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Tax Cuts and
Jobs Act of 2017
Key provisions are likely to affect
professionals, high-net worth
individuals, and businesses
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(22.8 percent) plus 35 percent on the excess over $200,000. Single income over
$500,000 is subject to tax of $150,689.50
(30.1 percent) plus 37 percent on the excess
over $500,000.6
The long-term capital gains rate for
most capital assets and the rate on qualified
dividends remain at a maximum of 20
percent.7 Carried interests in partnerships
must now be held for three years to qualify
for the 20 percent rate.8 The alternative
minimum tax (AMT) was retained for
individuals only with a rate of up to 28
percent and increased exemption amounts
of $109,400 for married joint taxpayers
and $70,300 for single taxpayers.9 Most
AMT long-term capital gains are still taxed
at a maximum of 20 percent.10 With the
new controversial limit on deductions for
state and local taxes by individuals of
$10,000 per year, fewer individual taxpayers will be subject to the AMT. The
net investment income tax (NIIT) of 3.8
percent continues to apply to investment
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highly anticipated Tax Cuts
and Jobs Act (TCJA) was
signed into law by President Trump on
December 22, 2017.1 Although a number
of proposals were changed or rejected
prior to final passage to enable the bill to
pass in the Senate on a narrow 51-48 vote,2
the TCJA will impact nearly every taxpaying and tax-exempt entity in the United
States as well as many outside the country.
Nevertheless, most of the changes that
affect individuals expire after 2025, many
of the business provisions change over
time, and many items are indexed for inflation.3 Moreover, since the passage of the
act was entirely partisan, the provisions
are likely to change if there is a change in
the controlling party, which makes longterm planning uncertain.4
Beginning in 2018, taxable income on
a married filing jointly basis of $400,000
to $600,000 is subject to tax of $91,379
(22.8 percent) plus 35 percent of the excess
over $400,000. Joint taxable income over
$600,000 is subject to tax of $161,379
(26.9 percent) plus 37 percent of the excess over $600,000. 5 Taxable income
on a single filing basis of $200,000 to
$500,000 is subject to tax of $45,689.50

THE

and passive income if the taxpayer’s modified adjusted gross income exceeds
$250,000 joint and $200,000 single.11 The
additional Medicare tax of .9 percent also
remains.12 Earned income of a child is
taxed at the single rates, and net unearned
income of a child is now taxed according
to the less favorable trusts and estates
brackets.13
Alimony or separate maintenance payments will no longer be deductible to the
payor or taxable to the recipient for agreements executed after December 31, 2018,
or for earlier agreements modified to apply
the change in the law.14
Out-of-pocket medical expenses over
7.5 percent of adjusted gross income (AGI)
are deductible for 2017 and 2018.15 It has
been well publicized that the state and
local tax deduction for individual income
and nonbusiness property and sales taxes
will now be limited to a total of $10,000
per year.16 Deductible mortgage interest
on qualified residence debt issued after
December 15, 2017, is limited to interest
on principal up to $750,000 (the mortgage
interest deduction for mortgages up to $1
million is grandfathered in for mortgages
in effect prior to December 15, 2017).17
Beginning in 2018, the deduction for interest on home equity debt up to (and even
exceeding) $100,000 is generally only deductible so long as the combined $750,000
of debt threshold is not exceeded.18 Cash
donations to public charities may now be
deductible up to 60 percent of AGI.19
Charitable deductions will no longer be
allowed for payments for college athletic
event seating rights.20 Casualty and theft
losses will only be allowed for presidentially
declared disaster areas.21 The individual
health insurance mandate penalty is repealed beginning in 2019.22 Miscellaneous
itemized deductions will not be allowed
from 2018 to 2025, which potentially
affects law firm employees and partners
who incur unreimbursed employee business
expenses. Other examples of nondeductible
miscellaneous expenses include tax preparation fees, investment advisory fees, and
union dues.23 The phase-out on itemized
deductions has been suspended from 2018
to 2025.24
The standard deduction has been increased to $12,000 for individuals, $18,000
for heads of households, and $24,000 for
joint filers for 2018 to 2025.25 Personal
exemptions are suspended from 2018 to
2025.26 With the increased standard deduction and the new limits on itemized deductions, the great majority of individuals will
be able to avoid itemizing and thereby
simplify their federal tax returns. The child
tax credit has been increased to $2,000
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per child ($1,400 of which is refundable)
and $500 for other dependents.27 This
credit is available to joint filers with AGI
up to $400,000 and single filers with AGI
up to $200,000.28 The TCJA allows Section
529 plans to distribute up to $10,000 per
student per year for enrollment in a public,
private, or religious elementary or secondary school.29
The act did not repeal the estate and
gift tax. However, it doubled the estate
and gift tax exemption amount from $5
million to $10 million per person ($11.2
million per person and $22.4 million per
married couple after adjusting for inflation)
beginning in 2018 with any excess subject
to tax at 40 percent.30 This increased exemption amount remains indexed for inflation but expires in 2026 (like most of
the individual changes), so wealthy individuals should consider making gifts before
the increased amount expires.
Example: Harry and Jessica are married with two young children and
earn annual salaries as law firm associates of $180,000 and $210,000,
respectively. They have interest income of $12,000, interest expense
of $46,000 on mortgage debt of $1.4
million (which includes $100,000
as a home equity line of credit), charitable contributions of $13,500, California state income tax of $24,000,
and Los Angeles County property
tax of $13,000. Their projected
U.S. income tax for 2017 (pre-TCJA)
and 2018 would be $79,356 and
$73,985, respectively.31 Their projected California income tax for 2017
and 2018 would be $26,408 and
$26,377, respectively.
Professional and Business Taxpayers
The TCJA has the potential to greatly benefit profitable domestic-based businesses.
This includes C corporations, which are
generally subject to tax at the corporate
level with their shareholders paying tax
on dividends, and certain pass-through
(flow-through) businesses, including S
corporations, limited liability companies,
partnerships, and proprietorships in which
the tax is generally only incurred at the
shareholder, member, partner, or proprietor
level. Thus, law firm clients will likely be
affected by the act in varying degrees.
However, California attorneys with high
earnings may not notice a significant reduction in their own or their firms’ federal
income tax liabilities on earnings from their
law practice. Some may see an increase in
federal tax based on the new limitation on
deducting personal state and local taxes.
Despite the potential business tax sav-

ings under the act for C corporations, the
choice of entity decision for U.S. tax purposes would generally be expected to
remain the same except in narrow circumstances. Considerations that may affect
the decision include the extent to which
the C corporation or its shareholders would
be subject to state income tax, whether
the C corporation intends to distribute its
income currently, the extent to which the
new IRC Section 250 37.5 or 50 percent
exclusions would be available to the C
corporation, and whether the new Section
199A 20 percent deduction would be
available to the flow-through entity. California attorneys are generally most taxefficient as sole proprietorships, professional corporations with S corporation
elections, or as registered limited liability
partnerships.32
The taxable income of C corporations
will now be taxed at a flat rate of 21 percent effective January 1, 2018.33 Also, the
corporate AMT has been repealed.34 The
combined 2018 rate for a California C
co rporation that distributes qualified
dividends to California shareholders can
range from 45.3 to 54.7 percent if the
corporation distributed all of its income
currently, depending on how much of the
new foreign derived intangible income
deduction (FDII) allowed under Section
250 of the Internal Revenue Code is available to the domestic C corporation. The
combined rate for a California-based passthrough entity for California residents in
2018 can range from 42.9 to 50.3 percent,
depending on the extent to which the new
IRC Section 199A qualified business
income deduction is available to the individual taxpayer. The highest combined
federal and California rates would have
been 60.9 percent for C corporations as
opposed to 47.6 percent for individually
owned pass-through entities, respectively,
in 2017 (i.e. pre-TCJA).35
The TCJA will have an impact on current and deferred tax balances of publicly
traded and private companies under GAAP
beginning in the fourth quarter of 2017.36
Annual compensation in excess of $1 million each paid to certain officers of publicly
traded corporations is no longer deductible
regardless of whether it is paid as commissions or as performance-based compensation.37 The act allows a qualified
employee to elect to defer income for up
to five years from qualified stock received
from his or her employer.38
Taxpayers that have average annual
gross receipts of $25 million or less for
the three prior tax years can now use the
cash method of accounting regardless of
whether the purchase, production, or sale
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1. The Tax Cuts and Jobs Act of 2017 (TCJA) passed
Congress on a bipartisan basis.
True.
False.
2. Most provisions in the TCJA that affect individuals
are permanent changes.
True.
False.
3. Effective January 1, 2018, the highest federal individual income tax rate is 37 percent.
True.
False.
4. The TCJA repealed the net investment income tax
of 3.8 percent.
True.
False.
5. Under the TCJA, individuals may still deduct state
and local income taxes in excess of $10,000 so long
as such taxes are attributable to their trade or business.
True.
False.
6. Effective for 2018, the estate and gift tax exclusion
amount is $10 million per person before adjusting for
inflation, which increases the exclusion amount to
approximately $11.2 million per person.
True.
False.
7. Beginning in 2018, the federal income tax rate for
domestic subchapter C corporations is 21 percent.
True.
False.
8. Beginning in 2018, only the corporate alternative
minimum tax has been repealed.
True.
False.
9. The new qualified business income deduction under
Section 199A of the Internal Revenue Code is generally
up to 20 percent of qualified business income from
pass-through entities other than most professional
and investment service providers with high levels of
income.
True.
False.
10. Manufacturers with average annual gross receipts
of $25 million or less for the prior three years may now
use the cash method of accounting.
True.
False.
11. Domestic businesses can expense 100 percent of
the cost of eligible property placed in service from
September 27, 2017, through December 31, 2022.
True.
False.

12. Beginning in 2018, the deduction for investment
interest expense will generally be limited to 30 percent
of a taxpayer’s adjusted taxable income.
True.
False.

City

13. The limitation on the deduction for business interest
expense does not apply to an electing real property
trade or business.
True.
False.

State Bar #

14. The TCJA limits the deduction for net operating
losses to 70 percent of taxable income before net operating losses.
True.
False.
15. Beginning in 2018, active excess business losses
for noncorporate taxpayers will now be limited to the
extent they exceed $500,000 on joint returns and
$250,000 on single returns.
True.
False.
16. The TCJA did not modify the existing rules with
respect to “like-kind” exchanges of property under IRC
Section 1031.
True.
False.
17. The TCJA generally denies a deduction for amounts
paid at the direction of a government or governmental
entity in relation to the violation of any law or the investigation or inquiry by the government or entity into the
potential violation of any law.
True.
False.
18. The TCJA’s provisions comprise a modified territorial
system of taxation of foreign earnings as not all foreign
income is exempt.
True.
False.
19. The tax for the transition to the modified territorial
system of taxation is generally payable over 8 years
by 10 percent or greater U.S. corporate and individual
shareholders of most foreign corporations with such
shareholders.
True.
False.
20. Under the TCJA, domestic C corporations may be
taxed at a federal rate as low as 13.125 percent on foreign-derived intangible income from serving foreign
markets.
True.
False.

State/Zip
E-mail
Phone
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of merchandise is an income-producing
factor.39 The current-law exceptions from
the use of the accrual method of accounting
were retained, so qualified personal service
corporations and most partnerships without C corporation partners, S corporations,
and other pass-through entities continue
to be allowed to use the cash method even
if they exceed the $25 million gross-receipts
test, as long as the use of the cash method
clearly reflects income.40 This includes large
law firms. The $25 million gross-receipts
threshold is indexed for inflation after
2018.41 Note that accrual-method taxpayers subject to the all-events test must now
recognize gross income for tax purposes
in the year they recognize the income on
their applicable or IRS-specified financial
statement.42
The act allows domestic businesses to
immediately deduct 100 percent of the
cost of eligible property in the year placed
in service.43 This now includes new and
used property.44 This increase in bonus
depreciation applies for property placed
in service from September 27, 2017,
through 2022 and includes a wider class
of property than under prior law.45 The
similar IRC Section 179 expense amount
has been increased to $1 million with the
phase-out of the expense beginning when
the cost of property placed in service
exceeds $2.5 million.46 Luxury auto depreciation deductions were increased for taxpayers who do not want to or do not qualify to fully expense the cost of their luxury
vehicles under the bonus depreciation
rules.47
Pass-Through Businesses
While certain individually owned U.S. passthrough businesses will now be allowed
to deduct 20 percent of their qualified
domestic business income, it is generally
limited to 50 percent of the reported wages
paid to employees.48 New Section 199A,
which taxes qualified domestic business
income at rates as low as 29.6 percent
(assuming the taxpayer is in the highest
bracket) and benefits a broader range of
taxpayers than the repealed Section 199
Domestic Production Activities deduction
that favored manufacturers. This complex
new provision applies to each separate
qualified business and includes a number
of limitations. Qualified business income
is nonwage income that is calculated
according to a formula, and the benefit is
applied at the partner, member, shareholder, and individual level.49 In lieu of
the 50 percent of wages limitation, taxpayers may use 25 percent of allocable
wages plus 2.5 percent of the unadjusted
basis in qualified property for each quali18 Los Angeles Lawyer July/August 2018

fied business.50 Note that the 20 percent
benefit is phased out for professional services and consulting businesses such as
attorneys whose taxable income exceeds
$315,000 for married individuals filing
jointly or $157,500 for single filers.51 For
taxpayers who fall under those taxable
income thresholds, the 20 percent deduction is not subject to the wage limitation.52
Example: John is a partner at a fourman law partnership. His share of
income from the partnership is
$120,000. His share of W-2 wages
paid to employees is $40,000. His
reduction in income under new
Section 199A is $24,000.53
The deduction for business interest
expense will now be limited to the sum
of 1) business interest income plus 2) 30
percent of the taxpayer’s “adjusted taxable
income” for the tax year and 3) auto dealers’ floor plan financing interest for the
tax year.54 Business interest is interest allocable to a trade or business that is not
investment interest.55 Adjusted taxable
income is trade or business income before
interest, depreciation, and amortization,
the Section 199A 20 percent deduction,
and net operating losses (NOLs).56 Any
disallowed business interest expense may
be carried forward indefinitely.57 Taxpayers
that meet the $25 million gross-receipts
test are exempt from the interest deduction limitation.58 The business interest
expense limitation also does not apply to
a trade or business that consists of performing services as an employee or any
electing real property trade or business,
among others.59
The act limits the deduction for NOLs
created after December 31, 2017, to 80
percent of pre-loss taxable income.60 The
two-year NOL carryback provisions were
repealed.61 Unused NOLs may be carried
forward indefinitely.62 Further, net “excess
business losses” for non-C corporation
taxpayers will now be limited to the extent
they exceed $500,000 on joint returns and
$250,000 on individual returns.63 This
provision limits taxpayers with large losses
from their active businesses from offsetting
other income such as from wages, interest,
and dividends.
This new active loss limitation is effectively an expansion of the passive loss rules
under Section 469 of the Internal Revenue
Code. Like-kind exchanges under Section
1031 will be limited only to exchanges of
real property that is not primarily held for
sale.64 The act disallows deductions for 1)
an activity generally considered to be entertainment, amusement, or recreation; 2)
membership dues for any club organized
for business, pleasure, recreation, or other

social purposes; or 3) a facility or portion
of a facility used in connection with such
items.65
The act repealed rules providing for
the technical terminations of partnerships.66
Specified domestic research or experimental
expenditures must be capitalized and amortized ratably over a five-year period for
tax years beginning after December 31,
2021.67 The act denies a deduction for
amounts paid or incurred to, or at the
direction of, a government or governmental entity in relation to the violation of any
law or investigation into the potential
violation of any law.68 This increases the
scope of nondeductible fines and penalties. Restitution payments are excluded
from this provision.69 New reporting rules
apply to payments that may constitute
nondeductible fines and penalties.70
For 2018 and 2019, employers may
claim a credit equal to 12.5 percent of
wages paid to qualifying employees on
family and medical leave if the payment
is 50 percent or more of the employee’s
normal wages.71 Contributions to the capital of a corporation by a customer, potential customer, governmental entity, or civic
group are now taxable unless the contribution is by a shareholder or is a contribution pursuant to a government preapproved master development plan.72
Foreign Income
Foreign income subject to a low foreign
tax rate tends to accumulate offshore. A
major purpose of the TCJA was to reengineer the taxation of foreign corporations’
non-U.S. trade or business income into a
territorial system in which such earnings
would not be subject to U.S. tax when distributed to U.S. corporate shareholders.73
This was in conjunction with the act’s
attempt to incentivize U.S.-based businesses
to increase the scope of their domestic
activities and increase U.S. employment
and gross national product. The act’s provisions comprise a modified territorial system as not all foreign income is exempt,
the Subpart F provisions continue to tax
passive income, the passive foreign investment company74 rules remain, and foreign
branch income that flows through to a
U.S. owner is still subject to U.S. tax. The
act also makes foreign tax credit utilization
more difficult.
It is unknown whether the act’s provisions will lead to increased U.S. employment given that existing foreign corporations that use low-cost foreign labor
and pay a low foreign income tax rate
have limited additional incentive to move
jobs back to the U.S. The act generally
allows post-2017 foreign earnings in for-

eign corporations to be distributed back
to the foreign corporations’ U.S. corporate
shareholders without incurring U.S. tax.
However, with the U.S. corporate tax rate
at 21 percent or less, there is more of
an incentive for profits to remain in the
U.S. (e.g., via transfer pricing) on sales
of products or services rendered to foreign
affiliates.
The toll charge for the transition to a
territorial system is a onetime tax of 8 to
15.5 percent on the deemed repatriation
of accumulated post-1986 foreign earnings
and profits as of year-end 2017.75 This tax
is on all 10 percent or greater U.S. shareholders of most foreign corporations.76
The tax is generally payable over eight
years on a backloaded basis and foreign
tax credits are allowed at a reduced rate.77
Example: Smith & West LLP, is an
eight-partner law firm that operates
in Los Angeles. Four of the partners
own 20 percent each of the firm and
the other four own 5 percent each.
All partners are unrelated. Smith &
West LLP opened a Hong Kong
office in 1998 to provide services to
their clients based in Asia. The Hong
Kong office is held in a controlled
foreign corporation owned by the
limited liability partnership known
as S&W (HK) Ltd. S&W (HK) Ltd.
has been profitable and has accumulated the U.S. equivalent of
US$24 million in foreign earnings
and profits without making any distributions through December 31,
2017. The greater of the cash and
net receivables balances as of December 31, 2017, or the average of
the prior two years is $18 million.
S&W (HK)’s basis in other assets is
$8 million. For 2017, each 20-percent partner will be required to recognize US$4.8 million of the previously untaxed earnings and profits.
The tax will be $654,000 for each
of these parnters but may be paid
in installments over eight years.78
Later distributions of cash will be
free of federal tax to the extent of
the $4.8 million subject to the transition tax.79
In general, distributions of post- 2017
foreign-source earnings from most foreign
corporations that have 10 percent or
greater U.S. C corporation shareholders
are excluded from income.80 Disguised as
a tax reduction, so called “global intangible
low-taxed income” (GILTI) is actually a
potential zero to 37+ percent tax on a foreign corporation’s post-2017 unrepatriated
income that exceeds certain thresholds.81
The GILTI tax rate for a U.S. C corporation

is only 10.5 percent on the gain before
foreign tax credits that would reduce the
GILTI tax to zero so long as the foreign
tax rate on the GILTI is at least 13.125
percent.82 Individuals are potentially subject
to full 37 percent rates on GILTI.83 California tax may apply to the actual distributions. The GILTI is based on all income
regardless of whether there are foreign
intangibles. GILTI serves as a limit on post2017 territorial income that would have
otherwise been exempt from U.S. tax for
U.S. corporate shareholders.84
Example: In 2018, S&W (HK) Ltd
settles a contingency fee case in Hong
Kong for the equivalent of US$80
million after costs. S&W earns a net
US$83 million for the year before
Hong Kong income tax of US$12.3
million. S&W has depreciable assets
with an adjusted basis of US$10 million. For 2018, the four U.S. 20 percent partners noted in the former
example will each be subject to tax
of up to $5.2 million on the unremitted income.85
The TCJA also provides domestic C
corporations with a reduced tax rate as
low as 13.125 percent on foreign derived
intangible income (FDII) earned from serv-

ing foreign markets.86 FDII is intended to
encourage U.S.-based businesses to generate
income from foreign activities and is the
domestic version of the GILTI provision.
To qualify as foreign market income, the
U.S. corporation must earn the income 1)
from the sale, exchange, lease, or license
of property to foreign persons for a foreign
use; or 2) from services provided to foreign
persons or with respect to foreign property.
The income must be earned through the
United States as opposed to a foreign
office.87
There is also a new 10 percent (5 percent in 2018) “base erosion minimum
tax” on a corporation’s “modified taxable
income” to the extent the 10 percent
amount exceeds the corporation’s regular
tax, as adjusted.88 Modified taxable income is defined as income without deductions for certain “base erosion” payments
to 25 percent or more commonly owned
foreign entities.89 This applies to C corporations with average annual U.S. receipts of $500 million for the prior three
years.90 Section 367 of the Internal Revenue Code now applies to tax certain
transfers of foreign goodwill including
going concern value, workforce in place,
and other designated items. Post-2017
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branch losses deducted for U.S. tax purposes must be recaptured if the branch
assets are transferred by the U.S. shareholder to a specified 10-percent owned
foreign corporation.91
State Conformity
The extent to which California and other
state and local jurisdictions will conform
to the TCJA’s provisions is unknown. The
act includes tax savings provisions such as
the deduction for qualified business income
and enhanced bonus depreciation as well
as tax-raising provisions such as the active
loss limitation, interest disallowance, and
the deemed repatriation of foreign earnings.
Such items may or may not be of interest
to the California legislature.
The TCJA is a pro-business enactment
that has the potential to benefit a wide
spectrum of Americans. However, the
projected deficit from the bill of $1.5
trillion over 10 years is problematic. The
various effective dates in the act will need
to be addressed by future houses of Congress. Also, given the length and complexity of the bill, there will likely need
to be a number of technical corrections
by Congress. The Treasury Department
and the IRS will be issuing detailed
notices and regulations pursuant to the
act’s many grants of interpretive and legislative auth ority. The resource-constrained IRS may find it difficult to meet
the challenges of providing timely regulatory guidance on the new legislation
and policing its provisions.
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