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INTRODUCTION

This document' provides a technical explanation of Title III of the Tax Reform Act of
2014, a discussion draft’ prepared by the Chairman of the House Committee on Ways and Means
that proposes to reform the Internal Revenue Code. Title III of the proposal addresses general
business tax reform.

' This document may be cited as follows: Joint Committee on Taxation, Technical Explanation of the Tax
Reform Act of 2014, A Discussion Draft of the Chairman of the House Committee on Ways and Means to Reform the
Internal Revenue Code: Title IIl — Business Tax Reform (JCX-14-14), February 26, 2014. This document can also
be found on our website at www.jct.gov.

? Statutory draft version Camp_041.XML.



TITLE III - BUSINESS TAX REFORM
A. Tax Rates
1. 25-percent corporate tax rate (sec. 3001 of the discussion draft and sec. 11 of the Code)
Present Law

Corporate taxable income is subject to tax under a four-step graduated rate structure. The
top corporate tax rate is 35 percent on taxable income in excess of $10 million. The corporate
taxable income brackets and tax rates are as set forth in the table below:

Taxable Income Tax rate
(percent)
15
Not over $50,000
Over $50,000 but not over $75,000 25
Over $75,000 but not over $10,000,000 34
Over $10,000,000 35

An additional five-percent tax is imposed on a corporation's taxable income in excess of
$1 million. The maximum additional tax is $11,750. Also, a second additional three-percent tax
is imposed on a corporation's taxable income in excess of $15 million. The maximum second
additional tax is $100,000.

Certain personal service corporations pay tax on their entire taxable income at the rate of
35 percent.

Present law provides if the maximum corporate tax rate exceeds 35 percent, the
maximum rate on a corporation's net capital gain will be 35 percent.

Description of Proposal

The proposal reduces the maximum corporate tax rate from 35 percent to 25 percent for
taxable years beginning after December 31, 2018.

The proposal is phased-in. For taxable years beginning in 2015 the maximum rate is 33
percent; for taxable years beginning in 2016 the maximum rate is 31 percent; for taxable years
beginning in 2017 the maximum rate is 29 percent; and for taxable years beginning in 2018 the




maximum rate is 27 percent.” For each of these taxable years the 25-percent rate applies to so
much of the taxable income as does not exceed $75,000.

Personal service corporations are taxed at the same tax rates as other corporations.
The proposal repeals the maximum corporate tax rate on net capital gain as obsolete.

The proposal provides a withholding rate on certain foreign income equal to the
maximum corporate tax rate.

Effective Date

The proposal applies to taxable years beginning after December 31, 2014.

? For fiscal year corporations, the rules relating to changes of rates during a taxable year currently in
section 15 apply.



B. Reform of Business-Related Exclusions and Deductions

1. Revision of treatment of contributions to capital (sec. 3101 of the discussion draft, new
sec. 76 of the Code, and sec. 118 of the Code)

Present Law

The gross income of a corporation does not include any contribution to its capital.* For
purposes of this rule, a contribution to the capital of a corporation does not include any
contribution in aid of construction or any other contribution from a customer or potential
customer.” A special rule allows certain contributions in aid of construction received by a
regulated public utility that provides water or sewerage disposal services to be treated as a tax-
free contribution to the capital of the utility. No deduction or credit is allowed for, or by reason
of, any expenditure that constitutes a contribution that is treated as a tax-free contribution to the
capital of the utility.’

If property is acquired by a corporation as a contribution to capital and is not contributed
by a shareholder as such, the adjusted basis of the property is zero.® If the contribution consists
of money, the corporation must first reduce the basis of any property acquired with the
contributed money within the following 12-month period, and then reduce the basis of other
property held by the corporation.” Similarly, a utility’s adjusted basis of any property acquired
with a contribution in aid of construction will be zero."

Description of Proposal

The proposal repeals section 118.

Further, the proposal provides that a contribution to capital, other than a contribution of
money or property made in exchange for stock of a corporation or any interest in an entity, is
included in gross income of a taxpayer."!

* Sec. 118(a).

3 Sec. 118(b).

6 Sec. 118(c).

7 Sec. 118(c)(4).

¥ Sec. 362(c)(1).

% Sec. 362(c)(2). See also Treas. Reg. sec. 1.362-2.

10 Sec. 118(c)(4).

" See section 3423 of the discussion draft, “Nonrecognition for derivative transactions by a corporation

with respect to its stock,” for a discussion of a proposal revising section 1032 with respect to contributions in
exchange for stock of a corporation or an ownership interest in an entity.



For example, a contribution of municipal land by a municipality that is not in exchange
for stock (or for a partnership interest or other interest) of equivalent value is considered a
contribution to capital that is includable in gross income. By contrast, a municipal tax abatement
for locating a business in a particular municipality is not considered a contribution to capital.

Effective Date

The proposal applies to contributions made, and transactions entered into, after the date
of enactment.

2. Repeal of deduction for local lobbying expenses (sec. 3102 of the discussion draft and
sec. 162(e) of the Code)

Present Law

In general

A taxpayer generally is allowed a deduction for ordinary and necessary expenses paid or
incurred in carrying on any trade or business.'”> However, section 162(e) denies a deduction for
amounts paid or incurred in connection with (1) influencing legislation,' (2) participation in, or
intervention in, any political campaign on behalf of (or in opposition to) any candidate for public
office, (3) any attempt to influence the general public, or segments thereof, with respect to
elections, legislative matters, or referendums, or (4) any direct communication with a covered
executive branch official'* in an attempt to influence the official actions or positions of such
official. Expenses paid or incurred in connection with lobbying and political activities (such as
research for, or preparation, planning, or coordination of, any previously described activity) also
are not deductible."

12 Sec. 162(a).

" The term “influencing legislation” means any attempt to influence any legislation through
communication with any member or employee of a legislative body, or with any government official or employee
who may participate in the formulation of legislation. The term “legislation” includes actions with respect to Acts,
bills, resolutions, or similar items by the Congress, any State legislature, any local council, or similar governing
body, or by the public in a referendum initiative constitutional amendment, or similar procedure. Secs. 162(e)(4)
and 4911(e)(2).

' The term “covered executive branch official” means (1) the President, (2) the Vice President, (3) any
officer or employee of the White House Office of the Executive Office of the President, and the two most senior
level officers of each of the other agencies in such Executive Office, (4) any individual servicing in a position in
level I of the Executive Schedule under section 5312 of title 5, United States Code, any other individual designated
by the President as having Cabinet level status, and (5) any immediate deputy of an individual described in (4). Sec.
162(e)(6).

5 Sec. 162(e)(5)(C).



Exceptions

Local legislation

Notwithstanding the above, a deduction is allowed for ordinary and necessary expenses
incurred in connection with any legislation of any local council or similar governing body
(collectively, “local legislation™).'® With respect to local legislation, the exception permits a
deduction for amounts paid or incurred in carrying on any trade or business (1) in direct
connection with appearances before, submissions to, or sending communications to the
committees, or individual members, of such local legislation with respect to legislation or
proposed legislation of direct interest to the taxpayer, or (2) in direct connection with
communication of information between the taxpayer and an organization of which the taxpayer
is a member with respect to any such legislation or proposed legislation which is of direct
interest to the taxpayer and such organization, and (3) that portion of the dues so paid or incurred
with respect to any organization of which the taxpayer is a member which is attributable to the
expenses of the activities described in (1) or (2) carried on by such organization."’

For purposes of this exception, legislation of an Indian tribal government is treated in the
same manner as local legislation.'®

De minimis

For taxpayers with $2,000 or less of in-house expenditures related to lobbying and
political activities, a de minimis exception is provided that permits a deduction.'”

Description of Proposal

The proposal repeals the exception for amounts paid or incurred related to lobbying local
councils or similar governing bodies, including Indian tribal governments. Thus, the general
disallowance rules applicable to lobbying and political expenditures will apply to costs incurred
related to such local legislation.

Effective Date

The proposal applies to amounts paid or incurred after December 31, 2014.

16

Sec. 162(e)(2).
17" Sec. 162(e)(2)(B).
18

Sec. 162(e)(7).

¥ Sec. 162(e)(5)(B).



3. Expenditures for repairs in connection with casualty losses (sec. 3103 of the discussion
draft and sec. 165 of the Code)

Present Law

In general, a taxpayer may claim a deduction for any loss sustained during the taxable
year and not compensated by insurance or otherwise.”’ The amount of any loss is limited to the
adjusted basis of the property.”' For individual taxpayers, deductible losses must be incurred in a
trade or business or other profit-seeking activity or consist of property losses arising from fire,
storm, shipwreck, or other casualty, or from theft.”” Personal casualty or theft losses for the
taxable year are allowable only if they exceed a $100 limitation per casualty or theft.” In
addition, aggregate net casualty and theft losses are deductible only to the extent they exceed 10
percent of an individual taxpayer’s adjusted gross income.** If the disaster occurs in a
Presidentially declared disaster area, the taxpayer may elect to take into account the casualty loss
in the taxable year immediately preceding the taxable year in which the disaster occurs.”

With respect to restoration of a unit of property, a taxpayer generally must capitalize as
an improvement amounts paid to restore a unit of property, including an amount paid to make
good the exhaustion for which an allowance is or has been made.”® A restoration includes, in
relevant part, an amount paid for the restoration of damage to a unit of property for which the
taxpayer is required to take a basis adjustment either as a result of a casualty loss or relating to a
casualty event.”” However, with respect to amounts paid or incurred for repairs in connection
with casualty losses or events, the regulations limit the amount required to be capitalized to the
excess (if any) of (1) the taxpayer’s basis adjustments resulting from the casualty, over (2) the
amount paid for the restoration of damage to the unit of property as a result of the casualty that
also constitutes an improvement.”® Amounts paid in excess of such limitation are analyzed under

20

Sec. 165(a).

21 Sec. 165(b).

2 Sec. 165(c)(3).

3 Sec. 165(h)(1).

# Sec. 165(h)(2).

2 Sec. 165(i).
% Treas. Reg. sec. 1.263(a)-3(k)(1), effective for taxable years beginning on or after January 1, 2014.
T Treas. Reg. sec. 1.263(a)-3(k)(1)(ii).

* Treas. Reg. secs. 1.263(a)-3(k)(1) and (4). See also the preamble to the final regulations under section
263(a) issued September 13, 2013 (T.D. 9636, 78 Fed. Reg. 57686, September 19, 2013).



the applicable provisions of the Internal Revenue Code and regulations™ to determine if
capitalization is required.*

Description of Proposal

The proposal amends the rules for repairs incurred in connection with a casualty loss.
Specifically, the proposal requires the capitalization of any expenditure made for any repair of
damage to property in connection with a casualty loss where a casualty loss deduction for such
property is allowed under section 165. The proposal provides an election to expense repair costs
in lieu of deducting the casualty loss. If the taxpayer makes such election, no deduction is
allowed for a casualty loss under section 165 and the requirement to capitalize repair
expenditures shall not apply. When an election is made to forego the casualty loss deduction, it
is intended that costs incurred to improve or better the property beyond the state of such property
prior to the casualty loss®' will continue to be capitalized.

Effective Date

The proposal applies to losses sustained after December 31, 2014.

4. Reform of accelerated cost recovery system (sec. 3104 of the discussion draft and
sec. 168 of the Code)

Present Law
Overview

For Federal income tax purposes, a taxpayer is allowed to recover through annual
depreciation deductions the cost of certain property used in a trade or business or for the
production of income.* Under the modified accelerated cost recovery system (“MACRS”),
adopted in 1986, the amount of the depreciation deduction allowed with respect to tangible
property for a taxable year is determined for different types of property based on an assigned
applicable depreciation method, recovery period, and convention.

¥ See, e.g., Treas. Reg. secs. 1.162-4, 1.263(a)-2, or 1.263(a)-3.
% Treas. Reg. sec. 1.263(a)-3(k)(4)(ii). See also, Treas. Reg. sec. 1.263(a)-3(k)(7), Example 5.

31 See Treas. Reg. sec. 1.263(a)-3(j) for the rules governing the capitalization of amounts paid for
abetterment to a unit of property.

2 Sec. 167(a).

3 The Tax Reform Act of 1986, Pub. L. No. 99-514, sec. 201 (1986).



Recovery periods and depreciation methods

The applicable recovery period for an asset is determined in part by statute and in part by
historic Treasury guidance.”* The “type of property” of an asset is used to determine the “class
life” of the asset, which in turn dictates the applicable recovery period for the asset.

The MACRS recovery periods applicable to most tangible personal property range from
three to 20 years. The depreciation methods generally applicable to tangible personal property
are the 200-percent and 150-percent declining balance methods,” switching to the straight-line
method for the first taxable year where using the straight-line method with respect to the adjusted
basis as of the beginning of that year will yield a larger depreciation allowance. The recovery
periods for most real property are 39 years for nonresidential real property and 27.5 years for
residential rental property. Table 1 provides general rules for class lives and recovery periods as
provided in sections 168(c) and (e).

Table 1.—General Rules for Class Lives and Recovery Periods

. MACRS Applicable
Type of Property General Rule-Class Life Recovery Period

3-year property 4 years or less 3 years
5-year property More than 4 but less than 10 5 years

years
7-year property 10 or more but less than 16 7 years

years; also, property (other

than real property) without a

class life

3 Exercising authority granted by Congress, the Secretary issued Revenue Procedure 87-56 (1987-2 C.B.
674), laying out the framework of recovery periods for enumerated classes of assets. The Secretary clarified and
modified the list of asset classes in Revenue Procedure 88-22 (1988-1 C.B. 785). In November 1988, Congress
revoked the Secretary’s authority to modify the class lives of depreciable property. Revenue Procedure 87-56, as
modified, remains in effect except to the extent that the Congress has, since 1988, statutorily modified the recovery
period for certain depreciable assets, effectively superseding any administrative guidance with regard to such

property.

> Under the declining balance method the depreciation rate is determined by dividing the appropriate
percentage (here 150 or 200) by the appropriate recovery period. This leads to accelerated depreciation when the
declining balance percentage is greater than 100. The table below illustrates depreciation for an asset with a cost of
$1,000 and a seven-year recovery period under the 200-percent declining balance method, the 150-percent declining
balance method, and the straight-line method.

Recovery method Year1 | Year2 | Year3 | Year4 | Year5 | Year6 | Year7 Total

200-percent declining balance 28571 204.08 | 145.77 | 104.12 86.77 86.77 86.77 | 1,000.00
150-percent declining balance 21429 | 168.37| 13229 | 121.26| 121.26| 121.26 [ 121.26 | 1,000.00
Straight-line 142.86 | 142.86| 142.86| 142.86 | 142.86| 142.86| 142.86 | 1,000.00




Type of Property General Rule-Class Life Mll:‘ecc(l){vsegpl?eli‘ciigle

10-year property 16 or more but less than 20 10 years
years

15-year property 20 or more but less than 25 15 years
years

20-year property 25 or more years 20 years

Water utility property 50 years 25 years

Residential rental property 40 years 27.5 years

Nonresidential real property 40 years 39 years

Any railroad grading or tunnel | 50 years 50 years

bore

Placed-in-service conventions

Depreciation of an asset begins when the asset is deemed to be placed in service under
the applicable convention.’® Under MACRS, nonresidential real property, residential rental
property, and any railroad grading or tunnel bore generally are subject to the mid-month
convention, which treats all property placed in service during any month (or disposed of during
any month) as placed in service (or disposed of) on the mid-point of such month.*” All other
property generally is subject to the half-year convention, which treats all property placed in
service during any taxable year (or disposed of during any taxable year) as placed in service (or
disposed of) on the mid-point of such taxable year.”® However, if substantial property is placed
in service during the last three months of a taxable year, a special rule requires use of the mid-
quarter convention,” designed to prevent the recognition of disproportionately large amounts of
first-year depreciation under the half-year convention.

Alternative depreciation system

The alternative depreciation system (“ADS”) is required to be used for property used
predominantly outside the United States, tax-exempt bond financed property, and certain tax-
exempt use property.*’ An election to use ADS is available to taxpayers for any class of property

3% Treas. Reg. sec. 1.167(a)-10(b).
37 Secs. 168(d)(2) and (d)(4)(B).
¥ Secs. 168(d)(1) and (d)(4)(A).

% The mid-quarter convention treats all property placed in service (or disposed of) during any quarter as
placed in service (or disposed of) on the mid-point of such quarter. Secs. 168(d)(3) and (d)(4)(C).

0 Sec. 168(g).

10




for any taxable year.! Under ADS, all property is depreciated using the straight-line method,
over recovery periods which generally are equal to the class life of the property, with certain
exceptions.*

Description of Proposal

Depreciation

In general

Under the proposal, the depreciation method for tangible property is the straight line
method and the applicable recovery period generally is the class life of the property.* A
recovery period is specifically assigned for the following property:

e Property with no class life (12 years);

e Any race horse, and any horse other than a race horse that is more than 12 years old at
the time is placed in service (3 years);

e Semi-conductor manufacturing equipment (5 years);
¢ Qualified technological equipment (5 years);

e Automobile or light general purpose truck (5 years);
e Qualified rent-to-own property (9 years);

e Certain telephone switching equipment (9.5 years);
e Railroad track (10 years);

e Smart electric distribution property (10 years);

e Airplanes (12 years);*

e Natural gas gathering line (14 years);

e Tree or vine bearing fruit or nuts (20 years);

e Telephone distribution plant (24 years);

e Real property, including nonresidential real property and residential rental property
(40 years);

IS

! Sec. 168(g)(7).
2 Sec. 168(2)(2).
43

See, e.g., Rev. Proc. 87-56 (1987-2 C.B. 674) for class lives of certain property.

* While the proposal increases the recovery period for fixed wing aircraft from six years to 12 years, the
recovery period for helicopters remains unchanged from present law (i.e., remains the six-year class life).

11



e Water treatment and utility property (50 years);
e (learing and grading improvements, and tunnel bore (50 years); and

e Tax-exempt use property subject to lease (recovery period shall be no less than 125
percent of the lease term).

Under the proposal, the Secretary is required to develop a schedule of class lives for all
tangible property, except for property with a recovery period that was specifically assigned. One
year following the delivery of the schedule of class lives, the revised class lives will take effect,
replacing Revenue Procedure 87-56.

Inflation adjustment

The proposal provides an election for taxpayers to increase their depreciation deductions
to take into account inflation. The election is made annually and applies to all property (except
for specified property used outside the United States, real property, water treatment and utility
property, and any clearing and grading land improvements or tunnel bore) placed in service
during such taxable year.”> With respect to property for which an election has been made, the
taxpayer increases the depreciation deductions associated with such property by applying an
inflation adjustment percentage to the modified adjusted basis of such property.*® The term
“modified adjusted basis” means the taxpayer’s adjusted basis in such property determined as if
the inflation adjustment had not been applied. The term “inflation adjustment percentage” means
the cost-of-living adjustment for such calendar year, which is the percentage (if any) by which
the Chained Consumer Price Index for all Urban Consumers (“C-CPI-U”)"’ for the preceding
calendar year exceeds the C-CPI-U for the second preceding calendar year. The overall
depreciation allowance (including the inflation adjustment) for a taxable year with respect to any
property may not exceed such property’s adjusted basis as of the beginning of such taxable year.

The below table illustrates depreciation for an asset with a cost of $1,000 and a seven-
year recovery period under the straight-line method using the half-year convention with and
without the election to apply the inflation adjustment. For purposes of the inflation adjustment,
an inflation rate of three percent is assumed in the below table.

* Once elected, the taxpayer is required to apply the inflation adjustment percentage to such property for
all subsequent taxable years.

% The increase for the first taxable year is reduced to take into