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12/04/2017 – Tax Reform Moves Forward, Devils in the Details
After the Senate passed its tax reform bill in a dramatic early morning 51-49 vote (nearly entirely along party lines),
the measure will now go to conference with the House version; keeping alive hope that a final bill will be presented to
the President before the new year. Given the potential complexity of any tax bill, the House and Senate versions are
remarkably similar on a number of issues. For example, they both: (1) set the corporate rate at 20 percent; (2) treat
the state and local tax deduction identically, (including capping it for property taxes); (3) take similar approaches to
expensing/interest deductions; and (4) institute a territorial international tax system and a one-time repatriated tax
rate for funds brought back to the U.S. by C-corporations.
However, notwithstanding these similarities the devil is still in the details of the two versions, which have some
remaining substantive provisions (often driven by the CBO scoring needs, that Republicans remain wedded to, even
though they are notoriously inaccurate and aren’t done dynamically) that will need to be addressed before a final
version can move forward to an “up-or-down” vote in both chambers. Among the major differences, apart from the
individual healthcare mandate, estate tax, and grad school issues, are:
•

The Senate bill delays implementation of the 20% corporate tax rate until 2019 (which seems to be counterproductive, and politically insane – leaving the Republicans to face reelection in 2018 without any benefits
from the “heavy lifting” of making the change!)

•

The two versions are not aligned on how long the changes will remain – the House bill makes most
permanent, whereas the Senate bill, however, lets almost all its individual changes expire, so the tax cuts
don’t cost money outside the 10-year “budget window.” [Senate rules require that budget legislation passing
by a simple majority of 50 votes cannot increase the deficit after the window is closed. Expect the Senate’s
expiration approach to make it into the combined bill; it’s hard to see how Senate rules are satisfied
otherwise. This may be less crucial since many point out, most tax code issues don’t have much more than
a 10-year shelf-life anyway].

•

The House bill repeals both the individual and corporate alternative minimum taxes (AMTs), whereas the
Senate version decided to retain both AMTs, to pay for other provisions the senators wanted. [Expect both
AMTs to be fully repealed in the final legislation; Republicans have wanted to kill them for decades].

•

The Senate has higher tax rates on pass-through income, in general, than the House bill: The House bill
cuts the top rate down as low as 25 percent, whereas the lowest rate in the Senate bill is 29.6 percent.
Beyond the rates, the two types of entities are treated differently, and even unequally. [Expect lots of
negotiation over the precise approach to take toward pass-throughs; discontent by some senators (led by
Sen. Ron Johnson) sympathetic to pass-through companies almost sank the Senate bill].

It is the pass-through or S-Corporation tax treatment, along with immediate implementation (2018 vs. 2019), that are
the two biggest issues of importance to the business community, including CIRT members. Delaying the effective
20% tax rate implementation until 2019 makes absolutely no sense, and should be abandoned by the Senate
negotiators. Likewise, the disparate treatment of C-Corp vs. S-Corp business entities MUST also be addressed with
some effort to bring the two into some kind of equivalency. There simply is no good policy rationale for this amount of
variance between “pass-through” businesses and C-Corps. To fix this, the S-Corp Association recommends the
following:
•

Trusts: Many family businesses will pay higher taxes under the Senate bill - and potentially the House bill because it precludes trusts and estates from using the pass-through deduction. Solution: Allow trusts and
estates to benefit from the pass-through deduction in the final version.
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•

Guardrails: The House bill offers a 25 percent top rate, but the guardrails preclude most businesses from
getting that rate, or anything close to it. Businesses with active ownership would pay rates at least 10
percentage points higher. Solution: Rather than use the badly flawed 70/30 concept, conferees should look
at a ratio that varies based on the payroll and other expenses incurred by the business - the higher these
expenses are compared to revenues, the more profits the business can claim. This would be an excellent
way to both prevent abuse and make sure that this tax relief actually gets to the bona fide ongoing
businesses that are intended to benefit.

•

SALT: Both bills would repeal the State and Local income tax deduction for pass-through
businesses, but not for C-corporations. This has the effect of raising marginal rates of pass-through
businesses by up to 5 percentage points, exacerbating the rate differential between S-Corps and Ccorporations. Solution: Owners of pass-through businesses should be able to deduct state and local
income taxes paid on their pass-through business income.

•

Sunset: The Senate bill would now sunset the pass-through deduction after the year 2025, resulting in
significant tax hike on pass-through businesses. This is a tax hike, not only relative to the Senate bill prior to
2026, but also relative to current law. The former obviously is due to the loss of the 23 percent pass-through
deduction beginning in 2026. The latter is due, with one exception, to all the Senate base broadening
provisions are made permanent and would have the effect of permanently increasing the taxable income of
pass-through businesses. These revenue raisers include the new cap on interest deductions, repeal of the
Section 199 manufacturing deduction, repeal of the IC-DISC, and numerous other provisions affecting both
C-corporations and pass-through businesses. As currently constructed, the Senate bill is "corporate-only tax
reform" with all the provisions affecting C-corporations made permanent, while only provisions benefiting
individuals and pass-through businesses made temporary. Solution: Make the pass-through business
deduction permanent, just as the reduction in the C-corporation rate to 20 percent is made permanent.

•

International Tax Treatment: The Senate and House bills move business taxation from a world-wide system
to a modified territorial system - but it is applied/reserved for C-corporations only. S-Corps and other passthrough entities are not included. This exclusion puts S-Corps with overseas operations at a distinct
disadvantage. The Senate bill, in particular, would harm S-Corps with international operations. The bill
applies the "GILTI" tax to S-Corps, but S-Corps are precluded from the deduction in Section 250. The net
effect is that not only are S-Corps blocked from territorial treatment, they are required to pay tax on their
foreign source income immediately at the highest marginal rates. Finally, the Senate bill limits the passthrough deduction to domestic income only. Foreign income earned by an S-Corps would be subject to the
top 38.5 percent rate.

These are highly complex and vexing issues that must be sorted out during the House-Senate conference. The intent
is to press the Senate negotiators to moderate their bill’s S-Corp treatment so that at least some of the disparages
can be ameliorated creating some degree of a more level playing field.
To summarize the bills, their differences, and how they depart from the status quo, the Tax Policy Center has
created a helpful chart which can be found on the next page:
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