-tax cash of 
$60.1M. 

Turning to the taxable stock acquisition, Target-Shareholder’s after-tax cash position de-
pends on the assumptions regarding the amount and timing of the deductions that would 
have been available in an asset acquisition. Here Row [8] of Table C shows that the range of 
after-tax amounts runs from (1) $60.2M when Acquiror would have received 100% bonus 
depreciation for all of Target’s assets, to (2) $76.2 when Acquiror would have received zero 
depreciation for Target’s assets. 

Thus, this analysis shows that even with the discount in the stock acquisition, the stock ac-
quisition will produce an after-tax result to Target-Shareholder that is (1) no lower than what 
could have been the after-tax result in an asset acquisition, and (2) likely higher than what 
would have been the after-tax result in an asset acquisition. Thus, it is likely that even with the 
21% tax rate and 100% bonus depreciation, generally it will be more tax efficient to structure 
a taxable transaction as a sale of stock rather than as a sale of assets. This is because with the 
correct computation of the discount in the stock acquisition, there will be the following two 
effects: (1) Acquiror will be no worse off than in an asset acquisition, and (2) Target-Share-
holder likely will be better off. 

H. Reorganizations Under the TCAJA: “First Take” Thoughts

For the following reason, inter alia, the TCAJA will not kill reorganizations: Even under 
the TCAJA, Target-Shareholder will still want to avoid the 23.8% maximum tax on capital 
gains, and an acquisitive reorganization with all stock of Acquiror will avoid the tax. This will 
allow Target-Shareholder to hold the stock of Acquiror received in the reorganization until 
death, at which point the gain would be eliminated because of the step-up in basis under 
Section 1014.

38. Emily Foster, Expensing Eligibility Unclear for Some Spinoff Transactions, 158 Tax Notes 1269 (Feb. 
26, 2018).
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XI. CONCLUSION

The TCAJA made significant changes in the tax law, and this article provides a First Take 
on many of the provisions that will impact the conduct of business operations and transac-
tions. 
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