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Tax Reform Legislation Becomes the Law—Impact of the 
Legislation on Pass-Through Business Income  
 
The House and Senate approved, and President Trump signed into law, an amended version of the 
Conference Agreement to the “Tax Cuts and Jobs Act” (also known as “H.R. 1” or the “Act”) on December 
22, 2017. As the most significant federal tax law reform in more than 30 years, the Act lowered business and 
individual tax rates, and changed U.S. international tax rules.  
The following information focuses on our initial observations and a number of important business highlights 
of the Act affecting pass-through entities and flow-through business income. 

 
BPM Observations  
Deduction for Qualified Pass-Through Business Income 
The Act provides a new deduction known as “pass-through deduction” 
for noncorporate taxpayers. Generally, the deduction is 20% of a 
taxpayer’s Qualified Business Income (QBI) from a sole proprietorship, 
partnership or S corporation, and 20% of qualified REIT dividends and 
qualified publicly traded partnership income. The deduction is limited to 
a formula based on wages and cost of qualified property (referred to as 
“Capital”).  

QBI does not include certain service-related income distributable by an 
S corporation or a partnership. Specifically, it does not include amounts 
paid to a taxpayer by an S corporation as reasonable compensation. 
Furthermore, QBI does not include payments by a partnership to a 
partner in exchange for services rendered by the partner, regardless of 
whether those payments are characterized as guaranteed payments or 
as made to a partner acting outside of his or her capacity as a partner. 
Finally, QBI does not include certain investment related gains, 
deductions or losses. 
Taxpayers in the fields of health, law, accounting, actuarial science, 
performing arts, consulting, athletics, financial services, and/or brokerage services do not qualify for the 
deduction. Further, taxpayers in any business which involves the performance of services consisting of 
investing or investment management, trading or dealing in securities, partnership interests, or commodities 
will also not qualify (however, there are exceptions for taxpayers whose taxable income does not exceed a 
certain thresholds).  
The 20% deduction is not allowed in computing adjusted gross income. Rather, it is a reduction in computing 
the taxpayer’s taxable income. As a result, the deduction does not affect limitations based on adjusted gross 
income. Moreover, the deduction is available to taxpayers who itemize their deductions (on Schedule A), as 
well as those who do not. 
  

Hot Topic  

Choice of Business Entity  
Tax entity choice 
decisions will continue to 
depend on the entity’s 
facts and circumstances. 
In making determinations, 
taxpayers should 
consider the reduced 
corporate rate and the 
impact of other tax code 
changes under the Act, 
and current tax law 
provisions, such as the 
new pass-through 
business deduction. 
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Pass-Through Business Losses 
For tax years beginning after December 31, 2017 and before January 1, 2026 (e.g. the provision will sunset 
in 2026), business losses in excess of business income plus the threshold amount ($250,000 for single and 
$500,000 for married filing joint returns) would not be deductible in the current tax year. The law provides the 
carry forward provisions for unutilized losses. These losses would be carried forward and treated as part of 
the taxpayer’s NOL carryforward in subsequent taxable years.  
The limitation applies after the application of the passive loss rules. Business losses covered by the 
provision include pass-through losses as well as sole proprietor and farm losses. The limitation is applied at 
the partner or shareholder level for partnership and S Corporation losses. 
This provision limits the taxpayers’ ability to use large business losses to offset other income on their returns 
such as interest, dividends and capital gains.  

 
S Corporation Shareholder Limitations  
The Act modifies the S corporation shareholder’s limitations by permitting non-resident aliens to be potential 
current beneficiaries of an electing small business trust, effective January 1, 2018. In addition, electing small 
business trusts would be permitted to claim charitable contribution deductions under rules applicable to 
individuals as opposed to those governing trusts, effective for tax years beginning after December 31, 2017. 
 
S Corporation Conversion to C Corporation  
The Act contains two generally favorable provisions applicable to eligible 
terminated S corporations. The legislative intent of the provisions appear 
to be based on an expectation that some S Corporations may revoke their 
S corporation status following enactment of the Act. 
Under the Act, the tax benefits of an S corporation status have been 
significantly reduced. The Agreement provides certain relief to taxpayers 
converting to C corporation status, effective on enactment.  

An eligible terminated S Corporation is any C corporation that (1) was an 
S corporation on the date of enactment; (2) revoked its S Corporation 
election on or after the date of enactment, but no more than two years 
after the date of enactment; (3) and, had the same shareholders in 
identical ownership percentages on the date of enactment and on the 
date of revocation. 

Section 481(a) Adjustment 
The first favorable provision relates to accounting method change. Any 
Section 481(a) amount required to be taken into account by any eligible S 
Corporation upon termination would be taken into account ratably over 
six-year period beginning with the year of change. 
Therefore, a corporation that must change a method of accounting 
because of the revocation of its S Corporation election would include any income resulting from that change 
over six tax years as opposed to the four-year period under current method change procedures. 

Distributions 
The second provision under the Act revises the tax treatment of distributions. Under the current law, 
distributions by an S corporation generally are treated as first coming out from the S corporation’s 
accumulated adjustments account (“AAA”). AAA measures the income of the S corporation that has been 

Hot Topic  
The tax advantages of 
operating as an S 
corporation relative to a C 
corporation were 
significantly reduced by 
H.R. 1. 
S corporations 
considering C corporation 
conversion must consider 
all tax consequences, 
including, but not limited 
to, the termination of an S 
corporation election for 
qualified subchapter S 
subsidiary and any 
potential gains or income 
that may be triggered 
pursuant to Section 
1361(b)(3)(C). 
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taxed to its shareholders but remains undistributed. If AAA is exhausted by the distribution, the excess 
distribution is treated as coming from any earnings and profits (“E&P”) of the corporation generated when it 
was a C corporation or inherited from a C Corporation under Section 381.  
For a shareholder, distributions out of AAA generally are more favorable, as such distributions are tax free to 
the extent of the shareholder’s basis in its S corporation stock and then as giving rise to capital gain for the 
shareholder. In contrast, distributions out of E&P are treated as dividends and taxed accordingly. 
If an S Corporation election terminates, special post-termination period 
(“PTTP”) would apply to distributions. The PTPP is generally the period 
beginning on the day of the S termination event and ending on the later of 
the one-year anniversary of such termination or the due date for filing of 
the return for the last S corporation year. The Agreement provides that 
cash distributions of an eligible terminated S corporation made after the 
post-termination transition period would be sourced and treated as 
received proportionately from any remaining accumulated adjustments 
account and accumulated earnings and profits of the distributing 
corporation. 

 
Small Business Trusts  
The Act amends current law to provide that the charitable contribution deduction allowed for the portion of 
an ESBT holding S Corporation stock are determined under the rules applicable to individuals instead of 
those applicable to trusts. The provision applies to tax years beginning after December 31, 2017. 

Further, the new law allows a nonresident alien individual to be a potential current beneficiary of an ESBT. 
The provision is effective on January 1, 2018. 
Generally, for a corporation to qualify as an S corporation, ownership of the corporation’s stock is limited to 
certain permitted shareholders. One type of trust permitted to own stock in an S Corporation is an electing 
small business trust (“ESBT”). The portion of an ESBT that owns stock in an S Corporation is treated as a 
separate trust and the S Corporation’s income allocated to the ESBT is taxed to the trust itself rather than to 
the trust’s beneficiaries. 
 

Foreign Persons Gain/Loss from Partnership Interest Disposition with U.S. Trade of Business 
Under the Act, foreign persons will recognize gain or loss from the sale or exchange of a partnership interest 
as income effectively connected with a United States trade or business to the extent that the transferor 
would have had effectively connected gain or loss if the partnership had sold all of its assets for their fair 
market value on the date of the interest sale or exchange. 

Under the H.R. 1 provision, a transferee (e.g. partnership) must withhold 10% of the transferor’s amount 
realized on the sale or exchange of a partnership interest unless the transferor certifies that it is not a 
nonresident alien or foreign corporation. The partnership must deduct and withhold from distributions to the 
transferee partner any amount that the transferee fails to withhold from the transferor. 
The withholding is required for sales or exchanges occurring after December 31, 2017. However, the 
general provision, treating gain or loss on the sale of certain partnership interests as effectively connected 
with a US trade or business, would still be effective as of November 27, 2017. 
 

  

Hot Topic  
The S corporation post-
termination transition 
rules apply to distributions 
made to shareholders 
who were S corporation 
shareholders at the time 
of the S corporation 
termination. 
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Other Flow-Through Provisions 
Built-in Losses 
The Act modified the definition of the substantial built-in loss. A substantial built-in loss exists if the 
transferee partner would be allocated a net loss in excess of $250,000 upon a hypothetical sale and 
liquidation of the partnership under Section 743(d). 

Outside Basis Limitation 
The Act modified Section 704(d) to apply the outside basis limitation to a partner’s distributive share of 
charitable contributions and foreign tax credits. 

 

Carried Interest 
The Act changes the treatment of carried interest. Carried interest is an additional share of profits, not 
related to any capital investment, paid generally to the fund or investment manager (“manager”) once a 
performance threshold is met. Previously, the manager would retain whatever character of income 
generated the carried interest, generally long-term capital gain from the disposition of an investment. The 
new rules require that the underlying investment be held for three years instead of the previous one. The 
change applies to tax years beginning after December 31, 2017 and there are no grandfather provisions for 
carry positions established prior to that date. Clarifying regulations are expected at a later date.  
 

Repeal of Technical Termination Rules 
The Act modifies IRC Section 708(b), whereby a partnership is considered as terminated only if no part of 
any business, financial operation, or venture of the partnership continues to be carried on by any of its 
partners in a partnership. The ACT repeals the technical termination rules contained in Section 708(b)(1)(B) 
which occurred when there was a sale or exchange of 50% or more of the total interest in partnership capital 
and profits within any 12-month period.  

 
Increased Section 179 Deduction 
Under the Act, for property placed in service for tax years beginning after 
December 31, 2017, the maximum amount of deduction is increased to 
$1 million from $500,000, and the phase-out threshold is increased to 
$2.5 million from $2 million.  
The definition of the qualified real property under Section 179 is 
expanded to include certain improvements to non-residential real 
property after the date such property was placed in service. This includes 
roofs, heating, ventilation, air conditioning property, fire protection, alarm 
systems and security systems.  
  

Hot Topic  
H.R. 1 provides 
significant modification of 
rules for expensing 
depreciable business 
assets. 
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Temporary Expensing of Depreciable Property—100% Cost Recovery of Qualified Business Assets 
The Act temporarily makes expensing the principal capital cost recovery 
regime by increasing Section 168(k), the bonus first-year depreciation 
deduction, to 100% and allowing taxpayers to write off the cost of 
acquisitions (e.g. plant, property, and equipment) immediately.  
This expensing new regime goes further than current law bonus 
depreciation by applying to both new and used property. The 100% bonus 
depreciation rule applies through 2022, and then ratably phases down 
over the succeeding five years. 
The Act also allows taxpayers immediate expense of certain depreciable 
assets acquired and placed in service after September 27, 2017 and 
before January 1, 2023 (e.g. 100% deduction), including additional years 
for certain aircraft and longer production period property. For qualified 
property placed in service in calendar years 2023, 2024, 2025 and 2026, 
the applicable percentage is reduced 80%, 60%, 40% and 20% 
respectively. The first year bonus depreciation sunsets after 2026. 
Under the Act, the definition of qualified property is expanded and the 
original use requirement is repealed. Going forward, qualified property will 
include used property as long as such property had not been used by the taxpayer at any time prior to 
acquisition and meets other requirements under Section 168. Furthermore, qualified property definition 
includes qualified film, television and live theatrical productions property, and excludes property used in 
trade or business of certain regulated public utilities as defined by the code.  
It is important to note that if the property is placed in service after September 27, 2017, certain phase-down 
percentages under the current tax law will be applicable. Taxpayers have an option to elect out of the bonus 
depreciation for property placed in service before and after September 27, 2017. 
 

Real Property Recovery Periods 
For property placed in service after 2017, the Act eliminates separate 
definitions of qualified leasehold improvement, qualified restaurant and 
qualified retail improvement property. The Act also provides a general 15 
year MACRS recovery period for qualified improvement property and a 20 
year alternative depreciation system (ADS) recovery period for such 
property. The Act shortens the ADS recovery period from 40 to 30 years 
for residential rental property. 
Unfortunately, the legislative text appears to have a technical glitch,  
which leaves applicable recovery periods (e.g. MACRS and ADS) for 
qualified improvement property uncertain, including whether qualified 
improvements of any type are eligible for the benefits of shorter life and 
bonus depreciation. 

 
Domestic Production Activities Deduction Repeal 
Under the current law, qualified taxpayers are allowed to claim a domestic production activities deduction 
under Section 199. The deduction is generally equal to 9% of the lesser of the taxpayer’s qualified 
production activities income or the taxpayer’s taxable income for the tax year. 
Under the Act, the deduction for domestic production activities provided under Section 199 is repealed for 
tax years beginning after December 31, 2017 (e.g. beginning in 2018). 

Hot Topic  
Many state or local 
jurisdictions are expected 
not to conform to 
significant modification of 
rules for expensing 
depreciable business 
assets. States, such as 
California, will likely 
decouple from the 
Section 179 deduction 
increase and first year 
bonus depreciation 
provided by the Act. 

Hot Topic  
The Act makes a number 
of significant changes to 
corporate deductions and 
exclusions which includes 
a number of revenue 
raising provisions to 
partially offset the costs of 
other beneficial 
provisions. 
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Modification of Like-Kind Exchanges Rules 
Under pre-ACT like-kind exchange rules under IRC Section 1031, gain is deferred when real, personal or 
certain intangible property is exchanged for like-kind property if both properties are held for investment or 
used in a trade or business. The Act limits the availability of like-kind exchanges to real property not held 
primarily for sale. The Act provides a transition rule whereby, the new rules do not apply to any exchange in 
which the taxpayer disposed of relinquished property (for a forward exchange), or received replacement 
property (for a reverse exchange), on or before December 31, 2017. 
 

Net Business Interest Expense 
The Act amends Section 163(j) to disallow a deduction for net business interest expense of any taxpayer, 
including C corporations, in excess of 30% of a business adjusted taxable income, plus floor plan financing 
interest of the taxpayer for the taxable year.  
Business interest is defined as any interest paid or accrued on indebtedness properly allocable to a trade or 
business. Any amount treated as interest for tax purposes is treated as “interest” for purposes of this 
provision. The term “business interest” does not include investment interest within the meaning of Section 
163(d).  
“Floor plan financing interest” is interest paid or accrued for “floor plan financing indebtedness,” which 
means indebtedness used to finance the acquisition of motor vehicles held for sale or lease. The term 
“motor vehicle” means any self-propelled vehicle designed for transporting persons or property on a public 
street, highway, or road; boat; or farm machinery or equipment.  
The Act allows any disallowed business interest to be carried forward indefinitely for tax years beginning 
after 2017. The new limitation does not apply to electing real estate businesses and certain qualified small 
businesses. Specifically, the qualified small business exception to the limitation applies to taxpayers with 
average annual gross receipts for the three-taxable-year period ending with the prior tax year that do not 
exceed $25 million. 
 

Entertainment and Certain Fringe Benefits 
The Act repeals deductions for entertainment, amusement and 
recreation that are directly related to the conduct of a taxpayer’s 
trade or business. No deduction is allowed for:  

1. An activity considered 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 
any of the above.  

It is important to note that the Act retains the 50% deduction for 
food and beverage expenses associated with a trade or business 
after the effective date. However, the new law provides 50% 
limitation to certain meals that are currently 100% deductible.  
The Act expanded the 50% limitation to food and beverages 
provided to employees as de minimus fringe benefits, including meals provided at an eating facility that 
meets the requirements for an on-premise dining facility, and to meals provided on premise to employees 
under Section 119 for the convenience of the employer. It is important to note that the 50% deduction limit 

Hot Topic  

The Act effectively provides the employers 
with a choice to include entertainment and 
certain fringe benefit amounts in taxable 
income and take a 100% tax deduction or 
exclude the amounts and take a lesser 
deduction. 

Employers will need to consider: 

1. Changing/updating meals and 
entertainment (M&E), fringe benefits, 
and expensing and tracking practices, 
including M&E policies.  

2. Modification of general ledger 
accounts. 
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applies for tax years after 2017 and before 2026. The provision would, therefore, sunset in 2026 and Section 
119 meals will then be subject to 100% disallowance. 
Finally, the Act disallows any deduction expenses associated with providing qualified transportation fringe 
and any expense to provide transportation for commuting between the employee’s residence and place of 
employment. This includes vanpools, subway or transit cards, and qualified parking expenses. The Act does 
provide a limited commuting benefit exception where the safety of employees is impacted. 

 
Business Credits 
Rehabilitation Credit 
The Act repeals the 10% credit for pre-1936 buildings and makes a modification to the 20% credit for 
certified historic structures, generally for amounts paid or incurred after 2017. Specifically, the credit for 
certified historic structures will remain at 20%, but must be claimed ratably over a five-year period beginning 
in the tax year in which a qualified rehabilitated structure is placed in service. The new law provides 
transition rules for certain phased rehabilitations. 
Other Credits 
The Conference Agreement retained the research and experimentation (R&E) credit, the low-income 
housing credit, the work opportunity tax credit, and the new markets tax credit. It left unchanged certain 
energy tax credits prevalent in the power and utility industry, including Section 45—Production Tax Credit 
and Section 48—Investment Tax Credit. 

 
BPM is Here to Assist You 

The Tax Cuts and Jobs Act will have a significant impact on pass-through entities. We encourage you to 
work with your BPM tax professional to understand how these changes specifically impact your company. 
For additional questions regarding the legislative tax matters, please contact a member of our Corporate  
Tax team. 

Tom Garigliano, CPA  
Tax Practice Group Leader 
(707) 524-6535 
tgarigliano@bpmcpa.com 

 

Jackie Matsumura, CPA 
Tax Partner 
(925) 296-1035 
jmatsumura@bpmcpa.com 
 

Jim Martin, CPA 
Tax Partner 
(408) 961-6306 
jmartin@bpmcpa.com 

 

Dmitri Alexeev, CPA 
Tax Director 
(415) 299-0157 
dalexeev@bpmcpa.com 
 

Helen Williams, CPA 
Tax Director 
(925) 296-1092 
hwilliams@bpmcpa.com  

 
Michael Schaffer, CPA 
Tax Managing Director 
(408) 961-6362 
mschaffer@bpmcpa.com 

©2018 BPM. All rights reserved. This white paper contains information intended for general guidance only. It is not intended to be a substitute 
for detailed research nor the exercise of professional judgment. Neither BPM nor any member of the BPM firm accept any responsibility for 
loss brought to any person acting or refraining from action as a result of any material in this alert. On any specific matter, reference should be 
made to the appropriate advisor. 

mailto:tgarigliano@bpmcpa.com
mailto:jmatsumura@bpmcpa.com
mailto:jmartin@bpmcpa.com
mailto:dalexeev@bpmcpa.com
mailto:hwilliams@bpmcpa.com
mailto:mmschaffer@bpmcpa.com

